
www.ebook3000.com

http://www.ebook3000.org


Accounting for
Governmental and
Nonprofit Entities

Fifteenth Edition

Earl R. Wilson, Ph.D., CPA
Professor Emeritus
University of Missouri—Columbia

Jacqueline L. Reck, Ph.D.,
CPA
Associate Professor and James E. 
and C. Ellis Rooks
Distinguished Professor in Accounting
University of South Florida

Susan C. Kattelus, Ph.D.,
CPA, CGFM
Professor of Practice
Michigan State University

Boston    Burr Ridge, IL    Dubuque, IA    Madison, WI    New York    San Francisco    St. Louis
Bangkok    Bogotá    Caracas    Kuala Lumpur    Lisbon    London    Madrid    Mexico City
Milan    Montreal    New Delhi    Santiago    Seoul    Singapore    Sydney    Taipei    Toronto

wiL79603_fm_i-xviii.qxd  1/21/09  09:46 PM  Page i

www.ebook3000.com

http://www.ebook3000.org


ACCOUNTING FOR GOVERNMENTAL AND NONPROFIT ENTITIES

Published by McGraw-Hill/Irwin, a business unit of The McGraw-Hill Companies, Inc., 1221 Avenue of the Americas, New York, NY, 10020.
Copyright © 2010, 2007, 2004, 2001, 1999, 1995, 1992, 1989, 1985, 1980, 1974, 1969, 1961, 1956, 1951 by The McGraw-Hill Companies,
Inc. All rights reserved. No part of this publication may be reproduced or distributed in any form or by any means, or stored in a database or
retrieval system, without the prior written consent of The McGraw-Hill Companies, Inc., including, but not limited to, in any network or other
electronic storage or transmission, or broadcast for distance learning.

American Institute of Certified Public Accountants, Inc. materials reproduced are copyright © 2008 by AICPA, reproduced with permission.

Portions of various GASB documents, copyright by the Governmental Accounting Standards Board, 401 Merritt 7, PO Box 5116, Norwalk,
CT 06856-5116, U.S.A., are reproduced with permission. Complete copies of these documents are available from the GASB.

Portions of various ICMA documents are adapted/reprinted with permission of the International City/County Management Association, 
777 North Capitol Street, NE, Suite 500, Washington, DC 20002. All rights reserved.

Some ancillaries, including electronic and print components, may not be available to customers outside the United States.

This book is printed on acid-free paper.

1 2 3 4 5 6 7 8 9 0 VNH/VNH 0 9

ISBN 978-0-07-337960-9
MHID 0-07-337960-3

Vice president and editor-in-chief: Brent Gordon
Editorial director: Stewart Mattson
Publisher: Tim Vertovec
Senior sponsoring editor: Alice Harra
Developmental editor: Emily A. Hatteberg
Associate marketing manager: Dean Karampelas
Senior project manager: Bruce Gin
Full service project manager: Jackie Henry, Aptara, Inc.
Senior production supervisor: Debra R. Sylvester
Design coordinator: Joanne Mennemeier
Senior media project manager: Greg Bates
Cover design: JoAnne Schopler
Cover Image: © Corbis Images
Typeface: 10.5/12 Times New Roman
Compositor: Aptara, Inc.
Printer: R.R Donnelley

Library of Congress Cataloging-in-Publication Data
Wilson, Earl Ray, 1939-

Accounting for governmental and nonprofit entities / Earl R. Wilson, Jacqueline L. Reck,
Susan C. Kattelus.—Fifteenth ed.

p. cm.
Includes index.
ISBN-13: 978-0-07-337960-9 (alk. paper)
ISBN-10: 0-07-337960-3 (alk. paper)
1. Finance, Public—Accounting. 2. Nonprofit organizations—Accounting. 3. Nonprofit

organizations—United States—Accounting. I. Reck, Jacqueline L. II. Kattelus, Susan C. (Susan
Convery) III. Title. 
HJ9733.W48 2010
657'.825—dc22

2009000175

www.mhhe.com

wiL79603_fm_i-xviii.qxd  02/02/2009  04:30 PM  Page ii ssen 1 HD 049:Desktop Folder:MHBR093-FM:MHBR093-FM:

www.ebook3000.com

http://www.ebook3000.org


About the Authors
In Memoriam: This edition is dedicated to the memory and long service
of Dr. Leon E. Hay as an author of the third through twelfth editions of
Accounting for Governmental and Nonprofit Entities. Dr. Hay was a
nationally recognized leader and educator in the field of governmental and
not-for-profit accounting.

Earl R. Wilson
Is Professor Emeritus of Accountancy at the University of Missouri—Columbia. He
received his BA and MBA from Chapman University and his MA and PhD in Accoun-
tancy from the University of Missouri—Columbia. He is a certified public accountant
(Missouri).

Professor Wilson has contributed substantially to standards setting in governmental
accounting and auditing, having served as an academic fellow with the Governmental
Accounting Standards Board (GASB) and as a member of the Governmental Accounting
Standards Advisory Council, the U.S. Comptroller General’s Advisory Council on
Governmental Auditing Standards, the American Institute of CPAs Government
Accounting and Auditing Committee, and as chair of the Missouri Society of CPAs
(MSCPA) Government Accounting Committee and president of the American Accounting
Association Government and Nonprofit (AAA-GNP) Section. In addition, he has served
on several GASB task forces and conducted financial reporting research for the GASB.

Dr. Wilson has published numerous research articles in journals such as The
Accounting Review; Journal of Accounting Research; Contemporary Accounting
Research; Journal of Accounting and Public Policy; Journal of Accounting, Auditing,
and Finance; Research in Governmental and Nonprofit Accounting; Public Budgeting
and Finance, and others. Many of these articles are frequently cited as influential
studies of the municipal bond market. He has been an author of this text since the ninth
edition in 1992. He has extensive experience teaching governmental and nonprofit
accounting, including online courses.

Professor Wilson has received a number of awards for his teaching and research,
including the Enduring Lifetime Contribution Award from the AAA-GNP section, the
2003 Cornelius Tierney/Ernst & Young Research Award from the Association of
Government Accountants, Outstanding Teacher of the Year for 2002 from the Kansas
City MU Business Alumni Association, and the 2000 Outstanding Educator of the Year
and 2008 Outstanding CPA in Government awards from the MSCPA. He has chaired
or served as reader of more than 30 doctoral dissertations, many in the area of
governmental accounting.

Jacqueline L. Reck
Is an associate professor and the James E. and C. Ellis Rooks Distinguished Professor
in Accounting for the School of Accountancy at the University of South Florida. She
received a BS degree from North Dakota State University, BS and MAcc degrees from
the University of South Florida, and her PhD from the University of Missouri–Columbia.
She is a certified public accountant (Florida).

iii

wiL79603_fm_i-xviii.qxd  1/21/09  09:46 PM  Page iii

www.ebook3000.com

http://www.ebook3000.org


Dr. Reck worked for state government for several years before joining academia.
Currently, she is active in several professional associations. In addition to teaching
governmental and not-for-profit accounting, Dr. Reck frequently presents continuing
professional education workshops and sessions. She has provided workshops on
governmental and not-for-profit accounting for local accounting firms and the state
auditor general’s staff. Dr. Reck has received several teaching and research awards, is
currently the doctoral program coordinator for the School of Accountancy, and has
chaired or served on several doctoral dissertation committees.

Dr. Reck has published articles in The Journal of Accounting and Public Policy;
Research in Governmental and Nonprofit Accounting; Journal of Public Budgeting,
Accounting and Financial Management; and the Journal of Information Systems,
among others. She joined as an author on the 14th edition.

Susan C. Kattelus
Is Professor Emeritus of Accounting at Eastern Michigan University and currently a
Professor of Practice at Michigan State University. She received her BBA and PhD
from Michigan State University and MSA from Eastern Michigan University. Professor
Kattelus is a certified public accountant (Michigan) and a certified government
financial manager.

Professor Kattelus has served on the Governmental Accounting Standards Advisory
Council as the academic representative of the American Accounting Association
(AAA), president of the Government and Nonprofit Section of the AAA, and chair of
the Nonprofit Task Force of the Michigan Association of CPAs. She teaches the public
and nonprofit accounting course for accounting majors and the principles of managerial
accounting course for business students.

Dr. Kattelus has published articles in The Accounting Review; Research in
Governmental and Nonprofit Accounting; Journal of Government Financial Management;
Public Budgeting and Finance; Issues in Accounting Education; Journal of Accounting
Education; and Journal of Public Budgeting, Accounting and Financial Management,
among others. She joined as an author on the 11th edition in 1999.

iv About the Authors

wiL79603_fm_i-xviii.qxd  1/21/09  09:46 PM  Page iv

www.ebook3000.com

http://www.ebook3000.org


Preface
For almost 60 years, Accounting for Governmental and Nonprofit Entities has been the
leader in the market. It is a comprehensive governmental and not-for-profit accounting
text written for students who will be auditing and working in public and not-for-profit
sector entities. Originally published in 1951 and written by Professor R. M. Mikesell,
this book—and the several subsequent editions revised by Professor Leon E. Hay—has
given generations of instructors and students a comprehensive knowledge of the spe-
cialized accounting and financial reporting practices of governmental and not-for-
profit organizations, as well as an understanding of how those organizations can better
meet the information needs of a diverse set of financial statement users and decision
makers. The vision of these original authors continues to be reflected in this 15th edition,
and their strategy of providing a large and innovative set of instructional support
materials prepared and tested in the classroom by the authors continues to be a guiding
principle today. The current author team brings to this edition their extensive experi-
ence teaching government and not-for-profit courses as well as insights gained from
scholarly writing and professional activities. The result is a relevant and accurate text
that includes the most effective instructional tools.

ORGANIZATION AND CONTENT
The 15th edition of Accounting for Governmental and Nonprofit Entities is separated
into three parts: Part I covers state and local governments (Chapters 2 through 10), Part
II focuses on accountability for public funds (Chapters 11 through 13), and Part III
examines not-for-profit organizations (Chapters 14 through 17). Chapter 1 continues
to form a broad foundation for the more detailed material in Chapters 2–17. The order
of the chapters is similar to previous editions, but some topics and chapters have been
rearranged to facilitate a variety of courses and formats used by adopters of the text.
For example, a course focused on state and local governments may cover Chapter 1 and
Parts I and II, while a course focused on not-for-profit organizations may cover
Chapter 1 and Parts II and III. Part II is a bridge between the public and not-for-profit
sectors that includes accountability topics (e.g., federal government, auditing, and
budgeting) applicable to all types of entities that receive public funds.

KEY CHANGES IN THIS EDITION
As always, readers can count on this edition to include authoritative changes from the
Financial Accounting Standards Board, Governmental Accounting Standards Board,
Federal Accounting Standards Advisory Board, American Institute of Certified Public
Accountants, Office of Management and Budget, Internal Revenue Service, and
Government Accountability Office. Update bulletins will be provided periodically on
the text Web site as new authoritative statements are issued.

Several significant changes have been made in this edition of the text. The sample
financial statements have been moved to an appendix in Chapter 1 and the manage-
ment’s discussion and analysis (MD&A) has been moved to an appendix in Chapter 9
for easier reference. A new appendix on managing investments has been added to
Chapter 8. In a slight reorganization of coverage, what was formerly Chapter 11,
“Auditing of Governmental and Not-for-Profit Organizations,” is now Chapter 12. This

v
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chapter also has been modified to increase its focus on generally accepted government
auditing standards. In Chapter 13, more emphasis has been placed on performance
given the unique nature of governments. In addition, an appendix on cost and budget
issues in grant accounting has been added to Chapter 13. Illustrative financial
statements for the American Heart Association and related discussion have been
incorporated into Chapter 14.

In addition to these changes, all chapters have been updated to reflect changes in the
areas of accounting and auditing affecting governments and not-for-profit entities.
Based on comments received and the collective experience of the authors, some items
in this edition have received increased attention (e.g., major funds and postemployment
benefits). A most significant enhancement is that this edition now features a second
computerized practice set, the City of Bingham, which is equally as comprehensive
and effective as the widely used City of Smithville practice set. Both practice sets are
now downloadable from the publisher’s Web site (for more information, see inside the
front cover of this text).

INNOVATIVE PEDAGOGY
For state and local government accounting, the authors have found that dual-track
accounting is an effective approach in showing the juxtaposition of government-wide
and fund financial statements in GASB’s integrated model of basic financial state-
ments. It allows students to see that each transaction has an effect on the fund financial
statements (that are designed to show fiscal compliance with the annual budget), on the
government-wide financial statements (that demonstrate accountability for operational
performance of the government as a whole), or both. This approach better serves
students who will design and use accounting information systems, such as enterprise
systems, to allow information to be captured once and used for several purposes.
Accounting for federal agencies as well as nongovernmental, not-for-profit entities
closely parallels this approach as traditional fund accounting may be appropriate for
keeping track of resources with restricted purposes, but citizens and donors also need
to see the larger picture provided by the entity as a whole. The dual-track approach is
further described inside the front cover of this text.

Governments may continue to prepare fund-based statements throughout the year
and convert to accrual-based government-wide statements at the end of the year until
they invest in information systems that can deliver real-time information for decision
making. We want students to think beyond being transaction-bookkeepers and aspire to
design and use the systems that will make government-wide financial information
available when managers and citizens need it. The City of Bingham and City of
Smithville Continuous Computerized Problems are teaching tools that develop these
skills and perspective. The authors feel so strongly that this general ledger software tool
helps students understand the material that we again provide it with the text. Students
have enthusiastically told us that they like “learning by doing” and that these continuous
computerized problems helped them to understand the concepts in the book.

TARGET AUDIENCE
The text continues to be best suited for senior and graduate accounting majors who
plan to sit for the certified public accountant (CPA) exam and then audit governmental
or not-for-profit entities. Public administration and other students who plan to provide
financial management or consulting services to government and not-for-profit entities
report that the text provides a more comprehensive set of competencies than traditional

vi Preface
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public budgeting texts. Students in not-for-profit management education programs
find that the coverage of accounting, financial reporting, auditing, taxation, and infor-
mation systems for both governmental and not-for-profit entities provides the exposure
they need to work across disciplines and sectors. Finally, students preparing for the
certified government financial manager (CGFM) exam will also find Chapters 1
through 12 useful for Examination 2. We encourage all students who use this book to
consider the challenges and rewards of careers in public service—in federal, state, and
local governments as well as not-for-profit organizations.

SUPPLEMENT PACKAGE
The following ancillary materials are prepared by the authors to ensure consistency and
accuracy and are available on the Instructor’s Resource CD-ROM and the textbook’s
Web site, www.mhhe.com/wilson15e.

• Instructor’s Guide and Solutions Manual.
• PowerPoint lecture presentations.
• Test Bank (including a computerized version using E-Z Test software).
• The City of Bingham and City of Smithville Continuous Computerized

Problems––general ledger practice sets, downloadable from the publisher’s Web site.
• The City of Bingham and City of Smithville Instructor’s Version software, providing

guidance for instructors, solution data files, and solution page image (.pdf) files for all
required financial statements, schedules, and reports.

Students can access the PowerPoint lecture presentations, flashcards of key terms, and
multiple-choice practice quizzes for each chapter at the Online Learning Center on the
text’s Web site, www.mhhe.com/wilson15e.

Preface vii

wiL79603_fm_i-xviii.qxd  1/21/09  09:46 PM  Page vii

www.ebook3000.com

http://www.ebook3000.org


Acknowledgments
We are thankful for the encouragement, suggestions, and counsel provided by many
instructors, professionals, and students in writing this book. They include the follow-
ing professionals and educators who read portions of this book and previous editions
in various forms and provided valuable comments and suggestions:

viii

Kelli A. Bennett
City and County of Denver
Dr. Barbara Chaney
University of Montana
Mr. Jeremy Craig
Chesterfield, Missouri
Ms. Rebecca Craig
St. Charles County, Missouri
Mr. Michael Crawford
Crawford & Associates
Ms. Mary Foelster
American Institute of Certified Public
Accountants
Ms. Kristen Hockman
University of Missouri—Columbia
Ms. Marie Hunniecutt
Formerly, University of South Florida
Mr. Roger P. Murphy
Iowa State University, retired
Ms. Melanie Nelson
California State University—
San Marcos

Dr. David O’Bryan
Pittsburgh State University
Dr. Suzanne M. Ogilby
California State University—Sacramento
Dr. James Patton
Federal Accounting Standards Advisory
Board and University of Pittsburgh
Ms. Janet Prowse
University of Nevada, Las Vegas
Dr. Walter A. Robbins
University of Alabama
Ken Schermann
Governmental Accounting Standards
Board
Dr. Mark Sutter
Las Cruces, New Mexico
Dr. Relmond P. Van Daniker
Association of Government Accountants
Mr. Jay Wahlund
Minot State University
Mr. James F. White
Harvard Extension School

We acknowledge permission to quote pronouncements and reproduce illustrations
from the publications of the Governmental Accounting Standards Board, American
Institute of Certified Public Accountants, International City/County Management
Association, and Crawford and Associates. Dr. Wilson would like to give special
thanks to his wife, Florence J. Wilson, for her patience, support, and understanding in
completing this and several prior editions of the book. Dr. Reck dedicates the book in
memory of her husband, Albert F. Hohenstein.

Although we are extremely careful in checking the text and end-of-chapter
material, it is possible that errors and ambiguities remain in this edition. As readers
encounter such, we urge them to let us know so that corrections can be made. We
also invite every user of this edition who has suggestions or comments about the
material in the chapters to share them with one of the authors, either by regular mail
or e-mail. The authors will continue the service of issuing Update Bulletins to
adopters of this text that describe changes after the book is in print. These bulletins

wiL79603_fm_i-xviii.qxd  1/21/09  09:46 PM  Page viii

www.ebook3000.com

http://www.ebook3000.org


can be downloaded from the text Web site at www.mhhe.com/wilson15e or any of
the authors’ Web sites:

Dr. Earl R. Wilson 
School of Accountancy 
University of Missouri––Columbia 
303 Cornell 
Columbia, MO 65211 
wilsonea@missouri.edu 
http://web.missouri.edu/~wilsonea

Dr. Jacqueline L. Reck 
School of Accountancy 
University of South Florida 
4202 East Fowler Avenue, BSN 3403 
Tampa, FL 33620 
jreck@coba.usf.edu 
http://www.coba.usf.edu/departments/accounting/
faculty/reck

Dr. Susan C. Kattelus 
Department of Accounting and Information Systems
Michigan State University 
N235 Business College Complex 
East Lansing, MI 48824 
kattelus@msu.edu 
http://www.msu.edu/~kattelus

Acknowledgments ix

wiL79603_fm_i-xviii.qxd  1/21/09  09:46 PM  Page ix



Brief Contents

x

Preface  v

1 Introduction to Accounting and Financial
Reporting for Governmental and Not-for-
Profit Entities 1

PART ONE 
State and Local Governments 35

2 Principles of Accounting and Financial
Reporting for State and Local 
Governments 37

3 Governmental Operating Statement
Accounts; Budgetary Accounting 65

4 Accounting for Governmental Operating
Activities—Illustrative Transactions and
Financial Statements 111

5 Accounting for General Capital Assets
and Capital Projects 169

6 Accounting for General Long-term 
Liabilities and Debt Service 211

7 Accounting for the Business-type 
Activities of State and Local 
Governments 255

8 Accounting for Fiduciary Activities—
Agency and Trust Funds 305

9 Financial Reporting of State and Local
Governments 353

10 Analysis of Governmental Financial 
Performance 407

PART TWO 
Accountability for Public Funds 445

11 Accounting and Reporting for the 
Federal Government 447

12 Auditing of Governmental and Not-for-
Profit Organizations 493

13 Budgeting and Performance 
Measurement 529

PART THREE  
Not-for-Profit Organizations  577

14 Accounting for Not-for-Profit 
Organizations 579

15 Not-for-Profit Organizations—
Regulatory, Taxation, and Performance 
Issues 629

16 Accounting for Colleges and 
Universities 661

17 Accounting for Health Care 
Organizations 701

GLOSSARY 741

GOVERNMENTAL AND NOT-FOR-
PROFIT ORGANIZATIONS 769

INDEX 773

wiL79603_fm_i-xviii.qxd  1/21/09  09:46 PM  Page x



Table of Contents

xi

Preface  v

Chapter 1
Introduction to Accounting and Financial
Reporting for Governmental and Not-for-
Profit Entities  1
What Are Governmental and Not-for-Profit 
Organizations? 2
Distinguishing Characteristics of Governmental and
Not-for-Profit Entities 3
Sources of Financial Reporting Standards 4

Determining Whether a Not-for-Profit Organization Is
Governmental 5

Objectives of Financial Reporting 6
Financial Reporting of State and Local 
Governments 8

Illustrative Financial Statements—City and County of
Denver 9

Major Funds  12

Comprehensive Annual Financial Report 13
Expanding the Scope of Accountability 
Reporting 14
Overview of Chapters 2 through 17 14

GASB Statement No. 34 Principles, Standards, and
Financial Reporting 14

Accountability for Public Funds 15

Not-for-Profit Organizations 15
A Caveat 15
Appendix: Illustrative Financial Statements—City
and County of Denver 15
Key Terms 29
Questions 29
Cases 30
Exercises and Problems 31

PART ONE 
State and Local Governments 35

Chapter 2
Principles of Accounting and Financial
Reporting for State and Local 
Governments 37

Activities of Government 38
Governmental Financial Reporting Entity 38

Integrated Accounting and Financial Reporting
Model 39

Government-wide and Fund Financial 
Statements 40

Fiscal Accountability and Fund Accounting 41

Fund Categories 42
Major Fund Reporting 49

Determination of Major Funds 49

Nonmajor Fund Reporting 50
Appendix: Summary Statement of Governmental
Accounting and Financial Reporting Principles 52
Key Terms 56
Selected References 56
Questions 56
Cases 57
Exercises and Problems 59

Chapter 3
Governmental Operating Statement
Accounts; Budgetary Accounting 65

Classification and Reporting of Expenses and 
Revenues at the Government-wide Level 66

Reporting Direct and Indirect Expenses 66

Program Revenues and General Revenues 68

Reporting Special Items and Transfers 69
Structure and Characteristics of the General Fund;
Classification and Description of Operating 
Statement Accounts 70

Governmental Fund Balance Sheet and Operating
Statement Accounts 70

Budgetary Accounts 75
Terminology and Classification for Governmental
Fund Budgets and Accounts 78

Classification of Appropriations and 
Expenditures 78

Classification of Estimated Revenues and 
Revenues 81

Budgetary Accounting 86
Recording the Budget 87

Budgetary Control of Revenues 88

Budgetary Control of Encumbrances and 
Expenditures 89

Accounting for Allotments 92

Accounting Information Systems 92

wiL79603_fm_i-xviii.qxd  1/21/09  09:46 PM  Page xi



Concluding Remarks 95
Appendix: Accounting for Public School 
Systems 95
Key Terms 99
Selected References 99
Questions 99
Cases 100
Exercises and Problems 102

Chapter 4
Accounting for Governmental Operating
Activities—Illustrative Transactions and
Financial Statements 111

Illustrative Case 112
Measurement Focus and Basis of Accounting 112

Dual-track Accounting Approach 114
Illustrative Journal Entries 115

Recording the Budget 115

Interfund Transfer to Create a New Fund 115

Encumbrance Entry 117

Payment of Liabilities 119

Payrolls and Payroll Taxes 120

Revenues Recognized as Received in Cash 121
Accounting for Property Taxes 123

Recording Property Tax Levy 123

Collection of Current Taxes 124

Collection of Delinquent Taxes 125

Tax Anticipation Notes Payable 127

Repayment of Tax Anticipation Notes 128

Other Taxes 129
Interim Financial Reporting 129
Special Topics 131

Correction of Errors 131

Receipt of Goods Ordered in Prior Year 131

Revision of the General Fund Budget 133

Internal Exchange Transactions 134

Adjusting Entries 135

Pre-Closing Trial Balance 138

Closing Entries 138

Year-end Financial Statements 140
Special Revenue Funds 143

Accounting for Operating Grants 144

Financial Reporting 144
Interfund Activity 145

Reciprocal Interfund Activity 145

Nonreciprocal Interfund Activity 147

xii Contents

Intra- versus Inter-Activity Transactions 
(Government-wide Level) 148

Intra-Entity Transactions 148
Permanent Funds 148

Budgetary Accounts 149

Illustrative Case 149
Appendix: Concepts and Rules for Recognition of
Revenues and Expenses (or Expenditures) 153
Key Terms 156
Selected References 156
Questions 157
Cases 157
Exercises and Problems 160

Chapter 5
Accounting for General Capital Assets and
Capital Projects 169

Accounting for General Capital Assets 170
Required Disclosures about Capital Assets 171

Classification of General Capital Assets 172

General Capital Assets Acquired under 
Capital Lease Agreements 177

Costs Incurred after Acquisition 179

Reduction of Cost 179

Asset Impairments and Insurance Recoveries 180

Illustrative Entries 180
Capital Projects Funds 182

Legal Requirements 183

Illustrative Transactions—Capital Projects 
Funds 183

Illustrative Financial Statements for a Capital 
Projects Fund 189

Alternative Treatment of Residual Equity or 
Deficits 189

Bond Premium, Discount, and Accrued Interest on
Bonds Sold 190

Retained Percentages 192

Claims and Judgments Payable 193

Bond Anticipation Notes Payable and the Problem of
Interest Expenditures 193

Investments 195

Multiple-Period and Multiple-Project Bond 
Funds 195

Reestablishment of Encumbrances 196

Capital Projects Financed by Special 
Assessments 197

wiL79603_fm_i-xviii.qxd  1/21/09  09:46 PM  Page xii



Financial Reporting for Capital Projects 
Funds 198

Key Terms 199
Selected References 199
Questions 199
Cases 200
Exercises and Problems 201

Chapter 6
Accounting for General Long-term 
Liabilities and Debt Service 211

General Long-term Liabilities 212
Accounting for Long-term Liabilities 212

Pollution Remediation Obligations 213

Long-term Liability Disclosures 214

Debt Limit and Debt Margin 214

Overlapping Debt 215
Debt Service Funds 221

Number of Debt Service Funds 221

Use of General Fund to Account for 
Debt Service 221

Budgeting for Debt Service 221

Types of Serial Bonds 222

Debt Service Accounting for Term Bonds 228

Financial Reporting 232

Valuation of Debt Service Fund Investments 232

Deposit and Investment Disclosures 235

Debt Service Accounting for Special Assessment 

Debt 236

Use of Debt Service Funds to Record Capital Lease
Payments 238

Accounting for Debt Refunding 239

Advance Refunding of Debt 240
Key Terms 241
Selected References 241
Questions 241
Cases 242
Exercises and Problems 245

Chapter 7
Accounting for the Business-type Activities of
State and Local Governments 255

Proprietary Funds 256
Assets Acquired under Lease Agreements 256

Financial Reporting Requirements 257
Internal Service Funds 259

Contents xiii

Illustrative Case—Supplies Fund 261

Illustrative Statements Using Supplies Fund 265

External Financial Reporting of Internal Service
Funds 267

Internal Service Funds with Manufacturing 
Activities 268

Internal Service Funds as Financing Devices 269

Dissolution of an Internal Service Fund 270
Enterprise Funds 270
Water Utility Funds 272

Current and Accrued Assets 273

Restricted Assets 273

Utility Plant 274

Current Liabilities 274

Liabilities Payable from Restricted Assets 275

Long-term Liabilities 275

Net Assets 275

Illustrative Case—Water Utility Fund 276

Illustrative Statements Using Water Utility Fund 281

External Financial Reporting of Enterprise 
Funds 285

Regulatory Accounting Principles (RAP) 285

Accounting for Nonutility Enterprises 286

Accounting for Municipal Solid Waste Landfills 287

Required Segment Information 288
Key Terms 289
Selected References 289
Questions 289
Cases 290
Exercises and Problems 292

Chapter 8
Accounting for Fiduciary Activities—Agency
and Trust Funds 305

Agency Funds 306
Agency Fund for Special Assessment Debt 
Service 306

Tax Agency Funds 307

“Pass-through” Agency Funds 313

Financial Reporting of Agency Funds 314
Trust Funds 314
Investment Pools 315

Creation of an Investment Pool 315

Operation of a Cash and Investment Pool 319

Withdrawal of Assets from the Pool 323

Closing Entry 323

wiL79603_fm_i-xviii.qxd  1/21/09  09:46 PM  Page xiii



Illustrative Financial Statements 324
Private-Purpose Trust Funds 325
Pension Funds 326

Required Financial Reporting for Defined Benefit
Pension Plans 327

Evaluating the Status of a Pension Plan 332

Illustrative Transactions for a Defined Benefit 
Pension Plan 332

Employer’s Pension Accounting 334

Employer Recording and Reporting of Pension 
Expenditure/Expense 337

Other Postemployment Benefits (OPEB) 338
Termination Benefits 338
Appendix: Managing Investments 338
Key Terms 340
Selected References 340
Questions 340
Cases 341
Exercises and Problems 342

Chapter 9
Financial Reporting of State and Local 
Governments 353

Concepts Related to Financial Reporting 353
The Governmental Reporting Entity 354

Defining the Financial Reporting Entity 355

Component Units 356

Reporting by Other Government Organizations 358
Governmental Financial Reports 359

Need for Periodic Reports 359

Interim Financial Reports 359

Annual Financial Reports 360
Preparation of Basic Financial Statements 363

Fund Financial Statements 368

Required Reconciliations 371
Current Financial Reporting Topics and Issues 373

Popular Reporting 374

Other Comprehensive Basis of Accounting 
(OCBOA) 374

International Accounting Standards 375
Appendix A: Converting Accounting Information
from the Modified Accrual to the Accrual Basis of
Accounting 376
Appendix B: Management’s Discussion and 
Analysis (MD&A)—City and County of 
Denver 380

xiv Contents

Key Terms 392
Selected References 392
Questions 392
Cases 393
Exercises and Problems 397

Chapter 10
Analysis of Governmental Financial 
Performance 407

The Need to Evaluate Financial Performance 407
Government Financial Performance Concepts 409

Financial Position versus Financial 
Condition 409

Economic Condition 410
Internal Financial Trend Monitoring 411

Environmental Factors 413

Organizational Factors 416

Financial Factors 416
Analyzing Government-wide Financial 
Statements 418
Use of Benchmarks to Aid Interpretation 421

Sources of Governmental Financial Data 425

Credit Analyst Models 427
Key Terms 428
Selected References 428
Questions 428
Cases 429
Exercises and Problems 431

PART TWO
Accountability for Public Funds 445

Chapter 11
Accounting and Reporting for the Federal
Government 447

Federal Government Financial Management 
Structure 448

Comptroller General 450

Secretary of the Treasury 450

Director of the Office of Management and 
Budget 451

Director of the Congressional Budget Office 451
Generally Accepted Accounting Principles for the
Federal Government 451

wiL79603_fm_i-xviii.qxd  1/21/09  09:46 PM  Page xiv



Hierarchy of Accounting Principles and 
Standards 452

Conceptual Framework 453
Concepts Statements 453

Funds Used in Federal Accounting 455
Required Financial Reporting—U.S. 
Government-wide 456
Required Financial Reporting—Government 
Agencies 458

Management’s Discussion and Analysis 459

Performance Reports 459

Financial Statements 459

Other Accompanying Information 469
Dual-Track Accounting System 469

Illustrative Transactions and Entries 471

Adjusting Entries 476

Illustrative Financial Statements 477
Summary of Accounting and Reporting for Federal
Government Agencies 481
Key Terms 483
Selected References 483
Questions 483
Cases 484
Exercises and Problems 485

Chapter 12
Auditing of Governmental and Not-for-Profit
Organizations 493
Financial Audits by Independent CPAs 494

Generally Accepted Auditing Standards 494

Format of the Audit Report 495

Types of Opinions 497

The Audit Process 498

Materiality for Government Audits 500

Required Supplementary Information 500
Government Auditing Standards 501

Types of Audits and Engagements 502

GAGAS Financial Audits 503

Ethics and Independence 505
Single Audits 507

History of the Single Audit 507

Single Audit Act Amendments of 1996 507

Determining who Must Have a Single Audit 508

Single Audit Requirements 511

Selecting Programs for Audit 512

Reports Required for the Single Audit 514

Contents xv

Other Single Audit Requirements 516

Single Audit Quality 517
Impact of SOX on Governments and Not-for-
Profits 518

Best Practices—Audit Committees 518

Best Practices—Internal Controls 518
Key Terms 519
Selected References 519
Questions 519
Cases 520
Exercises and Problems 524

Chapter 13
Budgeting and Performance 
Measurement  529

Objectives of Budgeting 530
Compliance with Laws 530

Communicate Performance Effectiveness 531
Integration of Planning, Budgeting, and Performance
Measurement 533
Budgeting Approaches 535

Line-item Budgeting 535

Performance Budgeting 536

Program Budgeting 536

Entrepreneurial Budgeting 537
Budgeting Process in a State or Local 
Government 537

Budgeting Governmental Appropriations 537

Budgeting Governmental Revenues 541

Budgeting Capital Expenditures 542

Budgeting Cash Receipts 542

Budgeting Cash Disbursements 543
Managerial Tools to Improve Performance 545

Total Quality Management 545

Customer Relationship Management 546

Service Efforts and Accomplishments (SEA) 547

Activity-based Costing 550

Balanced Scorecards 554
Conclusion 555
Appendix: Budget and Cost Issues in Grant
Accounting 556
Key Terms 561
Selected References 561
Questions 561
Cases 562
Exercises and Problems 564

wiL79603_fm_i-xviii.qxd  1/21/09  09:46 PM  Page xv



PART THREE
Not-for-Profit Organizations 577

Chapter 14
Accounting for Not-for-Profit 
Organizations 579

Characteristics of the Not-for-Profit Sector 580
GAAP for Nongovernmental NPOs 580
Financial Reporting and Accounting 582

Financial Reporting 582

Accounting for Revenues and Gains 590

Accounting for Expenses 595

Accounting for Assets 597
Financially Interrelated Entities 599

Investments in For-Profit Entities 599

Financially Interrelated NPOs 599

Funds Received as an Intermediary 600

Funds Held in Trust by Others 600

Combinations of NPOs 601

Component Units of Governmental Entities 601
Optional Fund Accounting 602
Illustrative Transactions—Voluntary Health and
Welfare Organizations 603

End-of-the-Year Adjusting Journal Entries 608

End-of-the-Year Reclassification Journal 
Entries 609

End-of-the-Year Closing Journal Entries 610
Key Terms 616
Selected References 616
Questions 616
Cases 617
Exercises and Problems 620

Chapter 15
Not-for-Profit Organizations—Regulatory,
Taxation, and Performance Issues 629

Oversight Authority 630
State Regulation 631

Not-for-Profit Incorporation Laws 631

Registration, Licenses, and Tax Exemption 632

Lobbying and Political Activity 633
Federal Regulation 634

Tax-exempt Status 634

Unrelated Business Income Tax 639

Political Activity 640

xvi Contents

Intermediate Sanctions 641

Reorganization and Dissolution 642

Emerging Issues 642
Governance 643

Incorporating Documents 643

Board Membership 643
Benchmarking and Performance Measures 644

Financial Performance Measures 645

Nonfinancial Performance Measures 647
Uniform Policies across States 648
Summary 648
Key Terms 649
Selected References 649
Questions 650
Cases 650
Exercises and Problems 652

Chapter 16
Accounting for Colleges and 
Universities 661

Accounting and Financial Reporting 
Standards 662

Public Colleges and Universities 663

Private Colleges and Universities 663

Fund Accounting 667
Accounting and Reporting Issues 668

Statement of Net Assets or Financial Position 668

Statement of Revenues, Expenses, and Changes in
Fund Net Assets 672

Statement of Cash Flows 676

Segment Reporting 676
Illustrative Transactions for Private Colleges and
Universities 676

Adjusting Entries 682

Closing Entries 682
Other Accounting Issues 683

Performance Measures 683

Auditing Colleges and Universities 687

Federal Financial Assistance 687

Related Entities 688
Key Terms 689
Selected References 689
Questions 689
Cases 689
Exercises and Problems 693

wiL79603_fm_i-xviii.qxd  01/30/2009  02:09 PM  Page xvi



Chapter 17
Accounting for Health Care 
Organizations 701

GAAP for Health Care Providers 702
Financial Reporting 704

Balance Sheet or Statement of Net Assets 705

Operating Statement 708

Statement of Changes in Net Assets 709

Statement of Cash Flows 709
Accounting and Measurement Issues 710

Revenues 710

Assets 711

Expenses 712

Liabilities 712
Illustrative Case for a Not-for-Profit Health Care
Organization 713
Financial Reporting for a Governmental Health Care
Organization 721
Related Entities 723

Contents xvii

Other Accounting Issues 723
Budgeting and Costs 723

Auditing 724

Taxation and Regulatory Issues 724

Prepaid Health Care Plans 725

Continuing Care Retirement Communities 725
Financial and Operational Analysis 725
Conclusion 726
Key Terms 727
Selected References 727
Questions 727
Cases 728
Exercises and Problems 730

Glossary 741

Governmental and Not-for-Profit 
Organizations 769

Index 773

wiL79603_fm_i-xviii.qxd  1/21/09  09:46 PM  Page xvii



wiL79603_fm_i-xviii.qxd  1/21/09  09:46 PM  Page xviii



1

Introduction to
Accounting and
Financial Reporting 
for Governmental and
Not-for-Profit Entities
Learning Objectives

After studying this chapter, you should be able to:

1. Identify and explain the characteristics that distinguish governmental and 
not-for-profit entities from for-profit entities.

2. Identify the authoritative bodies responsible for setting financial reporting
standards for (1) state and local governments, (2) the federal government, 
and (3) not-for-profit organizations.

3. Contrast and compare the objectives of financial reporting for (1) state and
local governments, (2) the federal government, and (3) not-for-profit
organizations.

4. Explain the minimum requirements for general purpose external financial
reporting for state and local governments and how they relate to
comprehensive annual financial reports.

5. Explain the different objectives, measurement focus, and basis of accounting 
of the government-wide financial statements and fund financial statements 
of state and local governments.

Welcome to the strange new world of accounting for governmental and not-for-profit
organizations! Initially, you may find it challenging to understand the many new
terms and concepts you will need to learn. Moreover, if you are like most readers,
you will question at the outset why governmental and not-for-profit organizations
find it necessary to use accounting practices that are very different from those used
by for-profit entities.

As you read this first chapter of the text, the reasons for the marked differences
between governmental and not-for-profit accounting and for-profit accounting

Chapter One
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should become apparent. Specifically, governmental and not-for-profit organiza-
tions serve entirely different purposes in society than do business entities. Fur-
thermore, because such organizations are largely financed by taxpayers, donors,
and others who do not expect benefits proportional to the resources they provide,
management has a special duty to be accountable for how those resources are used
in providing services. Thus, the need to report on management’s accountability to
citizens, creditors, oversight bodies, and others has played a central role in shap-
ing the accounting and reporting practices of governmental and not-for-profit
organizations.

This first chapter will give you a basic conceptual foundation for understanding
the unique characteristics of these organizations and how their accounting and finan-
cial reporting concepts and practices differ from those of for-profit organizations.
By the time you finish subsequent chapters assigned for your course, you should
have an in-depth practical knowledge of governmental and not-for-profit accounting
and financial reporting.

WHAT ARE GOVERNMENTAL AND 
NOT-FOR-PROFIT ORGANIZATIONS?

Governmental and not-for-profit organizations are vast in number and range of ser-
vices provided. In the United States, governments exist at the federal, state, and
local levels and serve a wide variety of functions. The most recent census of gov-
ernments reports 89,476 local governmental units, in addition to the federal govern-
ment and 50 state governments. These 89,476 local governments consist of 3,033
counties, 19,492 municipalities, 16,519 towns and townships, 13,051 independent
school districts, and 37,381 special district governments that derive their power from
state governments.1

States, counties, municipalities (for example, cities and villages), and townships
are general purpose governments—governments that provide many categories
of services to their residents (such as police and fire protection; sanitation; con-
struction and maintenance of streets, roads, and bridges; and health and welfare).
Independent school districts, public colleges and universities, and special districts
are special purpose governments—governments that provide only a single func-
tion or a limited number of functions (such as education, drainage and flood con-
trol, irrigation, soil and water conservation, fire protection, and water supply).
Special purpose governments have the power to levy and collect taxes and to raise
revenues from other sources as provided by state laws to finance the services they
provide.

Not-for-profit organizations also exist in many forms and serve many different
functions. These include private colleges and universities, various kinds of health
care organizations, certain libraries and museums, professional and trade associa-
tions, fraternal and social organizations, and religious organizations. Currently, there
are nearly 2 million not-for-profit organizations in the U.S.2

2 Accounting for Governmental and Nonprofit Entities

1 U.S. Department of Commerce, Bureau of the Census, 2007 Census of Governments, vol. 1, no. 1
(Washington, DC: U.S. Government Printing Office), p. v.
2 The Independent Sector and Urban Institute estimate that there are about 1.8 million organizations in
the not-for-profit sector. (Urban Institute, The New Nonprofit Almanac & Desk Reference, Washington,
D.C., 2007).
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DISTINGUISHING CHARACTERISTICS OF GOVERNMENTAL AND 
NOT-FOR-PROFIT ENTITIES

Governmental and not-for-profit organizations differ in important ways from business
organizations. Not surprisingly then, accounting and financial reporting for govern-
mental and not-for-profit organizations are markedly different from accounting and
financial reporting for businesses. An understanding of how these organizations differ
from business organizations is essential to understanding the unique accounting and
financial reporting principles that have evolved for governmental and not-for-profit
organizations.

In its Statement of Financial Accounting Concepts No. 4, the Financial Account-
ing Standards Board (FASB) noted the following characteristics that it felt distin-
guished governmental and not-for-profit entities from business organizations:

a. Receipts of significant amounts of resources from resource providers who do
not expect to receive either repayment or economic benefits proportionate to
the resources provided.

b. Operating purposes that are other than to provide goods or services at a profit
or profit equivalent.

c. Absence of defined ownership interests that can be sold, transferred, or
redeemed, or that convey entitlement to a share of a residual distribution of
resources in the event of liquidation of the organization.3

The Governmental Accounting Standards Board (GASB) distinguishes gov-
ernmental entities in the United States from not-for-profit entities and from businesses
by stressing that governments exist in an environment in which the power ultimately
rests in the hands of the people. Voters delegate that power to public officials through
the election process. The power is divided among the executive, legislative, and
judicial branches of the government so that the actions, financial and otherwise, of
governmental executives are constrained by legislative actions, and executive and leg-
islative actions are subject to judicial review. Further constraints are imposed on state
and local governments by the existence of the federal system in which higher levels
of government encourage or dictate activities by lower levels and finance the activi-
ties (partially, at least) by an extensive system of intergovernmental grants and sub-
sidies that require the lower levels to be accountable to the entity providing the
resources, as well as to the citizenry. Revenues raised by each level of government
come, ultimately, from taxpayers. Taxpayers are required to serve as providers of
resources to governments even though they often have very little choice about which
governmental services they receive and the extent to which they receive them.4

In the GASB’s view, accounting and financial reporting standards for governments
must be separate and distinct from those for business organizations because the needs
of users of financial reports are unique and different. This view is clear from a recent

Chapter 1 Introduction to Accounting and Financial Reporting for Governmental and Not-for-Profit Entities 3

3 Financial Accounting Standards Board, Statement of Financial Accounting Concepts No. 4, “Objectives
of Financial Reporting by Nonbusiness Organizations” (Norwalk, CT, 1980), p. 3. In 1985 the FASB
replaced the term nonbusiness with the term not-for-profit. Other organizations use the term nonprofit
as a synonym for not-for-profit. The term not-for-profit is predominantly used in this text.
4 Based on discussion in GASB Concepts Statement No. 1, pars. 14–18. Governmental Accounting
Standards Board, Codification of Governmental Accounting and Financial Reporting Standards as of
June 30, 2008 (Norwalk, CT, 2008), Appendix B.
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GASB white paper which notes that “governments do not operate in a competitive
marketplace, face virtually no threat of liquidation, and do not have equity owners.”5

Consequently, governmental financial reporting focuses on a government’s steward-
ship of public resources, ongoing ability to raise taxes and manage resources, and
compliance with legal spending limits, rather than on information about earnings.
More specifically, the white paper states:

Governmental accounting and financial reporting standards aim to address [the] need for
public accountability information by helping stakeholders assess how public resources are
acquired and used, whether current resources were sufficient to meet current service costs
or whether some costs were shifted to future taxpayers, and whether the government’s
ability to provide services improved or deteriorated from the previous year.6

SOURCES OF FINANCIAL REPORTING STANDARDS

Illustration 1–1 shows the primary sources of accounting and financial reporting
standards for business and not-for-profit organizations, state and local governments,
and the federal government. Specifically, the FASB sets standards for for-profit busi-
ness organizations and nongovernmental not-for-profit organizations; the GASB sets
standards for state and local governments, including governmental not-for-profit
organizations; and the Federal Accounting Standards Advisory Board (FASAB) sets
standards for the federal government and its agencies and departments.

Authority to establish accounting and reporting standards for not-for-profit orga-
nizations is split between the FASB and the GASB because a sizeable number of

4 Accounting for Governmental and Nonprofit Entities

5 Governmental Accounting Standards Board, White Paper “Why Governmental Accounting and
Financial Reporting Is—and Should Be—Different” (Norwalk, CT, 2006), Executive Summary, pp. 1–2.
6 Ibid.
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ILLUSTRATION 1–1 Primary Sources of Accounting and Financial Reporting Standards for Businesses,

Governments, and Not-for-Profit Organizations

Source: Statement on Auditing Standards (SAS) 69, amended by SAS 91, April 2000, AICPA Professional Standards, as of June 1, 2008, v.1, Au Sec. 411.
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not-for-profit organizations are governmentally owned, particularly public colleges
and universities and government hospitals. The FASB is responsible for setting
accounting and reporting standards for the great majority of not-for-profit organiza-
tions, those that are independent of governments. Governmental not-for-profit orga-
nizations follow standards established by the GASB.

The GASB and the FASB are parallel bodies under the oversight of the Financial
Accounting Foundation. The foundation appoints the members of the two boards and
supports the boards’ operations. The federal Sarbanes-Oxley Act greatly enhanced finan-
cial support for the FASB by mandating an assessed fee on corporate security offerings.
The GASB, on the other hand, relies mainly on contributions from state and local gov-
ernment organizations and sales of publications for financial support of its operations.

Because of the breadth of support and the lack of ties to any single organization
or governmental unit, the GASB and the FASB are referred to as “independent
standards-setting boards in the private sector.” Before the creation of the GASB and
the FASB, financial reporting standards were set by groups sponsored by profes-
sional organizations: The forerunners of the GASB (formed in 1984) were the
National Council on Governmental Accounting (1973–84), the National Committee
on Governmental Accounting (1948–73), and the National Committee on Municipal
Accounting (1934–41). The forerunners of the FASB (formed in 1973) were the
Accounting Principles Board (1959–73) and the Committee on Accounting Procedure
(1938–59) of the American Institute of Certified Public Accountants.

Federal statutes assign responsibility for establishing and maintaining a sound
financial structure for the federal government to three officials: the Comptroller Gen-
eral, the Director of the Office of Management and Budget, and the Secretary of the
Treasury. In 1990, these three officials created the Federal Accounting Standards
Advisory Board (FASAB) to recommend accounting principles and standards for
the federal government and its agencies. It is understood that, to the maximum extent
possible, federal accounting and financial reporting standards should be consistent
with those established by the GASB and, where applicable, by the FASB.

In Rule 203 of its Code of Professional Conduct, the American Institute of Cer-
tified Public Accountants (AICPA) has formally designated the GASB, the FASAB,
and the FASB as the authoritative bodies to establish generally accepted accounting
principles (GAAP) for state and local governments, the federal government, and
business organizations and nongovernmental not-for-profit organizations, respectively.
“Authority to establish accounting principles” is interpreted in practice to mean
“authority to establish accounting and financial reporting standards.”7

Determining Whether a Not-for-Profit Organization 
Is Governmental
Illustration 1–1 suggests that the kinds of organizations for which the FASB and GASB
are responsible for setting standards are clearcut. Unfortunately, this is sometimes not
the case. In practice, it may be difficult to determine whether some not-for-profits are
governmental in nature or not, and thus which standards-setting body to look to for
authoritative guidance.

Chapter 1 Introduction to Accounting and Financial Reporting for Governmental and Not-for-Profit Entities 5

7 Statement on Auditing Standards (SAS) 69, as amended by SAS 91, April 2000, specifically establishes
the FASB, the GASB, and the FASAB as the bodies to establish GAAP for their respective organizations.
Other literature, such as AICPA Audit and Accounting Guides, are afforded secondary status as sources
of authoritative guidance. These sources are discussed more fully in the “GAAP Hierarchy” section of
Chapter 12.
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The U.S. Bureau of the Census defines a government as:

An organized entity which, in addition to having governmental character, has sufficient
discretion in the management of its own affairs to distinguish it as separate from the
administrative structure of any other governmental unit.8

This definition, though helpful, provides insufficient guidance because it fails to
explain the meaning of “having governmental character.” In order to provide addi-
tional guidance for auditors on this issue, two audit and accounting guides of the
AICPA, with the tacit approval of both the FASB and the GASB, state:

Public corporations and bodies corporate and politic are governmental organizations.
Other organizations are governmental organizations if they have one or more of the
following characteristics:

a. Popular election of officers or appointment (or approval) of a controlling majority
of the members of the organization’s governing body by officials of one or more
state or local governments,

b. the potential for unilateral dissolution by a government with the net assets reverting
to a government, or

c. the power to enact and enforce a tax levy.9

Furthermore, organizations are presumed to be governmental if they have the
ability to issue directly (rather than through a state or municipal authority) debt that
pays interest exempt from federal taxation. However, organizations possessing only
that ability (to issue tax-exempt debt) and none of the other governmental charac-
teristics may rebut the presumption that they are governmental if their determination
is supported by compelling, relevant evidence. Colleges and universities, hospitals,
museums, and social service agencies are examples of organizations that may be
either governmental or nongovernmental.

OBJECTIVES OF FINANCIAL REPORTING

GASB Concepts Statement No. 1, “Objectives of Financial Reporting,” states that
“Accountability is the cornerstone of all financial reporting in government. . . .
Accountability requires governments to answer to the citizenry—to justify the rais-
ing of public resources and the purposes for which they are used.”10 The board
elaborated:

Governmental accountability is based on the belief that the citizenry has a “right to
know,” a right to receive openly declared facts that may lead to public debate by the
citizens and their elected representatives. Financial reporting plays a major role in
fulfilling government’s duty to be publicly accountable in a democratic society.11

Illustration 1–2 shows several ways that state and local governmental financial
reporting is used in making economic, social, and political decisions and assessing
accountability. Closely related to the concept of accountability as the cornerstone of

6 Accounting for Governmental and Nonprofit Entities

8 U.S. Department of Commerce, Bureau of the Census, 2007 Census of Governments, p. ix.
9 American Institute of Certified Public Accountants, Audit and Accounting Guide, Health Care
Organizations (New York, 2007), par. 1.02c; and American Institute of Certified Public Accountants,
Audit and Accounting Guide, Not-for-Profit Organizations (New York, 2008), par. 1.03.
10 GASB, Codification, Appendix B, Concepts Statement No. 1, par. 56.
11 Ibid.
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governmental financial reporting is the concept the GASB refers to as interperiod
equity. The concept and its importance are explained as follows:

The Board believes that interperiod equity is a significant part of accountability and is
fundamental to public administration. It therefore needs to be considered when
establishing financial reporting objectives. In short, financial reporting should help
users assess whether current-year revenues are sufficient to pay for services provided
that year and whether future taxpayers will be required to assume burdens for services
previously provided. (Emphasis added.)12

Accountability is also the foundation for the financial reporting objectives the
FASAB has established for the federal government. The FASAB’s Statement of
Accounting and Reporting Concepts Statement No. 1 identifies four objectives of
federal financial reporting (see Illustration 1–2) focused on evaluating budgetary
integrity, operating performance, stewardship, and adequacy of systems and controls.

Unlike the FASB and the GASB, which focus their standards on external financial
reporting, the FASAB and its sponsors in the federal government are concerned with
both internal and external financial reporting. Accordingly, the FASAB has identi-
fied four major groups of users of federal financial reports: citizens, Congress, exec-
utives, and program managers. Given the broad role the FASAB has been assigned,
its standards focus on cost accounting and service efforts and accomplishment mea-
sures, as well as on financial accounting and reporting.

Financial reports of not-for-profit organizations—voluntary health and welfare
organizations, private colleges and universities, private health care institutions, religious
organizations, and others—have similar uses. However, as Illustration 1–2 shows, the
reporting objectives for not-for-profit organizations emphasize decision usefulness
over financial accountability needs, presumably reflecting the fact that the financial
operations of not-for-profit organizations—as compared to those of governments—
are generally subject to less detailed legal restrictions.

Chapter 1 Introduction to Accounting and Financial Reporting for Governmental and Not-for-Profit Entities 7

12 Ibid., par. 61.

ILLUSTRATION 1–2 Comparison of Financial Reporting Objectives—State and Local Governments, Federal

Government, and Not-for-Profit Organizations

aSource: GASB Concepts Statement No. 1, par. 32.
bSource: FASAB Statement of Federal Accounting Concepts No. 1, par. 134.
cSource: FASB Concepts Statement No. 4, pp. 19–23.

State and Local Governmentsa

Financial reporting is used in making
economic, social, and political decisions
and in assessing accountability 
primarily by:

• Comparing actual financial results
with the legally adopted budget.

• Assessing financial condition and
results of operations.

• Assisting in determining compliance
with finance-related laws, rules,
and regulations.

• Assisting in evaluating efficiency
and effectiveness.

Federal Governmentb

Financial reporting should help to
achieve accountability and is intended
to assist report users in evaluating:

• Budgetary integrity.
• Operating performance.
• Stewardship.
• Adequacy of systems and controls.

Not-for-Profit Organizationsc

Financial reporting should provide
information useful in:

• Making resource allocation decisions.
• Assessing services and ability to

provide services.
• Assessing management stewardship

and performance.
• Assessing economic resources,

obligations, net resources, and
changes in them.
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Note that the objectives of financial reporting for governments and not-for-profit
entities stress the need for the public to understand and evaluate the financial activities
and management of these organizations. Readers will recognize the impact on their
lives, and on their bank accounts, of the activities of the layers of government they
are obligated to support and of the not-for-profit organizations they voluntarily sup-
port. Since each of us is significantly affected, it is important that we be able to read
intelligently the financial reports of governmental and not-for-profit entities. In order
to make informed decisions as citizens, taxpayers, creditors, and donors, readers
should make the effort to learn the accounting and financial reporting standards
developed by the authoritative bodies. The standards are further explained and illus-
trated throughout the remainder of the text.

FINANCIAL REPORTING OF STATE AND LOCAL GOVERNMENTS

Like the FASB, the GASB continues to develop concepts statements that communi-
cate the framework within which the Board strives to establish consistent financial
reporting standards for entities within its jurisdiction. The GASB, as well as the
FASB, is concerned with establishing standards for financial reporting to external
users—those who lack the authority to prescribe the information they want and who
must rely on the information management communicates to them. The Board does
not intend to set standards for reporting to managers and administrators or others
deemed to have the ability to enforce their demands for information.

Illustration 1–3 displays the minimum requirements for general purpose external
financial reporting under the governmental financial reporting model specified by
GASB Statement No. 34 (GASBS 34).13 Central to the model is the management’s
discussion and analysis (MD&A). The MD&A is required supplementary
information (RSI) designed to communicate in narrative, easily readable form the
purpose of the basic financial statements and the government’s current financial
position and results of financial activities compared with those of the prior year.

As shown in Illustration 1–3, GASBS 34 prescribes two categories of basic finan-
cial statements, government-wide and fund. Government-wide financial state-
ments are intended to provide an aggregated overview of a government’s net assets and
changes in net assets. The government-wide financial statements report on the govern-
ment as a whole and assist in assessing operational accountability—whether the gov-
ernment has used its resources efficiently and effectively in meeting operating objectives.
The GASB concluded that reporting on operational accountability is best achieved by
using essentially the same basis of accounting and measurement focus used by business
organizations: the accrual basis and flow of economic resources measurement focus.

Fund financial statements, the other category of basic financial statements,
assist in assessing whether the government has raised and spent financial resources
in accordance with budget plans and in compliance with pertinent laws and regula-
tions. Certain funds, referred to as governmental funds, focus on the short-term flow
of current financial resources or fiscal accountability, rather than on the flow of
economic resources.14 Other funds, referred to as proprietary and fiduciary funds,

8 Accounting for Governmental and Nonprofit Entities

13 GASB Statement No. 34, “Basic Financial Statements—and Management’s Discussion and Analysis—
for State and Local Governments” (Norwalk, CT, 1999). Hereafter, Statement No. 34 is abbreviated as
GASBS 34.
14 The definition of fund is given in Chapter 2. For now, you can view a fund as a separate set of
accounts used to account for resources segregated for particular purposes.
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account for the business-type and certain fiduciary activities of the government.
These funds follow accounting and reporting principles similar to those of business
organizations, although a number of GASB standards applicable to these funds
differ substantially from FASB standards applicable to business organizations.
These differences will be discussed in later chapters.

As shown in Illustration 1–3, the notes to the financial statements are considered
integral to the financial statements. In addition, governments are required to disclose
certain RSI other than MD&A. These additional information disclosures are discussed
in several of the following chapters.

Illustrative Financial Statements—City and County of Denver
As mentioned at the beginning of this chapter, governmental financial reporting has
evolved to meet the unique needs of citizens and other financial statement users. It
should not be surprising that these financial statements are quite different from those
prepared by business organizations. Real-world examples of local government finan-
cial statements—the basic financial statements of the combined City and County
government of Denver, Colorado—are provided as Illustrations A1–1 through A1–11
in the appendix to this chapter. These statements should be referred to frequently
while studying Chapters 1 through 9 of the text.15 Denver’s basic financial statements
are those specified by GASBS 34 and consist of:

Government-wide Financial Statements

1. Statement of net assets (see Illustration A1–1).
2. Statement of activities (see Illustration A1–2).

Chapter 1 Introduction to Accounting and Financial Reporting for Governmental and Not-for-Profit Entities 9

15 The City and County of Denver’s financial statements provided in Chapter 1, and various required and
other supplementary information that are presented in later chapters, are intended for illustrative educa-
tional purposes only. Omitted in this text are the auditor’s report on the financial statements, the notes to
the financial statements, and other required supplementary information. Moreover, depending on the time
since this text was released, more current financial statements may be available. Those who have a need
for financial information for credit analysis or other evaluative or decision purposes should refer to the
City and County of Denver’s audited financial statements in the comprehensive annual financial report.

ILLUSTRATION 1–3 Minimum Requirements for General Purpose External Financial
Reporting—GASB Statement No. 34 Reporting Model

Source: GASB Codification, Sec. 2200.103.

Management's discussion

and analysis

Notes to the financial statements

Required supplementary information

(other than MD&A)

Government-wide

financial statements

Fund financial

statements
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Fund Financial Statements

1. Balance sheet—governmental funds (see Illustration A1–3).
2. Statement of revenues, expenditures, and changes in fund balances—governmental

funds (see Illustration A1–5).
3. Statement of net assets—proprietary funds (see Illustration A1–7).
4. Statement of revenues, expenses, and changes in fund net assets—proprietary funds

(see Illustration A1–8).
5. Statement of cash flows—proprietary funds (see Illustration A1–9).
6. Statement of fiduciary net assets (see Illustration A1–10).
7. Statement of changes in fiduciary net assets (see Illustration A1–11).

Government-wide Financial Statements

Denver’s government-wide financial statements (see Illustrations A1–1 and A1–2)
follow the GASBS 34 recommended formats; financial information is presented in
separate columns for governmental activities and business-type activities of the
primary government and its discretely presented component units (i.e., legally separate
organizations for which the City and County of Denver is deemed financially
accountable). Governmental and business-type activities are discussed in Chapter 2.
Essentially, governmental activities encompass the executive, legislative, and judicial
functions of the government as well as major service functions such as public safety,
public works, parks and recreation, health and human services, and cultural activities.
Business-type activities are largely self-supporting activities of a government that
provide services to the public for a fee. Typical examples are electric, sewer, and
water utilities; transportation systems; airports; toll roads and bridges; and parking
facilities.

Because the financial statements display information in multiple columns, they
are not fully consolidated in the manner of corporate financial statements. Receiv-
ables and payables between activities reported in the same activities column or
between component units are eliminated in preparing the financial statements.
However, receivables/payables between activities reported in different columns are
not eliminated. For example, Denver’s statement of net assets shows a receivable
of $23,625 under the line item internal balances in the Governmental Activities
column with an equal contra-asset (payable) in the Business-type Activities col-
umn. These two amounts represent the net receivables and payables between these
two activity categories.

As mentioned earlier and discussed more fully in Chapter 2, the two government-
wide financial statements are intended to report on the government’s operational
accountability. As such, the government-wide financial statements are prepared using
essentially the same basis of accounting and measurement focus that are used in
business accounting—that is, the accrual basis of accounting and measurement of
total economic resources.

Fund Financial Statements

By contrast, governmental fund financial statements (see Illustrations A1–3 and
A1–5) report on fiscal accountability. Therefore, these statements report only
information that is useful in assessing whether financial resources were raised and
expended in compliance with budgetary and other legal provisions. Thus, govern-
mental fund statements focus on the flow of current financial resources—cash and

10 Accounting for Governmental and Nonprofit Entities
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near-cash resources that are available for expenditure. Since long-term obligations
do not have to be paid in the current budgetary period, nor do noncurrent assets such
as land, buildings, and equipment provide resources to pay current period obligations,
neither is reported in the governmental funds. Both are reported in the Governmental
Activities column of the government-wide statement of net assets, however, as shown
in Illustration A1–1.

Modified accrual is the basis of accounting that has evolved for governmental
funds. Under this basis, revenues are recorded only if they are measurable and avail-
able for paying current period obligations. Expenditures are generally recognized
when incurred. As shown in Illustration A1–5, the governmental fund statement of
revenues, expenditures, and changes in fund balances reports expenditures, since
outlays to acquire goods or services are more relevant than expenses in measuring
the outflow of current financial resources. Expenses, however, are more relevant at
the government-wide level, as they measure the cost of services provided. Conse-
quently, expenses, classified by program or function, are reported for both govern-
mental and business-type activities, as shown in Denver’s statement of activities (see
Illustration A1–2).

Illustration 1–4 summarizes key aspects of the dual roles that governmental
financial statements serve. Readers may be confused by the fact that the same
underlying financial information for governmental activities is reported in two dif-
ferent ways: (1) using accrual basis accounting with an economic resources mea-
surement focus in the government-wide financial statements and (2) using
modified accrual basis accounting with a current financial resources focus in the
fund statements. To ensure integration of these statements, GASB standards require
that the total fund balances reported on the balance sheet—governmental funds
(Illustration A1–3) be reconciled to total governmental activities net assets reported
in the statement of net assets (Illustration A1–1). The reconciliation can be dis-
played on the face of the balance sheet—governmental funds or, as Denver has
done, separately as a stand-alone schedule (see Illustration A1–4). Similarly, GASB
requires that operating (change) statement results be reconciled for governmental
activities. Accordingly, Denver presents a reconciliation (see Illustration A1–6) of
the net changes in fund balances—total governmental funds reported on its state-
ment of revenues, expenditures, and changes in fund balances—governmental

Chapter 1 Introduction to Accounting and Financial Reporting for Governmental and Not-for-Profit Entities 11

ILLUSTRATION 1–4 Dual Roles of Governmental Financial Statements in Assessing Accountability

Statements

Measurement focus

Basis of accounting

Operational Accountability

Government-wide financial statements
(governmental and business-type activi-
ties) and those of proprietary funds
and fiduciary funds

Flow of economic resources

Accrual basis (revenues and expenses
are recognized when exchange of
economic resources occurs or per
GASB recognition rules for nonex-
change transactions, such as taxes,
contributions, and grants)

Fiscal Accountability

Governmental fund financial statements

Flow of current financial resources

Modified accrual basis (revenues are
recognized when resources are 
measurable and available for current
spending; expenditures are recognized
when an obligation to spend current
financial resources is incurred)
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funds (Illustration A1–5) to the change in net assets of governmental activities
reported on its statement of activities (Illustration A1–2). For now, it is sufficient
to just be aware that such reconciliations are required; you will learn to prepare
reconciliations later in the text.

Proprietary fund financial statements present financial information for enterprise
funds and internal service funds. Both types of funds operate essentially as self-sup-
porting entities and, therefore, follow accounting and reporting practices similar to
those of business organizations. Enterprise funds and internal service funds are
distinguished primarily by the kinds of customers they serve. Enterprise funds provide
goods or services to the public, whereas internal service funds mainly serve depart-
ments of the same government. For most governments, the information reported in
the Business-type Activities column of the government-wide statements is simply
the total of all enterprise funds information. Because internal service funds predom-
inantly serve governmental activities, financial information for internal service
funds is typically reported in the Governmental Activities column at the govern-
ment-wide level.

As required by GASB standards, the City and County of Denver reports pro-
prietary funds financial information in three financial statements: a statement of
net assets—proprietary funds (Illustration A1–7), a statement of revenues,
expenses, and changes in fund net assets—proprietary funds (Illustration A1–8),
and a statement of cash flows—proprietary funds (Illustration A1–9). An astute
reader will note that these are very similar to the three financial statements
required for business organizations, although there are important differences, as
will be discussed in later chapters.

The final two required financial statements are those for the fiduciary funds. By
definition, fiduciary funds account for resources that the government is holding or
managing for an external party, that is, an individual, organization, or other govern-
ment. Because these resources may not be used to support the government’s own
programs, GASB standards require that financial information about fiduciary activ-
ities be omitted from the government-wide financial statements; however, the infor-
mation must be reported in two fund financial statements: a statement of fiduciary
net assets—fiduciary funds and a statement of changes in fiduciary net assets—fidu-
ciary funds. Both statements are prepared using accrual accounting with the eco-
nomic resources measurement focus. These two statements for the City and County
of Denver are presented in Illustrations A1–10 and A1–11.

Major Funds
Both governmental funds and proprietary funds financial statements must provide
separate columns for each major fund (see Chapter 2 for the definition of a major
fund). The aggregate of nonmajor governmental and enterprise funds is reported in
a single column of the corresponding statements. In addition to the General Fund,
which is always considered a major fund, Denver identifies its Human Services and
Bond Projects funds as major governmental funds (Illustration A1–3) and its Waste-
water Management and Denver Airport System funds as major enterprise funds
(Illustration A1–7). Major fund reporting is not applicable to internal service funds
or fiduciary funds.

Reporting by major fund meets the information needs of citizens and other report
users having a specific interest in the financial condition and operations of a particular

12 Accounting for Governmental and Nonprofit Entities
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fund. To meet the needs of individuals having an interest in particular nonmajor funds,
governments should provide separate combining financial statements for nonmajor gov-
ernmental and proprietary funds, as well as for discretely presented component units.

Comprehensive Annual Financial Report
Serious users of governmental financial information need more detail than is found
in the MD&A, basic financial statements, and RSI (other than MD&A). For state
and local governments, much of that detail is found in the governmental reporting
entity’s comprehensive annual financial report (CAFR). Although governments
are not required to prepare a CAFR, most do so as a matter of public record and to
provide additional financial details beyond the minimum requirements shown in
Illustration 1–3. As such, the GASB provides standards for the content of a CAFR
in its annually updated publication Codification of Governmental Accounting and
Financial Reporting Standards. A CAFR prepared in conformity with these standards
should contain the following sections.16

Introductory Section17

The introductory section typically includes items such as a title page and contents
page, a letter of transmittal, a description of the government, and other items deemed
appropriate by management. The letter of transmittal may be literally that—a letter
from the chief financial officer addressed to the chief executive and governing body
of the government—or it may be a narrative over the signature of the chief executive.
In either event, the letter or narrative material should cite legal and policy require-
ments for the report.

Financial Section

The financial section of a comprehensive annual financial report should include
(1) an auditor’s report, (2) management’s discussion and analysis (MD&A), (3) basic
financial statements, (4) required supplementary information (other than MD&A),
and (5) other supplementary information, such as combining statements and indi-
vidual fund statements and schedules. Items (2), (3), and (4) represent the minimum
requirements for general purpose external financial reporting, as depicted in Illus-
tration 1–3. So, it should be apparent that a CAFR provides additional supplemen-
tary financial information beyond the minimum amount required by generally
accepted accounting principles.

Laws regarding the audit of governments vary from state to state. Some states
have laws requiring that all state agencies and all local governments be audited by
an audit agency of the state government. In other states, local governments are
audited by independent public accounting firms. In still other states, some local gov-
ernments are audited by the state audit agency and some by independent public
accounting firms. In any event, the auditor’s opinion should accompany the financial
statements reproduced in the report.

Chapter 1 Introduction to Accounting and Financial Reporting for Governmental and Not-for-Profit Entities 13

16 GASB, Codification, Sec. 2200.104–193.
17 For a view of the introductory section, as well as the other sections of the CAFR, you may wish to
look at the City and County of Denver, Colorado’s CAFR at http://www.denvergov.org/controller/. Click
on “Financial Reports.” Portions of Denver’s CAFR for 2007 are included for illustrative purposes in
various places in this text.

wiL79603_ch01_001-034.qxd  12/12/2008  05:56 PM  Page 13



The financial section should contain sufficient information to disclose fully and
present fairly the financial position and results of financial operations during the
fiscal year. Laws of higher jurisdictions, actions of the legislative branch of the
government itself, and agreements with creditors and others impose constraints
over governments’ financial activities and create unique financial accountability
requirements.

Statistical Section

In addition to the introductory and financial sections of the CAFR, which were just
described, a CAFR should contain a statistical section. The statistical section typi-
cally presents tables and charts showing demographic and economic data, financial
trends, fiscal capacity, and operating information of the government in the detail
needed by readers who are more than casually interested in the activities of the
government. The GASB Codification suggests the content of the statistical tables
usually considered necessary for inclusion in a CAFR. The statistical section is
discussed at greater length in Chapter 9 of this text.

EXPANDING THE SCOPE OF ACCOUNTABILITY REPORTING

Some governments publish highly condensed popular reports. These reports usually
contain selected data from the audited financial statements, statistical data, graphic
displays, and narrative explanations, but the reports themselves are not audited. In
addition, many state and local governments have begun to identify and report non-
financial performance measures. For more than a decade, the GASB has encouraged
state and local governments to experiment with reporting service efforts and
accomplishments (SEA) measures to provide more complete information about a
governmental entity’s performance than can be provided by basic financial state-
ments, budgetary comparison statements, and schedules. Indicators of service efforts
include inputs of nonmonetary resources as well as inputs of dollars. Indicators of
service accomplishments include both outputs and outcomes; outputs are quantita-
tive measures of work done, such as the number of juvenile cases handled, and out-
comes are the impacts of outputs on program objectives, such as a reduction in the
high school dropout rate or incidence of juvenile crime. Chapter 13 provides addi-
tional discussion of SEA measures.

OVERVIEW OF CHAPTERS 2 THROUGH 17
GASB Principles, Standards, and
Financial Reporting
Part 1 of the text (Chapters 2–10) focuses on state and local governments. The prin-
ciples that underlie GASB accounting and reporting standards are presented in Chap-
ter 2. Chapters 3 through 8 provide detailed illustrations of the effect of financial
transactions on the funds and government-wide statements. Financial reporting for
state and local governments, as seen in the City and County of Denver, Colorado’s
statements presented in the appendix to this chapter, is described in detail in Chap-
ter 9. Analysis of the financial performance of state and local governments based on
financial and other information is described in Chapter 10.

14 Accounting for Governmental and Nonprofit Entities
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Accountability for Public Funds
Part II of the text includes three chapters that describe ways that public financial
managers provide accountability over funds entrusted to them. Chapter 11 focuses
on the federal government, the largest provider of public funds, and introduces federal
offices that interact with state and local governments and not-for-profit organizations
in a variety of ways; for example, the Government Accountability Office (GAO) and
the Office of Management and Budget (OMB). Auditing techniques designed to
assure the public that funds are properly accounted for and spent efficiently and
effectively are described in Chapter 12, with special attention devoted to areas of
auditing that are unique to federal funds, such as single audits. Chapter 13 covers
tools important to managers in demonstrating accountability for funds, such as bud-
geting, costing, and performance measurement.

Not-for-Profit Organizations
Part III is a set of four chapters covering the unique accounting and financial report-
ing issues facing entities in the not-for-profit sector. Chapter 14 provides detailed
illustrations of the effect of financial transactions on the financial statements of not-
for-profit organizations, much like Chapter 3 through 8 does for state and local gov-
ernments. The governance and regulatory issues that a not-for-profit organization
faces from the time of its incorporation through merger or dissolution, if any, are
presented in Chapter 15. Chapters 16 and 17 present industry-specific accounting
and financial reporting requirements for colleges and universities and health care
organizations, respectively.

A CAVEAT

The first edition of this text was written by the late Professor R. M. Mikesell more
than 55 years ago in 1951. Some words of his bear thoughtful rereading from time to
time by teachers and students in all fields, not just those concerned with accounting
and financial reporting for governmental and not-for-profit entities:

Even when developed to the ultimate stage of perfection, governmental accounting
cannot become a guaranty of good government. At best, it can never be more than a
valuable tool for promotion of sound financial management. It does not offer a panacea
for all the ills that beset representative government; nor will it fully overcome the
influence of disinterested, uninformed citizens. It cannot be substituted for honesty and
moral integrity on the part of public officials; it can help in resisting but cannot eliminate
the demands of selfish interests, whether in the form of individual citizens, corporations,
or the pressure groups which always abound to influence government at all levels.18

Chapter 1 Introduction to Accounting and Financial Reporting for Governmental and Not-for-Profit Entities 15

18 R. M. Mikesell, Governmental Accounting, rev. ed., Homewood, IL: Richard D. Irwin, 1956, p. 10.

Appendix

Illustrative Financial Statements—City and County
of Denver
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CITY AND COUNTY OF DENVER
Statement of Net Assets

December 31, 2007 (amounts expressed in thousands)

Primary Government
Governmental Business-type Component 

Activities Activities Total Units

Assets

Cash on hand $ 4,456 $ — $ 4,456 $ 54
Cash and cash equivalents 442,398 160,778 603,176 52,329
Investments — 302,979 302,979 210,759
Receivables (net of allowances):

Taxes 300,772 — 300,772 7,414
Special assessments 956 — 956 —
Notes 80,571 — 80,571 —
Accounts 33,839 51,467 85,306 29,687
Accrued interest 2,711 5,830 8,541 61
Other — — — 38,673

Due from other governments 48,853 — 48,853 —
Internal balances 23,625 (23,625) — —
Inventories 2,107 6,793 8,900 7,176
Prepaid items and other assets 575 427 1,002 6,404
Restricted assets:

Cash and cash equivalents 57,423 333,494 390,917 10,087
Investments — 759,381 759,381 123,462
Accrued interest — 1,092 1,092 —
Other receivables — 18,361 18,361 —
Prepaid items — 3,108 3,108 —
Net assets held by third party — — — 200,780

Capital assets:
Land and construction in progress 348,010 561,324 909,334 340,109
Buildings, improvements, infrastructure, collections, 1,858,521 3,399,042 5,257,563 1,594,557

and equipment, net of accumulated depreciation
Long-term receivables (net of allowances) 25,916 — 25,916 24,135
Bond issue cost and other assets (net of 3,850 60,142 63,992 21,104

accumulated amortization)
Assets held for disposition 6,327 14,094 20,421 —
Total Assets 3,240,910 5,654,687 8,895,597 2,666,791

Liabilities
Vouchers payable 62,405 38,287 100,692 28,450
Accrued liabilities 28,387 45,147 73,534 24,120
Deferred revenue 247,122 37,533 284,655 10,299
Advances 3,840 7,212 11,052 859
Due to taxing unit 480 — 480 —
Due to other governments — — — 2,768
Liabilities payable from restricted assets — 84,841 84,841 —
Noncurrent liabilities:

Due within one year 112,179 120,141 232,320 41,445
Due in more than one year 1,226,795 3,938,069 5,164,864 1,147,764

Total Liabilities 1,681,208 4,271,230 5,952,438 1,255,705

Net Assets
Invested in capital assets, net of related debt 1,170,496 317,488 1,487,984 1,156,289
Restricted for:

Capital projects 146,735 21,189 167,924 84,785
Emergency use 31,240 — 31,240 210
Debt service 80,008 657,498 737,506 29,575
Donor restrictions:

Expendable 9,347 — 9,347 112,742
Nonexpendable 3,387 — 3,387 103,913

Other purposes 3,442 — 3,442 —
Unrestricted 115,047 387,282 502,329 (76,428)
Total Net Assets $1,559,702 $1,383,457 $2,943,159 $1,411,086

ILLUSTRATION A1–1
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CITY AND COUNTY OF DENVER
Balance Sheet 

Governmental Funds 
December 31, 2007

(amounts expressed in thousands)

Other Total
General Human Bond Governmental Governmental

Fund Services Projects Funds Funds

Assets

Cash on hand $ 2 $ 398 $ — $ 4,056 $ 4,456
Cash and cash equivalents 94,691 11,040 143,059 171,337 420,127
Receivables (net of allowances of $71,799)

Taxes 113,616 46,336 — 140,820 300,772
Special assessments — — — 956 956
Notes 25 — — 80,546 80,571
Accounts 14,292 18,951 — 26,004 59,247
Accrued interest 1,111 — 634 878 2,623

Interfund receivable 30,977 56 — 4,311 35,344
Due from other governments 289 4,728 — 43,836 48,853
Prepaid items and other assets — — — 575 575
Restricted assets:

Cash and cash equivalents 40,817 2,044 — 14,548 57,409
Assets held for disposition — — — 6,327 6,327

Total Assets $295,820 $83,553 $143,693 $494,194 $1,017,260

Liabilities and Fund Balances

Liabilities:
Vouchers payable $13,576 $8,271 $ 10,017 $29,645 $61,509
Accrued liabilities 12,168 1,354 — 748 14,270
Due to taxing units 2 134 — 344 480
Interfund payable 2,774 5,693 395 4,641 13,503
Deferred revenue 71,706 46,702 — 154,764 273,172
Advances 3 406 — 3,431 3,840

Total Liabilities 100,229 62,560 10,412 193,573 366,774

Fund Balances:
Reserved for:

Notes receivable — — — 80,546 80,546
Prepaid items and other assets — — — 575 575
Assets held for disposition — — — 6,327 6,327
Emergency use 20,101 2,000 — 9,139 31,240
Construction — — — 15 15
Debt service:

Long-term debt 20,716 44 — 39,842 60,602
Interest — — — 19,450 19,450

Unreserved:
Designated for subsequent years’ 
expenditures, reported in:

Capital projects funds — — 121,634 58,926 180,560
Undesignated, reported in:

General Fund 154,774 — — — 154,774
Special revenue funds — 18,949 — 77,190 96,139
Capital projects funds — — 11,647 5,224 16,871
Permanent fund — — — 3,387 3,387

Total Fund Balances 195,591 20,993 133,281 300,621 650,486

Total Liabilities and Fund Balances $295,820 $83,553 $143,693 $494,194 $1,017,260

ILLUSTRATION A1–3

18 Accounting for Governmental and Nonprofit Entities
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ILLUSTRATION A1–4

CITY AND COUNTY OF DENVER
Reconciliation of the Balance Sheet—Governmental Funds 

to the Statement of Net Assets
December 31, 2007 

(amounts expressed in thousands)

Amounts reported for governmental activities in the statement of net 
assets are different because:

Total fund balance—governmental funds. $ 650,486

Capital assets used in governmental activities, excluding internal 2,202,429
service funds of $4,102, are not financial resources, and therefore,
are not reported in the funds.

Accrued interest payable not included in the funds. (13,921)

Other long-term assets are not available to pay for current-period  26,050
expenditures and,therefore, are deferred in the funds.

Bond issue costs, net of accumulated amortization. 3,850

Internal service funds are used by management to charge (4,219)
the cost of these funds to their primary users—governmental funds. 
The assets and liabilities of the internal service funds are included in 
governmental activities in the statement of net assets.

Long-term liabilities, including bonds payable, are not due and (1,304,973)
payable in the current period and therefore are not reported in 
the governmental funds (this excludes internal service 
liabilities of $34,001).

Net assets of governmental activities $1,559,702

Chapter 1 Introduction to Accounting and Financial Reporting for Governmental and Not-for-Profit Entities 19
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ILLUSTRATION A1–5

CITY AND COUNTY OF DENVER
Statement of Revenues, Expenditures, and Changes in Fund Balance 

Governmental Funds
For the year ended December 31, 2007 

(amounts expressed in thousands)

Other Total
General Human Bond Governmental Governmental

Fund Services Projects Funds Funds

Revenues

Taxes:
Facilities development admission $ — $ — $ — $ 10,092 $   10,092
Lodgers 13,483 — — 36,168 49,651
Motor vehicle ownership fee 16,963 — — — 16,963
Occupational privilege 21,376 — — 21,375 42,751
Public service 18,478 2,100 — — 20,578
Property 79,232 42,497 — 105,459 227,188
Sales 418,177 — — 37,259 455,436
Specific ownership — — — 64 64
Telephone 3,231 — — 6,687 9,918

Special assessments — — — 1,370 1,370
Licenses and permits 28,094 — — 1,289 29,383
Intergovernmental revenues 32,861 82,644 — 95,846 211,351
Charges for services 107,519 1,406 — 47,639 156,564
Investment and interest income 18,717 23 8,888 12,362 39,990
Fines and forfeitures 34,253 — — 2,760 37,013
Contributions 3 235 — 8,430 8,668
Other revenue 11,162 1,718 10 27,486 40,376

Total Revenues 803,549 130,623 8,898 414,286 1,357,356

Expenditures
Current:

General government 156,040 — 580,649 236,694
Public safety 400,469 — — 70,509 470,978
Public works 84,310 — 42 11,961 96,313
Human services — 129,451 — — 129,451
Health 41,783 — — 6,911 48,694
Parks and recreation 47,003 — 190 12,598 59,791
Cultural activities 31,386 — 260 41,328 72,974
Community development 17,499 — — 36,378 53,877
Economic opportunity — — — 26,122 26,122

Principal retirement 571 2,791 — 78,323 81,685
Interest 2,737 1,989 — 48,661 53,387
Bond issue costs — — 421 — 421
Capital outlay — — 56,905 38,916 95,821

Total Expenditures 781,798 134,231 57,823 452,356 1,426,208

Excess (Deficiency) of revenues over expenditures 21,751 (3,608) (48,925) (38,070) (68,852)

Other Financing Sources (Uses)
Sale of capital assets 13 — — 5,711 5,724
General obligation bonds issued — — 8,861 — 8,861
Insurance recoveries 1 5 — 5 11
Transfers in 32,333 — — 53,013 85,346
Transfers out (44,163) (32) — (38,890) (83,085)

Total Other Financing Sources (Uses) (11,816) (27) 8,861 19,839 16,857

Net change in fund balances 9,935 (3,635) (40,064) (18,231) (51,995)
Fund balances—January 1 185,656 24,628 173,345 318,852 702,481

Fund Balances—December 31 $195,591 $ 20,993 $133,281 $300,621 $ 650,486

20 Accounting for Governmental and Nonprofit Entities
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ILLUSTRATION A1–6

CITY AND COUNTY OF DENVER
Reconciliation of the Statement of Revenues, 

Expenditures, and Changes in Fund Balance—Governmental Funds 
to the Statement of Activities

For the year ended December 31, 2007 
(amounts expressed in thousands)

Amounts reported for governmental activities in the statement of activities are different because:

Net change in fund balances—total governmental funds $ (51,995)

Governmental funds report capital outlays as expenditures. However, in the statement of 
activities the cost of those assets is allocated over their estimated useful lives and 
reported as depreciation expense. This is the amount by which capital outlay exceeded 
depreciation expense in the current period:

Capital outlay, including sale of assets 163,643
Depreciation expense (109,953)

Revenues in the statement of activities that do not provide current financial resources are not 
reported as revenue in the funds:

Change in revenues in fund statements previously recognized in Statement of Activities (5,932)
Donations of capital assets 17,610

The issuance of long-term debt and other obligations (e.g., bonds, certificates of participation, 
and capital leases) provides current financial resources to governmental funds, while the 
repayment of the principal of long-term debt consumes the current financial resources of 
governmental funds. Neither transaction, however has any effect on change in net assets. 
Also, governmental funds report the effect of issuance cost, premiums, discounts, and similar 
items when debt is first issued, whereas these amounts are deferred and amortized in the 
statement of activities. These differences in the treatment of long-term debt and related 
items consist of:

General obligation bonds issued (8,861)
Principal retirement on bonds 68,265
Issuance costs, premium, discounts and deferred gain (loss) on refunding 4,425
Capital lease principal payments 13,420

Some expenses reported in the statement of activities do not require the use of current financial 
resources and, therefore, are not reported as expenditures in governmental funds:

Compensated absences (excluding internal service) (6,392)
Accrued interest payable (1,205)
Legal liability 980
Note payable 2,044
Line of credit payable 4,474

Internal service funds are used by management to charge their cost to individual funds. The net 3,644
expense of certain activities of internal service funds is reported within governmental 
activities.

Change in net assets of governmental activities $  94,167

Chapter 1 Introduction to Accounting and Financial Reporting for Governmental and Not-for-Profit Entities 21
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22 ILLUSTRATION A1–7

CITY AND COUNTY OF DENVER
Statement of Net Assets 

Proprietary Funds
December 31, 2007

(amounts expressed in thousands)

Business-type Activities—Enterprise Funds Governmental
Other Total Activities—

Wastewater Denver Enterprise Enterprise Internal Service
Management Airport System Funds Funds Funds

Assets

Current assets:
Cash and cash equivalents $ 6,834 $ 133,419 $20,525 $ 160,778 $22,271
Investments 45,991 135,544 181,535 —
Receivables (net of allowance for uncollectibles of $1,651):

Accounts 10,753 39,225 1,489 51,467 508
Accrued interest 453 5,248 129 5,830 88

Interfund receivable 791 415 1,206 3,193
Inventories 6,658 135 6,793 2,107
Prepaid items and other assets 320 107 427 —
Restricted assets:

Cash and cash equivalents — 331,500 1,994 333,494 14
Investments — 217,789 217,789 —
Accrued interest receivable — 1,076 16 1,092 —
Other receivables — 17,772 589 18,361 —
Prepaid items — 3,108 3,108 —

Total Current Assets 65,142 891,861 24,877 981,880 28,181

Noncurrent assets:
Investments—unrestricted — 121,443 — 121,443 —
Investments—restricted — 541,593 — 541,593 —
Capital assets:

Land and construction in progress 86,069 466,016 9,239 561,324 —
Buildings and improvements 14,207 1,972,606 9,128 1,995,941 4,107
Improvements other than buildings 555,257 2,014,224 8,693 2,578,174 82
Machinery and equipment 13,087 603,385 4,200 620,672 8,162
Accumulated depreciation (197,030) (1,583,993) (14,722) (1,795,745) (8,249)

Net Capital Assets 471,590 4,135,274 16,538 4,623,402 4,102

Bond issue costs and other assets, net 294 59,633 215 60,142 —
Assets held for disposition — 14,094 14,094 —

Total Noncurrent Assets 471,884 4,209,001 16,753 4,697,638 4,102

Total Assets $537,026 $5,100,862 $41,630 $5,679,518 $32,283

continued
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ILLUSTRATION A1–7 (Continued )

Liabilities

Current liabilities:
Vouchers payable $ 1,564 $ 32,441 $ 2,282 $ 36,287 $   896
Revenue bonds payable 1,180 — 370 1,550 —
Accrued liabilities 665 44,839 75 45,579 211
Interfund payable 5,677 18,241 1,283 25,201 1,039
Capital lease obligations — — — — 151
Compensated absences 539 1,914 169 2,622 244
Deferred revenue 13,665 45 13,710 —
Claims reserve — — 11,690
Construction payable 7,212 — 7,212 —
Unearned revenue — 23,822 — 23,822 —

Current liabilities (payable from restricted assets):
Vouchers payable — 24,755 1,994 26,749 —
Retainages payable — 24,436 — 24,436 —
Notes payable — 12,139 — 12,139 —
Accrued interest and other liabilities — 21,517 — 21,517 —
Other accrued liabilities — 13,708 — 13,708 —
Revenue bonds payable — 103,830 — 103,830 —

Total Current Liabilities 30,502 321,642 6,218 358,362 14,231

Noncurrent liabilities
Notes payable — 49,532 — 49,532 —
Revenue bonds payable 24,323 4,095,020 6,110 4,125,453 —
Deferred loss on refunding — (303,121) — (303,121) —
Unamortized premium (discounts) — 58,422 59 58,481 —
Capital lease obligations — — — — 317
Other accrued liabilities 1,732 5,377 615 7,724 778
Claims reserve — — — — 20,806

Total Noncurrent Liabilities 26,055 3,905,230 6,784 3,938,069 21,901

Total Liabilities 56,557 4,226,872 13,002 4,296,431 36,132

Net Assets
Invested in capital assets, net of related debt 439,169 (131,740) 10,058 317,487 3,634
Restricted for:

Capital projects — 18,773 — 18,773 —
Debt service — 657,498 — 657,498 —

Unrestricted 41,300 329,459 18,570 389,329 (7,483)

Total Net Assets (Deficit) $480,469 $  873,990 $28,628 1,383,087 $(3,849)

Adjustment to reflect consolidation of internal service fund activities
related to enterprise funds 370

Net assets of business-type activities $1,383,457
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24 ILLUSTRATION A1–8

CITY AND COUNTY OF DENVER
Statement of Revenues, Expenses, and Changes in Fund Net Assets 

Proprietary Funds
For the year ended December 31, 2007 

(amounts expressed in thousands)

Business-type Activities—Enterprise Funds Governmental
Other Total Activities—

Wastewater Denver Enterprise Enterprise Internal Service
Management Airport System Funds Funds Funds

Operating Revenues

Charges for services $ 75,750 $518,229 $15,899 $ 609,878 $46,316
Other revenue — 11,922 874 12,796 488

Total Operating Revenues 75,750 530,151 16,773 622,674 46,804

Operating Expenses
Personnel services 18,924 104,321 6,416 129,661 9,031
Contractual services 15,382 165,044 9,362 189,788 493
Supplies and materials 1,919 21,408 807 24,134 16,370
Depreciation and amortization 11,197 159,309 678 171,184 828
Metropolitan Wastewater Reclamation District 28,777 — — 28,777 —
Claims payments — — — — 8,648
Change in claims reserve — — — — 1,238
Other operating expenses — — 1,285 1,285 6,857
Total Operating Expenses 76,199 450,082 18,548 544,829 43,465

Operating income (loss) (449) 80,069 (1,775) 77,845 3,339

Nonoperating Revenues (Expenses)
Investment and interest income 4,240 82,249 1,396 87,885 689
Passenger facility charges — 97,191 — 97,191 —
Disposition of assets 33 — — 33 (2)
Grants — 324 — 324 —
Interest expense 5 (220,064) (312) (220,371) (12)
Passenger facility charge — (8,827) — (8,827) —
Total Nonoperating Revenues (Expenses) 4,278 (49,127) 1,084 (43,765) 675

Income before contributions and transfers 3,829 30,942 (691) 34,080 —
Capital grants and contributions 9,906 2,426 — 12,332 —
Transfers out (11) — (2,250) (2,261) —

Change in net assets 13,724 33,368 (2,941) 44,151 4,014

Net assets—January 1, as previously reported 466,745 702,769 31,569 1,201,083 (7,863)
Restatement for correction of error — 137,853 — 137,853 —
Net assets—January 1, as restated — 840,622 — 1,338,936 —

Net Assets (Deficit)—December 31 $480,469 $873,990 $28,628 $1,383,087 $(3,849)

Change in net assets of enterprise funds $44,151
Adjustment to reflect consolidation of internal service fund activities (182)

related to enterprise funds
Change in net assets of business-type activities $43,969
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ILLUSTRATION A1–9

CITY AND COUNTY OF DENVER
Statement of Cash Flows 

Proprietary Funds
For the year ended December 31, 2007

(amounts expressed in thousands)

Business-type Activities—Enterprise Funds Governmental
Other Total Activities—

Wastewater Denver Enterprise Enterprise Internal Service
Management Airport System Funds Funds Funds

Cash Flows from Operating Activities

Receipts from customers $ 77,607 $ 524,011 $16,316 $ 617,934 $ 43,790
Payments to suppliers (32,286) (172,191) (6,493) (210,970) (23,158)
Payments to employees (18,649) (103,726) (6,374) (128,749) (9,030)
Other receipts (payments) — — — — 426
Interfund activity (10,437) (13,418) — (23,855) —
Sale of salvage — — — — 56
Claims paid — — — — (8,648)
Other payments — — (1,125) (1,125) —

Net Cash Provided by Operating Activities 16,235 234,676 2,324 253,235 3,436

Cash Flows from Noncapital Financing Activities
Transfers out (11) — (2,250) (2,261) —
Operating grants — 383 — 383 —

Net Cash Provided (Used) by Noncapital Financing Activities (11) 383 (2,250) (1,878) —

Cash Flows from Capital and Related Financing Activities
Proceeds from capital debt — 480,150 — 480,150 —
Bond issue costs — (2,498) 25 (2,473) —
Principal payments (1,135) (172,149) (360) (173,644) (143)
Passenger facility charges — 98,242 — 98,242 —
Payments on capital assets acquired through construction payables (13,466) (39,670) — (53,136) —
Acquisition and construction of capital assets (57,369) (133,132) (6,649) (197,150) (1,211)
Sale of capital assets 33 503 — 536 (2)
Interest paid (1,323) (199,416) (312) (201,051) (12)
Contributions and advances 6,257 8,260 — 14,517 —
Payments to escrow for current refunding of debt — (12,307) — (12,307) —

Net Cash Provided (Used) by Capital and Related  (67,003) 27,983 (7,296) (46,316) (1,368)
Financing Activities

Cash Flows from Investing Activities
Purchases of investments (11,923) (7,397,239) — (7,409,162) —
Proceeds from sale of investments 65,971 7,216,181 — 7,282,152 —
Sale of assets held for disposition; payments to maintain assets held — (24,474) — (24,474) —
Insurance proceeds from Stapelton remediation — 30,248 — 30,248 —
Interest received 3,565 66,324 1,384 71,273 675

Net Cash Provided (Used) by Investing Activities 57,613 (108,960) 1,384 (49,963) 675
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26 ILLUSTRATION A1–9 (Continued )

Business-type Activities—Enterprise Funds Governmental
Other Total Activities—

Wastewater Denver Enterprise Enterprise Internal Service
Management Airport System Funds Funds Funds

Net increase (decrease) in cash and cash equivalents 6,834 154,082 (5,838) 155,078 2,743
Cash and cash equivalents—January 1 - 310,837 28,357 339,194 19,542

Cash and Cash Equivalents—December 31 $ 6,834 $464,919 $22,519 $494,272 $22,285

Reconciliation of Operating Income (Loss) to Net Cash Provided 
by Operating Activities

Operating income (loss) $ (449) $ 80,069 $ (1,775) $ 77,845 $ 3,339
Adjustments to reconcile operating income (loss) to net cash 

provided by operating activities:
Depreciation and amortization 11,197 159,309 678 171,184 828
Miscellaneous revenue — 6,750 — 6,750 —
Accounts receivable, net of allowance 1,669 (12,336) (503) (11,170) (379)
Interfund receivable (225) — (225) 361
Inventories — (1,121) 12 (1,109) (201)
Prepaid items — 580 — 580 —
Vouchers payable 155 1,269 3,808 5,232 (874)
Unearned revenue 413 16,609 46 17,068 —
Accrued and other liabilities (336) (17,507) 43 (17,800) 1
Interfund payable 3,811 1,054 15 4,880 (877)
Claims reserve — — — — 1,238

Net Cash Provided by Operating Activities $16,235 $234,676 $ 2,324 $253,235 $ 3,436

Noncash Activities
Assets acquired through capital contributions $ 3,650 $ — $ — $ 3,650 $ —
Unrealized gain (loss) on investments 650 18,732 — 19,382 —
Capital assets acquired through accounts payable 7,212 36,720 — 43,932 —
Amortization of bond premiums, deferred losses on bond — 17,920 — 17,920 —

refundings and bond costs
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Chapter 1 Introduction to Accounting and Financial Reporting for Governmental and Not-for-Profit Entities 27

ILLUSTRATION A1–10

CITY AND COUNTY OF DENVER
Statement of Fiduciary Net Assets

Fiduciary Funds 
December 31, 2007

(amounts expressed in thousands)

Pension and Other
Employee Benefit Private-Purpose Agency

Trust Funds Trust Funds Funds

Assets

Cash on hand $ — $ 782 $ 4,028
Cash and cash equivalents 40,536 573 12,960
Securities lending collateral 279,711 — —
Receivables (net of allowance for 

uncollectibles of $5,987):
Taxes — — 485,093
Accounts 812 — 26
Accrued interest 6,477 — —

Investments, at fair value:
U.S. Government obligations 158,693 — —
Domestic stocks and bonds 1,245,363 — —
International stocks 364,619 — —
Annuity 428,056 — —
Mutual funds 49,751 — —
Real estate 238,387 — —
Other 100,656 — —

Total Investments 2,585,525 — —

Capital assets, net of accumulated 
depreciation 1,044 — —

Total Assets 2,914,105 1,355 502,107

Liabilities
Vouchers payable 7,879 316 326
Securities lending obligation 279,711 — —
Other accrued liabilities — — 4,213
Due to taxing units — 782 497,568

Total Liabilities 287,590 1,098 502,107

Net Assets

Held in trust for pension benefits $2,626,515 $ 257 $ —
and other purposes

wiL79603_ch01_001-034.qxd  12/12/2008  05:56 PM  Page 27



28 Accounting for Governmental and Nonprofit Entities

ILLUSTRATION A1–11

CITY AND COUNTY OF DENVER
Statement of Changes in Fiduciary Net Assets

Fiduciary Funds
For the year ended December 31, 2007 

(amounts expressed in thousands)

Pension and Other
Employee Benefit Private-Purpose

Trust Funds Trust Funds

Additions
Contributions:

City and County of Denver $ 38,862 $ —
Denver Health and Hospital Authority 6,598 —
Plan members 47,287 —

Total Contributions 92,747 —

Investment income:
Net appreciation in fair value of investments 156,156 —
Interest and dividends 101,988 —

Total Investment Income 258,144 —

Less investment expense (9,453) —

Net Income from Investments 248,691 —

Securities lending income 14,404 —
Securities lending expenses:

Borrower rebates (12,899) —
Agent fees (376) —

Net Income from Securities Lending 1,129 —

Total net investment income 249,820 —

Other additions — 36

Total Additions 342,567 36

Deductions
Benefits 146,538 —
Refunds of contributions 410 —
Administrative expenses 2,604 —

Total Deductions 149,552 —

Change in net assets 193,015 36
Net assets—January 1 2,433,500 221

Net assets—December 31 $2,626,515 $257
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1–1. Explain how general purpose governments differ from special purpose 
governments and give a few examples of each type of government.

1–2. “Governmental and not-for-profit organizations do not differ significantly
from for-profit organizations and therefore should follow for-profit accounting
and reporting standards.” Do you agree or disagree with this statement? Why
or why not?

1–3. Which standard-setting bodies have responsibility for establishing accounting
and reporting standards for (1) state and local governments, (2) business orga-
nizations, (3) not-for-profit organizations, and (4) the federal government and
its agencies and departments?

1–4. How should one determine whether FASB or GASB standards should be
followed by any particular not-for-profit organization?

1–5. Distinguish between accountability and interperiod equity.
1–6. “GASB financial reporting standards assist users in assessing the operational

accountability of a government’s business-type activities and the fiscal
accountability of its governmental activities.” Do you agree or disagree with
this statement? Why or why not?

1–7. Why do governmental fund financial statements use a different basis of
accounting and measurement focus than the Governmental Activities column
of the government-wide financial statements? Also, which basis of account-
ing and which measurement focus applies to each?

1–8. How does the modified accrual basis of accounting differ from the accrual
basis?

1–9. What are the three sections of a comprehensive annual financial report
(CAFR)? What information is contained in each section? How do the minimum
requirements for general purpose external financial reporting relate in scope to
the CAFR?

1–10. Why does the GASB encourage state and local governments to report service
efforts and accomplishments information in addition to a CAFR?

Questions

Key Terms* Accountability, 6
Basic financial

statements, 8
Comprehensive annual

financial report
(CAFR), 13

Federal Accounting 
Standards Advisory
Board (FASAB), 5

Financial Accounting
Standards Board
(FASB), 3

Fiscal accountability, 8

Fund financial
statements, 8

General purpose 
governments, 2

Generally accepted
accounting principles
(GAAP), 5

Governmental Accounting
Standards Board
(GASB), 3

Government-wide finan-
cial statements, 8

Interperiod equity, 7

Major fund, 12
Management’s 

discussion and 
analysis (MD&A), 8

Operational 
accountability, 8

Required supplementary
information (RSI), 8

Service efforts and
accomplishments
(SEA), 14

Special purpose 
governments, 2

* See the glossary at the back of the text for a definition of each term and concept.
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1–1 Internet Case—FASB. Go to the Financial Accounting Standards Board’s
Web site at www.fasb.org. List by number and name all FASB statements that
specifically provide accounting and reporting guidance for not-for-profit
organizations. Can you obtain a copy of the full text of these statements from
this Web site? Does the FASB charge for its statements, or are they provided
free of charge?

1–2 Internet Case—GASB. Examine the Governmental Accounting Standards
Board’s Web site (www.gasb.org) and prepare a brief report about its mission
and structure and the representative organizations on its advisory council. Can
you get a copy of the full text of a GASB statement from this Web site? If not,
how would you obtain a copy of GASB Statement No. 34, for example? What
is the cost to purchase a statement?

1–3 Internet Case—FASAB. Examine the Federal Accounting Standards Advisory
Board’s Web site at www.fasab.gov and prepare a brief report about its mission
and structure and compile a list of organizations represented on its Account-
ing and Auditing Policy Committee. Can you obtain a copy of the full text of
FASAB statements from this Web site? If not, how would you obtain a copy
of a statement pertinent to federal agencies? What is the cost to purchase a
statement?

1–4 Research Case—Governmental or Not-for-Profit Entity? In partnership with
Jefferson County and the Mound City Visitor’s Bureau, Mound City recently
established a Native American Heritage Center and Museum, organized as a
tax-exempt not-for-profit organization. Although the facility does not charge
admission, signs at the information desk in the entry lobby encourage gifts of
$3.00 for adults and $1.00 for children, 12 and under. Many visitors make the
recommended contribution, some contribute larger amounts, and some do not
contribute at all. Such contributions comprise 40 percent of the museum’s total
annual revenues, with net proceeds from fund-raising events and governmental
grants comprising the remaining 60 percent. The center operates from a city-owned
building for which it pays a nominal $1 per year in rent. Except for a full-time
executive director and a part-time assistant, the center is staffed by unpaid
volunteers. The center is governed by a seven-member board of directors, each
appointed for a three-year term. Four of the directors are appointed by the
Mound City Council, two by the Jefferson County Commission, and one by the
Mound City Visitor’s Bureau. Should the center cease to operate, its charter pro-
vides that 60 percent of its net assets will revert to the city, 25 percent to the
county, and 15 percent to the Visitor’s Bureau.

At the end of its first year of operation, the board of directors decided to
engage a local CPA to conduct an audit of the center’s financial statements. The
board expects to receive an unqualified (clean) audit opinion stating that its
financial statements are presented fairly in conformity with generally accepted
accounting principles.

Required

Assume you are the CPA who has been engaged to conduct this audit. To which
standards-setting body (or bodies) would you look for accounting and financial
reporting standards to assist you in determining whether the center’s financial
statements are in conformity with generally accepted accounting principles?
Explain how you arrived at this conclusion.

Cases
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1–1 Examine the CAFR. Download a copy of the most recent comprehensive
annual financial report (CAFR) for the City and County of Denver from its Web
site: http://www.denvergov.org/controller (click on “Financial Reports”), or that
of another city or county if you wish.∗ Familiarize yourself with the organiza-
tion by scanning the report and reread the section in this chapter entitled “Finan-
cial Reporting of State and Local Governments.” Be prepared to discuss in class
the items suggested below.
a. Introductory Section.

Read the letter of transmittal or any narrative that accompanies the financial
statements. Does this material define the governmental reporting entity and
name the primary government and all related component units included in the
report? (Note: The reporting entity may be discussed in the notes to the finan-
cial statements rather than in the transmittal letter.) Does the introductory sec-
tion discuss the financial condition of the reporting entity at the balance sheet
date? Does it discuss the most significant changes in financial condition that
occurred during the year? Does it alert the reader to forthcoming changes in
financial condition that are not as yet reflected in the financial statements? Do
the amounts reported in the letter of transmittal or other narrative agree with
amounts in the statements and schedules in the financial section? Does the intro-
ductory section include a list of principal officials? An organization chart? A
reproduction of a Certificate of Achievement for Excellence in Financial
Reporting from the Government Finance Officers Association (GFOA)? Assum-
ing the government follows GASBS 34, compare the information in the letter
of transmittal with that in the management discussion & analysis (MD&A).

b. Financial Section.
(1) Audit Report. Are the financial statements in the report audited by an

independent CPA, state auditors, or auditors employed by the government
being audited? Does the auditor indicate who is responsible for prepar-
ing the financial statements? Does the auditor express an opinion that
the statements are “in accordance with generally accepted accounting
principles applicable to governmental entities in the United States” or
some other phrase? Is the opinion qualified in some manner, disclaimed,
or adverse? Does the auditor indicate that the opinion covers the basic
financial statements or that plus combining statements?

(2) Basic Financial Statements. Does the CAFR contain the two government-
wide financial statements and seven fund statements and required recon-
ciliation?

(3) Notes to the Financial Statements. How many notes follow the required
basic financial statements? Is there a phrase at the bottom of the basic
financial statements indicating that the notes are an integral part of the
financial statements?

* GASB’s Web site, http://www.gasb.org provides a sizeable list of local governments that voluntarily
report to the GASB and indicates whether their CAFRs can be downloaded. You can usually obtain a
hard copy of the CAFR of any city by sending an e-mail request to the city’s director of finance (or
other appropriate title of the chief financial officer). Be sure to mention that you are a student and
need the CAFR for a class project. Contact information for the finance director can usually be obtained
by doing a search on “City of (name)” and looking for a link to the city’s departments. At that link,
select Finance Department or a department with a similar function, such as Accounting and Budgeting.
Before you request a CAFR by e-mail, check to see if one is accessible at the department’s Web site.

Exercises and
Problems
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32 Accounting for Governmental and Nonprofit Entities

(4) Individual Fund and Combining Statements. Following the notes to the
financial statements, does the CAFR provide combining and individual
fund statements? Do these combining statements aggregate all the funds
of a given fund type or all the nonmajor funds?

(5) Management’s Discussion and Analysis (MD&A). Does the CAFR contain
an MD&A? If so, where is it located and what type of information does
it contain?

c. Statistical Tables.
Examine these tables so that you can refer to them in discussions accompa-
nying subsequent chapters. For example, is multiyear information provided
about financial trends, revenue capacity, debt capacity, demographic and
economic trends, and operating activities?

1–2 Multiple Choice. Choose the best answer.

1. Special purpose governments differ from general purpose governments in
that special purpose governments:
a. Provide a single function or limited range of functions.
b. Do not have the power to levy taxes.
c. Derive their power from state governments.
d. All of the above.

2. Which of the following is a true statement about accounting standard-
setting bodies?
a. The Financial Accounting Standards Board (FASB) sets accounting and

reporting standards for all not-for-profit organizations, but the Govern-
mental Accounting Standards Board (GASB) may also prescribe standards
for governmental not-for-profit organizations provided they do not con-
flict with FASB standards.

b. The GASB sets accounting and reporting standards for all governmental
organizations; the FASB sets standards for all business and not-for-profit
organizations.

c. Only the FASB and GASB enjoy AICPA Ethics Rule 203 coverage as
recognized standard-setting authoritative bodies, not the FASAB.

d. The FASB and GASB are administratively supported by the Financial
Accounting Foundation; the FASAB draws its support from the federal
government.

3. A distinguishing difference between governments and not-for-profit organiza-
tions is:
a. Lack of a profit motive.
b. Absence of owners.
c. Taxation as a significant source of funding.
d. Receipt of significant amounts of funding through nonexchange transac-

tions (i.e., resource providers do not get proportional benefits for what
they pay to the organization).

4. Which of the following organizations would most likely meet the criteria
to be classified as a governmental not-for-profit organization?
a. A religion-affiliated university.
b. A privately founded museum.
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c. A public school district.
d. A city-administered community service agency.

5. The concept of interperiod equity refers to whether:
a. Revenues equaled or exceeded expenditures for the year.
b. Current year revenues were sufficient to pay for current year services.
c. Total assets (current and noncurrent) were sufficient to cover total liabili-

ties (current and noncurrent).
d. Future taxpayers can expect to receive the same or higher level of ser-

vices as current taxpayers.

6. Which of the following is (are) included in the minimum requirements for
general purpose external financial reporting of a government?
a. Comprehensive Annual Financial Report.
b. Management’s Discussion and Analysis (MD&A) and basic financial

statements.
c. Combining fund financial statements.
d. Statistical section.

7. The basic financial statements of a state or local government include all of
the following except:
a. An MD&A.
b. Government-wide financial statements.
c. Fund financial statements.
d. Notes to the financial statements.

8. The modified accrual basis of accounting is used to account for revenues
and expenditures reported in the financial statements of:
a. Governmental activities at the government-wide level.
b. Business-type activities at the government-wide level.
c. Governmental funds.
d. Proprietary funds.

9. Separate columns for individual major funds should be provided in which
of the following financial statements?
a. Statement of net assets—government-wide; balance sheet—governmental

funds; statement of net assets—proprietary funds.
b. Statement of net assets—government-wide; balance sheet—governmental

funds; statement of fiduciary net assets—fiduciary funds.
c. Statement of net assets—government-wide; statement of net assets—

proprietary funds; statement of fiduciary net assets—fiduciary funds.
d. Balance sheet—governmental funds; statement of net assets—proprietary

funds.

10. Under GASBS 34, financial information related to fiduciary activities is
reported in which financial statements?

Government-wide Fund
Financial Statements Financial Statements

a. No Yes
b. Yes No
c. Yes Yes
d. No No
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34 Accounting for Governmental and Nonprofit Entities

1–3. Matching. Place the abbreviations corresponding to the appropriate reporting attribute(s) in the spaces
provided for each financial statement. Include all that apply.

Activities or Funds Basis of Accounting
Governmental activities—GA Accrual—A
Business-type activities—BTA Modified accrual—MA
Governmental funds—GF
Proprietary funds—PF Measurement Focus
Fiduciary funds—FF Economic resources—ER

Current financial resources—CFR

Financial Activities or Basis of Measurement 
Statements Funds Reported Accounting Focus

Statement of net assets—
government-wide

Statement of activities—
government-wide

Balance sheet—
governmental funds

Statement of revenues, 
expenditures, and changes 
in fund balances—governmental 
funds

Statement of net assets—
proprietary funds

Statement of revenues, expenses, 
and changes in fund net assets—
proprietary funds

Statement of cash flows—
proprietary funds

Statement of fiduciary net assets

Statement of changes in fiduciary 
net assets
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37

Principles of
Accounting and
Financial Reporting 
for State and Local
Governments
Learning Objectives

After studying this chapter, you should be able to:

1. Explain the nature of the three major activity categories of a state or local
government: governmental activities, business-type activities, and fiduciary activities.

2. Explain the components of GASB’s integrated accounting and financial reporting
model, including:

The reporting entity.

Government-wide financial statements.

Fund financial statements.

Definition of fund and principles of fund accounting.

Types of funds in each fund category and characteristics of each fund type.

3. Discuss the nature of major fund reporting and the criteria used to determine
whether a fund should be reported as a major fund.

Chapter 1 presented a brief overview of the minimum requirements for general pur-
pose external financial reporting under the GASBS 34 financial reporting model. This
chapter expands on the previous discussion and focuses primarily on principles of
accounting and financial reporting within the integrated reporting model framework
set forth in GASBS 34.

When the Governmental Accounting Standards Board (GASB) was formed in 1984, it
adopted 12 accounting and financial reporting principles that had been established by its
predecessor standard-setting body, the National Council on Governmental Accounting
(NCGA). GASBS 34 modifies several of the original 12 principles and adds one principle
for reporting long-term liabilities. A summary of these principles is presented in the
appendix to this chapter. Certain of the principles are also discussed in this chapter.

Chapter Two
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ACTIVITIES OF GOVERNMENT

Chapter 1 explained that the characteristics of governmental organizations differ from
those of for-profit business organizations. One key difference is that governments are
not profit seeking but exist to meet citizens’ demand for services, consistent with the
availability of resources to provide those services. Although the types and levels of ser-
vices vary from government to government, most general purpose governments provide
certain core services: those related to protection of life and property (e.g., police and
fire protection), public works (e.g., streets and highways, bridges, and public buildings),
parks and recreation facilities and programs, and educational, cultural, and social ser-
vices. Governments must also incur costs for general administrative support such as data
processing, finance, and personnel. Core governmental services, together with general
administrative support, comprise the major part of what GASB Concepts Statement No. 1
refers to as governmental-type activities.1 In its more recent pronouncements, GASB
refers to these activities as simply governmental activities. Chapters 3 through 6 of
the text focus on various aspects of accounting for governmental activities.

Some readers may be surprised to learn that governments also engage in a variety
of business-type activities. These activities include, among others, public utilities
(e.g., electric, water, gas, and sewer utilities), transportation systems, toll roads, toll
bridges, hospitals, parking garages and lots, liquor stores, golf courses, and swim-
ming pools. Many of these activities are intended to be self-supporting by charging
users for the services they receive. Operating subsidies from general tax revenues
are not uncommon, however, particularly for transportation systems. Accounting for
business-type activities is covered in Chapter 7 of the text.

A final category of activity in which governments are involved is fiduciary
activities. Governments often act in a fiduciary capacity, either as an agent or
trustee, for parties outside the government. For example, a government may serve as
agent for other governments in administering and collecting taxes. Governments may
also serve as trustee for investments of other governments in the government’s invest-
ment pool, for escheat properties that revert to the government when there are no
legal claimants or heirs to a deceased individual’s estate, and for assets being held
for employee pension plans, among other trustee roles.

Under GASBS 34, only private-purpose agency and trust relationships—those that
benefit individuals, private organizations, and other governments—are reported as
fiduciary activities. Public-purpose agency and trust activities, those that primarily
benefit the general public and the government’s own programs, are treated as
governmental activities for accounting and financial reporting purposes. Accounting
for fiduciary activities is covered in Chapter 8 of the text.

GOVERNMENTAL FINANCIAL REPORTING ENTITY

The notion of financial accountability is basic to the definition of a governmental
reporting entity. A reporting entity consists of the primary government and certain
other organizations, identified as component units, for which the primary govern-
ment is financially accountable.2 According to GASB standards, the “financial
statements of the reporting entity should provide an overview of the entity, yet allow

38 Part One State and Local Governments

1 Governmental Accounting Standards Board, Codification of Governmental Accounting and Financial
Reporting Standards as of June 30, 2008 (Norwalk, CT, 2008), Appendix B, Concepts Statement 
No. 1, par. 10.
2 GASB, Codification, Sec. 2100.111.
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users to distinguish between the primary government and its component units.”3 The
government-wide financial statements meet this objective very well.

GASB defines a primary government as a state government or general purpose
local government, or a special purpose government that has a separately elected
governing body, is legally separate, and is fiscally independent of other state and
local governments. General purpose local governments are organizations such as
cities, towns, villages, counties, and townships. In many states, public school systems
are legally and fiscally independent special purpose governments that are primary
governments in their own right.

Component units are legally separate organizations, including organizations such
as governmental hospitals, library districts, and public building authorities, for which
the elected officials of the primary government are financially accountable. In addition,
a component unit can be another organization for which the nature and significance of
its relationship with the primary government, including its ongoing financial support of
the primary government or its other component units, is such that exclusion would cause
the reporting entity’s financial statements to be misleading or incomplete.

Reporting the financial information of component units in a separate column of the
government-wide financial statements, as shown in Illustrations A1–1 and A1–2 in
Chapter 1 and Illustration 2–1, is referred to as a discrete presentation. Discrete pre-
sentation is the most common method used to report component units and should be
used unless the financial activities of the component unit are so intertwined with those
of the primary government that they are, in substance, the same as the primary gov-
ernment. In such cases the component unit’s financial information should be reported
in the same columns as the financial information of the primary government itself. This
method of reporting is known as a blended presentation. Criteria for identification
and methods of component unit reporting are covered in greater detail in Chapter 9.

The notes to the financial statements should contain a brief description of the
component units of the financial reporting entity and their relationships to the
primary government. This disclosure should also describe the criteria for including
the component units and for reporting the component units. Information about major
component units may be presented in condensed financial statements within the notes
or in combining statements that provide a separate column for each component unit,
along with a total column for all component units.4 If there are only a few major
component units, their financial information can be reported in separate columns of
the government-wide financial statements. Under this option, aggregate financial
information for all nonmajor component units is reported in an additional column of
the government-wide statements. The notes should also include information about
how separate financial statements for individual component units may be obtained.

INTEGRATED ACCOUNTING AND FINANCIAL REPORTING MODEL

The minimum requirements for general purpose external financial reporting for state
and local governments, as well as the contents of a comprehensive annual financial
report (CAFR), were briefly discussed in Chapter 1. As shown in Illustration 1–3,
every state and local government should provide, in addition to its basic financial

Chapter 2 Principles of Accounting and Financial Reporting for State and Local Governments 39

3 Ibid., Sec. 2100.142. Note: All definitions in this section of the text are quoted or paraphrased from
GASB Codification, Sec. 2100.501.
4 What constitutes a major component unit is a matter of professional judgment, considering each
component unit’s significance in relation to the other component units and to the primary government.
GASB, Codification, Sec. 2600.108.
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ILLUSTRATION 2–1 GASB Statement No. 34 Integrated Accounting and Financial Reporting Model

statements, a management’s discussion and analysis (MD&A) and certain other
required supplementary information. To understand the basic principles of accounting
and financial reporting for state and local governments, one must first understand
the GASBS 34 integrated accounting and financial reporting model. This model is
depicted in Illustration 2–1. Key to the integrated model is the requirement to provide
two kinds of basic financial statements, government-wide and fund, each kind
intended to achieve different reporting objectives. These two kinds of statements are
integrated in the sense that the total fund balances of governmental funds and
changes in fund balances must be reconciled to total net assets and changes in net
assets of governmental activities reported in the government-wide financial statements.
The necessity for these reconciliations was touched on in Chapter 1 and is further
explained in the following discussion.

Government-wide and Fund Financial Statements
The government-wide financial statements report on the governmental reporting
entity as a whole but focus on the primary government. As shown in Illustrations
A1–1 and A1–2, as well as in Illustration 2–1, the government-wide statements present
the financial information of the governmental activities and business-type activities
of the primary government in separate columns, although there is a total column for
the primary government.

The government-wide statements present all financial information using the
economic resources measurement focus and the accrual basis of accounting—
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wiL79603_ch02_035-064.qxd  12/12/2008  06:05 PM  Page 40



essentially the same measurement focus and basis of accounting used in the finan-
cial statements of for-profit business organizations. Thus, as discussed in Chapter 1,
the government-wide financial statements report on the operational accountability
of the government and help to assess whether the government is covering the full
cost of services provided in the long run.

Governments must also present fund financial statements or, more precisely, three
sets of fund financial statements, one set for each of the three fund categories:
governmental, proprietary, and fiduciary (see the lower half of Illustration 2–1). These
categories correspond closely to the governmental, business-type, and fiduciary activ-
ities described earlier in this chapter. An observant reader will note, however, that
although internal service funds are included in the proprietary funds category, they
are included as part of governmental activities in the government-wide financial
statements. Thus, in most cases, only enterprise funds are reported as business-type
activities in the government-wide statements. Internal service fund financial
information is reported as part of governmental activities in the government-wide state-
ments because these funds, though businesslike in operation, predominantly serve
departments of the same government rather than the general public. If an internal ser-
vice fund predominantly serves one or more enterprise funds, its financial information
is reported in the Business-type Activities column of the government-wide statements.
Financial reporting of internal service funds is discussed in depth in Chapter 7.

Another interesting aspect of the integrated accounting and reporting framework is
that fiduciary activities are reported only in the two fund financial statements shown
in Illustration 2–1 (examples of these statements are presented in Illustrations A1–10
and A1–11). Fiduciary activities are not reported at all in the government-wide
financial statements because the resources held by these activities (funds) belong to
external parties and cannot be used to support the services provided by the primary
government or its component units.

The discussion to this point has provided a brief overview of the integrated report-
ing model, which requires both government-wide and fund financial statements. As
the following few chapters will make clear, governmental activities are reported quite
differently in the two types of financial statements. To fully comprehend these
differences, one must first become familiar with the concept of a fund and the
accounting characteristics associated with each fund and activity category. Fund
accounting for governmental activities focuses on fiscal accountability—reporting on
whether current financial resources were obtained from authorized sources and
expended only for authorized purposes.

Fiscal Accountability and Fund Accounting
GASB’s first accounting and financial reporting principle states:

A governmental accounting system must make it possible both: (a) to present fairly and
with full disclosure the funds and activities of the governmental unit in conformity with
generally accepted accounting principles, and (b) to determine and demonstrate
compliance with finance-related legal and contractual provisions.5

In the governmental environment, legal and contractual provisions often conflict
with the requirements of generally accepted accounting principles (GAAP). As the
first principle states, however, the accounting system must make it possible to present
financial information that meets both requirements. Legal provisions related to
budgeting revenues and expenditures, for example, often differ from GAAP account-
ing requirements regarding revenues and expenditures. Furthermore, revenues may
be legally or contractually restricted for a particular purpose.

Chapter 2 Principles of Accounting and Financial Reporting for State and Local Governments 41

5 GASB Codification, Sec. 1100.101.
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The necessity to report on fiscal accountability creates a need for governments
to account for restricted-use revenues and expenditures made from such revenues
separately from unrestricted revenues and expenditures. The mechanism that has
developed for segregating accountability for the inflows and outflows of restricted-
use financial resources is the fund.

A fund is formally defined as:

A fiscal and accounting entity with a self-balancing set of accounts recording cash and
other financial resources, together with all related liabilities and residual equities or
balances and changes therein, which are segregated for the purpose of carrying on
specific activities or attaining certain objectives in accordance with special regulations,
restrictions, or limitations.6

The concept of fund is fundamental to governmental accounting and reporting. As
the definition states, a fund is a separate fiscal entity with its own resources, its own
liabilities, and its own operating activity for the fiscal period. Furthermore, a fund
conceptually has its own set of accounting records (e.g., journals and ledgers) and
can have prepared for it separate financial statements. Thus, it is a separate account-
ing entity as well.

The latter part of the definition of fund is also worth noting: Specifically, a fund
assists in carrying on specific activities or attaining certain objectives in accordance
with special regulations, restrictions, or limitations. As this sentence implies, dif-
ferent funds are intended to achieve different objectives. Funds may be established
by grant or contract provisions imposed by external resource providers, by state or
local laws or regulations, or by the discretionary action of governing bodies. The
variety of purposes that may be served by different fund categories and types will
become apparent in the discussion that follows.

Fund Categories
As mentioned earlier in this chapter, there are three categories of funds: governmen-
tal, proprietary, and fiduciary (see Illustration 2–1). Accounting characteristics and
principles unique to each fund category are discussed in the sections that follow.

Governmental Funds

The governmental funds category includes five types of funds: the General Fund,
special revenue funds, debt service funds, capital projects funds, and permanent
funds. Every state and local government has one and only one General Fund,
although it may be called by a different name such as General Revenue Fund,
General Operating Fund, or Current Fund. Other governmental funds will be created
as needed. Most departmental operating activities, such as those of police and fire,
public works, parks and recreation, culture, education, and social services, as well
as general government support services, such as the city manager’s office, finance,
personnel, and data processing, are typically accounted for in the General Fund.
Unless a financial resource is required to be accounted for in a different fund type,
it is usually accounted for in the General Fund.

When tax or grant revenues or private gifts are legally restricted for particular
operating purposes, such as the operation of a library or maintenance of roads and
bridges, a special revenue fund is created. The number of special revenue funds
used by state and local governments varies greatly, ranging from a few to many. Nev-
ertheless, GASB standards recommend that governments establish only the minimum
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6 Ibid., Sec. 1100.102.
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number of funds needed to comply with legal requirements and to provide sound
management. An excessive number of funds creates undue complexity and contributes
to inefficient financial administration.

Governments that have bond obligations outstanding and certain other types of
long-term general liabilities may be required by law or bond covenants to create a
debt service fund. The purpose of a debt service fund is to account for financial
resources segregated for the purpose of making principal and interest payments on
general long-term debt.7 Some governments account for all debt service on general
long-term debt in their General Fund, but governments ordinarily create one or more
debt service funds if they have general long-term debt.

Governments often engage in capital projects to accommodate a growing popu-
lation or to replace existing capital assets. These projects typically involve major con-
struction of items such as buildings, highways or bridges, or parks. To account for
tax or grant revenues, or bond proceeds earmarked for a capital project, as well as
payments to architects, engineers, construction contractors, and suppliers, a capital
projects fund is typically created. Multiple capital projects funds may be created if
a government has multiple capital projects.

The fifth type of governmental fund is the permanent fund. A permanent fund
is used to account for permanent endowments created when a donor stipulates that
the principal amount of a contribution must be invested and preserved but earnings
on amounts so invested can be used for some public purpose. Public purposes include
activities such as maintenance of a cemetery or aesthetic enhancements to public
buildings. If the earnings from a permanent fund can be used to benefit only pri-
vate individuals, organizations, or other governments, rather than supporting a pro-
gram of the government and its citizenry, a private-purpose trust fund—a fiduciary
fund—is used instead of a permanent fund.

Accounting and financial reporting standards for the governmental funds category,
the five fund types just described, have evolved to meet the budgetary and financial
compliance needs of government. Thus, it is hardly surprising that accounting for
governmental funds focuses on the inflows and outflows of current financial
resources. Current financial resources are cash or items such as receivables that will
be converted into cash during the current fiscal period or that will be available soon
enough after the end of the period to pay current-period liabilities. With the lone
exception of property tax revenues, which GASB standards require to be collectible
within 60 days of the end of the current fiscal year to be deemed available, gov-
ernments are free to establish their own definition of available and, therefore, which
items to recognize in their financial statements as current financial resources and
revenues.8 In practice, the definition of available may range anywhere from 30 days
to one year but 60 days is common.

Because governmental funds account for the inflows and outflows of current
financial resources, the balance sheet for governmental funds reports only
current assets and current liabilities and fund balances (or fund equity), which
is the difference between current assets and current liabilities. One can readily
see, for example, that no long-lived assets, such as land, buildings, and equipment,
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7 General long-term debt is distinguished from long-term debt issued and serviced by a proprietary or
fiduciary fund. Interest and principal on debt issued by proprietary or fiduciary funds and payable
from the revenues of those funds is accounted for in those funds rather than in a debt service fund.
8 GASB standards require that governments disclose in the notes to their financial statements the
length of time used to define available for purposes of revenue recognition in the governmental
funds financial statements; see GASB Codification, Sec. 2300.106, par. a(5).
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nor any long-term liabilities, such as bonds payable, are reported on the City and
County of Denver’s governmental funds balance sheet shown in Illustration A1–3.

Similarly, Illustrations A1–5 and 2–1 show that inflows and outflows of current
financial resources of the governmental funds are reported in a statement of
revenues, expenditures, and changes in fund balances. As explained previously,
financial resources must be available to pay current-period obligations (that is, they
must be expected to be received during the current period or soon thereafter) before
they can be reported as a revenue of the current period. Recognizing as revenues
only those inflows that are measurable and available to pay current-period obliga-
tions and recognizing as expenditures only obligations that will be paid from cur-
rently available financial resources is referred to as the modified accrual basis of
accounting.

Accounting for financial resource inflows and outflows in the governmental funds
on the modified accrual basis is much different than accounting for the correspond-
ing economic resource inflows and outflows for governmental activities on the
accrual basis, as they are reported in the government-wide financial statements. As
puzzling as this may seem at this early point in the course, the reason for the dif-
ferential accounting treatment is worth repeating: The governmental fund financial
statements report on short-term fiscal accountability; the government-wide state-
ments report on long-term operational accountability. Thus, governmental activities
at the government-wide level are accounted for using principles similar to those used
by for-profit business organizations.

In the next few chapters, you will become familiar with the “dual-track” approach
the authors have developed to record the different effects of certain transactions on
the governmental fund financial statements and the Governmental Activities column
of the government-wide financial statements. The following example illustrates how
certain transactions affect the fund and government-wide statements differently and
thus require different accounting treatment.

The City of Princeton issued a two-year note in the amount of $2,000,000 to
finance the acquisition of five new fire trucks. The proceeds of the note and the
expenditure for the fire trucks are to be accounted for in the General Fund. The city
maintains a general journal and general ledger for the General Fund and a separate
general journal and general ledger to record the effect of transactions on govern-
mental activities at the government-wide level.

The issuance of the two-year note by the City of Princeton has very different
effects on the General Fund and governmental activities, as shown in journal entries
1a and 1b.

44 Part One State and Local Governments

General Ledger

Debits Credits

General Fund:

1a. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000,000

Other Financing Sources—

Proceeds of Two-Year Note  . . . . . . . . . . . . . . . . . . . . 2,000,000

Governmental Activities, Government-wide:

1b. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000,000

Notes Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000,000
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The credit account Other Financing Sources—Proceeds of Two-Year Note in Entry
1a is a temporary account indicating that additional financial resources (cash in this
instance) have been added to the fund balance of the General Fund. Thus, the
$2,000,000 proceeds of the note have the same effect on the balance of financial
resources in the fund that receiving $2,000,000 of tax revenues would have. As you
will learn later, other financing sources are reported in a different section of the
statement of revenues, expenditures, and changes in fund balances (see Illustration
A1–5) than are revenues, but beyond that the distinction is of little importance; the
resources in the fund are all available to spend regardless of their source.9 Note that
Entry 1b is identical to the journal entry that a business entity would make for this
transaction, reinforcing the fact that transactions affect government-wide financial
statements in essentially the same manner as they do business accounting. Note also
that the two-year liability is recorded only at the government-wide level since only
current assets and current liabilities are recorded in governmental funds.

Journal entries 2a and 2b illustrate the dual effects on the integrated reporting
model when the five fire trucks are purchased:

Chapter 2 Principles of Accounting and Financial Reporting for State and Local Governments 45

9 Some governmental accounting teachers use the example of a cookie jar or other container to illus-
trate the operation of a governmental fund. For example, you can visualize the General Fund, and each
of the other governmental funds, as being a cookie jar. As revenues or other financing sources (cash
and near-cash financial resources) flow into the cookie jar, it causes the balance of financial resources
(the fund balance) in the cookie jar to rise. As financial resources (cash) are removed from the jar (or
obligations are incurred to use cash later in the period or soon thereafter)—that is, as expenditures are
made—the fund balance drops. It is necessary, of course, to keep an accounting record of (i.e., journal-
ize) the inflows and outflows of financial resources as well as to maintain ledger accounts that indicate
the nature of the financial resources (cash, short-term investments, receivables, and other near-cash
assets), current liabilities owed by the fund, and the current fund balance. Although this is not a perfect
analogy to the actual operation of a fund, it may help you to visualize its short-term, spending focus.

General Ledger

Debits Credits

General Fund:

2a. Expenditures—Capital Outlay . . . . . . . . . . . . . . . . . . . . . . 2,000,000

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000,000

Governmental Activities, Government-wide:

2b. Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000,000

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000,000

Entry 2a shows that long-lived assets, fire trucks in this example, are not accounted
for in the General Fund because governmental funds are used only to account for the
inflows and outflows (i.e., expenditures) of current financial resources used to pro-
vide services or purchase equipment and supplies that have been approved in the bud-
get. In the Governmental Activities column of the government-wide statement of net
assets (see Illustration A1–1), the long-term effects of transactions must be reported,
including general capital assets such as fire trucks that will provide service benefits
in the future. Entry 2b accomplishes this objective by recording the purchase of the
fire trucks in the same manner that a business entity would account for the purchase.

In addition, depreciation expense will be recognized on the fire trucks over the
next several years in the government-wide financial statements. Thus, the fire trucks
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and all other depreciable assets used in carrying out governmental activities will be
reported net of accumulated depreciation in the Governmental Activities column of
the statement of net assets. Additional distinctions between expenditures and
expenses will be made in Chapter 3. For now, the essential difference to note is that
an expenditure is the amount of financial resources used to acquire an asset (i.e., the
cost), and an expense is how much of that cost expired or was used up in producing
services of the period. In the example of the City of Princeton, the expenditure was
$2,000,000. If the fire trucks are being depreciated over 10 years, the expense (the por-
tion of the cost that expired) for the year is $200,000. Note that the concept of expense,
particularly depreciation expense, has no relevance in accounting for the General Fund
because depreciation expense does not require the use of current financial resources.

Proprietary Funds

Proprietary funds of a government follow accounting and financial reporting princi-
ples that are similar to those for commercial business entities. As in business, if a gov-
ernment intends to charge users for the goods or services provided, its officials need to
know the full cost of those goods and services in order to determine appropriate prices
or fees. Determining the full cost is also essential in deciding whether the government
should continue to produce or provide particular goods or services or to contract for them
with an outside vendor. Accrual accounting, including depreciation of capital assets, is
essential for governments to determine the full cost of providing business-type services
and to report on the extent to which each service is covering its full cost of operation.

As Illustration 2–1 shows, there are two types of proprietary funds: internal service
funds and enterprise funds. Legislative approval is ordinarily required to establish
proprietary funds, although they may be required by law or contractual provisions
such as debt covenants. The two funds differ primarily in terms of their objectives
and the way the financial information of each type of fund is reported in the fund
and government-wide financial statements. Accounting and financial reporting
requirements for proprietary funds are covered in Chapter 7 of this text. Thus, only
a brief overview is provided in this chapter.

Internal service funds are created to improve the management of resources and gen-
erally provide goods or services to departments or agencies of the same government and
sometimes to other governments on a cost-reimbursement basis. Examples of services
typically accounted for by internal service funds include central purchasing and ware-
housing of supplies, motor pools, centralized data processing, and self-insurance pools.

Enterprise funds may be used to account for activities in which goods or services
are provided to the public for a fee that is the principal source of revenue for the fund.
GASB standards require the use of an enterprise fund if:

1. The activity is financed with debt that is secured solely by a pledge of the net revenues
from fees and charges of the activity.

2. Laws or regulations require that the activity’s costs of providing services, including
capital costs (such as depreciation or debt service), be recovered with fees and
charges rather than with taxes or similar revenues.

3. The pricing policies of the activity establish fees and charges designed to recover its
costs, including capital costs.10

To reinforce a point made previously, internal service fund financial information
is generally reported in the Governmental Activities column of the government-wide

46 Part One State and Local Governments

10 GASB Codification, Sec. 1300.109.
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statements, unless an internal service fund predominantly serves a proprietary fund,
in which case it is reported in the Business-type Activities column. Thus, for most
governments the information reported in the Business-type Activities column of the
government-wide statements will be the same as the enterprise fund totals reported
in the proprietary fund statements. Furthermore, since the business-type activity
financial information is reported using the same measurement focus and basis of
accounting in the proprietary fund and government-wide statements, there is no need
to reconcile any differences between the statements or to use a dual-track approach.

Fiduciary Funds

Fiduciary activities of a government are reported using the same principles as pro-
prietary fund and government-wide financial statements: the economic resources
measurement focus and accrual basis of accounting. Again, it should be noted that
fiduciary activities are reported only in the fiduciary fund statements (statement of
fiduciary net assets and statement of changes in fiduciary net assets) and not in the
government-wide statements (see Illustration 2–1). Examples of the two fiduciary
fund statements for the City and County of Denver are provided in Illustrations
A1–10 and A1–11. These statements present financial information for the City and
County pension trust funds, private-purpose trust fund, and agency funds. As shown
by these statements, Denver has no investment trust funds.

The fiduciary fund category consists of agency funds and three types of trust
funds: investment trust funds, pension trust funds, and private-purpose trust funds.
Agency funds generally are used when the government holds cash on a custodial
basis for an external party (individual, organization, or government). An example
is taxes collected by a government on behalf of other governments. There are no
net assets in agency funds, since for every dollar of assets held there is a dollar
of liability to the external party (total assets in the fund always equal total
liabilities).

Trust funds differ from agency funds primarily in the length of time and the man-
ner in which resources are held and managed. In most cases, trust fund assets include
investments whose earnings add to the net assets of the fund and which can be used
for a specified purpose. Examples of trust funds are pension trust funds that hold
assets in trust to provide retirement benefits for employees, investment trust funds
used to report the equity of external participants (typically other governments) in a
sponsoring government’s investment pool, and private-purpose trust funds created
to benefit private individuals, such as a fund to provide scholarships for the children
of firefighters and police officers killed in the line of duty.

Accounting for trust funds is typically much more complex than just accounting
for investments. For example, a large, legally separate state pension plan usually has
significant capital assets such as land, buildings, and equipment to report in its
financial statements. The expenses of the plan include personnel, supplies, utilities,
depreciation, and other items, in addition to investment-related expenses.11 Accounting
for fiduciary funds is discussed in Chapter 8 of the text.

Summary of Government-wide and Fund Characteristics

Illustration 2–2 summarizes the characteristics and principles of accounting and
reporting for government-wide and fund categories. One topic not discussed in this
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11 Because fiduciary funds benefit only external parties, the account titles revenues and expenses are
not used for these funds. Instead, increases in fiduciary fund net assets are called additions and
decreases are called deductions.
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12 GASB Codification, Sec. 2200.152.
13 Ibid, Sec. 2200.153

chapter is budgetary accounting, which is a main topic of Chapter 3. As shown in
Illustration 2–2, budgetary accounts are integrated into the accounts of certain
governmental funds, primarily the General Fund and special revenue funds, but often
other governmental funds as well. Chapter 3 also covers other important subjects
such as how governmental activity revenues and expenses are classified in the gov-
ernment-wide statements and how revenues and expenditures are classified in the
governmental funds.

MAJOR FUND REPORTING

GASB standards recognize that most financial statement users are unlikely to have
a significant interest in all of the many funds that a government may use. Instead, it
is likely that their interest will be focused on larger dollar-amount funds. Consequently,
GASBS 34 requires that financial statements prepared for governmental funds and
enterprise funds include a separate column for each major fund.12 An additional
column is provided in each statement for the total amounts for all nonmajor funds
of that type—governmental or enterprise, as applicable. For example, the govern-
mental fund statements of the City and County of Denver, shown in Illustrations
A1–3 and A1–5 in the Appendix to Chapter 1, report the General Fund and the
Human Services and Bond Projects funds as major funds. Aggregate amounts for all
nonmajor governmental funds are reported in the column headed Other Govern-
mental Funds. Similarly, as shown in Illustrations A1–7, A1–8, and A1–9, the City
and County of Denver reports its Wastewater Management and Denver Airport System
funds as major enterprise funds. Aggregate amounts for all other enterprise funds
are reported in the Other Enterprise Funds column. Major fund reporting is not
applicable to internal service funds or fiduciary funds.

Determination of Major Funds
By its nature the General Fund of a government is always a major fund. In addition,
any fund that a government considers of significant importance to financial statement
users can be reported as major. Otherwise, GASBS 34 requires that any fund that
meets the following size criteria be designated as major:

a. Total assets, liabilities, revenues, or expenditures/expenses of that govern-
mental or enterprise fund are at least 10 percent of the corresponding ele-
ment total (assets, liabilities, and so forth) for all funds of that category or
type (that is, total governmental or total enterprise funds), and (emphasis
added)

b. The same element that met the 10 percent criterion in (a) is at least 5 percent
of the corresponding element total for all governmental and enterprise funds
combined.13

It is important to note that the same element of a fund must meet both criteria
for mandatory reporting as a major fund. On occasion, a fund may meet both crite-
ria in the preceding fiscal year but only one or perhaps neither of the criteria in the
current year. In such a case, the government may elect to continue to report the fund
as a major fund in the current year pending a future year determination.
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To determine whether a fund meets the 10 percent and 5 percent criteria, one must
first calculate the threshold amounts for each element for total governmental funds
and total governmental and enterprise funds, as displayed in the two rightmost
columns of the table. It is then a simple matter to compare each fund’s assets, liabilities,
and so forth, to these threshold amounts.

Fund by fund comparisons to the 10 percent and 5 percent amounts show that for
assets, only the Capital Projects Fund meets both criteria for reporting as a major fund.
The Road Tax Fund meets the 10 percent criterion for liabilities but not the 5 percent
criterion and meets the 5 percent criterion for both revenues and expenditures but not
the 10 percent criterion. Consequently, the Road Tax Fund need not be reported as a
major fund. Although the Debt Service Fund does not meet either of the criteria for
its assets or liabilities and only the 5 percent criterion for its expenditures, its revenues
meet both the 10 percent and 5 percent criteria. Therefore, it should be reported as a
major fund. To summarize, in addition to its General Fund, the Town of Truesdale must
report its Debt Service Fund and Capital Projects Fund as major governmental funds.
In addition, the Town of Truesdale would use the same process to investigate whether
any enterprise funds are major funds, using totals for all enterprise funds rather than
governmental funds for the 10 percent comparisons.

Nonmajor Fund Reporting
Internal managers and perhaps a small number of external financial statement users
may have an interest in the financial information for individual nonmajor funds. To
meet these needs, many governments provide supplementary combining financial
statements for nonmajor governmental and enterprise funds in their comprehensive
annual financial report (CAFR). These statements provide a separate column for the
financial information of each nonmajor fund as well as total column amounts that
are the same as the totals reported in the Other Governmental Funds or Other
Enterprise Funds columns of the basic financial statements. Such a statement, the
combining balance sheet for the nonmajor governmental funds of Sioux City, Iowa,
is presented in Illustration 2–3. As shown in the combining balance sheet, all of
Sioux City’s nonmajor governmental funds are special revenue funds except for the
Cemetery Trust Fund, which is a permanent fund.

Financial 
Statement 
Elements

Assets

Liabilities

Revenues

Expenditures/
Expenses

Debt 
Service 
Fund

$3,892,020

62,530

6,836,472

5,622,890

Road Tax 
Fund

$1,369,238

172,439

4,289,876

3,986,746

Capital 
Projects 

Fund

$19,273,676

368,727

6,286,240

9,846,935

5 Percent of
Total 

Governmental
and Enter-
prise Funds

$4,082,141

1,562,368

3,942,318

3,834,623

10 Percent of
Total 

Governmen-
tal Funds

$4,492,627

86,792

6,073,695

5,952,221

To illustrate application of the major funds criteria, consider the information given
in the accompanying table for the hypothetical Town of Truesdale, which is investi-
gating whether certain governmental funds should be reported as major funds.
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52

Summary Statement of Governmental Accounting
and Financial Reporting Principles
Following is a summary statement of accounting and financial reporting principles for state
and local governments, as modified by GASB Statement No. 34.14 Principles summarized
here that have not been discussed in Chapters 1 and 2 will be covered in depth in following
chapters.

1. Accounting and Reporting Capabilities
A governmental accounting system must make it possible both: (a) to present fairly and
with full disclosure the funds and activities of the government in conformity with gen-
erally accepted accounting principles, and (b) to determine and demonstrate compliance
with finance-related legal and contractual provisions.

2. Fund Accounting Systems
Governmental accounting systems should be organized and operated on a fund basis.
A fund is defined as a fiscal and accounting entity with a self-balancing set of ac-
counts recording cash and other financial resources, together with all related liabilities
and residual equities or balances, and changes therein, which are segregated for the
purpose of carrying on specific activities or attaining certain objectives in accordance
with special regulations, restrictions, or limitations. Fund financial statements should
be used to report detailed information about the primary government, including its
blended component units. The focus of governmental and proprietary fund financial
statements is on major funds.

3. Types of Funds
The following types of funds should be used by state and local governments to the
extent that they have activities that meet the criteria for using those funds.
a. Governmental Funds

(1) The General Fund—to account for all current financial resources except
those required to be accounted for in another fund.

(2) Special Revenue Funds—to account for the proceeds of specific revenue
sources (other than private-purpose trusts or for major capital projects) that are
legally restricted to use for specified purposes.

(3) Capital Projects Funds—to account for financial resources to be used for the
acquisition or construction of major capital facilities (other than those financed
by proprietary funds and trust funds).

(4) Debt Service Funds—to account for the accumulation of resources for, and the
payment of, general long-term debt principal and interest.

(5) Permanent Funds—to account for legally restricted resources provided by trust
in which the earnings but not the principal may be used for purposes that support
the primary government’s programs (those that benefit the government or its
citizenry). [Note: Similar permanent trusts that benefit private individuals,
organizations, or other governments—that is, private-purpose trust funds—are
classified as fiduciary funds, as shown below.]

14 GASB Codification, Sec. 1100 through 2100.

Appendix
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Chapter 2 Principles of Accounting and Financial Reporting for State and Local Governments 53

b. Proprietary Funds
(6) Enterprise Funds—may be used to report any activity for which a fee is

charged to external users for goods or services. An enterprise fund must be
used if (a) the activity is being financed with debt that is secured solely from
the fees and charges for the activity, (b) laws and regulations require that the costs
of providing services, including capital costs such as depreciation or debt
service, be recovered from fees and charges, or (c) pricing policies of the activity
are intended to recover its costs, including capital costs.

(7) Internal Service Funds—to account for the financing of goods or services provided
by one department or agency to other funds, departments, or agencies of the
governmental unit, or to other governmental units, on a cost-reimbursement basis.

c. Fiduciary Funds (and similar component units). These are trust and agency funds
that are used to account for assets held by a governmental unit in a trustee capacity
or as an agent for individuals, private organizations, and other governmental units.
These include:
(8) Agency funds.
(9) Pension (and other employee benefit) trust funds.

(10) Investment trust funds.
(11) Private-purpose trust funds.

4. Number of Funds
Governmental units should establish and maintain those funds required by law and
sound financial administration. Only the minimum number of funds consistent
with legal and operating requirements should be established, however, because un-
necessary funds result in inflexibility, undue complexity, and inefficient financial
administration.

5. Reporting Capital Assets
A clear distinction should be made between general capital assets and capital as-
sets of proprietary and fiduciary funds. Capital assets of proprietary funds
should be reported in both the government-wide and fund statements. Capital
assets of fiduciary funds should be reported in only the statement of fiduciary
net assets. All other capital assets of the governmental unit are general capital
assets. They should not be reported as assets in governmental funds but should
be reported in the Governmental Activities column in the government-wide
statement of net assets.

6. Valuation of Capital Assets
Capital assets should be reported at historical cost. The cost of a capital asset
should include capitalized interest (not applicable to general capital assets) and an-
cillary charges necessary to place the asset into its intended location and condition for
use. Donated capital assets should be reported at their estimated fair value at the
time of the acquisition plus ancillary charges, if any.

7. Depreciation of Capital Assets
Capital assets should be depreciated over their estimated useful lives unless they are
either inexhaustible or are infrastructure assets using the modified approach as set forth
in GASBS 34, pars. 23–26. Inexhaustible assets such as land and land improvements
should not be depreciated. Depreciation expense should be reported in the government-
wide statement of activities; the proprietary fund statement of revenues, expenses, and
changes in fund net assets; and the statement of changes in fiduciary net assets.
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54 Part One State and Local Governments

8. Reporting Long-Term Liabilities
A clear distinction should be made between fund long-term liabilities and general
long-term liabilities. Long-term liabilities directly related to and expected to be paid
from proprietary funds should be reported in the proprietary fund statement of net as-
sets and in the government-wide statement of net assets. Long-term liabilities directly
related to and expected to be paid from fiduciary funds should be reported in the state-
ment of fiduciary net assets. All other unmatured general long-term liabilities of the gov-
ernment should not be reported in governmental funds but should be reported in the
Governmental Activities column in the government-wide statement of net assets.

9. Measurement Focus and Basis of Accounting in the Basic Financial Statements
a. Government-wide Financial Statements

The government-wide statement of net assets and statement of activities should
be prepared using the economic resources measurement focus and the accrual
basis of accounting. Revenues, expenses, gains, losses, assets, and liabilities
resulting from exchange and exchange-like transactions should be recognized
when the exchange takes place. Revenues, expenses, assets, and liabilities
resulting from nonexchange transactions should be recognized in accordance
with [Codification] Section N50, “Nonexchange Transactions.”

b. Fund Financial Statements
In fund financial statements, the modified accrual or accrual basis of accounting,
as appropriate, should be used in measuring financial position and operating
results.
(1) Financial statements for governmental funds should be presented using the

current financial resources measurement focus and the modified accrual
basis of accounting. Revenues should be recognized in the accounting
period in which they become available and measurable. Expenditures
should be recognized in the accounting period in which the fund liability is
incurred, if measurable, except for unmatured interest on general long-term
liabilities, which should be recognized when due.

(2) Proprietary fund statements of net assets and revenues, expenses, and
changes in fund net assets should be presented using the economic resources
measurement focus and the accrual basis of accounting.

(3) Financial statements of fiduciary funds should be reported using the
economic resources measurement focus and the accrual basis of accounting,
except for the recognition of certain liabilities of defined benefit pension
plans and certain postemployment health care plans.

(4) Transfers between funds should be reported in the accounting period in
which the interfund receivable and payable arise.

10. Budgeting and Budgetary Control
a. An annual budget(s) should be adopted by every governmental unit.
b. The accounting system should provide the basis for appropriate budgetary control.
c. A common terminology and classification should be used consistently throughout

the budget, accounts, and financial statements.

11. Budgetary Reporting
a. Budgetary comparison schedules should be presented for the General Fund and

each major special revenue fund that has a legally adopted budget as part of the
required supplementary information (RSI). Governments may elect to present
the budgetary comparisons as part of the basic financial statements.
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Chapter 2 Principles of Accounting and Financial Reporting for State and Local Governments 55

12. Transfer, Revenue, Expenditure, and Expense Account Classification
a. Transfers should be classified separately from revenues and expenditures or

expenses in the basic financial statements.
b. Proceeds of general long-term debt issues should be classified separately from

revenues and expenditures in the governmental fund financial statements.
c. Governmental fund revenues should be classified by fund and source. Expen-

ditures should be classified by fund, function (or program), organization unit,
activity, character, and principal classes of objects.

d. Proprietary fund revenues should be reported by major sources, and expenses
should be classified in essentially the same manner as those of similar business
organizations, functions, or activities.

e. The statement of activities should present governmental activities at least at the
level of detail required in the governmental fund statement of revenues, expen-
ditures, and changes in fund balance—at a minimum by function. Governments
should present business-type activities at least by segment.

13. Annual Financial Reports
a. A comprehensive annual financial report (CAFR) should be prepared and pub-

lished, covering all activities of the primary government (including its blended
component units) and providing an overview of all discretely presented compo-
nent units of the reporting entity—including introductory section, management’s
discussion and analysis (MD&A), basic financial statements, required supple-
mentary information other than MD&A, combining and individual fund state-
ments, schedules, narrative explanations, and statistical section. The reporting
entity is the primary government (including its blended component units) and
all discretely presented component units per [Codification] Section 2100,
“Defining the Financial Reporting Entity.”

b. The minimum requirements for general purpose external financial reporting
are:
(1) Management’s discussion and analysis.
(2) Basic financial statements. The basic financial statements should include:

(a) Government-wide financial statements.
(b) Fund financial statements.
(c) Notes to the financial statements.

(3) Required supplementary information other than MD&A.
c. As discussed in [Codification] Section 2100, the financial reporting entity

consists of (1) the primary government, (2) organizations for which the primary
government is financially accountable, and (3) other organizations for which
the nature and significance of their relationship with the primary government
are such that exclusion would cause the reporting entity’s basic financial state-
ments to be misleading or incomplete. The reporting entity’s government-wide
financial statements should display information about the reporting government
as a whole, distinguishing between the total primary government and its dis-
cretely presented component units as well as between the primary government’s
governmental and business-type activities. The reporting entity’s fund financial
statements should present the primary government’s (including its blended com-
ponent units, which are, in substance, part of the primary government) major
funds individually and nonmajor funds in the aggregate. Funds and component
units that are fiduciary in nature should be reported only in the statements of
fiduciary net assets and changes in fiduciary net assets.
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56 Part One State and Local Governments

d. The nucleus of a financial reporting entity usually is a primary government. How-
ever, a governmental entity other than a primary government (such as a component
unit, joint venture, jointly governed organization, or other stand-alone government)
serves as the nucleus for its own reporting entity when it issues separate financial
statements. For all of these entities, the provisions of [Codification] Section 2100
should be applied in layers “from the bottom up.” At each layer, the definition and
display provisions should be applied before the layer is included in the financial
statements of the next level of the reporting government.

Governmental Accounting Standards Board. Codification of Governmental Accounting
and Financial Reporting Standards as of June 30, 2008. Norwalk, CT, 2008.

Governmental Accounting Standards Board, Statement No. 34. Norwalk, CT, 1999.

2–1. Describe the governmental activities of a state or local government and iden-
tify the measurement focus and basis of accounting used in accounting and
financial reporting for these activities.

2–2. Describe the business-type activities of a state or local government and
explain how and why accounting and financial reporting for business-type
activities differ from those for governmental activities.

2–3. Describe the fiduciary activities of a state or local government and explain
how accounting and financial reporting for fiduciary activities differ from
those for governmental and business-type activities.

2–4. What organizations does the governmental reporting entity include? Define
primary government. How does a component unit differ from the primary
government?

2–5. “If a discrete presentation is used for the financial data of a component unit in
the statement of net assets of a governmental financial reporting entity, there is
no need for the component unit to issue a separate financial report.” Is this state-
ment true or false? What other method may be allowed to include a component
unit’s financial information with that of the reporting entity?

Accrual basis, 40
Agency funds, 47
Available, 43
Blended presentation, 39
Business-type 

activities, 38
Capital projects funds, 43
Component units, 39
Current financial

resources, 43
Debt service funds, 43
Discrete presentation, 39
Economic resources 

measurement focus, 40

Enterprise funds, 46
Escheat properties, 38
Expenditure, 46
Expense, 46
Fiduciary activities, 38
Fund, 42
Fund balances, 43
Fund equity, 43
General Fund, 42
Governmental 

activities, 38
Governmental funds, 42
Internal service funds, 46

Investment trust funds, 47
Major funds, 49
Modified accrual 

basis, 44
Pension trust funds, 47
Permanent funds, 43
Primary government, 39
Private-purpose trust

funds, 47
Proprietary funds, 46
Reporting entity, 38
Special revenue 

funds, 42

Key Terms

Questions
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Chapter 2 Principles of Accounting and Financial Reporting for State and Local Governments 57

2–6. What are the three categories of funds prescribed by GASB standards and
which fund types are included in each? Do the three fund categories
correspond precisely with the three activity categories described in Chapter
2? If not, how do they differ?

2–7. Explain what is meant by the phrase, “A fund is a fiscal and an accounting
entity.”

2–8. Which fund category uses the modified accrual basis of accounting? What are
the recognition rules for revenues and expenditures under the modified accrual
basis of accounting?

2–9. Amber City borrowed $1,000,000 secured by a 5-year mortgage note. The
cash from the note was used to purchase a building for vehicle and equip-
ment maintenance. Show how these two transactions should be recorded in
the General Fund and governmental activities general journals.

2–10. Explain the criteria for determining if a governmental or enterprise fund must
be reported as a major fund. What other funds should or may be reported as
major funds?

2–1 Defining the Reporting Entity. Use the comprehensive annual financial report
(CAFR) obtained for Exercise/Problem 1–1, or else locate one for a local gov-
ernment using either the government’s own Web site or the Governmental
Accounting Standards Board’s Web site (follow the links “Project Pages” and
“Statement 34”). Review the notes to the financial statements to find the note
that describes the government’s reporting entity. Prepare a brief written report
summarizing the legally separate organizations that are included as component
units of the governmental reporting entity and those that were excluded, and the
reasons given for inclusion or exclusion. Also, indicate whether each compo-
nent unit is reported by blending or by discrete presentation. How and where is
financial information for individual component units reported? Describe any
legally separate organizations identified as “related organizations” and why they
are accorded this treatment.

2–2 Accounting and Reporting Principles. For more than 100 years, the financial
statements of the Town of Brookfield have consisted of a statement of cash
receipts and a statement of cash disbursements prepared by the town treasurer
for each of its three funds: the General Fund, the Road Tax Fund, and the Sewer
Fund. As required by state law, the town submits its financial statements to the
Office of the State Auditor; however, its financial statements have never been
audited by an independent auditor.

Because of its growing population (nearing 2,000) and increasing financial
complexity, the town has hired Emily Eager, who recently obtained her CPA
certificate, to supervise all accounting and financial reporting operations. Having
worked two years for a CPA firm in a nearby town, Ms. Eager gained limited
experience auditing not-for-profit organizations, as well as compiling financial
statements for small businesses. Although she has little knowledge of govern-
mental accounting, she is confident that her foundation in business and not-for-profit
accounting will enable her to handle the job.

For the year ended December 31, 2011, Ms. Eager has prepared the following
unaudited financial statements for the Town of Brookfield. Study these financial
statements and answer the questions that follow.

Cases

Chapter 2 Principles of Accounting and Financial Reporting for State and Local Governments 57
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58 Part One State and Local Governments

Required

a. Assume that you are the CPA Ms. Eager has contacted about the possibility of
performing an audit of the Town of Brookfield’s financial statements. Based on
your preliminary review, what concerns would you have about these financial
statements? Do the statements appear to conform to generally accepted accounting
principles (GAAP)? In what respects, if any, do the financial statements depart
from GAAP?

b. Assume, instead, that you are a member of the town council or a citizen. What
concerns would you have with these financial statements?

TOWN OF BROOKFIELD
Balance Sheet

December 31, 2011 
(unaudited)

Assets
Cash $ 1,740
Taxes receivable 18,555
Investments 7,468
Due from other governments 28,766
Land, buildings, and equipment (net of 

accumulated depreciation of $132,640) 287,580

Total assets $344,109

Liabilities and Net Assets

Accounts payable $ 3,892
Due to other governments 11,943

Total liabilities 15,835

Net assets—unrestricted 299,893
Net assets—restricted 28,381

Total net assets 328,274

Total liabilities and net assets $344,109

TOWN OF BROOKFIELD
Statement of Activities

Year Ended December 31, 2011 
(unaudited)

Revenues
Property taxes $124,870
Sewer fees 6,859
Investment income 239

Total revenues 131,968

Expenses
Government services 115,958
Sewer services 7,227
Miscellaneous 8,462

Total expenses 131,647

Increase in net assets 321
Net assets, January 1, 2011 327,953

Net assets, December 31, 2011 $328,274
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2–3 Internet Case. Locate a comprehensive annual financial report (CAFR) for a
local government from some source on the Internet, perhaps the Web site of the
governmental entity or the Governmental Accounting Standards Board’s Web
site (follow the links “Project Pages,” “Statement 34,” and “Implementers of State-
ment 34”). Print a copy of the balance sheet and the statement of revenues,
expenditures, and changes in fund balance for the governmental funds.

Required

a. Which governmental funds are considered major funds by this government?
b. Verify by your own calculations that at least one of the financial statement

elements (total assets, liabilities, revenues, or expenditures) of each major
fund meets both the 10 percent and 5 percent criteria described in Chapter 2.
If there is a major fund that does not meet the criteria, do the notes to the
financial statements indicate that the fund was designated as major at the
discretion of management?

2–1 Examine the CAFR. Utilizing the CAFR obtained for Exercise/Problem 1–1,
examine the financial statements included in the financial section and answer
the following questions. If the CAFR you have obtained does not conform to
GAAP, it is recommended that you obtain one that does.
a. Government-wide Statements. What are the titles of the two government-wide

statements? Are total assets larger for governmental activities or business-type
activities? Which function or program has the highest net cost? What kinds of
general revenues are available to cover the net cost of governmental activities?
Were business-type activities “profitable”? That is, is the excess of revenues
over expenses positive? Are there any component units that are discretely pre-
sented as a column on the government-wide financial statements?

b. General Fund. What title is given to the fund that functions as the General
Fund of the reporting entity? Does the report state the basis of accounting
used for the General Fund? What types of assets are included on the govern-
mental funds balance sheet? Do current and noncurrent assets appear on the
balance sheet? Do current and noncurrent liabilities appear on the balance
sheet? Is this reporting consistent with the basis of accounting being followed?

c. Other Governmental Fund Types. List the names of governmental funds other
than the General Fund that are included as major funds in the fund financial
statements. Identify which of the major funds, if applicable, are special rev-
enue funds, debt service funds, capital projects funds, and permanent funds.

d. Proprietary Funds. List the names of the proprietary fund types included in
the financial statements. Do the financial statements provide evidence that
all proprietary funds use accrual accounting?

e. Fiduciary Funds. List the names of the fiduciary funds included in the fund
financial statements. Identify whether each of these is an agency fund, invest-
ment trust fund, pension trust fund, or private-purpose trust fund. Do the finan-
cial statements provide evidence as to what basis of accounting these funds use?

f. Notes to the Financial Statements. Read the notes to the financial statements
so that you can refer to them as needed in subsequent chapters. What signifi-
cant accounting policies are discussed in the first note? Does the note describe
the entities that are included as component units? Does it list entities that are
not considered component units? Are there any notes that disclose (1) any
material violations of legal provisions, (2) deficit fund balances or net assets,
or (3) significant commitments or contingencies?

Exercises and
Problems
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2–2 Multiple Choice. Choose the best answer.

1. Which of the following would be included as part of a governmental reporting
entity?
a. A primary government and any legally separate organization located

within the geographic boundaries of the primary government.
b. A primary government and any legally separate organization for which

the primary government is financially accountable.
c. A primary government and any legally separate organization that

requests to be included.
d. None of the above; a reporting entity consists of only a primary government.

2. Which of the following statements is true regarding the basic financial
statements of a state or local government?
a. Separate columns must be provided in the government-wide financial

statements for governmental activities, business-type activities, and
fiduciary activities.

b. Discretely presented component units should be reported as a separate
column on the fund financial statements.

c. Governmental fund financial statements should provide separate columns
for each major fund.

d. All of the above.

3. In the reporting of governmental activities, fiscal accountability is demon-
strated by:
a. Government-wide financial statements.
b. Fund financial statements.
c. Both fund and government-wide financial statements.
d. Neither fund nor government-wide financial statements.

4. The measurement focus and basis of accounting that should be used for the
governmental fund financial statements are:

Measurement Focus Basis of Accounting
a. Current financial resources Modified accrual
b. Current financial resources Accrual
c. Economic resources Modified accrual
d. Economic resources Accrual

5. Which of the following statements is true regarding the definition of a fund?
a. A fund is a fiscal and accounting entity.
b. A fund has a self-balancing set of accounts recording cash and other

financial resources, together with all related liabilities and residual equi-
ties or balances and changes therein.

c. Resources, related liabilities, and residual equities or balances and
changes therein are segregated for the purpose of carrying out specific
activities or attaining certain objectives.

d. All of the above.

6. Capital assets used for governmental activities, such as those of the police
department, should be reported in:
a. Governmental fund financial statements only.
b. Government-wide financial statements only.
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c. Neither governmental fund nor government-wide financial statements.
d. Both governmental fund and government-wide financial statements.

7. Assets and liabilities of activities for which the government is acting in
either an agency or trustee capacity for individuals, organizations, or other
governments should be reported in:
a. The fiduciary column of the government-wide financial statements.
b. The fiduciary fund financial statements.
c. Both government-wide and fiduciary fund statements.
d. Neither government-wide nor fiduciary fund statements.

8. Under the modified accrual basis of accounting:
a. Revenues are recognized at the time an exchange transaction occurs.
b. Expenditures are recognized as the cost of an asset expires or is used

up in providing governmental services.
c. Revenues are recognized when current financial resources become mea-

surable and available to pay current-period obligations.
d. Expenses are recognized when an obligation occurs for costs incurred

in providing services.

9. Which of the following is a difference between financial reporting for inter-
nal service and enterprise funds?
a. Internal service funds are reported in the governmental fund financial

statements.
b. Internal service funds are reported in the proprietary fund financial

statements.
c. Internal service funds are generally reported in the Business-type Activities

column of the government-wide financial statements.
d. Internal service funds are generally reported in the Governmental Activities

column of the government-wide financial statements.

10. Which of the following must be reported as a major fund?
a. The General Fund.
b. A fund having total assets, liabilities, revenues, or expenditures/expenses

equaling at least 10 percent of the total governmental or enterprise fund
amount for the same element (assets, liabilities, and so forth), as appli-
cable, and at least 5 percent of the combined governmental and enter-
prise fund total amount for the same element.

c. Both a and b.
d. Neither a nor b.

2–3 True or False. Write T if the corresponding statement is true. If the statement is
false, write F and state what changes should be made to make it a true statement.
1. Activities of a general purpose government that provide the basis for GASB’s

financial accounting and reporting framework consist of governmental,
business-type, and fiduciary.

2. The permanent fund is one of the several types of governmental funds.
3. Government-wide financial statements report financial transactions related to

the governmental, business-type, and fiduciary activities of the government.
4. A statement of revenues, expenditures, and changes in fund balances is

used to report the inflows and outflows of current financial resources of
governmental funds.
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Fund or Government-wide Category
1. Governmental funds
2. Proprietary funds
3. Fiduciary funds
4. Governmental activities, 

government-wide
5. Business-type activities, 

government-wide

Fund Type or Characteristic
a. Operational accountability
b. Modified accrual
c. Agency funds
d. Statement of cash flows
e. Fiscal accountability
f. Debt service funds
g. Current and noncurrent 

assets and liabilities
h. Internal service funds
i. Integrated budgetary accounts
j. Revenues and expenses
k. Additions and deductions

2–5 Matching Funds with Transactions. Choose the letter of the sample transac-
tion in the right-hand column that would most likely be reported in the fund
listed in the left-hand column.

Fund
1. Agency
2. Capital projects
3. Debt service
4. Enterprise
5. General
6. Internal service
7. Investment trust
8. Pension trust
9. Permanent

10. Private-purpose trust
11. Special revenue

Example 
a. Construction of highways, bridges, or parks.
b. Administrative expenses of the city manager’s

office.
c. Gifts in which the principal must be invested

and preserved but the investment earnings must
be used to provide scholarships to children of
police officers who died in the line of duty.

d. Costs of a central purchasing and warehouse
function.

e. Assets held for external government partici-
pants in the government’s investment pool for
the purpose of earning investment income.

5. The accounting system for proprietary funds should provide for integration
of budgetary accounts.

6. Financial information for component units must be reported by discrete pre-
sentation.

7. All assets, both current and noncurrent, and all liabilities, both current and
noncurrent, are reported in the government-wide financial statements.

8. All proprietary fund financial information is reported in the Business-type
Activities column of the government-wide financial statements.

9. Depreciation should be reported in the financial statements of the General
Fund for general capital assets accounted for in the General Fund.

10. In addition to the General Fund, in governmental and proprietary fund finan-
cial statements, the only individual funds for which financial information is
reported in separate columns are major funds.

2–4 Matching Funds and Identifying Characteristics with Fund and Government-
wide Financial Reporting Categories. For each fund or government-wide
category listed in the left-hand column, choose the letter(s) of the applicable fund
type or characteristic in the right-hand column. Multiple letters may apply to each
category.

wiL79603_ch02_035-064.qxd  12/17/08  4:45 AM  Page 62 User-S198 Macintosh HD:broker:MH-BURR:MHBR093:
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2–6 General Long-term Liability and Capital Asset Transactions. The Village of
Nassau issued a 3-year, 6 percent note in the amount of $100,000 to finance
the purchase of vehicles for the Public Works Department.

Required

1. Record the issuance of the $100,000 note in the General Fund and the
governmental activities general journals.

2. Record the purchase of vehicles in the amount of $100,000 in the General
Fund and governmental activities general journals.

3. Explain why the accounting treatment is different in the General Fund and
governmental activities general journals.

2–7 Major Funds. The Town of Trenton has recently implemented GAAP report-
ing and is attempting to determine which of the following special revenue funds
should be classified as “major funds” and therefore be reported in separate
columns on the balance sheet and statement of revenues, expenditures, and
changes in fund balances for the governmental funds. As the town’s external
auditor, you have been asked to provide a rationale for either including or
excluding each of the following funds as a major fund. Prepare a short report
to the town manager that gives your recommendation and explanation. Selected
information is provided below.

TOWN OF TRENTON
As of (for the year ended) JUNE 30, 2011

Housing and All 
Gas Tax Urban Trenton All Governmental
Revenue Development Library Governmental and Enterprise

Fund Grant Fund Fund Funds Funds

Total assets $160,748 $175,111 $101,549 $1,563,867 $3,497,398

Total liabilities 72,551 85,433 0 867,533 1,487,225

Total revenues 138,336 169,964 120,589 1,537,399 2,987,487

Total expenditures 124,225 130,583 119,812 1,496,223 2,684,531

f. Gifts in which the principal must be invested
and preserved but the investment earnings can
be used for public purposes.

g. Costs of operating a municipal swimming pool.
h. Grant revenues restricted for particular operat-

ing purposes.
i. Assets held in trust to provide retirement bene-

fits for municipal workers.
j. Principal and interest payments on general

long-term debt.
k. Taxes collected on behalf of another govern-

mental unit.
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Chapter Three

Governmental
Operating Statement
Accounts; Budgetary
Accounting
Learning Objectives

After studying this chapter, you should be able to:

1. Explain how operating revenues and expenses related to governmental activities
are classified and reported in the government-wide financial statements.

2. Distinguish, at the fund level, between Revenues and Other Financing Sources
and between Expenditures and Other Financing Uses.

3. Explain how revenues and expenditures are classified in the General Fund.

4. Explain how budgetary accounting contributes to achieving budgetary control
over revenues and expenditures, including such aspects as:

Recording the annual budget.

Accounting for revenues.

Accounting for encumbrances and expenditures.

Accounting for allotments.

Reconciling GAAP and budgetary amounts.

5. Describe computerized accounting systems.

6. Explain the classification of revenues and expenditures of a public school system.

As discussed in Chapters 1 and 2, the GASB Statement No. 34 financial reporting
model is designed to meet the diverse needs of financial statement users and achieve
the broad reporting objectives set forth in GASB Concepts Statement No. 1. The
fund-based reporting model used for decades by state and local governments meets
reasonably well the fiscal accountability needs of users for information about the
current financial position and flows of current financial resources through the gov-
ernmental funds. However, that model falls far short of meeting users’ needs for
information about the medium- to long-term impacts of the government’s current
operating and capital decisions, as well as information about the costs of conduct-
ing the government’s functions and programs.
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To meet users’ broader needs for operational accountability information, the
GASBS 34 reporting model requires—in addition to traditional fund-based financial
statements—a management’s discussion and analysis (MD&A) and two government-
wide financial statements: a statement of net assets or a balance sheet (a statement
of financial position) and a statement of activities (an operating statement).1 This
chapter focuses on the latter statement as well as on the operating statement pre-
pared for governmental funds.2

CLASSIFICATION AND REPORTING OF EXPENSES AND REVENUES 
AT THE GOVERNMENT-WIDE LEVEL

The format prescribed for the government-wide statement of activities (see Illustra-
tion 3–1) displays the net expense or revenue of each function or program reported
for the governmental activities of the government. As shown in Illustration 3–1, the
net expense (reported in parentheses if net expense) or net revenue for each func-
tion or program is reported in the right-hand column of the top portion of the state-
ment. One will note from the mathematical operators between column headings that
the format of the top portion of the statement is as follows:

Expenses – Program Revenues = Net (Expense) Revenue

According to the GASB, reporting in the net expense or revenue format “identifies
the extent to which each function of the government draws from the general rev-
enues of the government or is self-financing through fees and intergovernmental
aid.”3 The sum of general revenues and any special or extraordinary items is then
added to Net (Expense) Revenue to obtain the change in net assets for the period
(see Illustrations A1–2 and 3–1).

Reporting Direct and Indirect Expenses
Except for extraordinary or special item expenses, described later in this section,
expenses generally are reported by function or program (see Illustration 3–1). Direct
expenses—those that are specifically associated with a function or program—
should be reported on the line for that function or program. Indirect expenses—
those that are not directly linked to an identifiable function or program—can be
reported in a variety of ways. A typical indirect expense is interest on general long-
term liabilities. In most cases, interest on general long-term liabilities should be
reported as a separate line item rather than being allocated to functions or programs
(observe, for example, how it is reported as the last line before total governmental
activities in Illustration 3–1).

Functions and programs are discussed in more detail later in this chapter. Gov-
ernments should report at a minimum major functions such as those described on

66 Part One State and Local Governments

1 See Chapters 1 and 2 for definitions and discussions of fiscal and operational accountability.
2 GASB Concepts Statement No. 4 refers to statements reporting inflows and outflows of resources as
resource flows statements. The authors prefer the more commonly used term operating statement to
refer to statements that report resource inflows and outflows and changes in fund balances or net
assets, as appropriate. An operating statement essentially summarizes the financial operations of a
government for a specified accounting period. See GASB Concepts Statement No. 4, Elements of
Financial Statements, par. 27, Governmental Accounting Standards Board, Codification of Governmental
Accounting and Financial Reporting Standards, as of June 30, 2008 (Norwalk, CT, 2008), Appendix B.
3 GASB Codification, Sec. 2200.126.
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page 79 of this chapter or those depicted in Illustration A1–2 for the City and County
of Denver. The GASB encourages governments to provide additional information
for more detailed programs if such information is useful and does not detract from
readers’ understanding of the statement.

Some readers might find it surprising that depreciation expense often is reported
as a direct expense. Depreciation expense for capital assets that are clearly identi-
fied with a function or program should be included in the expenses of that function
or program. Similarly, depreciation expense for infrastructure assets (such as roads
and bridges) should be reported as a direct expense of the function responsible for
the infrastructure assets (for example, public works or transportation). Depreciation
expense for shared assets should be allocated to functions on an appropriate basis
(for example, square footage of building use). If a government opts to report unal-
located depreciation expense as a separate line item, it should indicate that the
amount reported on that line does not include depreciation expense reported as part
of direct expense of functions or programs.4

To achieve full costing, some governments allocate to service functions or pro-
grams certain central administrative costs that other governments may report in the
general government function. If such expenses are allocated to service functions, the
allocated expenses should be reported in a separate column from the direct expenses,
so the direct expenses will be more comparable with the direct expenses of similar
functions of other governments. On the other hand, if a government regularly assigns
administrative overhead costs to functions through an internal service fund, it is not
required to eliminate these costs from the direct expenses of functions or to report
them in a separate column. Rather, the government should disclose in the notes to
the financial statements that such overhead charges are included as part of func-
tion/program direct expenses.5

The foregoing discussion should make it clear that governments find it necessary
to allocate depreciation and other expenses to particular functions or programs. Allo-
cation methods are discussed in Chapters 13 and 14 of this text and in most manage-
rial accounting texts. In addition to classification by function or program, governmental
accounting computer systems typically provide classifications of expenses/expenditures
in a variety of ways. These classifications are discussed later in this chapter.

Program Revenues and General Revenues
Reporting in the net (expense) revenue format requires a government to distinguish
carefully between program revenues and general revenues. As shown in Illus-
trations A1–2 for the City and County of Denver and 3–1, program revenues are
reported in the functions/programs section of the statement of activities, where they
reduce the net expense of each function or program or produce a net revenue. Gen-
eral revenues are not directly linked to any specific function or program and thus
are reported in a separate section in the lower portion of the statement.

Three categories of program revenues are reported in the statement of activities (see
Illustrations A1–2 and 3–1): charges for services, operating grants and contributions,
and capital grants and contributions. Charges for services include charges to customers
or others for both governmental and business-type activities. Charges for services within
the governmental activities category include items such as licenses and permits (for
example, business licenses and building permits), fines and forfeits, and operating spe-
cial assessments sometimes charged for services provided outside the normal service
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4 Ibid., Sec. 2200.132.
5 Ibid., Sec. 2200.130–131.
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area or beyond the normal level of services. A typical example of the latter is snow
removal for or maintenance of private lanes or roads that connect with public roads nor-
mally maintained by the government. Charges to other governments for services, such
as incarceration of prisoners, also are reported in the Charges for Services column.

Grants and contributions restricted by other governments, organizations, or indi-
viduals for the operating purposes of a particular function or program are reported
in a separate column from those restricted for capital purposes. GASB requires that
multipurpose grants and contributions be reported as program revenues if “the
amounts restricted to each program are specifically identified in either the grant
award or grant application.”6 Otherwise, multipurpose grants and contributions
should be reported as general revenue.

Earnings from permanent funds, endowments that are restricted for a specific pub-
lic purpose in the endowment contract or agreement, should be reported as program
revenue in the appropriate grants and contributions category. Unrestricted earnings from
such sources should be reported as general revenue. In addition, all taxes, even those
specified by law for a particular use (for example, motor vehicle fuel taxes that can be
used only for road and bridge purposes), should be reported as general revenue.

Reporting Special Items and Transfers
In the GASBS 34 reporting model, extraordinary items and special items must be
reported as separate line items below General Revenues in the statement of activities
to distinguish these nonrecurring items from normal recurring general revenues, as
shown in Illustration 3–1. Separate reporting of such items serves to inform citizens
and other report users when governments engage in the unusual practice of balancing
their budget by selling government assets or other similar practices. Extraordinary
items are defined in the same manner as in business accounting: “transactions or other
events that are both unusual in nature and infrequent in occurrence.”7 Special items
are items within management’s control that may be either unusual in nature or infre-
quent in occurrence but not both. An example of a special item is one-time revenue
from the sale of a significant governmental asset. Extraordinary items should be
reported as the last item on the statement of activities; special items should be reported
before extraordinary items. Special items that are beyond management’s control but
are unusual or infrequent in nature (such as a loss due to civil riot) should be recorded
as normal expenses, expenditures, or revenue, as appropriate, and be disclosed in the
notes to the financial statements.

Other items that should be reported on separate lines below General Revenues (see
Illustrations A1–2 and 3–1) are contributions to the principal amounts of endowments
and permanent funds and transfers between funds reported as part of governmental
activities and funds reported as part of business-type activities. Interfund transactions
between governmental and business-type activities that involve the sale of goods or ser-
vices (such as the sale of water from a water utility enterprise fund to the General Fund)
are reported as program revenue and expenses, not as transfers. The reader should note
that when transfers are reported, as shown in Illustration A1–2, they are reported as an
inflow in one activities column and as an outflow in the other activities column, but are
eliminated from the Primary Government Total column.

The preceding discussion covers the major points relating to the government-wide
operating statement—the statement of activities. Some of the unique aspects of gov-
ernmental fund accounting are discussed next, focusing on the General Fund.
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6 Ibid., Sec. 2200.138.
7 Ibid., Sec. 2200.143.
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STRUCTURE AND CHARACTERISTICS OF THE GENERAL FUND;
CLASSIFICATION AND DESCRIPTION OF OPERATING 
STATEMENT ACCOUNTS

The General Fund has long been the accounting entity of a state or local government
that accounts for current financial resources raised and expended for the core govern-
mental services provided to the citizenry. The General Fund is sometimes known as
an operating fund or current fund; the purpose, not the name, is the true test of iden-
tity. A typical government now engages in many activities that for legal and historical
reasons are financed by sources other than those available to the General Fund. When-
ever a tax or other revenue source is authorized by a legislative body to be used for a
specified purpose only, a government availing itself of that source may create a spe-
cial revenue fund in order to demonstrate that all revenue from that source was used
for the specified purpose only. A common example of a special revenue fund is one
used to account for state gasoline tax receipts distributed to a local government; in
many states, the use of this money is restricted to the construction and maintenance
of streets, highways, and bridges. The accounting structure specified for special rev-
enue funds by GASB standards is identical with that specified for the General Fund.

For the sake of simplicity, and to avoid excessive repetition, the term General Fund
will be used in the remainder of this chapter and Chapter 4 to denote all revenue funds,
a generic name sometimes used to describe the General Fund and special revenue funds.
As discussed in Chapter 2, there are three other fund types besides the General Fund
and special revenue funds that are classified as governmental funds. Those other fund
types are debt service funds, capital projects funds, and permanent funds. The essential
characteristics of all governmental fund types were described in Chapter 2. This chap-
ter illustrates in greater depth the manner in which generally accepted accounting prin-
ciples (GAAP) are applied to the General Fund and special revenue funds. Although
permanent funds usually obtain their revenues from permanent investments in financial
securities, rather than taxes and other typical sources of governmental revenues, account-
ing for these funds is essentially the same as that for the General Fund and special rev-
enue funds. Illustrative accounting transactions for a permanent fund are provided in
Chapter 4. Accounting and reporting for capital projects funds and debt service funds
are discussed in Chapters 5 and 6, respectively.

Governmental Fund Balance Sheet and Operating 
Statement Accounts
It should be emphasized that the General Fund and all other funds classified as gov-
ernmental funds account for only current financial resources (cash, receivables, mar-
ketable securities, and, if material, prepaid items and inventories). Economic resources,
such as land, buildings, and equipment utilized in fund operations, are not recorded by
these funds because they are not normally converted into cash. Similarly, governmen-
tal funds account for only those liabilities incurred for normal operations that will be
liquidated by use of fund assets. As discussed in Chapter 2, general capital assets and
general long-term liabilities are reported only in the Governmental Activities column of
the statement of net assets at the government-wide level.

The arithmetic difference between the amount of financial resources and the
amount of liabilities recorded in the fund is the fund equity, usually referred to as
fund balances. Residents of a governmental jurisdiction have no legal claim on any
excess of liquid assets over current liabilities; therefore, the fund equity is not
analogous to the capital accounts of an investor-owned entity. Accounts in the fund
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equity category of the General Fund include reserve accounts established to disclose
that portions of the equity are, for reasons explained later, not available for spending,
and an account called Fund Balance (also referred to as Unreserved Fund Balance),
which is the portion of fund equity available for spending.8

In addition to the balance sheet accounts just described, the General Fund accounts
for financial transactions during a fiscal year in operating statement accounts clas-
sified as Revenues, Other Financing Sources, Expenditures, and Other Financing
Uses. Revenue is defined as increases in fund financial resources other than from
financing sources such as interfund transfers and debt issue proceeds. Transfers into
a fund and debt issue proceeds received by a fund are examples of inflows classi-
fied as other financing sources of the fund.

Expenditure is a word that represents the cost to purchase a good or service, whereas
expense represents the cost of a good or service consumed during the period. Recall
that governmental funds are concerned only with flows of current financial resources,
not with determination of income or cost of services. Thus, governmental funds report
expenditures, not expenses. In the case of employee payroll, utilities, professional travel,
and other similar items, expenditures and expenses are essentially the same. In other
cases, such as the purchase of equipment using General Fund resources, an expenditure
is recorded in the General Fund for the full cost of the equipment—which differs greatly
from depreciation expense, the cost of the utility of the equipment deemed to have been
consumed during the year. Depreciation expense is not recorded in the General Fund
because it does not represent the use of current financial resources. At the time of the
purchase, the cost of the equipment is also recorded as a capital asset of government
activities at the government-wide level, and the related depreciation expense is recorded
as an adjusting entry at year-end.

Other financing uses, or transfers of financial resources from one fund to
another fund, have the same effect on fund balance as expenditures: Both decrease
the fund balance at year-end when the temporary accounts are closed. In fact, the
word expenditure is defined as a decrease in a fund’s current financial resources
other than from interfund transfers. As an example, interfund transfers occur in those
jurisdictions where a portion of the taxes recognized as revenue by the General Fund
is transferred to a debt service fund that will recognize an expenditure for the payment
of interest and principal on general long-term debt. The General Fund would debit
Other Financing Uses—Interfund Transfers Out in the appropriate amount and credit
Cash. The debt service fund would debit Cash in the same amount and credit Other
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8 The GASB has issued an exposure draft of a proposed statement that, if issued, will significantly
change how fund balances are reported. The exposure draft proposes to replace the current classifica-
tions of reserved and unreserved fund balances with a new classification structure that would distinguish
between nonspendable and spendable fund balances. Nonspendable fund balances include balances
related to long-term receivables and inventories of consumable supplies that cannot be spent during the
current period. Spendable fund balances would be further classified into the four categories of restricted,
limited, assigned, or unassigned, corresponding to the degree of constraint placed over how they can be
spent. Restricted spendable fund balances would be those that can be spent only for specific purposes
stipulated by external resource providers or a government’s constitution or enabling legislation. Limited
fund balances would be those that can be spent only for purposes specified by formal action of the
governing body. Assigned fund balances would be those intended to be spent for specific purposes by
the governing body or executive intent rather than those meeting the more constraining criteria as
limited or restricted. By definition, residual fund balances will be reported in the assigned category for all
governmental funds other than the General Fund. For the General Fund, residual fund balances will be
reported as unassigned. If this proposal is adopted as a formal statement following due process, it will
be effective for fiscal periods beginning after June 2010. Should that occur, the authors will provide an
update bulletin explaining how the new standard affects various parts of the text.
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Other Total
Major Major Governmental Governmental

General Fund #2 Fund #3 Funds Funds

Revenues

Property taxes $ xxx,xxx $ xx,xxx $ xxx,xxx
Sales taxes xxx,xxx $ xx,xxx xxx,xxx
Fines and forfeits xx,xxx xx,xxx xx,xxx
Licenses and permits xx,xxx xx,xxx
Other revenue sources xx,xxx xx,xxx $ xx,xxx xx,xxx xxx,xxx

Total revenues x,xxx,xxx xxx,xxx xx,xxx xxx,xxx x,xxx,xxx

Expenditures

General government xx,xxx xx,xxx xx,xxx xxx,xxx
Public safety xxx,xxx xxx,xxx
Health and welfare xx,xxx xx,xxx xxx,xxx
Other functions xxx,xxx xxx,xxx xxx,xxx xx,xxx xxx,xxx

Total expenditures x,xxx,xxx xxx,xxx xxx,xxx xxx,xxx x,xxx,xxx

Excess (deficiency) of 
revenues over expenditures (xx,xxx) x,xxx (xx,xxx) x,xxx xx,xxx

Other Financing Sources (Uses)
Capital-related debt issued xxx,xxx xxx,xxx
Transfers in xxx,xxx xxx,xxx

Total other financing 
sources (uses) xxx,xxx xxx,xxx xxx,xxx

Net changes in fund 
balances x,xxx x,xxx x,xxx x,xxx xx,xxx

Fund balances—beginning xx,xxx xx,xxx xx,xxx x,xxx xxx,xxx

Fund balances—ending $ xx,xxx $ xx,xxx $ xx,xxx $ x,xxx $ xxx,xxx

Financing Sources—Interfund Transfers In. Thus, the use of transfer accounts
achieves the desired objective that revenues be recognized in the fund that raises the
taxes and expenditures be recognized in the fund that expends the revenue. Illustrative
journal entries are provided in Chapter 4.

Total inflows and outflows for the operating statement accounts of the governmental
funds are reported each period in a statement of revenues, expenditures, and fund bal-
ances, such as the one presented in Illustration A1–5. Illustration 3–2 presents the for-
mat for such a statement in somewhat simpler form. As discussed above, both revenues
and other financing sources are temporary accounts that increase fund balance at year-
end when closing entries are made. Similarly, expenditures and other financing uses are
temporary accounts that decrease fund balance when closing entries are made. GASB
standards emphasize, however, that other financing sources (uses) should be distin-
guished from revenues and expenditures. The format of the operating statements shown
in Illustrations A1–5 and 3–2 accomplishes this objective by reporting other financing
sources (uses) in a separate section below the revenues and expenditures sections.

72 Part One State and Local Governments

ILLUSTRATION 3–2 Format of Governmental Funds Statement of Revenues, Expenditures, and Changes in

Fund Balances
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GASB standards require that the operating statement accounts of a governmental
fund, such as the General Fund, be recognized on the modified accrual basis of
accounting. Under this basis, revenues and other financing sources are recognized if
they are measurable and available. Available means that the revenue or other financ-
ing source is expected to be collected during the current period or soon enough there-
after to pay current period obligations. In the case of property taxes, GASB requires
expected collection within 60 days after the end of the current fiscal year for the
taxes to be recognized as a current-period revenue.9 Thus, if a portion of the current
tax levy is not expected to be collected within 60 days, it would be recorded in the
current period as a credit to Deferred Revenues (a current liability). In the follow-
ing year, Deferred Revenues would be debited and Revenues would be credited. For
all other categories of revenues, as well as for other financing sources, governments
have the discretion to determine the length of time used to define available (gener-
ally not more than 90 days after the current fiscal year-end) but must disclose their
policy in the notes to the financial statements.10

The next section introduces the use of budgetary accounts in the General Fund and
certain other governmental fund types that may be included in the governmental unit’s
formal budget. Before beginning the discussion, it is recommended that you review
Illustration 3–3, which displays the relationship between budgetary accounts and the
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9 GASB Codification, Sec. P70.104.
10 GASB Codification, Sec. 1600.106.

Assets = Liabilities + Fund Equity

Asset Accounts
 Examples:
 Cash
 Receivables
 Investments
 Prepaid Items*
 Inventory*

* If material in amount.

Liability Accounts
 Examples:
 Accounts Payable
 Accrued Liabilities

Fund Equity Accounts
 
 Reserved Fund Balances
 Unreserved Fund Balance
 Budgetary Fund Balance

Operating Statement Accounts
 Examples:
 Revenues
 Expenditures
 Other Financing Sources
 Other Financing Uses

Budgetary Accounts
 Examples:
 Estimated Revenues
 Appropriations
 Estimated Other Financing Sources
 Estimated Other Financing Uses
 Encumbrances

ILLUSTRATION 3–3 Comparison of Balance Sheet, Operating Statement, and 

Budgetary Accounts
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balance sheet and operating statement accounts of the General Fund. Two points should
be noted in reviewing Illustration 3–3: (1) Both the operating statement accounts and
the budgetary accounts are sub-fund equity temporary accounts that are closed to Fund
Balance at year-end.11 (2) Each operating statement account has a budgetary counter-
part: Revenues and Estimated Revenues; Expenditures and both Appropriations and
Encumbrances (defined in the next section); Other Financing Sources and Estimated
Other Financing Sources; and Other Financing Uses and Estimated Other Financing
Uses. A tip that may prove useful in understanding budgetary accounting is that, with
the exception of Encumbrances, the budgetary accounts have normal balances that
are the opposite of the corresponding operating statement accounts. For example, since
the Revenues account has a normal credit balance, the Estimated Revenues account has
a normal debit balance. The use of opposite account balances facilitates budgetary com-
parisons and makes it easy to determine whether actual amounts are under or over the
budgeted amounts. The Encumbrances account has the same normal debit balance as
the Expenditures account because an encumbrance represents a commitment prior to an
expenditure, as discussed later in this chapter. Illustration 3–4 shows the normal bal-
ances of each budgetary account and its corresponding operating statement account.

74 Part One State and Local Governments

ILLUSTRATION 3–4 Relationship between Budgetary and Operating Statement Accounts

Budgetary Accounts Operating Statement Accounts

Normal Normal 
Account Title Balance Account Title Balance Budgetary Status

Estimated Revenues Debit Revenues Credit Net balance indicates
deficit (excess) of
operating (actual) vs.
budgeted revenues.

Estimated Other Debit Other Financing Credit Net balance indicates
Financing Sources Sources deficit (excess) of actual

OFS vs. budgeted OFS.*

Appropriations Credit Expenditures Debit Appropriations minus
the sum of Expenditures
and Encumbrances
indicates remaining or
overspent expenditure
authority.

Estimated Other Credit Other Financing Debit Net balance indicates the
Financing Uses Uses amount of remaining or

overspent interfund
transfer authority.

Encumbrances Debit NA NA See Appropriations line
above. An encumbrance
has a normal debit
balance because it is a
commitment to make an
expenditure and often is
considered the same as
an expenditure for
budgetary purposes.

NA � Not applicable, since there is no corresponding operating statement account.
*OFS � Other Financing Sources.

11 The temporary budgetary accounts are closed at year-end to Budgetary Fund Balance by reversing
the original budgetary entries.
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BUDGETARY ACCOUNTS

The fact that budgets are legally binding upon administrators has led to the integra-
tion of budgetary accounts into the general ledgers of the General Fund and special
revenue funds, and all other funds that are required by state laws to adopt a budget.
GASBS 34 requires that a budget to actual comparison schedule be provided for the
General Fund and for each major special revenue fund for which a budget is legally
adopted.12 GASBS 34 recommends that these schedules be provided as required sup-
plementary information (RSI), which should be placed immediately following the notes
to the financial statements. GASB provides the option, however, for governments to
report the budgetary comparison information in a budgetary comparison statement, a
statement of revenues, expenditures, and changes in fund balances—budget and
actual—which would then be part of the basic financial statements.13

Illustration 3–5 presents an example of a budgetary comparison schedule for the
General Fund and Human Services Special Revenue Fund of the City and County
of Denver. GASB standards require, at a minimum, the presentation of both the orig-
inally adopted and final amended budgets and actual amounts of inflows, outflows,
and balances. A variance column, such as that included in the City and County of
Denver’s budgetary comparison schedule, is encouraged but not required since a
financial statement user could calculate the variances himself or herself. Of partic-
ular note in this schedule is the row caption Budget Basis Expenditures. In a note to
the required supplementary information, the City and County of Denver explains that
budgets for appropriation in the general, special revenue, and capital projects funds
are not adopted on a basis consistent with GAAP, as encumbrances outstanding at
year-end are treated as expenditures. As explained in the following paragraph, the
budget basis of some governments departs even further from GAAP.

In order to achieve meaningful budgetary comparisons, the actual amounts in the
schedule should be reported using the government’s budgetary basis. Some govern-
ments, for example, budget their revenues on the cash basis. If the Actual column
of the budgetary comparison schedule (or statement) uses a non-GAAP budgetary
basis, such as the cash basis, either the schedule captions or column heading for
actual amounts should so indicate, as shown by the caption Budget Basis Expendi-
tures in Illustration 3–5.

Budgetary practices of a government may differ from GAAP accounting practices
in ways other than basis. GASB standards identify timing, entity, and perspective
differences. Discussion of these differences is beyond the scope of this text; it is suf-
ficient to emphasize that GASB standards require that the amounts shown in the
Actual column of the budgetary comparison schedule conform in all respects with
practices used to develop the amounts shown in the budget columns of the schedule
so that there is a true comparison. Standards further require that either on the face
of the budgetary comparison schedule or on a separate schedule, the amounts
reported in the Actual column of the budgetary comparison schedule must be rec-
onciled with the GAAP amounts shown in the statement of revenues, expenditures,
and changes in fund balances. The City and County of Denver provides its recon-
ciliation at the bottom of the budgetary comparison schedule (see Illustration 3–5).
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12 GASB Codification, Sec. 2200.182. See Chapter 2 or the glossary for the definition of major fund.
13 Ibid., footnote 35.
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76

ILLUSTRATION 3–5

CITY AND COUNTY OF DENVER
Required Supplementary Information

Budgetary Comparison Schedule
General Fund and Human Services Special Revenue Fund

For the year ended December 31, 2007 
(amounts expressed in thousands)

General Fund Human Services Special Revenue Fund

Budget
Variance with

Budget
Variance with

Original Final Actual Final Budget Original Final Actual Final Budget

Revenues

Taxes $546,790 $548,565 $570,940 $22,375 $ — $      —- $44,597 $44,597

Licenses and permits 21,612 21,999 28,094 6,095 — — — —

Intergovernmental revenues 25,225 27,648 32,861 5,213 — — 82,644 82,644

Charges for services 147,455 149,214 107,519 (41,695) — — 1,406 1,406

Investment and interest income 11,121 11,365 18,717 7,352 — — 23 23

Fines and forfeitures 36,832 36,125 34,253 (1,872) — — — —

Contributions — — 3 3 — — 235 235

Other revenue 17,061 17,826 11,162 (6,664) — — 1,718 1,718

Total Revenues 806,096 812,742 803,549 (9,193) — — 130,623 130,623

Budget Basis Expenditures

General government 204,026 175,025 151,486 23,539 — — — —

Public safety 394,247 400,945 398,183 2,762 — — — —

Public works 81,397 94,897 81,388 13,509 — — — —

Human services — — — — 153,215 161,928 139,987 21,941

Health 42,649 42,756 41,061 1,695 — — — —

Parks and recreation 47,804 48,012 46,903 1,109 — — — —

Cultural activities 29,911 31,256 31,195 61 — — — —

Community development 17,769 17,769 16,947 822 — — — —

Total Budget Basis Expenditures 817,803 810,660 767,163 43,497 153,215 161,928 139,987 21,941
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ILLUSTRATION 3–5 (Continued)

Excess (deficiency) of revenues over

budget basis expenditures (11,707) 2,082 36,386 34,304 — — (9,364) 9,364

Other Financing Sources (Uses)

Insurance recoveries — — 1 1 — — 5 (5)

Proceed from sale of asset — — 13 13 — — — —

Transfers in 25,886 24,985 32,333 7,348 — — — —

Transfers out (34,611) (44,163) (44,163) — (32) (32) (32) —

Total Other Financing Sources (Uses) (8,725) (19,178) (11,816) 7,362 (32) (32) (27) (5)

Excess of revenues and other financing sources 

over budget basis expenditures and 

other financing uses $(20,432) $(17,096) 24,570 $41,666 $(32) $(32) (9,391) $9,359

Add outstanding encumbrances
— —

— —

Less prior year encumbrances, as adjusted (14,635) (9,041)

Add grantor expenditures — 14,797

Net change in fund balances 9,935 (3,635)

Fund balance—January 1 185,656 24,628

Fund Balance—December 31 $195,591 $20,993
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In order to achieve budgetary control, only three general ledger budgetary con-
trol accounts are needed in the General Fund (and other funds for which a budget
is adopted): Estimated Revenues, Appropriations, and Encumbrances. Subsidiary
ledger accounts should be provided in whatever detail is required by law or for sound
financial administration to support each of the three control accounts. Budgeted
interfund transfers and debt proceeds may be recorded in two additional budgetary
control accounts: Estimated Other Financing Sources and Estimated Other
Financing Uses. Again, these control accounts should be supported by subsidiary
detail accounts as needed.

TERMINOLOGY AND CLASSIFICATION FOR GOVERNMENTAL 
FUND BUDGETS AND ACCOUNTS

Budgets may be described as legally approved plans of financial operations embody-
ing the authorization of expenditures for specified purposes to be made during the
budget period and the proposed means of financing them. The sequence of budget
preparation in practice is often the same as the sequence in the preceding sentence:
Expenditures are planned first; then plans are made to finance the expenditures. For
that reason, the discussion in this chapter follows the same sequence. Governmental
budgeting is discussed in more detail in Chapter 13.

Classification of Appropriations and Expenditures
An appropriation is a legal authorization to expend cash or other financial resources
for goods, services, and facilities to be used for specified purposes, in amounts not
to exceed those authorized for each purpose. When liabilities authorized by an
appropriation have been incurred, the appropriation is said to be expended. Thus,
budgeted appropriations are sometimes called estimated expenditures. Expenditures,
then, are expended appropriations. According to GASB standards, expenditures
should be classified by (1) fund, (2) function or program, (3) organization unit, (4)
activity, (5) character, and (6) object.14 A common terminology and classification
should be used consistently throughout the budget, the accounts, and the financial
reports of each fund.

Classification by Fund

The primary classification of governmental expenditures is by fund, since a fund is
the basic fiscal and accounting entity of a government. Within each fund, the other
five classifications itemized in the preceding paragraph are used to facilitate the
aggregation and analysis of data to meet the objectives of financial reporting set
forth in Chapter 1.

Classification by Function or Program

The GASB distinguishes between functions and programs in the following manner:

Functions group related activities that are aimed at accomplishing a major service
or regulatory responsibility. Programs group activities, operations, or organizational
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units that are directed to the attainment of specific purposes or objectives.15 [Empha-
sis added.]

Examples of common functional classifications are the following:

General Government Health and Welfare
Public Safety Culture and Recreation
Highways and Streets

A good example of program classification is found in the City of Oakland, Califor-
nia’s FY 2007–09 Adopted Policy Budget, which classifies numerous operating
objectives and programs under seven broad goals in the areas of:

Economic Development Infrastructure
Efficiency and Responsiveness to Citizens Public Safety
Health Care Sustainable City

Youth and Seniors

Classification by Organization Unit

Classification of expenditures by organization unit is considered essential to man-
agement control, assuming the organizational structure of a given government provides
clear lines of responsibility and authority. Some examples of organization units that
might be found in a city are:

Police Department City Attorney
Fire Department City Clerk
Building Safety Department Personnel Department
Public Works Department Parks and Recreation Department

The key distinction between classification of expenditures by organization unit
and classification by program or function is that responsibility for a department
is fixed, whereas a number of departments may be involved in the performance
of a program or a function. Both management control within a department and
rational allocation of resources within the government require much more specific
identification of expenditures (and costs and expenses) than is provided by the
major classifications illustrated thus far. The next step needed is classification by
activity.

Classification by Activity

An activity is a specific and distinguishable line of work performed by an organi-
zation unit. For example, within the public works department, activities such as the
following may be performed:

Solid waste collection—residential
Solid waste collection—commercial
Solid waste disposal—landfill
Solid waste disposal—incineration
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Activity classification is more meaningful if responsibility for the performance of
each activity is fixed, performance standards are established, and a good manage-
ment accounting system is installed to measure input of resources consumed (dol-
lars, personnel time, equipment, and facilities used) relative to units of service
outputs. Such information is useful to those interested in assessing the efficiency of
government operations.

Classification by Character

Classification by character, as defined by the GASB, is based on the fiscal period
that benefits from a particular expenditure. A common classification of expenditures
by character recognizes three groups:

Current expenditures
Capital outlays
Debt service

Current expenditures are expected to benefit the period in which the expendi-
ture is made. Capital outlays are expected to benefit not only the period in which
the capital assets are acquired but as many future periods as the assets provide
service. Debt service includes payment of interest on debt and payment of debt
principal; if the debt has been wisely incurred, residents have received benefits
in prior periods from the assets acquired by use of debt financing, are receiving
benefits currently, and will continue to receive benefits until the service lives of
the assets expire.

Character classification of expenditures is potentially important to taxpayers and
other citizens. Properly used, it could give them valuable information for assessing
the cost of government during a given period. Generally speaking, expenditures for
debt service relate to actions incurred by previous administrations. Capital outlays
are expenditures expected to provide benefits in future periods; however, as dis-
cussed earlier in this chapter, GASB standards do not allow depreciation expense
to be recorded in governmental funds, but require that depreciation expense on gen-
eral capital assets be reported in the government-wide statement of activities (see
the section titled “Depreciation of Capital Assets” in the appendix that follows
Chapter 2). It appears that expenditures in the current expenditures class are the
most influential on the public mind, strongly influencing popular attitudes toward
responsible officials.

A fourth character class, intergovernmental, is suggested by the GASB for use
by governments that act as an intermediary in federally financed programs or that
transfer “shared revenues” to other governments.

Classification by Object

The object of an expenditure is the thing for which the expenditure was made.
Object classes may be viewed as subdivisions of character classifications. One
scheme of object classification includes the following major classes:

Personal services Capital outlays
Supplies Debt service
Other services and charges

Many other object classifications are encountered in practice, generally more detailed
than those listed above. Greater detail can, of course, be achieved by the utilization of
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subclasses under the major titles. Thus personal services may be subdivided on the basis
of permanence and regularity of employment of the persons represented; and each sub-
class may be further subdivided to show whether the services performed were regular,
overtime, or temporary. Employee benefits may be recorded in as much detail as desired
as subclasses of the personal services class. “Other services and charges” must be sub-
divided if the class is to provide any useful budgeting and control information. Profes-
sional services, communication, transportation, advertising, printing and binding,
insurance, public utility services, repairs and maintenance, rentals, aid to other govern-
ments, and miscellaneous are possible subdivisions.

Debt service, also listed as both an object of expenditure and a character class,
should be subdivided to provide sufficient evidence that all interest payments and
principal payments that should have been made in a certain fiscal period were actu-
ally made (or the appropriate liability recorded).

Classification of Estimated Revenues and Revenues
In order for administrators to determine that proposed expenditures presented in the
operating budget can be financed by resources available under the laws of the bud-
geting jurisdiction and higher jurisdictions, revenue forecasts must be prepared. Rev-
enue, in the sense in which it is customarily used in governmental budgeting,
includes all financial resource inflows—all amounts that increase the net assets of a
fund. Examples include interfund transfers and debt issue proceeds, as well as taxes,
licenses and permit fees, fines, forfeits, and other revenue sources described in the
following sections of this chapter.

It should be emphasized that a government and the funds thereof may raise rev-
enues only from sources available to them by law. Often, the law that authorizes a
government to utilize a given revenue source to finance general governmental activ-
ities, or specific activities, also establishes the maximum rate that may be applied to
a specified base in utilizing the source or establishes the maximum amount that may
be raised from the source during the budget period.

The primary classification of governmental revenue is by fund. Within each fund,
the major classification is by source. Within each major source class, it is desirable
to have as many secondary classes as needed to facilitate revenue budgeting and
accounting. Secondary classes relating to each major source are discussed below
under each source caption. Major revenue source classes commonly used are these:

Taxes Charges for Services
Special Assessments Fines and Forfeits
Licenses and Permits Miscellaneous Revenues
Intergovernmental Revenues

The operating budget and the accounting system for each governmental fund
should include all revenue sources available to finance activities of that fund. The
General Fund of most governments will ordinarily need all seven major classes item-
ized above; in some governments, additional major classes may be needed. Each spe-
cial revenue fund will need to budget and account for only those revenues legally
mandated for use in achieving the purpose for which the special revenue fund was
created. Similarly, debt service funds budget and account for those sources of rev-
enue that are to be used for payment of interest and principal of tax-supported and
special assessment long-term debt. Revenues and other financing sources earmarked
for construction or acquisition of general capital assets are budgeted and accounted
for by capital projects funds.
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In order to determine during a fiscal year that revenues are being realized from
each budgeted source in amounts consistent with the budget, actual revenues should
be accounted for on the same classification system used for estimated revenues in
the operating budget.

Taxes

Taxes are of particular importance because (1) they provide a large portion of the
revenue for all levels of government and (2) they are compulsory contributions to
finance the cost of government, whether the affected taxpayer approves or disap-
proves of the taxes.

Ad valorem (based on value) property taxes are a mainstay of financing for
many local governments but are not used as a source of revenue by many state gov-
ernments or by the federal government. Ad valorem taxes may be levied against real
property and personal property. Some property taxes are levied on a basis other than
property values, one illustration being the tax on some kinds of financial institutions
in relation to the deposits at a specified date. Other kinds of taxes are sales taxes,
income taxes, gross receipts taxes, death and gift taxes, and interest and penalties on
delinquent taxes.

The valuation of each parcel of taxable real property, and of the taxable personal
property owned by each taxpayer, is assigned by a process known as property
assessment. The assessment process differs state by state, and in some states by
jurisdictions within the state. The tax rate is set by one of two widely different pro-
cedures: (1) The government simply multiplies the assessed valuation of property in
its jurisdiction by a flat rate—either the maximum rate allowable under state law or
a rate determined by the governing body—or (2) the property tax is treated as a
residual source of revenue. In the latter event, revenues to be recognized from all
sources other than property taxes must be budgeted; the total of those sources must
be compared with the total proposed appropriations in order to determine the amount
to be raised from property taxes, subject, of course, to limits set by law or legisla-
tive policy. Illustration 3–6 shows the computation of the total amount of revenues
to be raised from property taxes under the assumption that property taxes are a resid-
ual source of revenues. The heading of Illustration 3–6 indicates that it is for the
Town of Merrill’s General Fund. A similar computation would be made for each fund
for which property taxes are levied.

Note that Illustration 3–6 is a computation of the amount of revenue to be raised
from property taxes six months before the beginning of the next fiscal year. This
is one step in determining the tax levy for the year. A second step is the determi-
nation from historical data and economic forecasts of the percentage of the tax
levy expected to be collectible. (Even though property taxes are a lien against the
property, personal property may be removed from the taxing jurisdiction and some
parcels of real property may not be salable or valuable enough for the taxing juris-
diction to recover accumulated taxes against the property.) Therefore, the levy must
be large enough to allow for estimated uncollectible taxes. For example, assume
the Town of Merrill can reasonably expect to collect only 96 percent of the year
2011 property tax levy for its General Fund. Thus, if tax revenue is to be
$3,582,000 (per Illustration 3–6), the gross levy must be $3,582,000 � 0.96, or
$3,731,250.

When the gross levy is known, the tax rate may be computed on the basis of the
assessed valuation of taxable property lying within the taxing jurisdiction. The term
taxable property is used in the preceding sentence in recognition of the fact that
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property owned by governments and property used by religious and charitable orga-
nizations are often not taxable by the local government. In addition, senior citizens,
war veterans, and others may have statutory exemption from taxation for a limited
portion of the assessed valuation of property. Continuing the example, assume the
net assessed valuation of property taxable by the General Fund of the Town of
Merrill is $214,348,000. In that case, the gross property tax levy ($3,731,250) is
divided by the net assessed valuation ($214,348,000) to determine the property tax
rate. The rate would be expressed as “$1.75 per $100 assessed valuation,” or “$17.41
per $1,000 assessed valuation”—rounding up the actual decimal fraction (0.017407)
to two places to the right of the decimal, as is customary. The latter rate is typically
referred to as 17.41 mills.

Interest and Penalties on Delinquent Taxes

A penalty is a legally mandated addition to a tax on the day it becomes delin-
quent (generally, the day after the day the tax is due). Penalties should be recog-
nized as revenue when they are assessed. Interest at a legally specified rate also
must be added to delinquent taxes for the length of time between the day the tax
becomes delinquent until the day it is ultimately paid or otherwise discharged;
interest revenue should be accrued at the time financial statements are to be 
prepared.

Sales Taxes, Income Taxes, and Gross Receipts Taxes

GASB standards provide that revenue from sales taxes, income taxes, and gross
receipts taxes be recognized, net of estimated refunds, in the accounting period in
which underlying transactions (e.g., sales and earnings) occur.
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ILLUSTRATION 3–6

TOWN OF MERRILL
General Fund

Calculation of Amount to Be Raised by Property Taxes 
for Fiscal Year Ending December 31, 2011

As of Current Date—July 31, 2010

Estimated resource requirements:

Estimated expenditures, remainder of FY 2010 $ 4,200,000

Appropriations proposed for FY 2011 8,460,000

Estimated working balance needed at beginning 
of FY 2012 510,000

Total estimated resource requirements 13,170,000

Estimated resources available and to be raised,
other than from property taxes:

Actual current balance (July 31, 2010) $ 654,000

From second installment of FY 2010 taxes 2,430,000

From miscellaneous resources,
remainder of FY 2010 1,960,000

From all nonproperty tax sources in FY 2011 4,544,000

Total estimated resources other than

FY 2011 property taxes 9,588,000

Amount required from FY 2011 property taxes $ 3,582,000
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Special Assessments

Special assessments differ from ad valorem real property taxes in that the latter are
levied against all taxable property within the geographic boundaries of the govern-
ment levying the taxes, whereas the former are levied against certain properties. The
purpose of a special assessment is to defray part or all of the cost of a specific
improvement or service that is presumed to be of particular benefit to the properties
against which the special assessments are levied. Briefly, when routine services
(street cleaning, snow plowing, and so on) are extended to property owners outside
the normal service area of the government or are provided at a higher level or at
more frequent intervals than for the general public, “service-type” special assess-
ments are levied. Service-type special assessments are accounted for by the fund that
accounts for similar services rendered to the general public—usually the General
Fund or a special revenue fund. Special assessments for capital improvements should
be accounted for by a capital projects fund during the construction phase and by a
debt service or agency fund during the debt service phase if debt financing is used.
(See Chapter 6 for additional details about capital improvement special assessments.)

Licenses and Permits

Licenses and permits include those revenues collected by a government from indi-
viduals or business concerns for various rights or privileges granted by the govern-
ment. Some licenses and permits are primarily regulatory in nature, with minor
consideration to revenue derived, whereas others are not only regulatory but also pro-
vide large amounts of revenue, and some are almost exclusively revenue producers.
Licenses and permits may relate to the privilege of carrying on business for a stip-
ulated period, the right to do a certain thing that may affect the public welfare, or
the right to use certain public property. Vehicle and alcoholic beverage licenses are
found extensively on the state level and serve both regulatory and revenue functions.
States make widespread use of professional and occupational licenses for purposes
of control. Local governments make extensive use of licenses and permits to control
the activities of their citizens; and from some they derive substantial amounts of rev-
enue. Commonly found among licenses and permits are building permits, vehicle
licenses, amusement licenses, business and occupational licenses, animal licenses,
and street and curb permits. Regardless of the governmental level or the purpose of
a license or permit, the revenue it produces is ordinarily accounted for when cash is
received.

Intergovernmental Revenue

Intergovernmental revenues include grants and other financial assistance. These may
be government-mandated nonexchange transactions (for example, certain state sales
taxes required by law to be shared with local governments) or voluntary nonexchange
transactions (for example, federal or state grants for which local governments com-
pete). In either case, the recipient government does not provide significant value to
the grantor government for value received. GASB defines grants and other finan-
cial assistance as

transactions in which one governmental entity transfers cash or other items of value to
[or incurs a liability for] another governmental entity, an individual, or an organization
as a means of sharing program costs, subsidizing other governments or entities, or
otherwise reallocating resources to the recipients.16
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Governmental funds should recognize grants and other financial assistance as rev-
enues in the period in which all time restrictions and eligibility requirements (such
as a matching requirement) imposed by the grantor government have been met and
the resources are available to pay current period obligations. Revenue recognition
rules and the complexities of accounting for intergovernmental revenues are dis-
cussed in more detail in Chapter 4.

Charges for Services

As discussed earlier in this chapter, charges for services of the governmental funds
(and governmental activities at the government-wide level) include all charges for
goods and services provided by a governmental fund to enterprise funds, individu-
als and organizations, and other governments. A few of the many revenue items
included in this category are court costs; special police service; solid waste collec-
tion charges; street, sidewalk, and curb repairs; receipts from parking meters; library
use fees (but not fines); and tuition.

Classification of expenditures by function is discussed earlier in this chapter. The
grouping of Charges for Services revenue may be correlated with the functional clas-
sification of expenditures. For example, one functional group of expenditures is
named General Government, another Public Safety, and so on. In providing general
government service, a government may collect revenues such as court cost charges,
fees for recording legal documents, and zoning and subdivision fees. Charges for
services should be recognized as revenue when measurable and available if that is
prior to the collection of cash.

Fines and Forfeits

Revenue from fines and forfeits includes fines and penalties for commission of statu-
tory offenses and for neglect of official duty; forfeitures of amounts held as secu-
rity against loss or damage, or collections from bonds or sureties placed with the
government for the same purpose; and penalties of any sort, except those levied on
delinquent taxes. Library fines are included in this category. If desired, Fines and
Forfeits may be the titles of two accounts within this revenue class, or they may be
subgroup headings for more detailed breakdowns.

Revenues of this classification should be accrued to the extent practicable. Unlike
property taxes, however, fines and forfeits may not be estimated with any reason-
able degree of accuracy. Because of these uncertainties, revenues from fines and for-
feits may be recognized when received in cash if accrual is not practicable.

Miscellaneous Revenues

Although the word miscellaneous is not informative and should be used sparingly,
its use as the title of a revenue category is necessary. It (1) substitutes for other pos-
sible source classes that might have rather slight and infrequent usage and (2) min-
imizes the need for forcing some kinds of revenue into source classifications in
which they do not generically belong. While miscellaneous revenues in itself repre-
sents a compromise, its existence aids in sharpening the meanings of other source
classes. The heterogeneous nature of items served by the title is indicated by the
diversity of items found in this category: interest earnings (other than on delinquent
taxes); rents and royalties; sales of, and compensation for loss of, capital assets; con-
tributions from public enterprises (utilities, airports, etc.); escheats (taking of prop-
erty in default of legally qualified claimants); contributions and donations from
private sources; and “other.”
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Some items of miscellaneous revenues, such as interest earnings on investments,
might well be accrued, but mostly they are accounted for when received in cash.
Also, interest earnings that are significant in amount may be reported as a separate
classification.

BUDGETARY ACCOUNTING

Budgetary accounts were defined earlier in this chapter. Their use in journal entries
and ledgers is described here. At the beginning of the budget period, the Estimated
Revenues control account is debited for the total amount of revenues expected to be
recognized, as provided in the operating budget. The amount of revenue expected
from each source specified in the operating budget is recorded in a subsidiary ledger
account (see Illustration 3–7) so that the total of subsidiary ledger detail agrees with
the debit to the control account, and both agree with the adopted budget. If a sepa-
rate entry is to be made to record Estimated Revenues, the general ledger debit to
the Estimated Revenues control account is offset by a credit to Budgetary Fund Bal-
ance. In addition to estimated revenues for the year, all or part of any carryover bal-
ance in the Fund Balance account at the end of the preceding year could be available
for appropriation in the operating budget. As a matter of prudent fiscal policy, how-
ever, most governments strive to maintain a financial cushion of around 15–25 per-
cent of a year’s expenditure requirements in their Fund Balance account to cover
unforeseen expenditures or revenue shortfalls. Ordinarily, only Fund Balance
amounts above the cushion level will be considered available for budgetary appro-
priation.

To record appropriations for the year, Budgetary Fund Balance is debited and the
Appropriations control account is credited. As with Estimated Revenues, the Appro-
priations control account is supported by a subsidiary ledger (see Illustration 3–8 for
an example of a subsidiary appropriation ledger account) kept in the same level of
detail as the appropriation budget. The total of all subsidiary detail accounts must
agree with the control total recorded in the Appropriations control account.17
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ILLUSTRATION 3–7

NAME OF GOVERNMENTAL UNIT
Revenues Ledger

General Fund

Class: Licenses and Permits Number: 351.1

Estimated
Revenues Revenues Balance

Date Item Reference DR. CR. DR. (CR.)

2011
January 1 Budget estimate J1 $195,000 $195,000

31 Collections CR6 $13,200 181,800

17 As discussed later in this chapter, nearly all governments use computerized accounting systems. For
learning purposes, it is helpful to understand a rudimentary manual accounting structure such as is
discussed here and in many other sections of the text.
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As explained earlier in this chapter, the use of budgetary accounts permits com-
parison of actual revenues and expenditures to budgeted amounts. Budgetary con-
trol is further enhanced by clear and logical classification of revenues and
expenditures and by formally recording the budget in the accounts of the General
Fund and other funds for which a budget is approved. The use of subsidiary
ledgers, which permit recording revenues and expenditures—both actual and bud-
geted amounts—in the same level of detail as the budget, also helps to achieve
sound budgetary control. Each of these topics is discussed in the remainder of
this chapter.

Recording the Budget
The purpose of budgetary accounts is described earlier in this chapter. In order
to illustrate entries in journal form to record a budget, assume the following
amounts have been legally approved as the budget for the General Fund of a cer-
tain government for the fiscal year ending December 31, 2011. As of January 1,
2011, the first day of the fiscal year, the total Estimated Revenues should be
recorded in the General Fund general ledger control account, and the amounts
expected to be recognized during 2011 from each revenue source specified in the
budget should be recorded in subsidiary ledger accounts. An appropriate entry
would be:

The total Appropriations and Other Financing Uses legally budgeted for 2011 for
the General Fund of the same government should also be recorded in the General
Fund general ledger control accounts, and the amounts appropriated for each func-
tion itemized in the budget should be recorded in subsidiary ledger accounts. An
appropriate entry using assumed budget amounts would be:
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General Ledger Subsidiary Ledger

Debits Credits Debits Credits

1. Estimated Revenues  . . . . . . . . . . . . 1,277,500

Budgetary Fund Balance  . . . . . . . 1,277,500

Estimated Revenues Ledger:

Taxes . . . . . . . . . . . . . . . . . . . . . . . . 882,500

Intergovernmental Revenues  . . . . . . 200,000

Licenses and Permits  . . . . . . . . . . . . 195,000

2. Budgetary Fund Balance  . . . . . . . . . 1,636,500

Appropriations  . . . . . . . . . . . . . . 1,362,000

Estimated Other Financing Uses . . 274,500

Appropriations Ledger:

General Government  . . . . . . . . . . 1,150,000

Public Safety  . . . . . . . . . . . . . . . . 212,000

Estimated Other Financing Uses 
Ledger:

Interfund Transfers Out to

Other Funds . . . . . . . . . . . . . . . 274,500
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It would, of course, be acceptable to combine the two entries illustrated above and
make one General Fund entry to record Estimated Revenues, Appropriations, and
Estimated Other Financing Uses; in this case there would be a debit to Budgetary
Fund Balance for $359,000 (the amount by which Appropriations and Estimated
Other Financing Uses exceed Estimated Revenues). Even if a single combined entry
is made in the General Fund general ledger accounts, that entry must provide for
entry of the budgeted amounts in each individual subsidiary ledger account as shown
in the illustrations of the two separate entries.

Budgetary Control of Revenues
To establish accountability for revenues and permit budgetary control, actual rev-
enues should be recognized in the general ledger accounts of governmental funds by
credits to the Revenues account (offset by debits to receivable accounts for revenues
that are accrued or by debits to Cash for revenues recognized when received in cash).
The general ledger Revenues account is a control account supported by Revenues
subsidiary ledger accounts kept in exactly the same detail as kept for the Estimated
Revenues subsidiary ledger accounts. For example, assume the General Fund of the
government for which budgetary entries are illustrated in the preceding section col-
lected revenues in cash during the month of January from Licenses and Permits,
$13,200, and Intergovernmental Revenues, $61,900. In an actual case, entries should
be made on a current basis and cash receipts should be deposited each working day;
however, for the purpose of this chapter, the following entry illustrates the effect on
the General Fund accounts of collections during the month of January 2011:

Comparability between Estimated Revenues subsidiary accounts and Revenues
subsidiary accounts is necessary so that periodically throughout the fiscal year actual
revenues from each source can be compared with estimated revenues from that
source. Material differences between estimated and actual revenues should be inves-
tigated by administrators to determine whether (1) estimates were made on the basis
of assumptions that may have appeared realistic when the budget was prepared but
are no longer realistic (in that event, the budget needs to be revised so that admin-
istrators and legislators have better knowledge of revenues to be realized during the
remainder of the fiscal year) or (2) action needs to be taken so that revenues esti-
mated with reasonable accuracy are actually realized (i.e., one or more employees
may have failed to understand that certain revenue items are to be collected). Illus-
tration 3–7 shows a form of Revenues subsidiary ledger in which the Debit column
is subsidiary to the Estimated Revenues general ledger control account and the Credit
column is subsidiary to the Revenues general ledger control account.

A schedule of Actual and Estimated Revenues is illustrated in Chapter 4. Nor-
mally, during a fiscal year, the amount of revenue budgeted from each source will
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General Ledger Subsidiary Ledger

Debits Credits Debits Credits

3. Cash . . . . . . . . . . . . . . . . . . . . . . . . . 75,100

Revenues  . . . . . . . . . . . . . . . . . . . 75,100

Revenues Ledger:

Licenses and Permits  . . . . . . . . . . . 13,200

Intergovernmental Revenues  . . . . . 61,900
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exceed the amount of revenue from that source realized to date; consequently, the
Balance column will have a debit balance and may be headed Estimated Revenues
Not Yet Realized, or simply Unrealized Revenues. This amount is a budgetary
resource of the government—legally and realistically budgeted revenues that will be
recognized as assets before the end of the fiscal year.

Budgetary Control of Encumbrances and Expenditures
When enacted into law, an appropriation is an authorization for administrators to
expend financial resources on behalf of the government not to exceed the amounts
specified in the appropriation ordinance or statute, for the purposes set forth in
that ordinance or statute, during the period of time specified. An appropriation
is considered expended when the authorized liabilities have been incurred. Penal-
ties are imposed by law on an administrator who expends more than appropriated
or who makes expenditures for any purpose not covered by an appropriation or
after the authority to do so has expired. Prudence therefore dictates that each pur-
chase order and each contract be reviewed before it is signed to determine that
a valid and sufficient appropriation exists to which the expenditure can be
charged when goods or services are received. If the review indicates that a valid
appropriation exists and it has an available balance sufficient to cover the amount
of the purchase order or contract being reviewed, the purchase order or contract
legally may be issued. When a purchase order or contract has been issued, it is
important to record the fact that the appropriation has been encumbered in the
amount of the purchase order or contract. The word encumbered is used, rather
than the word expended, because the amount is only an estimate of the liability
that will be incurred when the purchase order is filled or the contract executed.
It is reasonably common for quantities of goods received to differ from quanti-
ties ordered, and it is not uncommon for invoice prices to differ from unit prices
shown on purchase orders. The use of appropriation authority may be somewhat
tentative inasmuch as some suppliers are unable to fill orders or to perform as
stipulated in a contract; in such cases, related purchase orders or contracts must
be canceled.

Note that the issuance of purchase orders and/or contracts has two effects: (1) The
encumbrance of the appropriation(s) that gave the government the authority to order
goods or services and (2) the starting of a chain of events that will result in the gov-
ernment expending resources when the purchase orders are filled and the contracts
executed. Both effects should be recorded in order to help administrators avoid over-
expending appropriations and plan for payment of liabilities on a timely basis. The
accounting procedure used to record the two effects is illustrated by Entry 4. The
first effect is recorded by the debit to the general ledger account Encumbrances.
Encumbrances is a control account that is related to the Appropriations control
account discussed previously and to the Expenditures control account discussed in
relation to Entries 5a and 5b. In order to accomplish the matching of Appropriations,
Expenditures, and Encumbrances necessary for budgetary control, subsidiary account
classifications of all three must correspond exactly (see Illustration 3–8). The gen-
eral ledger account credited in Entry 4, Reserve for Encumbrances, is used to record
the second effect of issuing purchase orders and contracts—earmarking a portion of
Fund Balance for the estimated cost of goods or services ordered. Reserve for
Encumbrances, sometimes called Outstanding Encumbrances, is not a control
account; the balance of the account at the balance sheet date is reported as a reser-
vation of fund balance, as illustrated in Chapter 4.

Chapter 3 Governmental Operating Statement Accounts; Budgetary Accounting 89

wiL79603_ch03_065-110.qxd  12/15/08  12:22 PM  Page 89 User-S179 OS-10:Users:user-s-179:Desktop:Temp Work:15-12-08:Wilson_03:



Entries 4, 5a, and 5b illustrate accounting for encumbrances and expenditures for
the General Fund of the government for which entries are illustrated in previous sec-
tions of this chapter. Entry 4 is made on the assumption that early in January pur-
chase orders are issued pursuant to the authority contained in the General Fund
appropriations; assumed amounts chargeable to each function for which purchase
orders are issued on this date are shown in the debits to the Encumbrances subsidiary
accounts.

When goods or services for which encumbrances have been recorded are received
and the suppliers’ invoices are approved for payment, the accounts should record the
fact that appropriations have been expended, not merely encumbered, and that an
actual liability, not merely an expected liability, exists. Entry 5a reverses Entry 4 to
the extent that purchase orders are filled (ordinarily some of the purchase orders
recorded in one encumbrance entry will be filled in one time period, and some in
other time periods). It is important to note that since estimated amounts were used
when encumbrances were recorded, the reversing entry must also use the estimated
amounts. Thus, the balance remaining in the Encumbrances control account and in
the Reserve for Encumbrances account is the total estimated dollar amount of pur-
chase orders and contracts outstanding. The estimated dollar amount of purchase
orders outstanding against each appropriation is disclosed by the subsidiary accounts,
as shown in Illustration 3–8.
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General Ledger Subsidiary Ledger

Debits Credits Debits Credits

4. Encumbrances—2011  . . . . . . . . . . . . 45,400

Reserve for Encumbrances—2011 . . 45,400

Encumbrances Ledger:

General Government  . . . . . . . . . . . . . 38,000

Public Safety . . . . . . . . . . . . . . . . . . . . 7,400

ILLUSTRATION 3–8

NAME OF GOVERNMENTAL UNIT
Appropriations, Expenditures, and Encumbrances Ledger

Code No.: 0607-03
Fund: General

Year: 2011 Function: General Government

Month
Encumbrances Expenditures Appropriations

and Cumulative Available
Day Reference Debits Credits Open Debits Total Credits Balance

Jan. 2 Budget (Entry 2) $1,150,000 $1,150,000

3 Purchase orders

issued (Entry 4) $38,000 $38,000 1,112,000

17 Invoices approved

for payment

(Entries 5a, 5b) $35,000 3,000 $35,100 $35,100 1,111,900
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Expenditures and the liability account must both be recorded at the actual amount
the government agrees to pay the vendors who have filled the purchase orders (see
Entry 5b). The fact that estimated and actual amounts differ causes no accounting
difficulties as long as goods or services are received in the same fiscal period as
ordered. The accounting treatment required when encumbrances outstanding at year-
end are filled, or canceled, in a following year is illustrated in Chapter 4.

The encumbrance procedure is not necessary for every type of expenditure trans-
action. For example, although salaries and wages of governmental employees must
be chargeable against valid and sufficient appropriations in order to give rise to legal
expenditures, many governments do not find it necessary to encumber the depart-
mental personal services appropriations for estimated payrolls of recurring, relatively
constant amounts. Departments having payrolls that fluctuate greatly from one sea-
son to another may follow the encumbrance procedure to make sure the personal ser-
vice appropriation is not overexpended.

From the foregoing discussion and illustrative journal entries, it should be apparent
that administrators of governments need accounting systems designed to provide at any
given date during a fiscal year comparisons for each item in the legal appropriations
budget of (1) the amount appropriated, (2) the amount of outstanding encumbrances,
and (3) the cumulative amount of expenditures to this date. The net of the three items
is accurately described as Unencumbered Unexpended Appropriations but can be
labeled more simply as Available Appropriations or Available Balance.

Classification of appropriations, expenditures, and encumbrances was discussed in a
preceding section of this chapter. In order to provide needed comparisons, classifica-
tions of expenditures and encumbrances must agree with the classifications of appro-
priations mandated by law. In many jurisdictions, good financial management may
dictate all three elements be classified in greater detail than required by law. In most
cases, budgetary control over expenditures follows the logical flow depicted below:

APPROPRIATION ENCUMBRANCE EXPENDITURE DISBURSEMENT

At intervals during the fiscal year, a Schedule of Budgeted and Actual Expendi-
tures and Encumbrances should be prepared to inform administrators and members
of the legislative branch of the data contained in the subsidiary ledger records. An
example of such a schedule is illustrated in Chapter 4 (see Illustration 4–4). Also in
Chapter 4, the entries needed at year-end to close budgetary and nominal accounts
are illustrated (Entries 25a, 25b, and 25c, Chapter 4).

←←←
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General Ledger Subsidiary Ledger

Debits Credits Debits Credits

5a. Reserve for Encumbrances—2011 . 42,000

Encumbrances—2011 . . . . . . . . 42,000

Encumbrances Ledger:

General Government  . . . . . . . . 35,000

Public Safety  . . . . . . . . . . . . . . . 7,000

5b. Expenditures—2011  . . . . . . . . . . . 42,400

Vouchers Payable  . . . . . . . . . . . 42,400

Expenditures Ledger:

General Government  . . . . . . . . . . 35,100

Public Safety  . . . . . . . . . . . . . . . . . 7,300
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Accounting for Allotments
In some jurisdictions, it is necessary to regulate the use of appropriations so only
specified amounts may be used from month to month or from quarter to quarter.
The purpose of such control is to prevent expenditure of all or most of the autho-
rized amount early in the year without providing for unexpected requirements
arising later in the year. A common device for regulating expenditures is the use
of allotments. An allotment may be described as an internal allocation of funds
on a periodic basis usually agreed upon by the department heads and the chief
executive.

Allotments may be formally recorded in ledger accounts. This procedure might
begin with the budgetary entry, in which Unallotted Appropriations would replace
Appropriations. If this is desired, a combined entry to record the budget would be
(using the numbers given in Entries 1 and 2, omitting entries in subsidiary
accounts—which would be as illustrated previously with one exception—the sub-
sidiary ledger credit accounts in Entry 2 would be designated as Unallotted Appro-
priations instead of Appropriations):

If it is assumed that $342,000 is the amount formally allotted for the first period,
the following entry could be made (amounts allotted for each function are shown in
the subsidiary ledger entries):

Expenditures should be recorded periodically as invoices are received by using
departments or divisions in the manner previously described.

Accounting Information Systems
In a computerized accounting system, an account number structure provides for
appropriate classification of revenues and expenditures, as well as for the desired
classification of assets, liabilities, and fund balances. Many alternative governmen-
tal accounting software systems are available. The general ledger module of most
systems can easily accommodate all of the revenue and expenditure detail accounts
needed for effective budgetary control.
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General Ledger Subsidiary Ledger

Debits Credits Debits Credits

Estimated Revenues  . . . . . . . . . . . . 1,277,500

Budgetary Fund Balance  . . . . . . . . . 359,000

Unallotted Appropriations  . . . . . . 1,362,000

Estimated Other Financing Uses . . 274,500

Unallotted Appropriations  . . . . . . . . 342,000

Allotments  . . . . . . . . . . . . . . . . . . 342,000

Allotments Ledger:

General Government  . . . . . . . . . . 289,000

Public Safety  . . . . . . . . . . . . . . . . 53,000
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Instead of using general ledger control accounts and related subsidiary ledgers,
computerized systems often use separate files or ledgers for proprietary and budgetary
reporting. For example, the general ledger module of one leading fund accounting
software system includes both a general ledger and a budget ledger. Actual revenues
and expenditures are posted to the general ledger, and budget amounts are posted to
the budget ledger. Of course, the same account numbers and titles used in the bud-
get ledger are used in the general ledger to permit budgetary comparison reporting.
In addition, the system provides a separate encumbrance ledger to record encumbered
amounts and monitor budgetary compliance. Selecting the type of transaction from a
menu on the screen determines in which ledger (or ledgers) a particular transaction
is posted. All such systems must provide transaction detail reports and other docu-
mentation of entries and postings in order to provide an adequate “audit trail.”

In an accounting information system, the account number structure is an impor-
tant design feature—one that affects the ease of financial operation and preparation
of financial statements. Most account number structures provide for the multiple
expenditure classifications prescribed by the GASB or similar classifications. Con-
sider, for example, the following five-segment account number structure used by one
Midwest city:

XXX � XXXX � XXX � XX � XX
(1) (2) (3) (4) (5)

The five segments of numbers represent the following classifications:

Even though the classification scheme just described does not agree precisely with
the expenditure classifications required by the GASB, it conforms in all essential
respects with the GASB classifications. Segment (1) accomplishes classification by
fund. Segment (2) permits classification by department and division, where divisions,
in most cases, represent particular activities, for example, operations, major crimes,
narcotics, and other activities of the police department. Because the Division classi-
fication in segment (2) meets the GASB activity classification requirement, the city
uses segment (3) to indicate what kind of account (asset, liability, and so forth) is
being used for a particular transaction. Segments (4) and (5) permit adequate object
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Segment Represents

1 Fund (e.g., 110 � General Fund; 224 � Library Operating Fund; 550 � Water
Fund; etc.)

2 First two positions of the segment represent department; other two positions
represent divisions within a department (e.g., 2120 � Police Operations; 
2125 � Police Major Crimes; 2127 � Narcotics; etc.)

3 First two positions of segment represent activity; third position represents 
subactivity (Note: This city uses segment 3 to indicate type of account rather than
activity and subactivity. For example, 100–199 � Assets; 200–299 � Liabilities; 
300–399 � Equity; 400–499 � Revenues; and 500–699 � Operating Expenses; etc.)

4 Element (broad object of expenditure category) (e.g., 01 � Personnel Services; 
12 � Supplies and Materials; 75 � Debt Service, Interest; etc.)

5 Detailed object of expenditure (e.g., some detailed objects associated with
Personnel Services are 01 � Salaries and Wages, Permanent Positions; 
05 � Salaries and Wages, Temporary Positions; and 41 � Salaries and Wages,
Overtime; etc.)
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of expenditure detail. Although the account structure provides no specific classifi-
cation for functions or programs, it is relatively easy to aggregate appropriate depart-
mental accounts to provide totals by function or program for financial reporting or
management purposes. Similarly, the lack of a specific character classification is of
little concern since object of expenditure accounts are provided for debt service, cap-
ital outlays, and intergovernmental activity.

To illustrate the use of this account number structure to code an actual transac-
tion, consider how the purchase of diesel fuel by the Public Works Department, Street
Cleaning activity would be coded for entry into the computer:

110 � 6023 � 534 � 12 � 40

General Public Operating Supplies Other
Fund Works— Expenses and Supplies—

Street Materials Fuel, Oil,
Cleaning and Lubricants

If, as is likely, the diesel fuel is purchased from an internal service fund of the city,
a liability account, Due to Other Funds, would also be credited. In this case, the trans-
action must also be recorded as a sale (Billings to Departments) and a receivable (Due
from General Fund) in the internal service fund. If the fuel is purchased from an
external source, either Accounts Payable or Vouchers Payable would be credited.

In actual practice, the interface programs used for most computerized accounting
systems make it relatively simple to move around within the account number struc-
ture. Though systems differ markedly, department or finance personnel or account-
ing clerks usually enter the appropriate numbers for funds, department, activity, type
of account, expenditure object, and dollar amount or choose these items from drop-
down help menus. Function keys are often programmed to produce help menus for
account number segments, particularly for expenditure objects.

For transactions that can be entered by department personnel, such as purchase
requisitions, internal control considerations usually restrict entry and data access
to only certain funds and types of accounts. For these transactions, the fund and
department/division information often defaults to that applicable to a particular
department or division. In addition to the information embedded in the account
number, purchasing and accounts payable programs also must provide lists of 
vendor numbers and names, usually in drop-down menu form. Some systems 
automatically complete the vendor identification information as soon as a few 
distinguishing keystrokes are entered. Vendor detail records usually permit instant
display of vendor account status, including outstanding purchase orders, invoices
received, due dates, invoices paid, and payments pending. As is common in 
computerized accounting environments, whether business, not-for-profit, or 
government, the accounting clerk often has little knowledge of the actual accounting
processes occurring within the information system.

Generally, any account number segments not needed for a transaction have zeros
inserted or, in some systems, may be masked. For example, for the city whose
account number structure was illustrated earlier, recording revenues or paying vouch-
ers payable requires no data to be entered for segments (4) and (5), so zeros are
automatically inserted for those segments. Data classified according to an entity’s
account number structure can easily be aggregated within any segment, or group of
segments, to provide a wide variety of custom financial reports, in addition to pre-
defined reports and financial statements.
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The discussion of computerized accounting systems has focused on the systems
that have evolved to meet the fund accounting needs of government. Governments now
face the challenge of redesigning their existing systems or acquiring new systems that
will accommodate government-wide accounting and financial reporting requirements,
as well as preparing the fund financial statements required by GASBS 34. Many 
governments may continue for an extended period to use their present fund accounting
computer systems, supplemented by spreadsheet and report writer interfaces that per-
mit the reclassifications of fund-based information needed to prepare government-
wide financial statements. The disadvantage of this approach is that government-wide
statements are often not available for the use of citizens and other users until the end
of the reporting period when the reconciling worksheets are prepared.

CONCLUDING REMARKS

The illustrative journal entries shown in this chapter to record the budget have no
impact on the government-wide statement of activities. Operating transactions shown,
however, may be treated differently at the government-wide level than in the General
Fund. Because the illustrative transactions presented in this chapter were intended to
illustrate budgetary control over revenues and expenditures, the possible effects of
those transactions at the government-wide level were ignored. In Chapter 4, the dual
effects of accounting transactions are analyzed and appropriate journal entries are made
in both the general journal for the General Fund and the general journal used to record
government activities at the government-wide level.

Appendix
Accounting for Public School Systems
There are about 13,000 independent public school systems in the United States.
Although they are classified as special purpose governments, these school systems
follow the same generally accepted accounting principles as state and local governments—
the accounting and reporting standards issued by GASB.18 The approximately 1,500
“dependent” school systems are accounted for as part of their parent general purpose
government, either a state, county, municipality, or township. Public school systems,
both independent and dependent, often follow specialized accounting and reporting
procedures prescribed by a state oversight department or agency. Further, all state
oversight departments or agencies collect revenues and expenditures data for all pre-
kindergarten through grade 12 public schools in their state and provide these data to
the National Center for Educational Statistics (NCES) so the NCES can prepare the
annual “National Public Education Financial Survey.”19 For the sake of uniformity,
most school systems follow the system of classification for revenues and expenditures
recommended by the NCES. This system of classification is discussed next. In addi-
tion, independent public school systems must prepare the MD&A and basic financial
statements required by GASBS 34.
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Appendix

18 Dean Michael Mead, What You Should Know about Your School District’s Finances: A Guide to
Financial Statements (Norwalk, CT: GASB, 2000).
19 An extensive list of NCES reports and resources is available on the Internet at http://www.NCES.ed.gov.
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CLASSIFICATION OF EXPENDITURES 
OF PUBLIC SCHOOL SYSTEMS
The NCES system of expenditure classifications expands on the GASB classifications
discussed in this chapter, reflecting the standardized national data collection and
reporting requirements imposed by the NCES on all states. Specifically, the NCES
account code structure provides for nine expenditure classification categories: fund,
program, function, object, project, level of instruction, operational unit, subject mat-
ter, and job class.20 Generally, school systems need to report data for the classifica-
tions required by the education oversight body in their state, which may vary from
state to state.

The program classification is critically important for effective management of pub-
lic education at the local, state, and federal levels. The NCES identifies several broad
classes of programs, including regular elementary/secondary education programs, 
special programs, vocational and technical programs, other instructional programs—ele-
mentary/secondary, nonpublic school programs, adult/continuing education programs,
community/junior college education programs, community service programs, and co-
curricular and extracurricular activities. Numerous detailed program classifications are
possible within each broad category. For example, special programs may include service
programs related to mental retardation, physical impairment, emotional disturbance, and
developmental delay, among many other services. Similarly, vocational and technical
programs include programs intended to prepare students for careers in 16 broad-based
career areas, such as agriculture and natural resources, architecture and construction,
information technology, and law and public safety.

The NCES function classification relates to the activity for which goods or services
are acquired. Functions are classified into the five broad areas of instruction, support
services, operation of noninstructional services, facilities acquisition and construction,
and debt service. In addition, the NCES provides account codes for 61 subfunctions, of
which 14 are required for reporting to NCES. The required subfunctions are instruction;
support services—students; support services—instruction; support services—general
administration; support services—school administration; central services; operation and
maintenance of plant; student transportation; other support services; food service oper-
ations; enterprise operations; community services operations; facilities acquisition and
construction; and debt service.

Consistent with GASB standards, the NCES object classification describes the ser-
vice or goods acquired by a particular expenditure. The NCES provides for nine major
object categories: personal services—salaries; personal services—employee benefits;
purchased professional and technical services; purchased property services; other pur-
chased services; supplies; property; debt service and miscellaneous; and other items. As
with programs and functions, numerous detailed object accounts are provided for each
major object category, although only certain of those are identified for mandatory use
and reporting to the NCES.

The project classification provides coding for projects that are funded from local,
state, or federal sources, plus an additional code for projects that do not require spe-
cialized reporting to a local, state, or federal funding source. To meet reporting
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20 The following discussion of expenditure and revenue classifications is based on the account classifi-
cation codes provided in National Center for Education Statistics, Financial Accounting for Local and
State School Systems: 2003 Edition (Washington, DC: U.S. Department of Education, Core Finance
Data Task Force, The National Forum on Education Statistics, 2003).
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requirements imposed by some states on public school systems, the NCES provides
a level of instruction classification, consisting of such categories as elementary, mid-
dle, secondary, postsecondary, and programs for adult/continuing education. Finally,
there are three optional-use expenditure classifications for operational unit, subject
matter, and job-class. The operational unit classification provides the option of reporting
by separate attendance centers, budgetary units, or cost centers. Subject matter could
include such categories as agriculture, art, business, and science. Job-class relates to classi-
fications used for personnel, such as administrative, professional, clerical, and technical.

CLASSIFICATION OF REVENUES 
OF PUBLIC SCHOOL SYSTEMS
Revenues of public school systems, both those dependent upon a general purpose gov-
ernment and independent school systems, should be classified in the manner pre-
scribed by the NCES, as refined by the appropriate state oversight body. Generally,
public school revenues should be classified by fund, source, and project/reporting
code. The NCES publication cited in footnote 20 provides the following revenue clas-
sifications:

1000 Revenue from local sources
1100 Taxes levied/assessed by the school system
1200 Revenue from local governmental units other than school districts
1300 Tuition
1400 Transportation fees
1500 Investment income
1600 Food services
1700 District activities
1800 Community services activities
1900 Other revenue from local sources

2000 Revenue from intermediate sources
2100 Unrestricted grants-in-aid
2200 Restricted grants-in-aid
2800 Revenue in lieu of taxes
2900 Revenue for/on behalf of the school district

3000 Revenue from state sources
3100 Unrestricted grants-in-aid
3200 Restricted grants-in-aid
3800 Revenue in lieu of taxes
3900 Revenue for/on behalf of the school district

4000 Revenue from federal sources
4100 Unrestricted grants-in-aid direct from the federal government
4200 Unrestricted grants-in-aid from the federal government through the state
4300 Restricted grants-in-aid direct from the federal government
4500 Restricted grants-in-aid from the federal government through the state
4700 Grants-in-aid from the federal government through intermediate

governments
4800 Revenue in lieu of taxes
4900 Revenue for/on behalf of the school district

5000 Other financing sources
5100 Issuance of bonds
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5200 Fund transfers in
5300 Proceeds from the disposal of real or personal property
5400 Loan proceeds
5500 Capital lease proceeds
5600 Other long-term debt proceeds

6000 Other items
6100 Capital contributions
6200 Amortization of premium on issuance of bonds
6300 Special items
6400 Extraordinary items

Additional detail provided in the NCES revenue classification structure has been omit-
ted from the foregoing list. For example, under classification 1100, taxes levied/assessed
by the school system, are additional detail classifications for ad valorem taxes, sales and
use taxes, and income taxes, among others.

“Intermediate” sources of revenue are administrative units or political subdivisions
between the local school system and the state. “Grants-in-aid” from intermediate, state,
or federal governments are contributions from general revenue sources of those govern-
ments, or, if related to specific revenue sources of those units, are distributed on a flat
grant or equalization basis. “Revenue in lieu of taxes,” analogous to payment from an
enterprise fund to the General Fund discussed in Chapter 7, are payments made out of
general revenues of intermediate, state, or federal governments to a local school system
because the higher level governments own property located within the geographical
boundaries of the local school system that is not subject to taxation. “Revenue for/on
behalf of the school district” includes all payments made by intermediate, state, or fed-
eral governments for the benefit of the local system; payments to pension funds, or a
contribution of fixed assets, are examples.

GASBS 34 financial reporting provides information that has not been readily avail-
able to users of public school financial statements in the past. As do other state and
local governments, public school systems prepare basic financial statements, which
include “district-wide” and fund financial statements, an MD&A, and other required
supplementary information. Users are thus better able to assess how much the school
owns and owes, its present financial status and future outlook, what it costs to edu-
cate students, and the tax burden placed on citizens and businesses to finance edu-
cation.21 District-wide statements report on traditional governmental activities of a
public school district, essentially the activities related to educating students, as well
as business-type activities, for example, food services or after-school latchkey pro-
grams. Accountants and auditors need to be aware of state laws and regulations affect-
ing public schools’ commercial activities, such as the sale of products, direct
advertising, corporate-sponsored education materials, and exclusivity agreements with
soft drink companies.22
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21 Ibid.
22 General Accounting Office, Public Educational Commercial Activities in Schools, GAO/HEHS-00-156,
September 2000.
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Selected
References

3–1. Explain why governmental fund financial statements are insufficient for users
seeking information about operational accountability.

3–2. What benefits do financial statement users derive from the net (expense) revenue
format used for the government-wide statement of activities?

3–3. Why is depreciation expense typically reported as a direct expense in the
government-wide statement of activities?

3–4. Indicate whether the following revenues would most likely be classified as program
revenues or general revenues on the government-wide statement of activities.
a. Unrestricted operating grants that can be used at the discretion of the city

council.
b. Capital grants restricted for highway construction.
c. Charges for building inspections.
d. A special assessment for snow removal.
e. Fines and forfeits.
f. Motor vehicle fuel taxes restricted for road repair.
g. Unrestricted investment earnings.

3–5. Explain the essential differences between extraordinary items and special items
and how each of these items should be reported on the government-wide state-
ment of activities.

3–6. Indicate whether each of the following expenditure items should be classified as
a function, program, organization unit, activity, character, or object.
a. Mayor’s Office.
b. Public Safety.
c. Residential trash disposal.

Questions
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100 Part One State and Local Governments

d. Accident investigation.
e. Salaries and wages.
f. Debt service.
g. Environmental protection.
h. Health and Welfare.
i. Police Department.
j. Printing and postage.

3–7. Distinguish between:
a. Expenditures and Encumbrances.
b. Revenues and Estimated Revenues.
c. Reserve for Encumbrances and Encumbrances.
d. Reserve for Encumbrances and Fund Balance.
e. Appropriations and Expenditures.
f. Expenditures and Expenses.

3–8. State whether each of the following items should be classified as taxes,
licenses and permits, intergovernmental revenues, charges for services, fines
and forfeits, or miscellaneous revenue in a governmental fund.
a. Sales and use taxes levied by the government.
b. Payments by citizens for library services.
c. Building permits to construct a garage at a residence.
d. Traffic violation penalties.
e. Federal community development block grant.
f. Royalties from an exclusivity contract with a soft drink company.
g. Charges to a local university for extra city police protection during sporting

events.
h. Barbers and hairdressers’ registration fees.

3–9. For which funds are budgetary comparison schedules or statements required?
Should the actual revenues and expenditures on the budgetary comparison
schedules be reported on the GAAP basis? Why or why not?

3–10. Explain how expenditure and revenue classifications for public school systems
differ from those for state and local governments.

3–1 Internet Case—Revenue and Expense/Expenditure Classification. Locate a
comprehensive annual financial report (CAFR) using a city’s Web site, or one from
the “Project Pages/Statement 34” link of the GASB’s Web site, www.gasb.org.
Examine the city’s government-wide statement of activities and statement of 
revenues, expenditures, and changes in fund balances—governmental funds and
prepare a brief report responding to the following questions.
a.Referring to the government-wide statement of activities, explain how the 

program revenues and expenses are classified. Are expenses and program rev-
enues reported using a function or program classification? Do any function or
program categories show net revenues, or do they all show net expenses? Is
the fact that most, if not all, functions or programs show a net expense a prob-
lem? Why or why not?

b.Explain how revenues are classified and reported on the statement of revenues,
expenditures, and changes in fund balances. Compare the amount reported for
property taxes in this statement to the amount reported as general revenue on
the statement of activities. Do the two amounts agree? If not, can you think of
a reasonable explanation for the difference?

Cases
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Chapter 3 Governmental Operating Statement Accounts; Budgetary Accounting 101

c. Explain how expenditures are classified and reported on the statement of rev-
enues, expenditures, and changes in fund balances. Compare these amounts
to the amounts reported as expenses for the same functions or programs on
the statement of activities. Do the amounts agree? If not, can you think of a
reasonable explanation for the differences?

3–2 Internet Case—Budgetary Comparison Statements; Budget Basis Com-
pared with GAAP. Refer to Case 3–1 for instructions about how to obtain the
CAFR for a city of your choice. Using that CAFR, go to the required supple-
mentary information (RSI) section, immediately following the notes to the finan-
cial statements, and locate the budgetary comparison schedule (note: this
schedule may be titled schedule of revenues, expenditures, and changes in fund
balances—budget and actual) for the General Fund and major special revenue
funds. If this schedule is not included in the RSI, then the city you have selected
is one that elects to prepare an audited statement of revenues, expenditures, and
changes in fund balances—budget and actual as part of the basic financial state-
ments. Also, locate the GAAP operating statement for governmental funds
called the statement of revenues, expenditures, and changes in fund balances—
governmental funds in the basic statements (note: this statement does not con-
tain any budgetary information). Examine the schedule and/or statements, as the
case may be, and prepare a brief report that responds to the following questions.
a. Are revenues and/or expenditures presented in greater detail in the budgetary

comparison schedule (or statement) than in the GAAP operating statement?
If so, why, in your judgment, is this the case?

b. Do actual revenues on the budgetary comparison schedule agree in amount
with those on the GAAP operating statement? If they differ, is there an
explanation provided either in the notes to the financial statements or notes
to the RSI to explain the difference? What explanations are provided, if any?

c. Do actual expenditures on the budgetary comparison schedule agree in
amount with those on the GAAP operating statement? If they differ, is there
an explanation provided either in the notes to the financial statements or
notes to the RSI to explain the difference? What explanations are provided,
if any?

d. If no differences were noted in either b or c above, go to item e. If differences
were noted, was there a notation in the heading of the budgetary comparison
schedule/statement indicating “Non-GAAP Budgetary Basis” or an indication
of budget basis in the column heading for actual revenues and expenditures?

e. Does the budgetary comparison schedule/statement contain a variance col-
umn? If so, is the variance the difference between actual and original bud-
get or the difference between actual and final budget?

3–3 Internet Case—Charter Schools. You are an accountant in a state that allows
charter schools, or public school academies, to educate kindergarten through 12th
grade students and receive public funds to do so. A group of parents and teach-
ers is forming such a school and has asked for your help in establishing an
accounting system. Use the Internet to identify resources that may help you in
this task. For example, use your favorite search engine to look for information
on “charter schools” and “accounting systems,” and answer these questions:
a. Would you expect an accounting system for this type of school to be any dif-

ferent than that used by traditional public schools?
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102 Part One State and Local Governments

b. Should you incorporate budgetary accounting? (Hint: Try http://www.uschar-
terschools.org and look for “Budgets, Finance, and Fund-raising” under
“Resources” and “Starting a Charter School.”)

3–1 Examine the CAFR. Utilizing the CAFR obtained for Exercise 1–1, in Chap-
ter 1, review the governmental fund financial statements and related data and
government-wide financial statements. Note particularly these items:
a. Statement of Activities at the Government-wide Level. Has the government

prepared statements in compliance with the GASBS 34 financial reporting
model? Does the statement of activities appear on one page or across two pages?
What is the most costly governmental function or program operated by the gov-
ernment? How much of the cost of governmental activities was borne by tax-
payers in the form of general revenues? Did the entity increase or decrease its
governmental activities unrestricted net assets this year? Did the entity increase
or decrease its business-type activities unrestricted net assets this year?

b. Statement of Revenues, Expenditures, and Changes in Fund Balances for
Governmental Funds.
(1) Revenues and Other Financing Sources. What system of classification of

revenues is used in the governmental fund financial statements? List the
three most important sources of General Fund revenues and the most impor-
tant source of revenue for each major governmental fund. Does the report-
ing entity depend on any single source for as much as one-third of its
General Fund revenues? What proportion of revenues is derived from prop-
erty taxes? Do the notes clearly indicate recognition criteria for primary
revenue sources?

Are charts, graphs, or tables included in the CAFR that show the
changes over time in reliance on each revenue source? Are interfund
transfers reported in the same section of the statement as revenues, or
are they reported in other financing sources?

(2) Expenditures and Other Financing Uses. What system of classification
of expenditures is used in the governmental fund financial statements?
List the three largest categories of General Fund expenditures; list the
largest category of expenditure of each major governmental fund.

Are charts, tables, or graphs presented in the CAFR (most likely in the
statistical section) to show the trend of General Fund expenditures, by cat-
egory, for a period of 10 years? Is expenditure data related to nonfinancial
measures such as population of the government or workload statistics (e.g.,
tons of solid waste removed or number of miles of street constructed)?

c. Budgetary Comparison Schedule or Statement. Does the government 
present budgetary comparisons as a basic governmental fund financial statement,
or as required supplementary information (RSI) immediately following the notes
to the financial statements? Is the budgetary comparison title a schedule rather
than a statement? Does the budgetary comparison present the original budget
and the final amended budget? Does the budgetary schedule present actual data
using the budgetary basis of accounting? Has the government presented one or
more variance columns? Do all blended component units use the same budgetary
practices as the primary government of the reporting entity? Does the CAFR
state this explicitly, or does it indicate that budgetary practices differ by disclo-
sures in the headings of statements, the headings of columns within statements,
or by narrative and schedules within the notes to the financial statements?

Exercises and 
Problems
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3-2 Multiple Choice. Choose the best answer.

1. Which of the following best describes the recommended format for the gov-
ernment-wide statement of activities?
a. Revenues minus expenses equals change in net assets.
b. Revenues minus expenditures equals change in net assets.
c. Program revenues minus expenses minus general revenues equals changes

in net assets.
d. Expenses minus program revenues minus general revenues equals change

in net assets.

2. Expenses that are specifically identified with a program or function are
reported in the government-wide statement of activities as:
a. Specific expenses.
b. Direct expenses.
c. Incremental expenses.
d. Program expenses.

3. An extraordinary item differs from a special item in that an extraordinary
item is:
a. Reported on a separate line below General Revenues.
b. Within management’s control.
c. Both unusual in nature and infrequent in occurrence.
d. Either unusual in nature or infrequent in occurrence.

4. Which of the following neither increases nor decreases fund balance of the
General Fund during the current period?
a. Deferred revenues.
b. Revenues.
c. Expenditures.
d. Other financing sources.

5. One characteristic that distinguishes other financing sources from revenues
is that other financing sources:
a. Arise from debt issuances or interfund transfers in.
b. Increase fund balance when they are closed at year-end.
c. Provide financial resources for the recipient fund.
d. Have a normal credit balance.

6. Under the modified accrual basis of accounting, expenditures generally are
not recognized until:
a. They are paid in cash.
b. An obligation is incurred that will be paid from currently available

financial resources.
c. Goods or services are ordered.
d. They are approved by the legislative body.

7. According to GASB standards, expenditures are classified by:
a. Fund, function or program, organization unit, source, and character.
b. Fund, function or program, organization unit, activity, character, and

object.
c. Fund, appropriation, organization unit, activity, character, and object.
d. Fund, organization unit, encumbrance, activity, character, and object.
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8. Under GASB requirements for external financial reporting, one would find
the budgetary comparison schedule (or statement) in the:
a. Required supplementary information (RSI).
b. Basic financial statements.
c. Either a or b, as elected by the government.
d. Neither a nor b.

9. If supplies that were ordered by a department financed by the General Fund are
received at an actual price that is less than the estimated price on the purchase
order, the department’s available balance of appropriations for supplies will be:
a. Decreased.
b. Increased.
c. Unaffected.
d. Either a or b, depending on the department’s specific budgetary control

procedures.

10. Spruce City’s finance department recorded the recently adopted General
Fund budget at the beginning of the current fiscal year. The budget approved
estimated revenues of $1,000,000 and appropriations of $1,100,000. Which
of the following is the correct journal entry to record the budget?

Debits Credits

a. Appropriations  . . . . . . . . . . . . . . . . . 1,100,000

Budgetary Fund Balance  . . . . . . . . . 100,000

Estimated Revenues  . . . . . . . . . . . . 1,000,000

b. Revenues Receivable  . . . . . . . . . . . . . 1,000,000

Budgetary Deficit . . . . . . . . . . . . . . . . 100,000

Appropriations  . . . . . . . . . . . . . . . . 1,100,000

c. Estimated Revenues  . . . . . . . . . . . . . . 1,000,000

Budgetary Fund Balance  . . . . . . . . . . . 100,000

Appropriations  . . . . . . . . . . . . . . . . 1,100,000

d. Memorandum entry only.

3–3 Beginning and Ending Fund Balances. The following information is provided
about the Village of Wymette’s General Fund operating statement and budgetary
accounts for the fiscal year ended June 30, 2010.

Estimated revenues $3,150,000
Revenues 3,190,000
Appropriations 3,185,000
Expenditures 3,175,000
Fund balance (beginning of year) 580,000
Budgetary fund balance (after FY 2010 

budget was recorded) (35,000)

Required

a. Did the Village of Wymette engage in imprudent budgeting practice by
authorizing a greater amount of expenditures than revenues estimated for the
year, or potentially violate village or state balanced-budget laws?

b. Calculate the end-of-year balances for the Fund Balance and Budgetary Fund
Balance accounts that would be reported on the Village’s balance sheet prepared
as of June 30, 2010. Show all necessary work.
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3–4 Recording Adopted Budget. The City of Marion adopted the following Gen-
eral Fund budget for fiscal year 2011:

Estimated revenues:
Taxes $3,000,000
Intergovernmental revenues 1,000,000
Licenses and permits 400,000
Fines and forfeits 150,000
Miscellaneous revenues 100,000

Total estimated revenues $4,650,000

Appropriations:
General government $ 950,000
Public safety 2,000,000
Public works 950,000
Health and welfare 850,000
Miscellaneous 50,000

Total appropriations $4,800,000

Required

a. Assuming that a city ordinance mandates a balanced budget, what must be
the minimum amount in the Fund Balance account of the General Fund at
the beginning of FY 2011?

b. Prepare the general journal entries to record the adopted budget at the begin-
ning of FY 2011. Show entries in the subsidiary ledger accounts as well as
the general ledger accounts.

3–5 Recording Encumbrances. During July 2010, the first month of the 2011 fiscal
year, the City of Marion issued the following purchase orders and contracts (see
Problem 3–4):
General government $ 50,000
Public safety 200,000
Public works 75,000
Health and welfare 65,000
Miscellaneous 4,000

Total purchase orders and contracts $394,000

Required

a. Show the general journal entry to record the issuance of the purchase orders
and contracts. Show entries in subsidiary ledger accounts as well as general
ledger accounts.

b. Explain why state and local governments generally record the estimated
amounts of purchase orders and contracts in the accounts of budgeted gov-
ernmental funds, whereas business entities generally do not prepare formal
entries for purchase orders.

3–6 Subsidiary Ledgers. The printout of the Estimated Revenues and Revenues
subsidiary ledger accounts for the General Fund of the City of Salem as of Feb-
ruary 28, 2011, appeared as follows:
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PROPERTY TAXES
Date Folio Estimated Revenues Revenues Balance

01 01 45 1 9,600,000 9,600,000
02 28 45 6 (20,000) 9,580,000 0

LICENSES AND PERMITS
Date Folio Estimated Revenues Revenues Balance

01 01 45 1 1,600,000 1,600,000
01 31 27 4 640,000 960,000
02 27 27 7 200,000 760,000

INTERGOVERNMENTAL REVENUE
Date Folio Estimated Revenues Revenues Balance

01 01 45 1 3,200,000 3,200,000
02 28 27 7 1,500,000 1,700,000

CHARGES FOR SERVICES
Date Folio Estimated Revenues Revenues Balance

01 01 45 1 600,000 600,000
02 28 27 7 160,000 440,000

Required

Assuming that this printout is correct in all details and that there are no other
General Fund revenue classifications, answer the following questions. Show all
necessary computations in good form.
a. What should be the balance of the Estimated Revenues control account?
b. What was the original approved budget for Estimated Revenues for 2011?
c. (1) Was the FY 2011 Estimated Revenues budget adjusted during the year?

(2) If so, when?
(3) If so, by how much?
(4) If so, was the original budget increased or decreased?

d. What should be the balance of the Revenues control account?
e. If in the Folio column of the accounts the numerals 45 stand for general jour-

nal and the numerals 27 stand for cash receipts journal, what is the most
likely reason that revenues from Property Taxes are first recognized in a gen-
eral journal entry, whereas revenues from the other three sources are first
recognized in cash receipts journal entries?

3–7 Appropriations, Encumbrances, and Expenditures. The finance director of
the Town of Liberty has asked you to determine whether the appropriations,
expenditures, and encumbrances comparison for Office Supplies for a certain
year (reproduced as follows) presents the information correctly. You determine
that the General Fund chart of accounts describes office supplies as “tangible
items of relatively short life to be used in a business office.” You also deter-
mine that the transfer of stationery, at cost, to the town water utility was prop-
erly authorized; the Water Utility Fund is to pay the General Fund $330 for the
supplies. The transfer of $46,000 from Office Supplies to Personal Services was
made by an accounting clerk, without the knowledge of managers, to avoid
reporting that the Personal Services appropriation had been overexpended.

Required

To determine whether the following budgetary comparison is correct, you need
to compute each of the following. Organize and label your computations so the
finance director can understand them.
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a. The final amended amount of the appropriation for Office Supplies for the year.
b. The valid amount of encumbrances outstanding against this appropriation at

the end of the year.
c. The net amount of expenditures made during the year that were properly

chargeable to this appropriation.
d. The unencumbered unexpended balance of this appropriation.

3–8 Computerized Accounting System—Departmental Budgetary Comparison
Report. Review the computer generated budgetary comparison report presented
below for the Lincoln City Parks and Recreation Department as of July 1 of its
fiscal year ending December 31, 2010, and respond to the questions that follow.

LINCOLN CITY
FY 2010 Detail Report, Departmental Expenditures

Run date: July 1, 2010
08-00 Parks and Recreation Department

Account Account FY 2010 Expenditures Encumbrances Available
Number Title Budget 2010 to Date Outstanding Appropriations

01 08-00 6110 Personnel Services $1,172,661 $533,472 $ 0 $639,189
01 08-00 7110 Materials and Supplies 376,457 207,683 27,424 141,350
01 08-00 7210 Conferences and Training 3,800 1,426 0 2,374
01 08-00 7310 Contractual Services 276,840 102,687 89,642 84,511
01 08-00 7410 Utilities 192,248 98,249 0 93,999
01 08-00 7810 Capital Outlay 57,924 21,387 3,600 32,937
01 08-00 7910 Other 248,673 172,538 6,742 69,393

TOWN OF LIBERTY
General Fund

Appropriation, Expenditures, and Encumbrances

Encumbrances Available
Purchase No. Explanation Appropriations Debits Credits Expenditures Balance

Budget legally approved 62,200 62,200
350 Purchase order—computer paper 600 61,600
356 Purchase order—stationery 420 62,020

Refund of prior year expenditure 30 62,050
370 Purchase order—filing supplies 400 61,650
350 Invoice 605 605 61,045
378 Purchase order—computer 3,160 57,885
380 Contract for washing office windows 2,000 55,885
356 Invoice 420 420 55,885

Cost of stationery issued to 
town’s water utility 330 56,215

Refund on P.O. 350 10 56,225
370 Invoice 400 425 55,800
380 Invoice 2,000 53,000
385 Purchase order—furniture 7,000 46,000

Transfer to Personal Services 
appropriation (46,000) 0
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Required

a. Explain the account code structure being employed by Lincoln City. Does
that structure appear consistent with the expenditure classifications required
by GASB standards? Does it allow for more detailed expenditure classifica-
tions, if desired? For example, could materials and supplies be further clas-
sified as recreational supplies, office supplies, building supplies, and so
forth?

b. What is the likely reason there are no outstanding encumbrances for the Per-
sonnel Services, Conferences and Training, and Utilities accounts?

c. Does it appear that the Parks and Recreation Department may overexpend
its appropriation for any accounts before the end of FY 2010? If so, which
accounts may run short?

d. Does it appear that the Parks and Recreation Department may underexpend
any of its appropriations for FY 2010? If so, which accounts may have exces-
sive spending authority?

e. What factors may explain the expenditure patterns observed in parts c and d?

3–9 Recording General Fund Operating Budget and Operating Transactions.
The Town of Bedford Falls approved a General Fund operating budget for the
fiscal year ending June 30, 2011. The budget provides for estimated revenues
of $2,700,000 as follows: property taxes, $1,900,000; licenses and permits,
$350,000; fines and forfeits, $250,000; and intergovernmental (state grants),
$200,000. The budget approved appropriations of $2,650,000 as follows: Gen-
eral Government, $500,000; Public Safety, $1,600,000; Public Works, $350,000;
Parks and Recreation, $150,000; and Miscellaneous, $50,000.

Required

a. Prepare the journal entry (or entries), including subsidiary ledger entries, to
record the Town of Bedford Falls’s General Fund operating budget on July
1, 2010, the beginning of the Town’s 2011 fiscal year.

b. Prepare journal entries to record the following transactions that occurred dur-
ing the month of July 2010.

1. Revenues were collected in cash amounting to $31,000 for licenses and
permits and $12,000 for fines and forfeits.

2. Supplies were ordered by the following functions in early July 2010 at
the estimated costs shown:

General Government $ 7,400
Public Safety 11,300
Public Works 6,100
Parks and Recreation 4,200
Miscellaneous 900

Total $29,900

3. During July 2010, supplies were received at the actual costs shown below
and were paid in cash. General Government, Parks and Recreation, and
Miscellaneous received all supplies ordered. Public Safety and Public
Works received part of the supplies ordered earlier in the month at esti-
mated costs of $10,700 and $5,900, respectively.
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Actual Estimated 
Cost Cost

General Government $ 7,300 $ 7,400
Public Safety 10,800 10,700
Public Works 6,100 5,900
Parks and Recreation 4,100 4,200
Miscellaneous 900 900

Total $29,200 $29,100

c. Calculate and show in good form the amount of budgeted but unrealized rev-
enues in total and from each source as of July 31, 2010.

d. Calculate and show in good form the amount of available appropriation in
total and for each function as of July 31, 2010.

3–10 Government-wide Statement of Activities. The following alphabetic listing
displays selected balances in the governmental activities accounts of the City
of Kokomo as of June 30, 2011. Prepare a (partial) statement of activities in
good form. For simplicity, assume that the city does not have business-type
activities or component units.

CITY OF KOKOMO
Governmental Activities

Selected Account Balances (in thousands)
For the Year Ended June 30, 2011

Debits Credits

Expenses—Culture and Recreation 12,352

Expenses—General Government 9,571

General Revenues—Property Taxes 56,300

General Revenues—Unrestricted Grants and Contributions 1,200

Expenses—Health and Sanitation 6,738

Expenses—Interest on Long-term Debt 6,068

General Revenues—Investment Earnings 1,958

Unrestricted Net Assets 126,673

Expenses—Public Safety 34,844

Program Revenue—Culture and Recreation—Charges for Services 3,995

Program Revenue—Culture and Recreation—Operating Grants 2,450

Program Revenue—General Government—Charges for Services 3,146

Program Revenue—General Government—Operating Grants 843

Program Revenue—Health and Sanitation—Charges for Services 5,612

Program Revenue—Public Safety—Capital Grants 62

Program Revenue—Public Safety—Charges for Services 1,198

Program Revenue—Public Safety—Operating Grants 1,307

Special Item—Gain on Sale of Park Land 3,473
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Chapter Four

Accounting for
Governmental
Operating Activities—
Illustrative Transactions
and Financial
Statements
Learning Objectives

After studying this chapter, you should be able to:

1. Analyze typical operating transactions for governmental activities and prepare
appropriate journal entries at both the government-wide and fund levels.

2. Prepare adjusting entries at year-end and a pre-closing trial balance.

3. Prepare closing journal entries and year-end General Fund financial statements.

4. Account for interfund and intra- and inter-activity transactions.

5. Account for transactions of a permanent fund.

6. Distinguish between exchange and nonexchange transactions, and define the
classifications used for nonexchange transactions.

In Chapter 3, the use of general ledger budgetary control accounts (Estimated
Revenues, Estimated Other Financing Sources, Appropriations, Estimated Other
Financing Uses, and Encumbrances) and related operating statement accounts
(Revenues, Other Financing Sources, Expenditures, and Other Financing Uses)
was discussed and illustrated. The necessity for subsidiary ledgers, or equivalent
computer files or ledgers, supporting the budgetary control accounts and related
operating statement accounts was also discussed. In this chapter, common trans-
actions and events, as well as related recognition and measurement issues, arising
from the operating activities of a hypothetical local government, the Town of
Brighton, are discussed, and appropriate accounting entries and financial statements
are illustrated.
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ILLUSTRATIVE CASE

The Town of Brighton’s partial government-wide statement of net assets, showing
only the governmental activities, and its General Fund balance sheet, both at the end
of the 2010 fiscal year, are presented in Illustration 4–1. Because this chapter focuses
on governmental operating activities, only the financial information for the Govern-
mental Activities column is presented at this time. The Town of Brighton does have
business-type activities, but those activities are discussed in Chapter 7 of the text.
Although the Town has no discretely presented component units, the column is shown
in the statement of net assets simply to illustrate the recommended financial state-
ment format.

Measurement Focus and Basis of Accounting
As discussed at several points in the earlier chapters, the government-wide statement
of net assets reports financial position using the economic resources measurement
focus and the accrual basis of accounting—in short, using accounting principles sim-
ilar to those used by business entities. In contrast, the General Fund balance sheet
reports financial position using the current financial resources measurement focus
and the modified accrual basis of accounting. Although both of these statements
represent financial position at the same point in time, even a casual comparison
reveals significant differences.

Perhaps the most striking difference between the two statements is that the state-
ment of net assets reports both capital assets and long-term liabilities, whereas the
General Fund balance sheet reports only current financial resources and current lia-
bilities to be paid from current financial resources. Current financial resources
include cash and items (such as marketable securities and receivables) expected to
be converted into cash in the current period or soon enough thereafter to pay cur-
rent period obligations. Prepaid items and inventories of supplies, if material, are
also included in current financial resources.

Another major difference is that the information reported in the Governmental
Activities column of the statement of net assets includes financial information for
all governmental activities, not just for the General Fund. For example, the Town of
Brighton also has debt service funds whose cash and receivables are combined with
those of the General Fund in the Assets section of the statement of net assets. The
investments reported in the statement of net assets belong to the debt service funds.
In fact, it will be noted that $77,884 of net assets are restricted for purposes of pay-
ing debt service (principal and interest) on long-term debt. (Note: The debt service
funds are discussed in Chapter 6.)

There are some other less important but still noteworthy differences. One such
difference involves format. The Town’s statement of net assets is in the GASB-rec-
ommended net assets format (that is, assets minus liabilities equals net assets) rather
than the traditional balance sheet format (assets equals liabilities plus fund equity).
This is not a necessary condition, however, as GASB Statement No. 34 permits
governments the option of preparing a government-wide balance sheet rather than a
statement of net assets, if they prefer.

An alert reader may have noted that the statement of net assets reports financial
information in a more condensed manner than does the General Fund balance sheet.
The primary reason for reporting more aggregated financial information is that
the government-wide financial statements, along with the required management’s
discussion and analysis (MD&A), are intended to provide a broad overview of the
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ILLUSTRATION 4–1

TOWN OF BRIGHTON
Statement of Net Assets

December 31, 2010

Primary Government

Governmental Business-Type Component
Activities Activities Total Units (None)

Assets

Cash $ 257,500 (Omitted

Investments 40,384 intentionally)

Receivables (net) 619,900

Inventory of supplies 61,500

Capital assets (net) 19,330,018

Total Assets 20,309,302

Liabilities
Vouchers payable 320,000

Accrued interest payable 37,500

Due to federal government 90,000

Bonds payable 1,500,000

Total Liabilities 1,947,500

Net Assets
Invested in capital assets,

net of related debt 17,830,018

Restricted for:

Debt service 77,884

Unrestricted 453,900

Total Net Assets $18,361,802

TOWN OF BRIGHTON
General Fund Balance Sheet

December 31, 2010

Assets

Cash $220,000

Taxes receivable—delinquent $660,000

Less: Estimated uncollectible delinquent taxes 50,000 610,000

Interest and penalties receivable on taxes 13,200

Less: Estimated uncollectible interest and penalties 3,300 9,900

Inventory of supplies 61,500

Total Assets $901,400

Liabilities and Fund Balances

Liabilities:

Vouchers payable $320,000

Due to federal government 90,000

Total Liabilities 410,000

Fund Balances:

Reserved for inventory of supplies $ 61,500

Reserved for encumbrances—2010 127,000

Fund balance 302,900

Total Fund Balances 491,400

Total Liabilities and Fund Balances $901,400
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government’s financial position. Additional detail is provided in the notes to the
financial statements (not provided in this chapter for sake of brevity), as well as in
the fund financial statements.

In the case of the Town of Brighton, the $453,900 reported for unrestricted net
assets in the government-wide statement of net assets is only $37,500 less than the
$491,400 reported as the total fund balances of the General Fund. In practice, these
amounts may be markedly different, as many governments will have financial infor-
mation for other governmental fund types that will be reported as part of the gov-
ernmental activities unrestricted net assets. At any rate, neither the net assets at the
government-wide level nor the fund balances (equity) at the fund level are analogous
to the stockholders’ equity of an investor-owned entity. Residents have no legal claim
on any net assets or fund equity of the government.

A few final points should be noted about the General Fund balance sheet before
discussing illustrative budgetary and operating transactions. Fund equity, usually
captioned as Fund Balances as shown in Illustration 4–1, is the arithmetic differ-
ence between the total financial resources and the total liabilities of the General
Fund. The Town of Brighton’s General Fund balance sheet illustrates that at Decem-
ber 31, 2010, a portion of fund balances is reserved because the $61,500 inventory
of supplies included in the fund’s assets cannot be spent or used to pay current lia-
bilities. In addition, some purchase orders issued in fiscal year 2010 were not filled
by the end of that year. The estimated $127,000 liability that will arise when these
goods or services are received in early 2011 represents a prior budgetary claim on
available financial resources, as shown by the line item “Reserved for encum-
brances—2010” on the General Fund balance sheet presented in Illustration 4–1.
The portion of fund balances that is not reserved is shown as a fund balance of
$302,900 on the balance sheet. In practice, this item is usually referred to as unre-
served fund balance.1

DUAL-TRACK ACCOUNTING APPROACH

Although thousands of governments have adopted the GASBS 34 reporting model,
most have continued to use traditional fund accounting software systems. These sys-
tems record transactions that occur during the year in the appropriate governmental
funds, but they are unable to directly provide account balances on the accrual basis
needed for the government-wide financial statements. To compensate for this defi-
ciency, most governments manually convert their fund-based financial information
to the accrual basis by preparing spreadsheets, as illustrated in Chapter 9. Most
municipal accounting software vendors have helped simplify this approach by devel-
oping report generators that selectively aggregate data needed for the government-
wide statements. Nevertheless, the authors believe that the reclassification approach
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1 As explained in Chapter 3, Footnote 8, a GASB exposure draft on fund balance reporting proposes
to eliminate the reserved and unreserved classifications of fund balance. If the final statement adopts
the proposed classification scheme, portions of amounts reported now in the unreserved fund bal-
ance classification could be reported in the future as restricted, limited, assigned, or unassigned fund
balances, depending on the nature of constraints that may exist on how the fund balances can be
spent. When the GASB issues the final statement, the authors will provide an update bulletin explain-
ing how the new standard affects various parts of the text.
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is deficient in the sense that the general ledger accounts do not provide all the
information needed to prepare government-wide financial statements. Among other
problems, the reclassification approach may limit the preparation of government-
wide financial statements to once a year and may present audit trail and accounting
record retention problems.

In a real-world computerized accounting system, the dual effects of transactions
could be captured using an extensive classification coding scheme, augmented by
well-designed report writer software, to aggregate information in different ways, for
example, by major fund and government-wide. In contrast, this text adopts a dual-
track approach to analyzing and recording transactions based on manual accounting
procedures. This approach is designed to facilitate ease of learning; however, as will
be apparent in Chapter 9, the dual-track approach also allows preparation of both
government-wide and fund financial statements.

Operating activities and transactions affect the Town of Brighton’s government-
wide financial statements and fund financial statements differently. Certain activi-
ties (e.g., those relating to the General Fund budget) have no effect on the
government-wide financial statements. Most operating activities or transactions
affect both the General Fund and governmental activities at the government-wide
level, although differently. Still other activities, such as recording depreciation
expense or accruing interest on general long-term debt, affect only the government-
wide financial statements and are not recorded at all in the General Fund or in any
other governmental fund. Examples of the latter journal entries are provided in
Chapters 6 and 9.

ILLUSTRATIVE JOURNAL ENTRIES

For the illustrative journal entries that follow, if the account titles or amounts differ
in any respect, separate journal entries are illustrated for the General Fund general
journal and the governmental activities (government-wide) general journal. For activ-
ities or transactions in which the entries would be identical, only a single journal
entry is illustrated. In these cases, the heading for the entry indicates that it applies
to both journals.

Recording the Budget
As discussed in Chapter 3, the budget should be recorded in the accounts of each
fund for which a budget is legally adopted. For purposes of review, Entry 1, which
follows, illustrates an entry to record the budget in the general journal for the Gen-
eral Fund of the Town of Brighton for fiscal year 2011. (The entry is shown in com-
bined form to illustrate that format. The detail shown is assumed to be the detail
needed to comply with laws applicable to the Town of Brighton. Since the Estimated
Revenues, Appropriations, and Estimated Other Financing Uses accounts refer only
to the fiscal year 2011 budget and will be closed at the end of the year, it is not
necessary to incorporate “2011” in the title of either.)

Interfund Transfer to Create a New Fund
The town council approved the creation of a new Supplies Fund, an internal ser-
vice fund, effective January 1, 2011, to provide most operating and office supplies
used by departments accounted for in the General Fund. The new fund was created
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by transferring the current inventory of supplies and $30,000 in cash from the Gen-
eral Fund, general government function. Appropriate journal entries are provided
in Chapter 7 to create the new internal service fund. The effect on the General
Fund is reflected in Entries 2 and 2a below. The transfer has no effect on govern-
mental activities at the government-wide level since financial information for both
the General Fund and the new Supplies Fund is reported in the Governmental
Activities column.
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General Ledger Subsidiary Ledger

Debits Credits Debits Credits
General Fund:

1. Estimated Revenues  . . . . . . . . . . . . 3,986,000
Budgetary Fund Balance  . . . . . . . . . 285,500

Appropriations  . . . . . . . . . . . . . . 4,180,000
Estimated Other Financing

Uses  . . . . . . . . . . . . . . . . . . . 91,500

Estimated Revenues Ledger:
Property Taxes  . . . . . . . . . . . . . . . . 2,600,000
Interest and Penalties on

Delinquent Taxes  . . . . . . . . . . . . 13,000
Sales Taxes  . . . . . . . . . . . . . . . . . . 480,000
Licenses and Permits . . . . . . . . . . . . 220,000
Fines and Forfeits . . . . . . . . . . . . . . 308,000
Intergovernmental Revenue  . . . . . . . 280,000
Charges for Services  . . . . . . . . . . . . 70,000
Miscellaneous Revenues . . . . . . . . . . 15,000
Appropriations Ledger:

General Government  . . . . . . . . . . 660,000
Public Safety  . . . . . . . . . . . . . . . 1,240,000
Public Works  . . . . . . . . . . . . . . . 1,090,000
Health and Welfare  . . . . . . . . . . . 860,000
Parks and Recreation  . . . . . . . . . . 315,000
Miscellaneous Appropriations . . . . . 15,000

Estimated Other Financing Uses Ledger:
General Government  . . . . . . . . . . 91,500

General Fund:

2. Other Financing Uses—Interfund

Transfers Out  . . . . . . . . . . . . . . 91,500

Inventory of Supplies  . . . . . . . . . . 61,500

Cash  . . . . . . . . . . . . . . . . . . . . 30,000

Other Financing Uses Ledger:

General Government  . . . . . . . . . . . 91,500

General Fund:

2a. Reserve for Inventory of Supplies . . . . 61,500

Fund Balance  . . . . . . . . . . . . . . . 61,500
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Entry 2a is necessary since the General Fund no longer possesses the supplies for
which the reservation of fund balance was established (see Illustration 4–1).
Although the General Fund will order most operating and office supplies from the
new Supplies Fund, certain special-use operating and office supplies will continue
to be ordered from external vendors.

Encumbrance Entry
Interdepartmental requisitions for supplies with an estimated cost of $247,360 were
submitted to the Supplies Fund, and purchase orders for certain other supplies and
contracts for services were placed with outside vendors in the amount of $59,090.
Entry 3 below shows the journal entry required to record the estimated cost of sup-
plies ordered and service contracts. Since some encumbrance documents issued in
2011 may not be filled until early 2012, sound budgetary control dictates that “2011”
be added to the Encumbrances general ledger control account and the correspond-
ing Reserve for Encumbrances. The amounts chargeable to specific appropriations
of 2011 are debited to detail accounts in the Encumbrances Subsidiary Ledger.
(Recall that budgetary entries affect only funds for which a budget is legally adopted;
they have no effect at the government-wide level.)

When supplies and services ordered during the current year have been received
and found to be acceptable, the suppliers’ or contractors’ billings or invoices should
be checked for agreement with the original interdepartmental requisitions, purchase
orders, or contracts as to prices and terms, as well as for clerical accuracy. If all
details are in order, the billing documents are approved for payment. If, as is usual
practice, the estimated liability for each order was previously recorded in the Encum-
brances control account in the general ledger, as well as in subsidiary Encumbrance
Ledger accounts, entries must be made to reverse the encumbrances entries for the
originally estimated amounts. In addition, entries are required to record the actual
charges in the Expenditures control account and subsidiary Expenditures Ledger
accounts. Expenses and/or assets must also be recorded in governmental activities
accounts at the government-wide level, as appropriate.

Assume that goods and services ordered during 2011 by departments financed by
the Town of Brighton General Fund (see Entry 3) were received as follows: All
supplies ordered at an estimated cost of $247,360 from the internal service fund
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General Ledger Subsidiary Ledger

Debits Credits Debits Credits
General Fund:

3. Encumbrances—2011  . . . . . . . . . . . 306,450

Reserve for Encumbrances—2011 . . 306,450

Encumbrances Ledger:

General Government  . . . . . . . . . . . 28,000

Public Safety  . . . . . . . . . . . . . . . . . 72,000

Public Works . . . . . . . . . . . . . . . . . 160,000

Parks and Recreation  . . . . . . . . . . . 36,000

Health and Welfare  . . . . . . . . . . . . 10,000

Miscellaneous Appropriations  . . . . . . 450
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(Supplies Fund) were received at an actual cost of $249,750; however, only a portion
of the supplies and contracts with outside vendors were filled or completed during
the year at an actual cost of $19,700, for which the estimated cost had been $22,415.
For purposes of illustration, the appropriations assumed to be affected are shown in
Entries 4 and 4a for the General Fund.

Although the Town of Brighton records the purchase of supplies from the Supplies
Fund at the amount billed, the expenses recorded in the governmental activities
accounts at the government-wide level should be the cost of the goods to the Sup-
plies Fund. In other words, the cost to the government as a whole is what the inter-
nal service fund paid for the goods to external parties, and does not include the
markup charged to departments by the Supplies Fund. As shown in Chapter 7, Entries
5a and b, the cost of the $249,750 of supplies issued to the General Fund was
$185,000, so the markup is 35 percent on cost. Accordingly, the total direct expenses
recorded at the government-wide level (see Entry 4b) is the $185,000 cost of supplies
purchased from the Supplies Fund plus the $19,700 of goods and services purchased
from external vendors, or a total of $204,700, distributed to functions based on
assumed purchase patterns. It is the town’s policy to include miscellaneous expenses
as part of the General Government function at the government-wide level. (Note that
the account credited at the government-wide level for the supplies purchased from the
Supplies Fund is Inventory of Supplies since $185,000 represents supplies issued that
are no longer in the Supplies Fund’s inventory and thus are no longer in inventory
from a government-wide perspective, assuming that substantially all supplies pur-
chased by General Fund departments will be consumed during the year. Immaterial
amounts of year-end inventory in the General Fund should be ignored.)
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General Ledger Subsidiary Ledger

Debits Credits Debits Credits

General Fund:

4. Reserve for Encumbrances—2011  . . . 269,775

Encumbrances—2011  . . . . . . . . . 269,775

Encumbrances Ledger:

General Government  . . . . . . . . . . 12,250

Public Safety  . . . . . . . . . . . . . . . 72,000

Public Works  . . . . . . . . . . . . . . . 150,900

Parks and Recreation  . . . . . . . . . . 30,000

Health and Welfare  . . . . . . . . . . . 4,175

Miscellaneous Appropriations . . . . . 450

4a. Expenditures—2011  . . . . . . . . . . . . 269,450

Due to Other Funds  . . . . . . . . . . 249,750

Vouchers Payable  . . . . . . . . . . . . 19,700

Expenditures Ledger:

General Government  . . . . . . . . . . . 12,300

Public Safety  . . . . . . . . . . . . . . . . . 72,000

Public Works . . . . . . . . . . . . . . . . . 150,600

Parks and Recreation  . . . . . . . . . . . 30,000

Health and Welfare  . . . . . . . . . . . . 4,100

Miscellaneous Appropriations  . . . . . . 450

wiL79603_ch04_111-168.qxd  12/15/08  1:39 PM  Page 118 User-S179 OS-10:Users:user-s-179:Desktop:Temp Work:15-12-08:Wilson_03:



In addition to supplies, General Fund departments will make expenditures (capi-
tal outlays) for equipment or other general capital assets during the year. Although
capital outlay expenditures are not illustrated in this chapter, they are recorded in the
same manner as were supplies in Entries 3, 4, and 4a. At the government-wide level,
an entry similar to Entry 4b would be required, except that the debit would be to
Equipment (or other capital asset account as appropriate).

Payment of Liabilities
Checks were drawn to pay the $339,700 balance of vouchers payable ($320,000 bal-
ance at the end of 2010 plus the $19,700 amount from Entry 4a) and the 2010 year-
end amount due to the federal government. In addition, the General Fund paid the
Supplies Fund $249,750 for supplies purchased in Entry 4a. The following entries would
be made for the General Fund and governmental activities at the government-wide level:

Note that the entry to Due to Other Funds is omitted from Entry 5b as the trans-
fer of cash between a governmental fund and an internal service fund has no effect
on the amount of cash available within governmental activities at the government-
wide level. Also, entries to subsidiary appropriation or expenditure accounts in the
General Fund are unnecessary since those entries were made previously when the
goods and services were received.

Some readers may question how more cash can be disbursed in Entries 5a and 5b
than is available. This is no cause for concern, as the examples in this chapter are
summarized transactions. Throughout the year revenues are also being collected, as
illustrated in a later section. Should tax revenues be received later than needed to
pay vendors on a timely basis, governments typically issue tax anticipation notes to
meet those short-term cash needs, as discussed later in this chapter.
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General Ledger Subsidiary Ledger

Debits Credits Debits Credits

Governmental Activities:

4b. Expenses—General Government  . . . . 9,885

Expenses—Public Safety . . . . . . . . . . 54,889

Expenses—Public Works  . . . . . . . . . 114,148

Expenses—Parks and Recreation  . . . . 22,741

Expenses—Health and Welfare  . . . . . 3,037

Vouchers Payable  . . . . . . . . . . . . 19,700

Inventory of Supplies  . . . . . . . . . . 185,000

General Fund:

5a. Vouchers Payable  . . . . . . . . . . . . . . 339,700

Due to Other Funds  . . . . . . . . . . . . 249,750

Due to Federal Government  . . . . . . . 90,000

Cash  . . . . . . . . . . . . . . . . . . . . 679,450

Governmental Activities:

5b. Vouchers Payable  . . . . . . . . . . . . . . 339,700

Due to Federal Government  . . . . . . . 90,000

Cash  . . . . . . . . . . . . . . . . . . . . 429,700
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Payrolls and Payroll Taxes
The gross pay of employees of General Fund departments for the month of January
2011 amounted to $252,000. The town does not use the encumbrance procedure for
payrolls. Deductions from gross pay for the period amount to $19,278 for employees’
share of FICA tax; $25,200, employees’ federal withholding tax; and $5,040, employ-
ees’ state withholding tax. The first two will, of course, have to be remitted by the
town to the federal government, and the last item will have to be remitted to the state
government. The gross pay is chargeable to the appropriations in the General Fund as
indicated by the Expenditures Ledger debits. Assuming that the liability for net pay
is vouchered, the entry in the General Fund is:

In addition, the following entry would be required to record the payroll transac-
tion in the governmental activities general journal at the government-wide level,
using the accrual basis (expenses rather than expenditures):

Recording the salaries and wages expenses in the manner shown in Entry 6b per-
mits reporting direct expenses by function, as shown in Illustration A1–2 and as
described in Chapter 3 in the discussion on expense classification in the government-
wide statement of activities. If a government prefers to also record the expenses by
natural classification (that is, as salaries and wages expense), it will be necessary to
add additional classification detail; for example, Expenses—General Government—
Salaries and Wages.
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General Ledger Subsidiary Ledger

Debits Credits Debits Credits

General Fund:

6a. Expenditures—2011  . . . . . . . . . . . . 252,000

Vouchers Payable  . . . . . . . . . . . . 202,482

Due to Federal Government  . . . . . 44,478

Due to State Government . . . . . . . 5,040

Expenditures Ledger:

General Government  . . . . . . . . . . . 35,040

Public Safety  . . . . . . . . . . . . . . . . . 156,120

Public Works . . . . . . . . . . . . . . . . . 29,160

Health and Welfare  . . . . . . . . . . . . 19,080

Parks and Recreation  . . . . . . . . . . . 12,600

Governmental Activities:

6b. Expenses—General Government  . . . . 35,040

Expenses—Public Safety . . . . . . . . . . 156,120

Expenses—Public Works  . . . . . . . . . 29,160

Expenses—Health and Welfare  . . . . . 19,080

Expenses—Parks and Recreation  . . . . 12,600

Vouchers Payable  . . . . . . . . . . . . 202,482

Due to Federal Government  . . . . . 44,478

Due to State Government . . . . . . . 5,040
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Payment of the vouchers for the net pay results in the following entry in both the
General Fund and governmental activities journals:

Inasmuch as the town is liable for the employer’s share of FICA taxes ($19,278),
it is necessary that the town’s liability be recorded, as shown in Entry 8a.

Entry 8b is also required to record the payroll expense on the accrual basis at the
government-wide level.

Revenues Recognized as Received in Cash
Revenues from sources such as licenses and permits, fines and forfeits, charges for
services, and certain other sources are often not measurable until received in cash.
However, under the modified accrual basis of accounting, if such revenues are mea-
surable in advance of collection and available for current period expenditure, they
should be accrued by recording a debit to a receivable and a credit to Revenues. Dur-
ing fiscal year 2011, the Town of Brighton has collected revenues in cash from the
sources shown in Entry 9a.
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General Ledger Subsidiary Ledger

Debits Credits Debits Credits

General Fund and Governmental Activities:

7. Vouchers Payable  . . . . . . . . . . . . . . . 202,482

Cash  . . . . . . . . . . . . . . . . . . . . . . 202,482

General Fund:

8a. Expenditures—2011  . . . . . . . . . . . . . 19,278

Due to Federal Government . . . . . . . 19,278

Expenditures Ledger:

General Government  . . . . . . . . . . . . . 2,681

Public Safety  . . . . . . . . . . . . . . . . . . 11,943

Public Works  . . . . . . . . . . . . . . . . . . 2,230

Health and Welfare . . . . . . . . . . . . . . 1,460

Parks and Recreation  . . . . . . . . . . . . . 964

Governmental Activities:

8b. Expenses—General Government  . . . . . 2,681

Expenses—Public Safety  . . . . . . . . . . . 11,943

Expenses—Public Works  . . . . . . . . . . . 2,230

Expenses—Health and Welfare  . . . . . . 1,460

Expenses—Parks and Recreation  . . . . . 964

Due to Federal Government . . . . . . . 19,278
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Of the preceding revenues, licenses and permits, fines and forfeits, and charges
for services are appropriately recorded as program revenues at the government-wide
level. Licenses and permits are attributed to the general government function. Fines
and forfeits were assessed by the Public Safety function in the amount of $91,000
and by the Public Works function in the amount of $60,000. Charges for services
were received from customers of the Parks and Recreation function. Miscellaneous
revenues cannot be identified with a specific program and thus are recorded as gen-
eral revenues at the government-wide level. Based on this information the entry that
should be made in the journal for governmental activities is shown in Entry 9b.

Readers may be confused by classifying Fines and Forfeits as Charges for Services
since generally we associate Charges for Services with exchange or exchange-like
transactions in which value is given for value received (see the appendix to this
chapter). GASB considered this issue and decided that Charges for Services does not
preclude a nonexchange transaction such as Fines and Forfeits. Furthermore, Fines
and Forfeits is not appropriately classified as either Operating Grants and Contribu-
tions or Capital Grants and Contributions (see program revenue classifications in
Illustration A1–2 and Illustration 3–1). Thus, in substance, the GASB decided to clas-
sify Fines and Forfeits as Charges for Services to avoid the need to add a fourth cat-
egory of program revenues in the government-wide statement of activities.2
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General Ledger Subsidiary Ledger

Debits Credits Debits Credits

General Fund:

9a. Cash  . . . . . . . . . . . . . . . . . . . . . . . 259,200

Revenues  . . . . . . . . . . . . . . . . . . . 259,200

Revenues Ledger:

Licenses and Permits . . . . . . . . . . . . 100,000

Fines and Forfeits . . . . . . . . . . . . . . 151,000

Charges for Services  . . . . . . . . . . . . 7,000

Miscellaneous Revenues  . . . . . . . . . 1,200

Governmental Activities:

9b. Cash  . . . . . . . . . . . . . . . . . . . . . . . 259,200

Program Revenues—General 
Government—Charges for 
Services  . . . . . . . . . . . . . . . . . . 100,000

Program Revenues—Public Safety—
Charges for Services  . . . . . . . . . 91,000

Program Revenues—Public Works—
Charges for Services  . . . . . . . . . 60,000

Program Revenues—Parks and 
Recreation—Charges for Services  . . 7,000

General Revenues—Miscellaneous  . . . 1,200

2 Governmental Accounting Standards Board, Codification of Governmental Accounting and Financial
Reporting Standards, as of June 30, 2008 (Norwalk, CT, 2008), Sec. 2200. 137.
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ACCOUNTING FOR PROPERTY TAXES

Entry 1 of this chapter shows that the estimated revenue for fiscal year 2011 from
property taxes levied for the Town of Brighton General Fund is $2,600,000. If records
of property tax collections in recent years, adjusted for any expected changes in tax
collection policy and changes in local economic conditions, indicate that approxi-
mately 4 percent of the gross tax levy will never be collected, the gross tax levy
must be large enough so that the collectible portion of the levy, 96 percent, equals
the needed revenue from this source, $2,600,000. Therefore, the gross levy of prop-
erty taxes for the General Fund of the Town of Brighton must be $2,708,333
($2,600,000 ÷ 0.96). In an actual situation, property situated in the Town of Brighton
also would be taxed for other funds of that town; for various funds of other general
purpose governments, such as the county in which the property in the Town of
Brighton is located; the various funds of special purpose governments that have the
right to tax the same property, such as one or more independent school districts or
a hospital district; and perhaps the state in which the town is located.

Recording Property Tax Levy
The gross property tax levies for each fund of the Town of Brighton, and for each
other general purpose and special purpose government, must be aggregated, and the
aggregate levy for that unit divided by the assessed valuation of property within the
geographical limits of that government, in order to determine the tax rate applica-
ble to property within each jurisdiction. In many states, a county official prepares
bills for all taxes levied on property within the county; the same official, or another,
acts as collector of all property taxes levied for the county and all governments
within the county. Although the billing and collecting functions may be centralized,
the taxes levied for each fund must be recorded as an asset of that fund. If the
accounts are to be kept in conformity with generally accepted accounting principles,
the portion of the taxes expected to be collectible (0.96 of the total levy, in this exam-
ple) must be recorded as revenues of that fund, and the portion expected to be uncol-
lectible (0.04 of the total levy), must be recorded in a “contra-asset” account, as
illustrated by Entries 10a and 10b.
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General Ledger Subsidiary Ledger

Debits Credits Debits Credits

General Fund:

10a. Taxes Receivable—Current  . . . . . . . . 2,708,333

Estimated Uncollectible 
Current Taxes  . . . . . . . . . . . . 108,333

Revenues . . . . . . . . . . . . . . . . . . 2,600,000

Revenues Ledger:

Property Taxes  . . . . . . . . . . . . . . 2,600,000

Governmental Activities:

10b. Taxes Receivable—Current  . . . . . . . . 2,708,333

Estimated Uncollectible 
Current Taxes  . . . . . . . . . . . . 108,333

General Revenues—Property Taxes . . 2,600,000
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As Entry 10a shows, since in the General Fund the general ledger control account,
Revenues, is credited, an entry must also be made in the Revenues Subsidiary Ledger.
Taxes Receivable—Current is also a control account, just as is the Accounts Receiv-
able account of a business entity; each is supported by a subsidiary ledger that shows
how much is owed by each taxpayer or customer. Ordinarily, the subsidiary ledger
supporting the real property taxes receivable control is organized by parcels of prop-
erty according to their legal descriptions, since unpaid taxes are liens against the
property regardless of changes in ownership. Because of its conceptual similarity to
accounting for business receivables, taxes receivable subsidiary ledger accounting is
not illustrated in this text.

Property tax revenue is an example of a nonexchange revenue—one in which
the government receives value without directly giving equal value in exchange. More
specifically, it is classified under GASB standards as an imposed nonexchange
revenue. For imposed nonexchange revenues, a receivable should be debited when
there is an enforceable claim, as in the case of a property tax levy, and a revenue
should be credited in the year for which the tax was levied. The $2,600,000 credit
to Revenues in Entry 10a indicates that the Town of Brighton expects to collect that
amount during 2011 or within 60 days after the end of fiscal year 2011.3 If the town
expected to collect a portion of the $2,600,000 later than 60 days after fiscal year-
end, it should credit that portion to Deferred Revenues (a current liability account)
and reclassify it to Revenues in the period in which the deferred revenues are col-
lected. Note, however, that even if a portion of revenues is deferred in the General
Fund because of the availability criterion, the full $2,600,000 is recognized as Gen-
eral Revenues—Property Taxes in the governmental activities journal at the gov-
ernment-wide level. This is so because availability to finance current expenditures
is not a revenue recognition criterion under the accrual basis used at the government-
wide level.

Collection of Current Taxes
Collections of property taxes levied in 2011 for the General Fund of the Town of
Brighton amount to $2,042,033. Since the revenue was recognized at the time of the
levy (see Entry 10a), the following entry is made in both the General Fund and
governmental activities journal.

Reclassification of Current Property Taxes

Assuming that all property taxes levied by the Town of Brighton in 2011 were legally
due before the end of the year, any balance of taxes receivable at year-end is prop-
erly classified as delinquent taxes rather than current. The related allowance for
estimated uncollectible taxes should also be reclassified as contra to the Taxes
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3 GASB Codification, Sec. P70.104.

General Ledger Subsidiary Ledger

Debits Credits Debits Credits

General Fund and Governmental Activities:

11. Cash  . . . . . . . . . . . . . . . . . . . . . . . 2,042,033

Taxes Receivable—Current  . . . . . . . . 2,042,033
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Accrual of Interest and Penalties on Delinquent Taxes

Delinquent taxes are subject to interest and penalties as discussed previously. If the
amount of interest and penalties earned in 2011 by the General Fund of the Town
of Brighton but not yet recognized is $13,320, and it is expected that only $10,800
of that can be collected, the following entries are necessary:

Receivable—Delinquent account. The entry to accomplish the reclassification, using
amounts assumed to exist in the accounts at year-end, is:

Collection of Delinquent Taxes
Delinquent taxes are subject to interest and penalties that must be paid at the time the
tax bill is paid. It is possible for a government to record the amount of penalties at the
time the taxes become delinquent. Interest may be computed and recorded periodically
to keep the account on the accrual basis; it must also be computed and recorded for the
period from the date of last recording to the date when a taxpayer pays delinquent taxes.
Assume that taxpayers of the Town of Brighton have paid delinquent taxes totaling
$440,000, on which interest and penalties of $8,800 had been recorded as receivable at
the end of 2010. Also, assume that additional interest of $600 was paid for the period
from the first day of 2011 to the dates on which the delinquent taxes were paid. Since
it is common for the cashier receiving the collections to be permitted to originate source
documents that result in credits only to Taxes Receivable—Current, Taxes Receivable—
Delinquent, or Interest and Penalties Receivable on Taxes, the $600 interest earned in
2011 should be recorded in a separate entry, as shown in Entries 14a and b.

Chapter 4 Accounting for Governmental Operating Activities—Illustrative Transactions and Financial Statements 125

General Ledger Subsidiary Ledger

Debits Credits Debits Credits

General Fund and Governmental Activities:

12. Taxes Receivable—Delinquent . . . . . . . . . 666,300

Estimated Uncollectible Current Taxes  . . . . 108,333

Taxes Receivable—Current  . . . . . . . . . 666,300

Estimated Uncollectible Delinquent Taxes 108,333

General Funds:

13a. Interest and Penalties Receivable 
on Taxes  . . . . . . . . . . . . . . . . . . . 13,320

Estimated Uncollectible Interest 
and Penalties . . . . . . . . . . . . . . . 2,520

Revenues  . . . . . . . . . . . . . . . . . . . 10,800

Revenues Ledger:

Interest and Penalties on 
Delinquent Taxes  . . . . . . . . . . . . 10,800

Governmental Activities:

13b. Interest and Penalties Receivable on Taxes  . 13,320

Estimated Uncollectible Interest
and Penalties . . . . . . . . . . . . . . . 2,520

General Revenues—Interest and
Penalties on Delinquent Taxes  . . . . 10,800
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The corresponding entry at the government-wide level is:

Collection of the delinquent taxes as well as interest and penalties thereon is sum-
marized in Entry 15, which is the entry that should be made in both the General
Fund and governmental activities journals. Note that these collections during 2011
are from the delinquent taxes receivable reported on the 2010 General Fund balance
sheet and the Governmental Activities column of the government-wide statement of
net assets (see Illustration 4–1).

Write-off of Uncollectible Delinquent Taxes

Just as officers of profit-seeking entities should review aged schedules of receivables
periodically to determine the adequacy of allowance accounts and authorize the
write-off of items judged uncollectible, so should officers of a government review
aged trial balances of taxes receivable and other receivables. Although the levy of
property taxes creates a lien against the underlying property in the amount of the
tax, accumulated taxes may exceed the market value of the property, or, in the case
of personal property, the property may have been removed from the jurisdiction of
the government. When delinquent taxes are deemed uncollectible, the related inter-
est and penalties must also be written off. If the treasurer of the Town of Brighton
receives approval to write off delinquent taxes totaling $26,300 and related interest
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General Ledger Subsidiary Ledger

Debits Credits Debits Credits

General Funds:

14a. Interest and Penalties Receivable 
on Taxes  . . . . . . . . . . . . . . . . . . 600

Revenues  . . . . . . . . . . . . . . . . . . 600

Revenues Ledger:

Interest and Penalties 
on Delinquent Taxes  . . . . . . . . . 600

Governmental Activities:

14b. Interest and Penalties Receivable 
on Taxes  . . . . . . . . . . . . . . . . . . 600

General Revenues—Interest and 
Penalties on Delinquent Taxes . . . 600

General Fund and Governmental Activities:

15. Cash  . . . . . . . . . . . . . . . . . . . . . . . 449,400

Taxes Receivable—Delinquent  . . . . . . 440,000

Interest and Penalties Receivable 
on Taxes  . . . . . . . . . . . . . . . . . 9,400
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When delinquent taxes are written off, the tax bills are retained in the files in case
it becomes possible to collect the amounts in the future. If collections of written-off
taxes are made, it is highly desirable to return the tax bills to general ledger control
by making an entry that is the reverse of the write-off entry, so that the procedures
described in connection with Entries 14 and 15 can be followed.

Tax Anticipation Notes Payable
In the December 31, 2010, Statement of Net Assets and General Fund Balance Sheet
of the Town of Brighton, two items, Vouchers Payable and Due to Federal Govern-
ment, are current liabilities. Assuming there was a need to pay these in full within
30 days after the date of the balance sheet, the town treasurer would need to do
some cash forecasting because the balance of Cash in the General Fund is not large
enough to pay the $410,000 debt. In addition to this immediate problem, the trea-
surer, and most governmental treasurers, faces the problem that cash disbursements
during a fiscal year tend to be approximately level month by month, whereas cash
receipts from major revenue sources are concentrated in just a few months. For exam-
ple, property tax collections may be concentrated in two separate months, such as
May and November, when the installments are due. Receipts from the state or federal
government of revenues collected by superior jurisdictions for distribution to a local
government are also often concentrated in one or two months of the year.

Knowing these relationships, the treasurer of the Town of Brighton may, for exam-
ple, forecast the need to disburse approximately one-fourth of the budgeted appro-
priations, or $1,045,000 (one-fourth of $4,180,000), during the first three months of
fiscal year 2011, before major items of revenue are received. This amount plus cur-
rent liabilities at the beginning of the year, $410,000, plus a $30,000 interfund trans-
fer to create the new Supplies Fund, equals $1,485,000 expected cash disbursements
in the period for which the forecast is made. The town’s experience suggests that a
conservative forecast of collections of delinquent taxes and interest and penalties
thereon during the forecast period will amount to $425,000. Furthermore, assume the
treasurer’s review of the items in the Estimated Revenues budget indicates that at least
$140,000 will be collected in the forecast period. Therefore, total cash available to
meet the estimated $1,485,000 of disbursements is $785,000 ($220,000 cash as of the
beginning of the period, plus the $425,000 and $140,000 items just described), leav-
ing a deficiency of $700,000 to be met by borrowing. Determination of the $700,000
required tax anticipation note financing is summarized in Illustration 4–2.
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and penalties of $1,315, the entry for both the General Fund and governmental activ-
ities would be:

General Ledger Subsidiary Ledger

Debits Credits Debits Credits

General Fund and Governmental Activities:

16. Estimated Uncollectible 
Delinquent Taxes  . . . . . . . . . . . . . 26,300

Estimated Uncollectible Interest 
and Penalties . . . . . . . . . . . . . . . . 1,315

Taxes Receivable—Delinquent  . . . . . . 26,300

Interest and Penalties Receivable 
on Taxes  . . . . . . . . . . . . . . . . . 1,315
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The taxing power of the government is ample security for short-term debt; local
banks customarily meet the working capital needs of a government by accepting a
tax anticipation note from the government. Additional discussion of cash budget-
ing is provided in Chapter 13. If the amount of $700,000 is borrowed at this time,
the necessary entries in both the General Fund and governmental activities are:

Repayment of Tax Anticipation Notes
As tax collections begin to exceed current disbursements, it becomes possible for
the Town of Brighton to repay the local bank for the money borrowed on tax antic-
ipation notes. Just as borrowing the money did not involve the recognition of rev-
enue, the repayment of the principal extinguishes the debt of the General Fund and
is not an expenditure. Payment of interest, however, must be recognized as the expen-
diture of an appropriation because it requires a reduction in the fund balance of the
fund. Assuming the interest is $13,500, and the amount is properly chargeable to
Miscellaneous Appropriations, the entry is:

Procedures of some governments would require the interest expenditures to have
been recorded as an encumbrance against Miscellaneous Appropriations at the time
the notes were issued, and the liability for the principal and interest to have been
vouchered before payment. Even if these procedures were followed by the Town of
Brighton, the net result of all entries is achieved by Entry 18a.
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General Ledger Subsidiary Ledger

Debits Credits Debits Credits

General Fund and Governmental Activities:

17. Cash . . . . . . . . . . . . . . . . . . . . . . . . 700,000

Tax Anticipation Notes Payable  . . . . . 700,000

Estimated Expenditure Requirements:
Budgeted expenditures (25% of $4,180,000), $1,045,000
Current liabilities payable 440,000 $1,485,000

Estimated Resources Available:
Cash available at January 1, 2011 220,000
Collections of delinquent taxes, interest, and penalties 425,000
Collection of budgeted FY 2011 revenues 140,000 785,000

Estimated Amount of Required Tax $  700,000
Anticipation Note Financing

General Fund:

18a. Tax Anticipation Notes Payable . . . . . . . . . . . 700,000

Expenditures—2011  . . . . . . . . . . . . . . . . . . 13,500

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 713,500

Expenditures Ledger:

Miscellaneous Appropriations  . . . . . . . . . . . 13,500

ILLUSTRATION 4-2 Determination of Required Tax Anticipation Note Financing,

January 1 through March 31, 2011
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A similar entry, shown as Entry 18b, is made at the government-wide level
except that an expense rather than expenditure is recorded for the interest charged
on the note. This expense is deemed to be an indirect expense that benefits no
single function.

Other Taxes
In addition to property taxes, many state and local governments receive sales and use
taxes, income taxes, motor fuel taxes, and various other kinds of taxes, including those
on businesses. These taxes, like property taxes, are nonexchange transactions in
which one party (taxpayers in this case) does not receive (give) value proportionate
to the value given (received). However, these taxes derive their valuation from under-
lying exchange transactions, such as selling goods, earning wages and salaries, and
purchasing fuel. Thus, the GASB refers to taxes such as sales and income taxes as
derived tax revenues.

Generally, derived tax revenues should be recognized in the period in which the
underlying exchange has occurred. In practice, collections of sales and income taxes
may not occur in the same period in which the underlying sales or earning transac-
tions occurred. For example, local governments often experience delays in collect-
ing sales taxes because in most states these taxes are collected by state governments.
Moreover, businesses may only be required to file a sales tax return and remit taxes
on a monthly basis. Income taxes are subject to even less frequent filings and
collections. Consequently, at the end of a fiscal period, governments generally will
need to estimate the amount of sales or income taxes that have accrued but have not
yet been reported. Such entries will require a debit to a taxes receivable account and
a credit to the Revenues control account and the appropriate Revenues Subsidiary
Ledger accounts.

INTERIM FINANCIAL REPORTING

Unlike publicly traded corporations, state and local governments usually are not
required to provide quarterly or other interim financial statements to external par-
ties. Although there is no requirement for external interim reporting, all state and
local governments should prepare interim financial schedules for the internal use of
administrators and legislators. The frequency and nature of interim reports are at the
discretion of each government. At a minimum, quarterly budgetary comparison
schedules should be prepared showing actual revenues to date compared with bud-
geted revenues and actual expenditures and outstanding encumbrances to date com-
pared with appropriations. Schedules such as these for the Town of Brighton,
prepared as of the end of the first quarter of the 2011 fiscal year, are presented
as Illustrations 4–3 and 4–4. (Note: The amounts of revenues, expenditures, and

Chapter 4 Accounting for Governmental Operating Activities—Illustrative Transactions and Financial Statements 129

General Ledger Subsidiary Ledger

Debits Credits Debits Credits
Governmental Activities:

18b. Tax Anticipation Notes Payable  . . . . . . . . . . . . 700,000

Expenses—Interest on Tax Anticipation Notes  . . 13,500

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 713,500
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encumbrances shown in these schedules are the amounts assumed to exist through
March 31, 2011.) Such schedules are essential to sound budgetary control and often
include an additional column showing prior year revenues and expenditures/encum-
brances for the same period. So that appropriate officials can take timely action to
correct unexpected revenue or expenditure/encumbrance variances, it may be neces-
sary to prepare interim budgetary comparison schedules on a monthly, or even weekly,
basis, rather than quarterly. This is particularly true for larger governments.
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TOWN OF BRIGHTON
General Fund

Schedule of Budgeted and Actual Revenues

For the Three Months Ended March 31, 2011

Estimated Revenues
Sources of Revenues Estimated Actual Not Yet Realized

Taxes:

Property taxes $2,600,000 $2,599,636 $ 364

Interest and penalties on taxes 13,000 600 12,400

Sales taxes 480,000 — 480,000

Total taxes 3,093,000 2,600,236 492,764

Licenses and permits 220,000 100,000 120,000

Fines and forfeits 308,000 151,000 157,000

Intergovernmental revenue 280,000 — 280,000

Charges for services 70,000 7,000 63,000

Miscellaneous revenues 15,000 1,200 13,800

Total General Fund Revenue $3,986,000 $2,859,436 $1,126,564

ILLUSTRATION 4–3

TOWN OF BRIGHTON
General Fund

Schedule of Budgeted and Actual Expenditures and Encumbrances
For the Three Months Ended March 31, 2011

Expenditures
of 2011 Outstanding Available

Function Appropriations Appropriations Encumbrances Appropriations

General government $   660,000 $   129,100 $15,750 $   515,150

Public safety 1,240,000 592,400 — 647,600

Public works 1,090,000 330,060 9,100 750,840

Health and welfare 860,000 67,700 5,825 786,475

Parks and recreation 315,000 72,000 6,000 237,000 

Miscellaneous 

appropriations 15,000 450 — 14,550

Total General Fund $4,180,000 $1,191,710 $36,675 $2,951,615

ILLUSTRATION 4–4

wiL79603_ch04_111-168.qxd  12/19/08  7:13PM  Page 130 User-S200 Data Disk:broker:MH-BURR:MHBR093:MHBR093-04:upload:



SPECIAL TOPICS

This section of the chapter presents several special topics that result in additional
journal entries, either in the General Fund or governmental activities journals, or
both. Many additional transactions are assumed to have occurred during 2011, the
recording of which would have been redundant of the transactions already illustrated.

Correction of Errors
No problems arise in the collection of current taxes if they are collected as billed; the
collections are debited to Cash and credited to Taxes Receivable—Current. Sometimes,
even in a well-designed and well-operated system, errors occur and must be corrected.
If, for example, the assessed valuation of a parcel of property were legally reduced but
the tax bill erroneously issued at the higher valuation, the following correcting entry
would be made when the error was discovered, assuming the corrected bill to be $364
smaller than the original bill. (The error also caused a slight overstatement of the credit
to Estimated Uncollectible Current Taxes in Entry 10, but the error in that account is
not considered material and, for that reason, does not require correction.)

An entry similar to Entry 19 would also be made at the government-wide level to
correct the overstatement of General Revenues and Taxes Receivable—Current.

Postaudit may disclose errors in the recording of expenditures during the current
year or during a prior year. If the error occurred during the current year, the Expen-
ditures account and the proper Expenditures subsidiary account should be debited or
credited as needed to correct the error. If it occurred in a prior year, however, the
Expenditures account in error would have been closed to Fund Balance at the end
of the prior year, so the correcting entry should be made to the Fund Balance
account. Technically, overpayment errors of prior periods should also result in cor-
rections to Fund Balance. However, as a practical matter, collections from suppliers
of prior years’ overpayments may be budgeted as Miscellaneous Revenues and
recorded as credits to the Revenues account.

Receipt of Goods Ordered in Prior Year
As noted earlier in this chapter under the heading “Measurement Focus and Basis of
Accounting,” purchase orders and other commitment documents issued in 2010 and not
filled or canceled by the end of that year total $127,000. This amount is designated as
Reserved for Encumbrances—2010 in the December 31, 2010, General Fund Balance
Sheet of the Town of Brighton. As stated previously, budgetary accounting has no effect
on the government-wide financial statements; thus, no encumbrance is recorded at the
government-wide level when goods or services are ordered or a contract is signed. When
the goods on order at the end of fiscal year 2010 are received in 2011, their actual cost
is considered an expenditure of the 2010 appropriations to the extent of the amount
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General Ledger Subsidiary Ledger

Debits Credits Debits Credits

General Fund:

19. Revenues  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 364

Taxes Receivable—Current  . . . . . . . . . . . . . . 364

Revenues Ledger:

Property Taxes  . . . . . . . . . . . . . . . . . . . . . . . . . 364
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encumbered in 2010; any additional amount must be charged to the 2011 appropria-
tions. The Appropriations account for 2010, however, was closed at the end of that year,
as were the other budgetary accounts for that year.

Although other procedures may be used, the authors prefer to reestablish the
Encumbrances account at the beginning of fiscal year 2011, as shown in Entry 20,
assuming that the goods were ordered by the Parks and Recreation function.4 When
goods or services ordered in 2010 are received in 2011, it is convenient to debit the
Expenditures—2010 account when the liability account is credited and eliminate the
encumbrance in the normal manner. At year-end, the Expenditures—2010 account is
closed to Fund Balance, along with Expenditures—2011 and all other operating
statement accounts.

Assuming that all goods and services for which encumbrances were outstanding
at the end of 2010 were received in 2011 at a total invoice cost of $127,250, Entries
21 and 21a are necessary in the General Fund, and Entry 21b is made in the gov-
ernmental activities journal. Notice that only the estimated amount, $127,000, is
charged to Expenditures—2010 since this was the amount of the encumbrance
against the 2010 appropriation; the difference between the amount encumbered in
2010 and the amount approved for payment in 2011 must be charged against the
2011 appropriation for Parks and Recreation.
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General Ledger Subsidiary Ledger

Debits Credits Debits Credits

General Fund:

20. Encumbrances—2010  . . . . . . . . . . . . . . . . . . . 127,000

Fund Balance  . . . . . . . . . . . . . . . . . . . . . . . . 127,000

Encumbrances Ledger:

Parks and Recreation—2010  . . . . . . . . . . . . . . 127,000

4 State laws vary considerably regarding the treatment of appropriations and encumbrances at year-
end. In some states, appropriations do not lapse at year-end. In many others, appropriations lapse
and goods encumbered at year-end require a new appropriation in the next year’s budget or must be
charged to the next year’s normal appropriation. Discussion of the methods of accounting for the
various alternative laws and practices is beyond the scope of this text.

General Fund:

21. Reserve for Encumbrances—2010  . . . . . . . . . 127,000

Encumbrances—2010  . . . . . . . . . . . . . . . . 127,000

Encumbrances Ledger:

Parks and Recreation—2010 . . . . . . . . . . . . 127,000

21a. Expenditures—2010 . . . . . . . . . . . . . . . . . . . . 127,000

Expenditures—2011 . . . . . . . . . . . . . . . . . . . . 250

Vouchers Payable  . . . . . . . . . . . . . . . . . . . . 127,250

Expenditures Ledger:

Parks and Recreation—2010  . . . . . . . . . . . . . 127,000

Parks and Recreation—2011  . . . . . . . . . . . . . 250

Governmental Activities:

21b. Expenses—Parks and Recreation  . . . . . . . . . . 127,250

Vouchers Payable  . . . . . . . . . . . . . . . . . . . . 127,250
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Revision of the General Fund Budget
Comparisons of budgeted and actual revenues, by sources, comparisons of depart-
mental or program appropriations with expenditures and encumbrances, and inter-
pretation of information that was not available at the time the budgets were originally
adopted could indicate the desirability or necessity of legally amending the budget
during the fiscal year. For example, the schedule of budgeted and actual revenues
for the three months ended March 31, 2011 (Illustration 4–3), shows that more than
70 percent of the revenues budgeted for the General Fund of the Town of Brighton
for 2011 have already been realized because revenue from property taxes was
accrued when billed, whereas revenues from all other sources were recognized when
collected during the three-month period for which entries are illustrated. Conse-
quently, administrators of the town must review the information shown in Illustra-
tion 4–3 and determine whether the budget that was legally approved before the
beginning of 2011 appears realistic or whether changes should be made in the Rev-
enues budget in light of current information about local economic conditions; pos-
sible changes in state or federal laws relating to grants, entitlements, or shared
revenues; or other changes relating to license and permit fees, fines, forfeits, and
charges for services. Similarly, revenue collection procedures and revenue recogni-
tion policies should be reviewed to determine whether changes should be made in
the remaining months of the year. Assume that the Town of Brighton’s General Fund
revenues budget for 2011 has been reviewed as described and that the budget is
legally amended to reflect that revenues from Charges for Services are expected to
be $5,000 more than originally budgeted, and that Miscellaneous Revenues are
expected to be $10,000 more than originally budgeted; revenues from other sources
are not expected to be materially different from the original 2011 budget. Entry 22
records the amendment of the Revenues budget, as well as the amendment of the
appropriations budget, as will be discussed.

Information shown in Illustration 4–4 should be reviewed by administrators of the
Town of Brighton to determine whether the appropriations legally approved before
the beginning of 2011 appear realistic in light of expenditures of the 2011 budget
incurred in the first three months of 2011 and encumbrances outstanding on March
31 of that year. Illustration 4–4 shows that total cumulative expenditures and out-
standing encumbrances exceed 29 percent of the total appropriations for 2011, which
can be related to the fact that as of March 31, the year is almost 25 percent over.
By function, however, cumulative expenditures and outstanding encumbrances range
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General Ledger Subsidiary Ledger

Debits Credits Debits Credits

General Fund:

22. Estimated Revenues . . . . . . . . . . . . . . 15,000

Budgetary Fund Balance  . . . . . . . . . . . 15,000

Appropriations  . . . . . . . . . . . . . . . 30,000

Estimated Revenues Ledger:

Charges for Services  . . . . . . . . . . . . . 5,000

Miscellaneous Revenues  . . . . . . . . . . . 10,000

Appropriations Ledger:

Public Works  . . . . . . . . . . . . . . . . . . 50,000

Public Safety  . . . . . . . . . . . . . . . . . 80,000

wiL79603_ch04_111-168.qxd  12/15/08  1:39 PM  Page 133 User-S179 OS-10:Users:user-s-179:Desktop:Temp Work:15-12-08:Wilson_03:



from 3 percent of the Miscellaneous appropriation to almost 48 percent of the Pub-
lic Safety appropriation. Therefore, each appropriation should be reviewed carefully
using whatever detail is available in light of current information about expenditures
needed to accomplish planned services during the remainder of 2011. Assume that
the Town of Brighton’s General Fund appropriations for 2011 have been reviewed
and are legally amended to reflect a $50,000 decrease in the appropriation for Pub-
lic Works and an $80,000 increase in the appropriation for Public Safety. Entry 22
reflects the legal amendment of appropriations for 2011, as well as the amendment
of the revenues budget. Note the net increase in Appropriations of $30,000 is more
than the net increase in Estimated Revenues of $15,000, requiring a decrease in Bud-
getary Fund Balance.

Comparisons of budget and actual should be made periodically during each fis-
cal year. In the Town of Brighton case, it is assumed that comparisons subsequent
to the ones illustrated disclosed no further need to amend either the revenues bud-
get or the appropriations budget for 2011.

Internal Exchange Transactions
Water utilities ordinarily provide fire hydrants and water service for fire protection
at a flat annual charge. A governmentally owned water utility accounted for by an
enterprise fund should be expected to support the cost of its operations by user
charges. Fire protection is logically budgeted as an activity of the Fire Department,
a General Fund department. Assuming the amount charged by the water utility to
the General Fund for hydrants and water service is $30,000, and the fire department
budget is a part of the Public Safety category in the Town of Brighton example, the
General Fund should record its liability as:

The corresponding entry to record the inter-activities transaction (between the gov-
ernmental activities and business-type activities) at the government-wide level is
given as Entry 23b.

Governmental utility property is not assessed for property tax purposes, but it is
common for governmental utilities to make an annual “payment in lieu of taxes
(PILOT)” contribution to the General Fund in recognition of the fact the utility does
receive police and fire protection and other services. In fact, an amount in lieu of
taxes is often billed to the utility’s customers; the aggregate amount so collected is
simply passed on to the General Fund.
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General Ledger Subsidiary Ledger

Debits Credits Debits Credits

General Fund:

23a. Expenditures—2011 . . . . . . . . . . . . . 30,000

Due to Other Funds  . . . . . . . . . . . 30,000

Expenditures Ledger:

Public Safety  . . . . . . . . . . . . . . . . . 30,000

Governmental Activities:

23b. Expenses—Public Works  . . . . . . . . . . 30,000

Internal Balances  . . . . . . . . . . . . . 30,000
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If the water utility of the Town of Brighton agrees to contribute $25,000 to the
General Fund in lieu of taxes and that amount fairly represents the value of services
received from the general government, the required journal entries for the General
Fund and governmental activities are:

Internal exchange transactions of the nature illustrated in Entries 23 and 24, and
earlier in this chapter by the purchase of supplies by General Fund departments from
the Supplies Fund (an internal service fund), affect both the fund and government-wide
financial statements. Though the GASB refers to these transactions as interfund ser-
vices provided and used, the authors believe that internal exchange transactions is a
more precise term. Internal exchange transactions better captures the fact that these
are reciprocal exchange transactions, but they occur internally between funds and activ-
ities rather than between the government and an external entity or person.

The funds that participate in internal exchange transactions should recognize rev-
enues and expenditures or expenses, as appropriate, as if the transaction involved each
fund and an external entity. Other types of internal transactions between funds, between
governmental and business-type activities, and between the primary government and its
discretely presented component units are discussed in a later section of this chapter.

Adjusting Entries

Inventories of Supplies

If a government is large enough to have sizeable inventories of consumable supplies
that are used by a number of departments, it is generally recommended that the
purchasing, warehousing, and distribution functions be centralized and managed by
an internal service fund. This was the motivation for the Town of Brighton to create
its Supplies Fund at the beginning of this year, as discussed earlier in this chapter. As
is typical of small cities and towns, the town previously determined its inventories at
year-end by taking a physical count of supplies on hand; for example, by periodic
inventory procedures. Since establishing the Supplies Fund, the town maintains these
inventories on a perpetual basis, but it will take a physical count at year-end to
confirm inventory balances and adjust the inventory accounts accordingly.

Governments that account for their supplies within the General Fund can use
either the purchases method or the consumption method. Using the purchases
method, expenditures for supplies equals the total amount purchased for the year,
even if the amount of supplies consumed is less than or greater than the amount pur-
chased. Thus, the purchases method is consistent with the modified accrual basis of
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General Ledger Subsidiary Ledger

Debits Credits Debits Credits

General Fund:

24a. Due from Other Funds  . . . . . . . . . . . 25,000

Revenues  . . . . . . . . . . . . . . . . . . 25,000

Revenues Ledger:

Miscellaneous Revenues  . . . . . . . . 25,000

Governmental Activities:

24b. Internal Balances . . . . . . . . . . . . . . . 25,000

General Revenues—Payments 
in Lieu of Taxes . . . . . . . . . . . . 25,000
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accounting used by the General Fund and other governmental funds. The purchases
method is generally associated with a periodic inventory system, so the balance of
the Inventory of Supplies account is increased or decreased as necessary at year-end
to agree with the valuation based on a physical count. In addition, a Reserve for
Inventory of Supplies account, having a credit balance equal in amount to the bal-
ance of the inventory account, is required to indicate that the inventory reported on
the balance sheet is not available for spending.

The consumption method is consistent with the accrual basis of accounting, as
resources (i.e., supplies) consumed in providing services is the essence of an expense.
Thus, GASB standards require the use of the consumption method for government-
wide and proprietary fund reporting. Using this method, the General Fund recognizes
expenditures equal to the amount of supplies consumed during the year rather than the
amount purchased. Accordingly, budgetary appropriations for supplies are based on
estimated consumption rather than estimated purchases. When using the consumption
method, reporting of a reservation of fund balance is optional, though recommended.5

To illustrate and contrast the purchases and consumption methods, assume the fol-
lowing information for supplies purchases and usage of a certain city for its 2011
fiscal year.

Purchases Method

Under the purchases method, the summary entry in the General Fund to record sup-
plies purchased during the year, assuming all supplies are purchased from external
vendors and all invoices have been paid, is (encumbrance entries and subsidiary
detail omitted for simplicity):

At year-end, a physical inventory revealed that $65,000 of inventory remained on
hand. The entry to record the $10,000 increase in inventory from the beginning
balance and the corresponding reservation of fund balance is given as:
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5 American Institute of Certified Public Accountants, Audit and Accounting Guide, State and Local
Governments (New York: 2008), par. 10.14.

Balance of inventory, January 1, 2011 $ 55,000
Purchases during 2011 260,000

Supplies available for use 315,000
Less: Balance of inventory, December 31, 2011 65,000

Supplies consumed during 2011 $250,000

General Ledger Subsidiary Ledger

Debits Credits Debits Credits

General Fund:

Expenditures  . . . . . . . . . . . . . . . . . . . . . 260,000

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . 260,000

General Fund:

Inventory of Supplies  . . . . . . . . . . . . . . . . 10,000

Reserve for Inventory of Supplies  . . . . . . 10,000
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Consumption Method

Generally, the consumption method is used with a perpetual inventory system; how-
ever, because the purchases method is commonly used for General Fund accounting,
many governments must convert their purchases information to the consumption
basis for governmental activities at the government-wide level. Accordingly, the fol-
lowing examples show consumption method journal entries using periodic inventory
control procedures, omitting subsidiary detail for simplicity.

If the city uses a periodic inventory system, but reports inventories under the con-
sumption method in both the General Fund and governmental activities, the follow-
ing entries are required. To record purchases of supplies for the year, assuming that
for budgetary control purposes the city records expenditures for each purchase of
supplies (encumbrance entries and subsidiary detail omitted for simplicity):

At year-end, the city’s General Fund adjusting entries will be:

The appropriate year-end adjusting entry at the government-wide level depends upon
the way inventories are recorded during the year. If purchases during the year are deb-
ited to Inventory of Supplies, then the adjusting entry will require a debit to expenses
and credit to the inventory account. If, on the other hand, the city records expenses at
the government-wide level during the year as purchases are made, the adjusting entry
will require a debit to inventory and a credit to expenses for the $10,000 increase in
inventory that occurred in 2011. Assuming purchases are recorded initially as expenses,
the entries that would be required for governmental activities at the government-wide
level are illustrated as follows. To record purchases during the year:

General Ledger Subsidiary Ledger

Debits Credits Debits Credits

General Fund:

Expenditures  . . . . . . . . . . . . . . . . . . . . . 260,000

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . 260,000

Governmental Activities:

Expenses (function or program 
detail omitted)  . . . . . . . . . . . . . . . . . . 260,000

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . 260,000

General Fund:

Inventory of Supplies  . . . . . . . . . . . . . . . . 10,000

Expenditures  . . . . . . . . . . . . . . . . . . . . 10,000

Fund Balance  . . . . . . . . . . . . . . . . . . . . . 10,000

Reserve for Inventory of Supplies  . . . . . . 10,000

Governmental Activities:

Inventory of Supplies . . . . . . . . . . . . . . . . . 10,000

Expenses (function or program 
detail omitted)  . . . . . . . . . . . . . . . . . . 10,000

The required governmental activities adjusting entry is:
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(Note: Reservation of fund balance for inventory and other reasons applies only to
governmental funds that are subject to legal budgetary control. Thus, this entry is
not made at the government-wide level.)

In all of these examples, the entries in the General Fund are somewhat more com-
plex because of the need to adjust the Reserve for Inventory of Supplies account at
the fund level. One can expect that the GASBS 34 requirement to report inventories
using the consumption method at the government-wide level may lead to increased
use of this method for the General Fund as well.

Pre-Closing Trial Balance
Assume that all illustrated journal entries for the transactions and events pertaining
to the Town of Brighton’s 2011 fiscal year have been posted to the general and sub-
sidiary ledgers. In addition, a number of other transactions and events were jour-
nalized and posted during the year but were not shown in this chapter because they
were similar to those that were illustrated. As a result of all transactions and events
recorded for the year (both those that were illustrated and those that were not), the
balances of all balance sheet, operating statement, and budgetary accounts before
closing entries are presented in the following trial balance.
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TOWN OF BRIGHTON
General Fund 

Pre-Closing Trial Balance 
as of December 31, 2011

Debits Credits

Cash $ 145,800
Taxes Receivable—Delinquent 701,813
Estimated Uncollectible Delinquent Taxes $ 123,513
Interest and Penalties Receivable on Taxes 13,191
Estimated Uncollectible Interest and Taxes 3,091
Due from Other Funds 25,000
Estimated Revenues 4,001,000
Revenues 4,015,000
Vouchers Payable 405,800
Due to Federal Government 126,520
Due to State Government 39,740
Due to Other Funds 30,000
Appropriations 4,210,000
Estimated Other Financing Uses 91,500
Expenditures—2010 127,000
Expenditures—2011 4,130,760
Other Financing Uses—Interfund Transfers Out 91,500
Encumbrances—2011 70,240
Reserve for Encumbrances—2011 70,240
Budgetary Fund Balance 300,500
Fund Balance 491,400

$9,606,804 $9,606,804

Closing Entries
At fiscal year-end, all temporary accounts, both budgetary and operating, must be
closed to the appropriate fund balance account. Budgetary accounts are closed by
simply reversing the original budgetary entry (or entries) made at the beginning of
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the fiscal year, as well as any amended budget entries made during the year. Although
many governments follow a more complex process for closing the Encumbrances
account, we simply close any remaining balance in the Encumbrances account to the
general ledger Fund Balance account.6 In effect, this closes the Encumbrances
account while leaving a balance in the Reserve for Encumbrances balance sheet
account equal to the amount of undelivered goods and services. Legislators, man-
agers, and other financial statement users understand that the amount reported as
fund balance reserved for goods and services to be delivered in the following year
is already committed and therefore not available for budgetary appropriation.

Closing the operating accounts increases the balance of the general ledger Fund
Balance account by the excess of revenues and other financial resources over expen-
ditures and other financing uses. If there is an operating deficit (revenues and other
financing sources are less than expenditures and other financing uses), then fund
balance is decreased. Entries 25a, b, and c illustrate the entries needed to close the
budgetary and operating accounts, using account balances shown in the Pre-Closing
Trial Balance.

Entries 25a, b, and c illustrate closing entries for the operating and budgetary con-
trol accounts of the General Fund but not for the detailed subsidiary ledger accounts.
In a manual accounting system, such as that illustrated in this chapter, closing the
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6 In practice, governments often use a formal account title such as Budgetary Fund Balance Reserved
for Encumbrances for the credit portion of encumbrance entries recorded during the year. At year-end,
the amount of outstanding encumbrances is closed by debiting Budgetary Fund Balance Reserved for
Encumbrances and crediting Encumbrances. This approach requires an additional entry to record a
reservation of the general ledger Fund Balance for the amount of outstanding encumbrances, assum-
ing that outstanding purchase orders and contracts are to be honored in the following year and will
not require a new appropriation. For the additional entry, Unreserved Fund Balance is debited and
Fund Balance Reserved for Encumbrances, or a similarly titled account, is credited for the amount of
encumbrances outstanding. For simplicity, we use the shortened account title Reserve for Encum-
brances (see Entries 3 and 4), which is understood to represent a reservation of the general ledger
Fund Balance. This approach also simplifies the closing entries since closing the Encumbrances account
to Fund Balance as shown in Entry 25c leaves a balance equal to encumbrances outstanding in the
Reserve for Encumbrances account.

General Ledger Subsidiary Ledger

Debits Credits Debits Credits

General Fund:

25a. Appropriations  . . . . . . . . . . . . . . . . . . . 4,210,000

Estimated Other Financing Uses  . . . . . . . . 91,500

Estimated Revenues  . . . . . . . . . . . . . . 4,001,000

Budgetary Fund Balance  . . . . . . . . . . . 300,500

25b. Revenues  . . . . . . . . . . . . . . . . . . . . . . 4,015,000

Fund Balance  . . . . . . . . . . . . . . . . . . . . 334,260

Expenditures—2011  . . . . . . . . . . . . . . 4,130,760

Expenditures—2010  . . . . . . . . . . . . . . 127,000

Other Financing Uses—Interfund 
Transfers Out . . . . . . . . . . . . . . . . . . 91,500

25c. Fund Balance  . . . . . . . . . . . . . . . . . . . . 70,240

Encumbrances  . . . . . . . . . . . . . . . . . . 70,240
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subsidiary ledger accounts is generally unnecessary because new subsidiary ledger
accounts are prepared for each fiscal year. In a computerized accounting system,
closing entries may be required for detail operating and budgetary accounts, depend-
ing on the account structure employed.

Year-end Financial Statements
As discussed in earlier chapters, the General Fund of every government is consid-
ered a major fund. Accordingly, all governmental fund financial statements will
include a separate column for the General Fund financial information, as well as for
all other major governmental funds, as shown in Illustrations A1–3 and A1–5 for the
City and County of Denver and Illustrations 9–6 and 9–7 for the hypothetical Town
of Brighton. For internal management purposes, a government may find it useful to
prepare additional financial statements for the General Fund that are more detailed
than the governmental fund statements. Such financial statements prepared for the
Town of Brighton’s General Fund are shown in Illustrations 4–5 and 4–6.

The Town of Brighton’s General Fund balance sheet includes two major sections,
Assets and Liabilities and Fund Balances. Total assets should always equal total lia-
bilities and fund balances. Note that the $25,000 receivable from the Water Utility
Fund (see Entry 24a) is offset against the $30,000 payable to that fund (see Entry
23a), so that only the $5,000 net amount payable to the Water Utility Fund is reported
as Due to other funds in the Liabilities section of the balance sheet in Illustration
4–5. It is not acceptable, however, to offset receivables or payables from one fund
against those of a different fund.
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TOWN OF BRIGHTON
General Fund Balance Sheet

As of December 31, 2011

Assets

Cash $145,800

Taxes receivable—delinquent $701,813

Less: Estimated uncollectible delinquent taxes 123,513 578,300

Interest and penalties receivable on taxes 13,191

Less: Estimated uncollectible interest and penalties 3,091 10,100

Total Assets $734,200

Liabilities and Fund Balances

Liabilities:

Vouchers payable $405,800

Due to federal government 126,520

Due to state government 39,740

Due to other funds 5,000

Total Liabilities $577,060

Fund Balances:

Reserved for encumbrances—2011 70,240

Fund balance 86,900

Total Fund Balances 157,140

Total Liabilities and Fund Balances $734,200

ILLUSTRATION 4–5
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A second financial statement should be presented for the General Fund, a statement
of revenues, expenditures, and changes in fund balance (see Illustration 4–6). Illustra-
tion 4–6 presents the actual revenues and actual expenditures that resulted from trans-
actions illustrated in this chapter and other transactions not illustrated because they were
similar in nature. Note that the General Fund of the Town of Brighton reports the finan-
cial outflow resulting from the interfund transfer out as an Other Financing Use.

The Other Financing Sources (Uses) section in Illustration 4–6 shows a common
means of disclosure of nonrevenue financial inflows and nonexpenditure financial
outflows. Information shown as Illustration 4–6 would be presented in the General
Fund column of the Statement of Revenues, Expenditures, and Changes in Fund
Balances—Governmental Funds (see Illustration A1–5).
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TOWN OF BRIGHTON
General Fund

Statement of Revenues, Expenditures, and Changes in Fund Balance
For the Year Ended December 31, 2011

Revenues:

Property taxes $2,599,636

Interest and penalties on delinquent taxes 11,400

Sales taxes 485,000

Licenses and permits 213,200

Fines and forfeits 310,800

Intergovernmental revenue 284,100

Charges for services 82,464

Miscellaneous revenues 28,400

Total Revenues $4,015,000

Expenditures:

2011:

General government 649,400

Public safety 1,305,435

Public works 1,018,900

Health and welfare 850,325

Parks and recreation 292,500

Miscellaneous appropriations 14,200

Expenditures—2011 4,130,760

2010:

Parks and recreation 127,000

Total Expenditures 4,257,760

Excess of Expenditures over Revenues (242,760)

Other Financing Sources (Uses):

Interfund transfers in –0–

Interfund transfers out (91,500)

Total Other Financing Sources (91,500)

Change (Decrease) in Fund Balances (334,260)

Fund Balances, January 1, 2011 491,400

Fund Balances, December 31, 2011 $ 157,140

ILLUSTRATION 4–6
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GASBS 34 requires a budgetary comparison schedule, as shown previously in
Illustration 3–5, or, alternatively, a statement of revenues, expenditures, and changes
in fund balance—budget and actual for the General Fund, as well as for each major
special revenue fund for which a budget is legally adopted. Illustration 4–7 presents
a budgetary comparison schedule for the Town of Brighton General Fund. Note that
columns must be provided for both the legally adopted budget amounts and the final
amended amounts.

The amounts in the Revenues section of the Actual column in Illustration 4–7 pre-
sent the same information as shown in the Revenues section of Illustration 4–6
because in the Town of Brighton example, the General Fund revenues budget is on a
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TOWN OF BRIGHTON
General Fund 

Schedule of Revenues, Expenditures, and Changes in Fund Balance—Budget and Actual 
(Non-GAAP Presentation) 

For the Year Ended December 31, 2011

Budgeted Amounts

Variance with
Actual Amounts Final Budget

Original Final Budgetary Basis Over (Under)

Revenues:

Taxes:

Property taxes $2,600,000 $2,600,000 $2,599,636 $ (364)

Interest and penalties on taxes 13,000 13,000 11,400 (1,600)

Sales taxes 480,000 480,000 485,000 5,000

Total taxes 3,093,000 3,093,000 3,096,036 3,036

Licenses and permits 220,000 220,000 213,200 (6,800)

Fines and forfeits 308,000 308,000 310,800 2,800

Intergovernmental revenue 280,000 280,000 284,100 4,100

Charges for services 70,000 75,000 82,464 7,464

Miscellaneous revenues 15,000 25,000 28,400 3,400

Total Revenues 3,986,000 4,001,000 4,015,000 14,000

Expenditures and Encumbrances:

General government 660,000 660,000 658,850 (1,150)

Public safety 1,240,000 1,320,000 1,318,500 (1,500)

Public works 1,090,000 1,040,000 1,038,300 (1,700)

Health and welfare 860,000 860,000 858,650 (1,350)

Parks and recreation 315,000 315,000 312,500 (2,500)

Miscellaneous appropriations 15,000 15,000 14,200 (800)

Total Expenditures 4,180,000 4,210,000 4,201,000 (9,000)

Excess of Expenditures over Revenues (194,000) (209,000) (186,000) 23,000

Other Financing Sources (Uses) (91,500) (91,500) (91,500) –0–

Decrease in Reserve for Encumbrances — — (56,760) (56,760)

Decrease in Fund Balance for year (285,500) (300,500) (334,260) (33,760)

Fund Balances, January 1, 2011 491,400 491,400 491,400 –0–

Fund Balances, December 31, 2011 $ 205,900 $ 190,900 $ 157,140 $(33,760)

ILLUSTRATION 4–7
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GAAP basis, the same as actual revenues. However, the amounts in the Expenditures
section of the Actual column of the budgetary comparison schedule (Illustration 4–7)
differ from the expenditures shown in Illustration 4–6 because, under GAAP, expen-
ditures chargeable to 2010 appropriations of $127,000 and expenditures of the 2011
appropriations of $4,130,760 are reported in Illustration 4–6. Also, in the GAAP oper-
ating statement, Illustration 4–6, encumbrances are not reported in the Expenditures
section of the statement. In contrast, GASB standards require the amounts in the
Actual column of Illustration 4–7 to conform with budgetary practices; therefore, in
that statement, encumbrances outstanding at the end of fiscal 2011 are added to 2011
expenditures because both are uses of the 2011 appropriation authority.

Note that expenditures for 2010 are excluded from the budget and actual sched-
ule because that schedule relates only to the 2011 budget. GASB standards require
differences between the amounts reported in the two statements (Illustrations 4–6
and 4–7) to be reconciled in a separate schedule or in the notes to the required sup-
plementary information. For example, the notes to the budgetary comparison sched-
ule for the Town of Brighton might include the following reconciliation of General
Fund Expenditures reported in the two operating statements illustrated:

The presentation of Reserve for Encumbrances in Illustrations 4–5, 4–6, and 4–7
and in the illustrative reconciliation is based on the assumption that amounts encum-
bered at year-end do not need to be appropriated for the following year. The amounts
shown in Illustration 4–7 in the Expenditures section in the Variance with Final Bud-
get column, however, disclose the portion of each appropriation for 2011 that was
neither expended nor encumbered during that year; those amounts, totaling $9,000,
are said to lapse, that is, become unavailable for expenditure or encumbrance, in the
year following 2011.

SPECIAL REVENUE FUNDS

As noted in Chapters 2 and 3, special revenue funds are needed when legal or policy
considerations require separate funds to be created for current operating purposes other
than those served by proprietary or fiduciary funds. An example of a special revenue
fund created to demonstrate legal compliance is a Street Fund, which is largely
financed by a local government’s share of the motor fuel tax levied by the state to be
used only for maintenance and construction of streets, roads, and bridges. A second
example of a special revenue fund is a Library Operating Fund created to account for
a special tax levy or a decision of the governing board to create a separate fund to
account for an activity that differs from other governmental activities. A third exam-
ple is a fund to account for grants received from a higher jurisdiction, such as a fed-
eral Community Development Block Grant. Grant accounting is discussed briefly in
the following paragraph. A final example is a trust fund in which both the investment
principal and the investment earnings are available to support a government program
or the citizenry. A common example of the latter is a gift received under a trust agree-
ment that can be used only to purchase works of art for public buildings.
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Expenditures for 2011, budgetary basis $4,201,000
Less: Reserve for encumbrances 

as of December 31, 2011 (70,240)

Expenditures for 2011, GAAP basis $4,130,760
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Accounting for Operating Grants
Grants received by a local government from the state or federal government—or
received by a state from the federal government—are often restricted for specified
operating purposes. Consequently, a special revenue fund is frequently used to
account for the revenues of such grants. A number of grants provide that the grantor
will pay the grantee on a reimbursement basis. In such instances, GASB standards
require that the grant revenue not be recognized until the expenditure has taken
place.7 As an example of appropriate accounting procedures, assume that a local gov-
ernment has been awarded a state grant to finance a fine arts program, but the state
will provide reimbursement only after the grantee has made expenditures related to
the fine arts program. This is an example of a voluntary nonexchange transaction
in which an eligibility requirement (incurrence of allowable costs) must be met
before the local government can recognize an asset and revenue. Assuming that the
grantee government creates a special revenue fund to account for the fine arts pro-
gram and has incurred qualifying expenditures, or expense at the government-wide
level, the required entries in both the special revenue fund and the governmental
activities journals would be:

The latter entry, of course, records the reimbursement, which presumably would
be a short time after the expenditures were incurred. If the grant provided instead
that a specified amount would be available for the current accounting period,
regardless of whether qualifying expenditures were incurred, there would be no eli-
gibility requirement (except that the grantee be an authorized recipient). In this
case, it would be appropriate for the special revenue fund to recognize an asset
(Due from Federal [or State] Government) and Revenues upon notification by the
state grantor agency. If the grant imposes a time requirement, such as specify-
ing that the amount is intended for a future accounting period, a liability account,
Deferred Revenues, would be credited upon notification of the grant rather than
Revenues. In the period for which the grant is intended, an entry would be made
in the special revenue fund and governmental activities journals to debit Deferred
Revenues and credit Revenues.

Financial Reporting
Special revenue fund accounting and financial reporting are essentially the same as
for the General Fund, as described earlier in this chapter. In addition to amounts
for the General Fund, amounts for major special revenue funds would be included
in the balance sheet and statement of revenues, expenditures, and changes in fund
balances prepared for the governmental funds. A budgetary comparison schedule is
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Debits Credits

Special Revenue Fund and Governmental Activities:

Expenditures (or Expense)  . . . . . . . . . . . . . . . . 50,000

Vouchers Payable (or Cash)  . . . . . . . . . . . . . 50,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000

Revenues  . . . . . . . . . . . . . . . . . . . . . . . . . 50,000

7 GASB Codification, Sec. N5O.112. See the appendix to this chapter for a more detailed discussion
of revenue and expense/expenditure recognition for both exchange and nonexchange transactions.
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also provided as required supplementary information for each major special revenue
fund for which a budget is legally adopted. Elsewhere in the financial section of
the government’s comprehensive annual financial report (CAFR), a combining bal-
ance sheet and combining operating statement should be provided for all nonmajor
governmental funds, including nonmajor special revenue funds. An example of a
combining statement of revenues, expenditures, and changes in fund balances for
nonmajor governmental funds is presented in Illustration 4–8 for the City of Sioux
City, Iowa.

INTERFUND ACTIVITY

Reciprocal Interfund Activity
Internal exchange transactions—those involving the sales and purchases of goods
and services in a reciprocal exchange transaction between two funds—were dis-
cussed earlier in this chapter. These transactions are termed interfund services
provided and used in GASBS 34. Other interfund transactions are discussed in
this section.

Interfund Loans

Interfund loans are sometimes made from one fund to another with the intent that
the amount be repaid. If the loan must be repaid during the current year or soon
thereafter, the lending fund should record a current receivable, and the borrowing
fund should record a current liability. This is illustrated by the following journal
entries, assuming that the General Fund makes a short-term loan in the amount of
$100,000 to the Central Stores Fund, an internal service fund.

If this interfund loan did not require repayment for more than one year, the word
“Noncurrent” would be used rather than “Current” to signify the noncurrent nature
of the loan.8 As shown in the following entries, Noncurrent is added to each of the
interfund loan receivable/payable accounts to indicate that the loan is not payable
during the current year or soon thereafter.
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8 Governments also use the accounts “Due to (from) Other Funds” and “Advances from (to) Other
Funds” to record current and noncurrent interfund loans, respectively. The authors prefer to
reserve the use of “Due to (from) Other Funds” for operating transactions only; that is, interfund
transfers and internal exchange transactions. Although used for decades, the term “Advances” is
somewhat vague.

General Ledger Subsidiary Ledger

Debits Credits Debits Credits

General Fund:

Interfund Loans Receivable—Current  . . . . . . 100,000

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Internal Service Fund:

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Interfund Loans Payable—Current  . . . . . . . 100,000
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146 ILLUSTRATION 4–8

CITY OF SIOUX CITY, IOWA
Combining Statement of Revenues, Expenditures and Changes 

in Fund Balances
Governmental Nonmajor Funds

for the Year Ended June 30, 2007

Permanent
Special Revenue Funds Fund Total

Storm  Younkers Convention Governmental
Emergency Water Community Main Self-Impr. Center/ Transit Cemetery Nonmajor

Revenues Fund Drainage Road Use Development Housing Street District Auditorium Operations Trust Funds 

Taxes $ 528,056 $ — $ — $ — $ — $187,702 $ — $ — $ — $ — $ 715,758
Special assessments — 14,203 — — — — — — — — 14,203
Intergovernmental revenue — — 7,222,597 3,574,335 4,757,152 — — — 1,695,763 — 17,249,847
Revenue from use of property — — — — — — — 3,011,096 50,974 72,397 3,134,467
Charges for services — 1,270,128 4,884 — — — — 1,115,766 839,618 — 3,230,396
Interest — 9,326 — 212,376 — — — 24,372 — — 246,074
Miscellaneous — — 48,480 61,757 64,993 — — 372,657 29,427 17,408 594,722

Total Revenue 528,056 1,293,657 7,275,961 3,848,468 4,822,145 187,702 — 4,523,891 2,615,782 89,805 25,185,487

Expenditures
Current

Public works — 91,890 7,741,877 — — — — — 3,388,565 — 11,222,332
Culture and recreation — — — — — — — 7,039,061 — — 7,039,061
Community and economic 

development — — — 3,325,241 5,028,874 285,000 — — — — 8,639,115
General government — 1,163 — — — — — — — — 1,163

Total Expenditures — 93,053 7,741,877 3,325,241 5,028,874 285,000 — 7,039,061 3,388,565 — 26,901,671

Excess (Deficiency) of 
Revenues Over Expenditures 528,058 1,200,604 (465,916) 523,227 (206,729) (97,298) — (2,515,170) (772,783) 89,805 (1,716,204)

Other Financing Sources (Uses)

Transfers in 1,500,000 — 158,899 — — 96,633 — 2,222,092 1,302,285 — 5,279,909
Transfers out (527,691) (926,571) (27,852) (36,960) — — — — (450,545) — (1,969,619)

Total Other Financing 
Sources (Uses) 972,309 (926,571) 131,047 (36,960) — 96,633 — 2,222,092 851,740 — 3,310,290

Net Change in Fund Balance 1,500,365 274,033 (334,869) 486,267 (206,729) (665) — (293,078) 78,957 89,805 1,594,086

Fund Balance (Deficit)—Beginning
of Year 2,703,978 1,067,446 1,328,922 6,784,957 1,427,155 99,343 (1,587) (1,132,753) 185,852 838,105 13,301,418

Fund Balance (Deficit)—End 
of Year $4,204,343 $1,341,479 $  994,053 $7,271,224 $1,220,426 $ 98,678 $(1,587) $(1,425,831) $ 264,809 $927,910 $14,895,504
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Because the noncurrent interfund loan receivable represents assets that are not
available for the current year’s appropriation in the General Fund, the Fund Balance
account should be reserved for this amount, as was done for encumbered amounts
and ending inventories of supplies.

An interesting question is whether the illustrated interfund loans require journal
entries at the government-wide level. The answer is no since GASBS 34 requires that
most internal service fund amounts be reported in the Governmental Activities col-
umn of the government-wide financial statements. Interfund receivables and payables
between two funds that are both included in governmental activities have no effect
on the amounts reported in the government-wide statement of net assets.

Nonreciprocal Interfund Activity
Interfund Transfers

The former reporting model identified two types of interfund transfers: operating
transfers and residual equity transfers, which were reported in two different ways in
governmental fund operating statements. Under GASBS 34, both types of transfers
are described simply as interfund transfers and reported in the same manner—as
other financing sources by the receiving fund and as other financing uses by the
transferring fund. Some interfund transfers are periodic, routine transfers. For example,
state laws may require that taxes be levied by a General Fund or a special revenue fund
to finance an expenditure to be made from another fund (such as a debt service
fund). Since the general rule is that revenues should be recorded as such only once,
the transferor records the transfer of tax revenue to the expending fund as an Other
Financing Use—Interfund Transfer Out, and the transferee records it as an Other
Financing Source—Interfund Transfer In.

Other interfund transfers, those formerly called residual equity transfers, are
nonroutine transactions often made to establish or liquidate a fund, such as the
Town of Brighton example (Entries 2 and 2a earlier in this chapter) in which the
General Fund transferred cash and inventory to create a supplies internal service
fund. The creation of a fund by transfer of assets and/or resources from an exist-
ing fund to a new fund, or transfers of residual balances of discontinued funds to
another fund, results in the recognition of an other financing source rather than a
revenue by the new fund and an other financing use rather than an expenditure by
the transferor fund.
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General Fund:

Fund Balance  . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Reserve for Noncurrent Interfund

Loans Receivable . . . . . . . . . . . . . . . . . . . 100,000

General Ledger Subsidiary Ledger

Debits Credits Debits Credits

General Fund:

Interfund Loans Receivable—Noncurrent . . . . 100,000

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Internal Service Fund:

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Interfund Loans Payable—Noncurrent  . . . . 100,000
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Reimbursements

Internal exchange transactions for interfund services provided and used, described
earlier in this chapter, represent the only form of interfund transactions that result in
the recognition of revenue by the receiving fund. In certain instances, one fund may
record as an expenditure an item that should have been recorded as an expenditure
by another fund. Often this is the result of an accounting error. When the second
fund reimburses the first fund, the first fund should recognize the reimbursement as
a reduction of its Expenditures account, not as an item of revenue. The second fund
should debit Expenditures and credit Cash, as should have been done when the trans-
action initially occurred. Reimbursements are not reported in the financial statements
except for reporting expenditures/expenses in the correct fund.

Intra- versus Inter-Activity Transactions 
(Government-wide Level)
In all the preceding examples, if the interfund transaction occurs between two gov-
ernmental funds (or between a governmental fund and an internal service fund) or
between two enterprise funds, that is, an intra-activity transaction, then neither
the Governmental Activities column nor the Business-type Activities column is
affected at the government-wide level. Interfund loans or transfers between a gov-
ernmental fund (or internal service fund) and an enterprise fund results in an
inter-activity transaction. These transactions are reported as “Internal Balances”
on the government-wide statement of net assets (see Illustration A1–1) and “Trans-
fers” in the statement of activities (see Illustration A1–2). Except for internal exchange
transactions between governmental funds and internal service funds, for which any
element of profit or loss is eliminated prior to preparing the government-wide financial
statements, other internal exchange transactions should be reported as revenues and
expenses in the statement of activity.

Intra-Entity Transactions
Intra-entity transactions are exchange or nonexchange transactions between the
primary government and its blended or discretely presented component units. Trans-
actions between the primary government and blended component units follow the
same standards as for reciprocal and nonreciprocal interfund activity discussed in
preceding paragraphs. Transactions between the primary government and discretely
presented component units are treated as if the component units are external entities,
and thus should be reported as revenues and expenses in the statement of activities.
Amounts receivable and payable resulting from these transactions should be reported
on a separate line in the statement of net assets.

PERMANENT FUNDS

Governments often receive contributions under trust agreements in which the prin-
cipal amount is not expendable but earnings are expendable. Most of these trusts
are established to benefit a government program or function, or the citizenry, rather
than an external individual, organization, or government. Trusts of the first type
are called public-purpose trusts; trusts of the second type are called private-
purpose trusts.
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The GASBS 34 model requires that public-purpose trusts for which the earnings
are expendable for a specified purpose but the principal amount is not expendable
(also referred to as endowments) be accounted for in a governmental fund called a
permanent fund. Public-purpose trusts for which both principal and earnings
thereon can be expended for a specified purpose are accounted for in a special
revenue fund, again a governmental fund type. Accounting issues involving private-
purpose trusts are discussed in Chapter 8.

Budgetary Accounts
Budgetary accounts generally should not be needed for permanent funds because
transactions of the fund result in changes in the fund principal only incidentally; by
definition, the principal cannot be appropriated or expended. However, public-purpose
expendable trust funds may be required by law to use the appropriation procedure
to ensure adequate budgetary control over the expenditure of fund assets since they
are accounted for in special revenue funds. If the appropriation procedure is required,
the use of the other budgetary accounts discussed earlier in this chapter is also
recommended. The following paragraphs illustrate a public-purpose nonexpendable
trust that is accounted for as a permanent fund.

Illustrative Case
As an illustration of the nature of accounting for permanent fund trust principal
and expendable trust revenue, assume on November 1, 2010, Wilma Wexner died,
having made a valid will that provided for the gift of marketable securities to the
City of Concordia to be held as a nonexpendable trust. For purposes of income
distribution, the net income from the securities is to be computed on the accrual
basis but does not include increases or decreases in the fair value of investments.
Income, so measured, is to be transferred to the City’s Library Operating Fund, a
special revenue fund. Accounting for the Library Operating Fund is not illustrated
here because it would be very similar to General Fund accounting already covered
in depth in this chapter. For the sake of brevity, corresponding entries in the
general journal for governmental activities at the government-wide level are also
omitted.

The gift was accepted by the City of Concordia, which established the Library
Endowment Fund (a permanent fund) to account for operation of the trust. The fol-
lowing securities were received by the Library Endowment Fund:
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Interest Fair Value
Rate per Maturity Face as of

Year Date Value 11/1/10

Bonds of AB Company 6% 1/1/15 $640,000 $652,000

Fair Value
Number as of

of Shares 11/1/10

Stocks:
M Company, common 5,400 $282,000
S Company, common 22,000 214,000

Total $496,000
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Journal Entries—Permanent Fund

The Library Endowment Fund’s receipt of the securities is properly recorded at the
fair value of the securities as of the date of the gift because this is the amount for
which the trustees are responsible. Although the face value of the bonds will be
received at maturity (if the bonds are held until maturity), GASB standards require
that investments in bonds maturing more than one year from receipt be reported at
fair value.9 Thus the entry in the Library Endowment Fund to record the receipt of
the securities at initiation of the trust on November 1, 2010, is:

As of January 1, 2011, semiannual interest of $19,200 is received on the AB Com-
pany bonds, of which only one-third of the total corresponding to the two months
of interest earned since the endowment was created can be transferred to the Library
Operating Fund. The entry for the receipt of bond interest on January 1, 2011, and
the revenue earned for transfer to the Library Operating Fund is:

Dividends on stock do not accrue. They become a receivable only when declared
by the corporation issuing the stock. Ordinarily the receivable is not recorded because
it is followed in a reasonably short time by issuance of a dividend check. Assuming
dividends on the stock held by the Library Endowment Fund were received early in
January 2011 in the amount of $9,800, Entry 3 is appropriate:
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Debits Credits

Permanent Fund:

1. Investment in Bonds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 652,000

Investment in Stocks  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 496,000

Accrued Interest Receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,800

Revenues—Contributions for Endowment  . . . . . . . . . . . . . . . . . . 1,160,800

[Interest accrued on the bonds of Company AB ($640,000 � 6% � 

4/12 � $12,800), assuming semiannual interest was last received 
on July 1, 2010]

9 GASB Codification, Sec. I50.105.

Permanent Fund:

2. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 19,200

Accrued Interest Receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,800

Revenues—Bond Interest  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,400

Permanent Fund:

3. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,800

Revenues—Dividends  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,800
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As the bond interest and dividends on stock were received in cash, the Library
Endowment Fund has sufficient cash to pay the amount to be transferred to the
Library Operating Fund for interest and dividends earned since the endowment was
created. Assuming that cash is transferred as of January 3, 2011, Entry 4 is:

On the advice of an investment manager, 1,800 shares of M Company stock were
sold for $99,000; this amount and cash of $7,000 were invested in 4,000 shares of
LH Company common stock. The M Company stock sold was one-third of the num-
ber of shares received when the trust was established; therefore, the shares sold had
a carrying value of one-third of $282,000, or $94,000. The difference between the
stock’s carrying value and the proceeds at the time of sale is considered in this trust
to belong to the corpus and does not give rise to a gain or loss that adjusts the net
income to be transferred to the Library Operating Fund. Therefore, the sale of M
Company stock and the purchase of LH Company stock should be recorded in the
Library Endowment Fund as shown in Entries 5a and b:

Assuming there were no further purchases or sales of stock and that dividends
received on April 1, 2011, amounted to $10,800, Entry 6a is necessary, as well
as Entry 6b, to make the required interfund transfer to the Library Operating
Fund.

Interest accrued on June 30, 2011, amounted to $19,200, the same amount
received early in January 2011. The fair value of the Library Endowment Fund
investments as of June 30, 2011, the last day of the City of Concordia’s fiscal year,
is given below.
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Debits Credits

Permanent Fund:

4. Other Financing Uses—Interfund Transfers Out  . . . . . . . . . . . . . . . . 16,200

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,200

Permanent Fund:

5a. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 99,000

Investment in Stocks  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 94,000

Revenues—Change in Fair Value of Investments  . . . . . . . . . . . . . 5,000

5b. Investment in Stocks . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 106,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 106,000

Permanent Fund:

6a. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,800

Revenues—Dividends  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,800

6b. Other Financing Uses—Interfund Transfers Out . . . . . . . . . . . . . . . . 10,800

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,800
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152 Part One State and Local Governments

Entry 7a records the accrual of interest earned for transfer to the Library Operat-
ing Fund. Entry 7b records the adjusting entry to record the change in fair value of
investments at the end of the fiscal year, compared with the prior fair value recorded
for the investments. Entry 7c records the liability to the Library Operating Fund.

The closing entry at the end of the fiscal year, June 30, 2011, is shown in Entry 8.

In Entry 8, one can see that $46,200, the total interest earned on bonds and
dividends received on investments in stocks, was transferred during the year to the
Library Operating Fund; the net change (increase) in fair value of investments,
$38,500, and the original contribution are added to the Fund Balance. If the net
increase in the value of investments were permitted under the trust agreement to be
used for library operating purposes, the entire $84,700 (sum of earnings and increase
in fair value) would have been transferred out, and the addition to Fund Balance would
have been just the $1,168,300 original contribution.

Fair Value Fair Value Change in
as of 11/1/10 as of 6/30/11 Fair Value

Bonds of AB Company $652,000 $674,000 $22,000

Stocks No. of Shares

M Company 3,600 $188,000 $194,400 $  6,400

S Company 22,000 214,000 220,600 6,600

LH Company 4,000 106,000* 104,500 (1,500)

Total $508,000 $519,500 $11,500

*As of date of transaction 5 for LH Company.

Debits Credits

Permanent Fund:

7a. Accrued Interest Receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 19,200

Revenues—Bond Interest  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 19,200

7b. Investment in Bonds  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 22,000

Investment in Stocks . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,500

Revenues—Change in Fair Value of Investments  . . . . . . . . . . . . . 33,500

7c. Other Financing Uses—Interfund Transfers Out . . . . . . . . . . . . . . . . 19,200

Due to Library Operating Fund  . . . . . . . . . . . . . . . . . . . . . . . . . . 19,200

Permanent Fund:

8. Revenues—Contributions for Endowment . . . . . . . . . . . . . . . . 1,160,800

Revenues—Bond Interest  . . . . . . . . . . . . . . . . . . . . . . . . . . 25,600

Revenues—Dividends  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,600

Revenues—Change in Fair Value of Investments  . . . . . . . . . . . 38,500

Other Financing Uses—Interfund Transfers Out  . . . . . . . . . . . 46,200

Fund Balance—Reserved for Endowment . . . . . . . . . . . . . . . 1,199,300
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At year-end, financial statements for the Library Endowment Fund would be pre-
sented in essentially the same formats as the General Fund balance sheet and General
Fund statement of revenues, expenditures, and changes in fund balance shown in Illus-
trations 4–5 and 4–6. If the Library Endowment Fund meets the criteria for a major
fund, its balance sheet and operating statement information will be included as a col-
umn in the balance sheet—governmental funds and statement of revenues, expendi-
tures, and changes in fund balances—governmental funds, examples of which are
presented in Illustrations A1–3 and A1–5 in Chapter 1. If the fund is determined to be
a nonmajor fund, it would be reported in the combining balance sheet and operating
statement presented in the CAFR for the nonmajor governmental funds (see Illustra-
tion 4–8 for an example of the latter type of financial statement).

As indicated previously, entries in the Library Operating Fund are omitted for the
sake of brevity since accounting for special revenue funds is similar to that for the
General Fund. Thus, at the beginning of the 2011 fiscal year (July 1, 2010) a bud-
getary entry would have been recorded; that entry would have been amended on
November 1, 2010, the date the Library Endowment Fund was created, to reflect the
Estimated Other Financing Sources (interfund transfers in) expected from the endow-
ment and to authorize expenditures of all or a portion of those resources in the
Library Operating Fund. Each time Other Financing Uses—Interfund Transfers Out
are recorded in the Library Endowment Fund, Other Financing Sources—Interfund
Transfers In would be recorded in the same amount in the Library Operating Fund.

Chapters 3 and 4 have focused on operating activities that are recorded in the
General Fund, special revenue funds, permanent funds, and in governmental activi-
ties at the government-wide level. Chapter 5 discusses accounting for general capi-
tal assets and capital projects funds, while general long-term debt and debt service
funds are discussed in Chapter 6.

Concepts and Rules for Recognition of Revenues
and Expenses (or Expenditures)

EXCHANGE TRANSACTIONS
Current GASB standards provide guidance for the accounting recognition of revenues and
expenses on the accrual basis in the government-wide financial statements and revenues
and expenditures on the modified accrual basis in the governmental fund financial state-
ments.10 Recognition rules for exchange transactions and exchange-like transactions, those
in which each party receives value essentially equal to the value given, are generally
straightforward; for operating transactions, the party selling goods or services recognizes
an asset (for example, a receivable or cash) and a revenue when the transaction occurs
and the revenue has been earned. The party purchasing goods or services recognizes an
expense or expenditure and liability (or reduction in cash). As discussed in Chapter 2,
under the modified accrual basis of accounting, if a governmental fund provides goods
or services to another party or fund, it should recognize an asset (receivable or cash) and
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Appendix

10 GASB Codification Secs. 1600 and N5O.
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a revenue if the assets (financial resources) are deemed measurable and available. If a
governmental fund receives goods or services from another party or fund, it should rec-
ognize expenditures (not expense) when the fund liability has been incurred. In most cases,
exchange transactions of governmental funds result in measurable and available assets
being received or a fund liability being incurred when the transaction occurs, and thus
result in immediate recognition of revenues and expenditures. For example, the General
Fund should recognize a revenue immediately when a citizen is charged a fee for a build-
ing permit and an expenditure when a purchase order for supplies has been filled.

NONEXCHANGE TRANSACTIONS
Nonexchange transactions are defined as external events in which a government gives
or receives value without directly receiving or giving equal value in exchange.11 Account-
ing for nonexchange transactions raises a number of conceptual issues. Two key concepts
that affect a resource recipient’s recognition of revenues (or a resource provider’s recog-
nition of expenses/expenditures) are time requirements and purpose restrictions.12

Time requirements relate either to the period when resources are required to be used
or to when use may begin. Thus, time requirements determine the timing of revenue or
expense (expenditure) recognition—that is, whether these elements should be recognized
(recorded in the accounts) in the current period or deferred to a future period. Purpose
restrictions refer to specifications by resource providers of the purpose or purposes for
which resources are required to be used. For example, a grant may specify that resources
can be used only to provide transportation for senior citizens. The timing of revenue
recognition is unaffected by purpose restrictions. Rather, the purpose restrictions should
be clearly reported as restrictions of net assets in the government-wide statement of net
assets or as reservations of fund balance in the governmental funds balance sheet (see
Illustrations A1–1 and A1–3 in Chapter 1 for examples).

For certain classes of nonexchange transactions, discussed later in this section, rev-
enue and expense recognition may be delayed until program eligibility requirements are
met. Eligibility requirements may include, in addition to time requirements, specified
characteristics that program recipients must possess or reimbursement provisions and
contingencies tied to required actions by the recipient. GASB standards provide the
example of state-provided reimbursements to school districts for special education. To
meet the specified eligibility requirements, (1) the recipient must be a school district,
(2) the applicable school year must have started, and (3) the district must have incurred
allowable costs. Only when all three conditions are met can a school district record a
revenue and the state record an expense. The school district records an asset and deferred
revenue if the resources have been received in advance of meeting eligibility require-
ments. Otherwise, the school district does not record an asset nor does the state record
a liability to provide the resources until all the eligibility requirements have been met.13

Nonexchange transactions are subdivided into four classes: (1) derived tax revenues
(e.g., income and sales taxes), (2) imposed nonexchange revenues (e.g., property taxes
and fines and penalties), (3) government-mandated nonexchange transactions
(e.g., certain education, social welfare, and transportation services mandated and funded
by a higher level of government), and (4) voluntary nonexchange transactions (e.g.,
grants and entitlements from higher levels of government and certain private donations).14
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11 GASB Codification, Sec. N50.104.
12 Ibid., par. 109.
13 Ibid., par. 902. Example 8.
14 Ibid., par. 104.
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RECOGNITION OF NONEXCHANGE TRANSACTIONS
Illustration A4–1 provides a summary of the recognition criteria applicable to each class
of nonexchange transactions, both for the accrual basis of accounting and for modified
accrual. Assets and revenues in the derived tax revenues category are generally recog-
nized in the period in which the underlying exchange occurs; the period in which income
is earned for income taxes and when sales have occurred for sales taxes.

For imposed nonexchange revenues, an asset (receivable or cash) is recognized when
there is an enforceable legal claim or when cash is received, whichever is first. Revenues
should be recognized in the period in which the resources are required to be used or the
first period when their use is permitted. For property taxes, revenues usually are recog-
nized in the period for which the taxes are levied. In governmental funds, the additional
criterion of availability for use must be met. Current standards, as interpreted, define
available in the context of property taxes as meaning “collected within the current period
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Class Recognition

Derived tax revenues Assets*
Examples: sales taxes, personal and Period when underlying exchange has occurred or when resources are received, 
corporate income taxes, motor fuel whichever is first.
taxes, and similar taxes on earnings or Revenues
consumption Period when underlying exchange has occurred. (Report advance receipts as 

deferred revenues.) When modified accrual accounting is used, resources also 
should be “available.”

Imposed nonexchange revenues Assets*
Examples: property taxes, most fines Period when an enforceable legal claim has arisen or when resources are received.
and forfeitures whichever is first.

Revenues

Period when resources are required to be used or first period that use is permitted 
(for example, for property taxes, the period for which levied). When modified 
accrual accounting is used, resources also should be “available.” (For property 
taxes, apply NCGA Interpretation 3, as amended.)

Government-mandated Assets* and Liabilities
nonexchange transactions Period when all eligibility requirements have been met or (for asset recognition) 
Examples: federal government when resources are received, whichever is first.
mandates on state and local Revenues and expenses or expenditures
governments Period when all eligibility requirements have been met. (Report advance receipts 
Voluntary nonexchange or payments for use in the following period as deferred revenues or advances, 
transactions respectively. However, when a provider precludes the sale, disbursement, or 
Examples: certain grants and consumption of resources for a specified number of years, until a specified event 

entitlements, most donations has occurred, or permanently [for example, permanent and term endowments], 
report revenues and expenses or expenditures when the resources are, 
respectively, received or paid and report resulting net assets, equity, or fund
balance as restricted.) When modified accrual accounting is used for revenue 
recognition, resources also should be “available.”

ILLUSTRATION A4–1 Summary Chart—Classes and Timing of Recognition of Nonexchange Transactions

*If there are purpose restrictions, report restricted net assets (or equity or fund balance) or, for governmental funds, a reservation of
fund balance.

Source: GASB Statement No. 33 (Norwalk, CT, 1998), Appendix C.
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or expected to be collected soon enough thereafter to be used to pay liabilities of the
current period.”15 Soon enough thereafter means not later than 60 days after the end of
the current period.16

A common set of recognition rules applies to the remaining two classes of nonex-
change transactions: government-mandated and voluntary nonexchange. An asset (a
receivable or cash) is recognized when all eligibility requirements have been met or
when cash is received, whichever occurs first. For example, although cash has not been
received from a grantor, when a program recipient meets matching requirements
imposed by the grantor agency in order to become eligible for a social services grant,
a receivable (Due from [Grantor]) would be recorded. Revenues should be recognized
only when all eligibility criteria have been met. If cash is received in the period prior
to intended use (that is, there is a time restriction) or before eligibility requirements
have been met, deferred revenues should be reported rather than revenues. In the period
when the time restriction expires, the account Deferred Revenues will be debited and
Revenues will be credited.

It should be apparent that a particular nonexchange transaction may lead to recogni-
tion of revenues in one period in the government-wide statement of activities, but be
reported as deferred revenues in a governmental fund because it is deemed not to be
available to pay current period obligations.
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4–1. Explain why some transactions for governmental activities at the government-
wide level are reported differently than transactions for the General Fund.
Give some examples of transactions that would be recorded in the general
journals of (a) only the General Fund, (b) only governmental activities at the
government-wide level, and (c) both.

4–2. In what ways does the government-wide statement of net assets differ from
the balance sheet for governmental funds?

4–3. How does the use of encumbrance procedures improve budgetary control over
expenditures?

4–4. If the General Fund of a certain city needs $6,720,000 of revenue from prop-
erty taxes to finance estimated expenditures of the next fiscal year and his-
torical experience indicates that 4 percent of the gross levy will not be
collected, what should be the amount of the gross levy for property taxes?
Show all computations in good form.

4–5. “Actual revenues and expenditures reported on a budget and actual compari-
son schedule should be prepared on the same basis as budgeted revenues and
expenditures, even if a cash basis is used.” Do you agree with this statement?
Why or why not?

4–6. Explain why expenses reported on the government-wide statement of activ-
ities for supplies used in conducting governmental activities may differ in
amounts from expenditures for the same supplies reported on the statement
of revenues, expenditures, and changes in fund balances for governmental
funds.

4–7. Explain the primary differences between ad valorem taxes, such as property
taxes, and other taxes that generate derived tax revenues, such as sales and
income taxes. How does accounting differ between these classes of taxes?

4–8. If interim financial reporting to external parties is not required, why should a
government bother to prepare interim financial statements and schedules?
Give some examples of interim financial statements or schedules that a gov-
ernment should consider for internal management use.

4–9. How does a permanent fund differ from public-purpose trusts that are reported
in special revenue funds? How does it differ from private-purpose trust funds?

4–10. Name the four classes of nonexchange transactions defined by GASB stan-
dards and explain the revenue and expenditure/expense recognition rules
applicable to each class.

4–1 Analyzing Results of Operations. Using either a city’s own Web site or the
GASBS 34 link of the GASB’s Web site, download either the city’s entire com-
prehensive annual financial report (CAFR) or, if possible, just the portion of
the CAFR that contains the basic financial statements. Print a copy of the
government-wide statement of activities and a copy of the statement of revenues,
expenditures, and changes in fund balances—governmental funds, along with
the reconciliation between these two statements, and respond to the require-
ments below.

The city manager is concerned that some recently elected members of the city
council will get a mixed message since the change in net assets reported for gov-
ernmental activities is noticeably different from the change in fund balances
reported on the governmental funds statement of revenues, expenditures, and
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Questions

Cases
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changes in fund balances. The city manager has requested that you, in your role
as finance director, explain to the city council in clear, easy-to-understand terms
for which purposes each operating statement is intended and how and why the
operating results differ.

Required

a. Examine the two operating statements in detail, paying particular attention to
the lines on which changes in net assets and changes in fund balances are
reported and develop a list of reasons why the two numbers are not the same.

b. Prepare a succinct and understandable explanation of the results of operations
of this government from the perspective of each operating statement, in terms
that a non-accountant council member would be able to understand.

4–2 Policy Issues Relating to Property Taxes. Property owners in Trevor City were
shocked when they recently received notice that assessed valuations on their
homes had increased by an average 35 percent, based on a triennial reassess-
ment by the County Board of Equalization. Like many homeowners in the city,
you have often complained about the high property taxes in Trevor City, and now
you are outraged that your taxes will apparently increase another 35 percent in
the coming year.

After stewing all weekend about the unreasonable increase in assessed valua-
tion, you decide to visit the county tax assessor on Monday to find out why your
assessed valuation has increased so rapidly. When you finally reach the counter,
the customer service representative explains that reassessment considers such fac-
tors as actual property sales in particular neighborhoods, trends in building costs,
and home improvements. He also explains that heavy demand for both new and
previously owned homes has skyrocketed in the Trevor City area in recent years.
Moreover, you learn that the reassessment on your home is only average, with
some being higher and some lower. Although this information calms you down
somewhat, you ask: “But how can we possibly afford a 35 percent increase in our
taxes next year?” The representative explains that actual tax rates are set by each
jurisdiction having taxing authority over particular properties (in your case, these
are the county government, Trevor City, the Trevor City Independent School Dis-
trict, the Trevor City Library, and the Trevor City Redevelopment Authority), so
he cannot say how much property taxes will actually increase.

Required

a. When you have regained your composure, prepare a brief written analysis
objectively evaluating the probability that your property taxes will actually
increase by 35 percent next year. In doing so, consider factors that you feel
may mitigate against such a large increase. What would have to happen to the
tax rates for your taxes to remain at their current level or increase only slightly?

b. Put yourself in the position of the city manager of Trevor City. Does she view
the rapid growth in property values as a windfall for the city? What are the
potential economic and political risks involved with a hot real estate market
such as Trevor City is experiencing?

4–3 Reporting Internal Service Fund Financial Information at the Government-
wide Level. During the current fiscal year, the City of Manchester created a
Printing and Sign Fund (an internal service fund) to provide custom printing and
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signage for city departments, predominantly those financed by the General Fund.
As this is the city’s first internal service fund, finance officials are uncertain how
to account for the activities of the Printing and Sign Fund at the government-wide
level. After much discussion, they have approached you, the audit manager, with
the following questions:
1. In governmental activities at the government-wide level, should expenses for

printing and signage within the various functions be the amount billed to
departments or the Printing and Sign Fund’s cost to provide the printing and
signage service? Please explain.

2. What about the Printing and Sign Fund’s operating revenues from billings to
departments? Should these revenues be reported as program revenues, specif-
ically, as charges for services of the functions receiving the services? Why or
why not?

3. The Printing and Sign Fund obtains about 10 percent of its revenues from the
City Electric, Sewage, and Water Fund, an enterprise fund. Should the finan-
cial information related to these transactions be reported in the Business-type
Activities column of the government-wide financial statements, rather than
the Governmental Activities column? Please explain in detail.

Required

a. Evaluate these questions and provide the city’s finance director with a written
response to each question.

b. How would your response to question 3 differ if the Printing and Sign Fund
provided 60 percent of its total services to the enterprise fund?

4–4 Reporting Multipurpose Grant Transactions in the Funds and Government-
wide Financial Statements of Local Government Recipients. In this case,
local governments receive reimbursements from the state government’s
Department of Social Services Teen Assistance Program for expenditures
incurred in conducting an array of locally administered programs that benefit
troubled teens. The state program provides reimbursement up to a maximum
amount based on grant applications submitted annually by each local govern-
ment and provides notification of the amounts approved prior to the grant year.
Each local government determines which kinds of teen programs and what
mix of services are most appropriate for its community. Reimbursements are
made only after services have been provided and documented claims for
reimbursements have been submitted to the state. GASB standards relevant to
this grant state:

Multipurpose grants (those that provide financing from more than one program)
should be reported as program revenue if the amounts restricted to each program
are specifically identified in the grant award or grant agreement. Multipurpose
grants that do not provide for specific identification of the programs and amounts
should be reported as general revenues.

Required

a. In which fiscal year(s) should the grant be reported on the fund and government-
wide financial statements of the local governments receiving the grant reim-
bursements? Please explain your answer.

b. How should the grant be reported on the fund and government-wide finan-
cial statements? Please explain your answer.
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4–1 Examine the CAFR. Utilizing the comprehensive annual financial report
obtained for Exercise 1–1, follow these instructions.
a. Governmental Activities, Government-wide Level. Answer the following

questions. (1) Are governmental activities reported in a separate column from
business-type activities in the two government-wide financial statements?
(2) Are assets and liabilities reported either in the relative order of their
liquidity or on a classified basis on the statement of net assets? (3) Is informa-
tion on expenses for governmental activities presented at least at the functional
level of detail? (4) Are program revenues segregated into (a) charges for services,
(b) operating grants and contributions, and (c) capital grants and contributions
on the statement of activities?

b. General Fund. Answer the following questions. (1) What statements and
schedules pertaining to the General Fund are presented? (2) In what respects
(headings, arrangements, items included, etc.) do they seem similar to the
year-end statements illustrated or described in the text? (3) In what respects
do they differ? (4) What purpose is each statement and schedule intended to
serve? (5) How well, in your reasoned opinion, does each statement and
schedule accomplish its intended purpose? (6) Are any noncurrent or nonliq-
uid assets included in the General Fund balance sheet? If so, are they offset
by “Reserve” accounts in the Fund Equity section? (7) Are any noncurrent
liabilities included in the General Fund balance sheet? If so, describe them.
(8) Are revenue classifications sufficiently detailed to be meaningful? (9) Has
the government refrained from reporting expenses rather than expenditures?

c. Special Revenue Funds. Answer the following questions. (1) What state-
ments and schedules pertaining to the special revenue funds are presented?
(2) Are these only combining statements, or are there also statements for indi-
vidual special revenue funds? (3) Are expenditures classified by character
(i.e., current, intergovernmental, capital outlay, and debt service)? (4) Are cur-
rent expenditures further categorized at least by function?

d. Examine Again. Refer to part b. Answer each question again, now from the
perspective of the special revenue funds. Review your answers to Exercises
1–1, 2–1, and 3–1 in light of your study of Chapter 4. If you now believe
your earlier answers were not entirely correct, change them to conform with
your present understanding of GASB financial reporting standards.

4–2 Multiple Choice. Choose the best answer.

1. When equipment was purchased with General Fund resources, which of the
following accounts would have been debited in the General Fund?
a. Expenditures.
b. Equipment.
c. Encumbrances.
d. No entry should be made in the General Fund.

2. The City of Marshall uses the purchases method for recording its inventory of
supplies in the General Fund. Rather than using a perpetual inventory system,
inventories are updated at year-end based on a physical count. Physical inven-
tories were $85,000 and $75,000 at December 31, 2010 and 2011, respectively.
The adjusting journal entry on December 31, 2011, will include a:
a. Debit to Inventory of Supplies for $75,000.
b. Debit to Expenditures for $10,000.
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c. Credit to Inventory of Supplies for $10,000.
d. Credit to Expenditures for $10,000.

3. Goods for which a purchase order had been placed at an estimated cost of
$1,000 were received at an actual cost of $985. The journal entry in the Gen-
eral Fund to record the receipt of the goods will include a:
a. Debit to Reserve for Encumbrances for $1,000.
b. Credit to Vouchers Payable for $985.
c. Debit to Expenditures for $985.
d. All of the above are correct.

4. The City of Fenton levied $3,000,000 of General Fund property taxes for the
fiscal year ending December 31, 2011, with an estimated uncollectible
amount of $200,000. During 2011 and January and February of 2012,
$2,500,000 of the levy is expected to be collected; however, $300,000 of the
levy is not expected to be collected until after February 2012. The amount of
property tax revenues to be recognized in FY 2011 is:
a. $3,000,000 in governmental activities at the government-wide level and

$2,800,000 in the General Fund.
b. $2,800,000 in governmental activities at the government-wide level and

$2,500,000 in the General Fund.
c. $2,500,000 in governmental activities at the government-wide level and

$2,800,000 in the General Fund.
d. $2,500,000 in governmental activities at the government-wide level and

$2,500,000 in the General Fund.

5. Which of the following items would be reported as a program revenue on the
government-wide statement of activities?
a. Sales taxes.
b. Interest and penalties on taxes.
c. Unrestricted federal grants.
d. Fines and forfeits.

6. Internal exchange transactions in which a governmental fund receives goods
or services from an enterprise fund are:
a. Reported as expenditures by the governmental fund and as revenues by the

enterprise fund.
b. Reported as interfund transfers out by the governmental fund and as inter-

fund transfers in by the internal service fund.
c. Reported as expenses by governmental funds and as revenues by the enter-

prise fund.
d. Either a or b, depending on local policy.

7. Which of the following revenues would be classified as an imposed nonex-
change revenue?
a. Sales taxes.
b. Federal and state grants.
c. Property taxes.
d. Income taxes.

8. Which of the following transactions is reported on the government-wide
financial statements?
a. An interfund loan from the General Fund to a special revenue fund.
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b. Equipment used by the General Fund is transferred to an internal service
fund that predominantly serves departments that are engaged in govern-
mental activities.

c. The City Airport Fund, an enterprise fund, transfers a portion of board-
ing fees charged to passengers to the General Fund.

d. An interfund transfer is made between the General Fund and the Debt
Service Fund.

9. A special revenue fund that administers a program funded by a reimbursement-
type (expenditure-driven) federal grant should recognize revenue:
a. When notified of grant approval.
b. When qualifying expenditures have been made.
c. When cash is received.
d. When the special revenue fund has paid for all of the services it has

provided.

10. A city received a $1,000,000 cash contribution under a trust agreement in
which investment earnings (but not the principal amount) can be used to
maintain the city cemetery. This contribution should be recorded in a (an):
a. Fiduciary fund.
b. Permanent fund.
c. Special revenue fund.
d. Internal service fund.

4–3 Calculating Required Tax Anticipation Financing and Recording Issuance
of Tax Anticipation Notes. The City of Perrin collects its annual property taxes
late in its fiscal year. Consequently, each year it must finance part of its oper-
ating budget using tax anticipation notes. The notes are repaid upon collection
of property taxes. On April 1, 2011, the City estimated that it will require
$2,470,000 to finance governmental activities for the remainder of the 2011
fiscal year. On that date, it had $740,000 of cash on hand and $830,000 of
current liabilities. Collections for the remainder of FY 2011 from revenues
other than current property taxes and from delinquent property taxes, including
interest and penalties, were estimated at $1,100,000.

Required

a. Calculate the estimated amount of tax anticipation financing that will be
required for the remainder of FY 2011. Show work in good form.

b. Assume that on April 2, 2011, the City of Perrin borrowed the amount cal-
culated in part a by signing tax anticipation notes bearing 5 percent per
annum to a local bank. Record the issuance of the tax anticipation notes in
the general journals of the General Fund and governmental activities at the
government-wide level.

c. By October 1, 2011, the City had collected a sufficient amount of current
property taxes to repay the tax anticipation notes with interest. Record the
repayment of the tax anticipation notes and interest in the general journals of
the General Fund and governmental activities at the government-wide level.

4–4 Property Tax Calculations and Journal Entries. The Village of Darby’s bud-
get calls for property tax revenues for the fiscal year ending December 31, 2011,
of $2,660,000. Village records indicate that, on average, 2 percent of taxes levied
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are not collected. The county tax assessor has assessed the value of taxable prop-
erty located in the village at $135,714,300.

Required

a. Calculate to the nearest penny what tax rate per $100 of assessed valuation
is required to generate a tax levy that will produce the required amount of
revenue for the year.

b. Record the tax levy for 2011 in the General Fund. (Ignore subsidiary detail
and entries at the government-wide level.)

c. By December 31, 2011, $2,540,000 of the current property tax levy had been
collected. Record the amounts collected and reclassify the uncollected amount
as delinquent. Interest and penalties of 6 percent were immediately due on
the delinquent taxes, but the finance director estimates that 10 percent will
not be collectible. Record the interest and penalties receivable. (Round all
amounts to the nearest dollar.)

4–5 Adjusting Entries for Inventory of Supplies. The Village of Baxter uses the
purchases method of accounting for its inventories of supplies in the General
Fund. GASB standards, however, require that the consumption method be used
for the government-wide financial statements. Because its computer system is
very limited, the Village uses a periodic inventory system, adjusting inventory
balances based on a physical inventory of supplies at year-end. When supplies
are received during the year, the Village records expenditures and expenses in
the general journals of the General Fund and governmental activities, respec-
tively. The Village’s inventory records showed the following information for the
fiscal year ending December 31, 2011:

Balance of inventory, December 31, 2010 $140,000
Purchases of inventory during 2011 720,000
Balance of inventory, December 31, 2011 155,000

Required

a. Provide the required adjusting entries at the end of 2011, assuming that the
December 31, 2011, balance of Inventory of Supplies has been confirmed by
physical count. Make entries in the general journals of both the General Fund
(omitting subsidiary detail) and governmental activities at the government-
wide level.

b. Assume that the General Fund uses the consumption method for reporting
inventories of supplies rather than the purchases method. Make the required
adjusting entries for the General Fund and governmental activities at the
government-wide level.

4–6 Special Revenue Fund, Voluntary Nonexchange Transactions. The City of
Eldon applied for a competitive grant from the state government for park
improvements such as upgrading hiking trails and bike paths. On May 1, 2011,
the City was notified that it had been awarded a grant of $200,000 for the pro-
gram, to be received in two installments on July 1, 2011, and July 1, 2012. The
grant stipulates that $100,000 is for use in each of the city’s fiscal years ending
June 30, 2012, and June 30, 2013. Any amounts not expended during FY 2012
can be carried over for use in FY 2013. During FY 2012, the city expended
$90,000 for park improvements from grant resources.
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Required

For the special revenue fund, provide the appropriate journal entries, if any, that
would be made for the following:
1. May 1, 2011, notification of grant approval.
2. July 1, 2011, receipt of first installment of the grant.
3. During FY 2011 to record expenditures under the grant.
4. July 1, 2012.

4–7 Closing Journal Entries. At the end of a fiscal year, budgetary and operating
statement control accounts in the general ledger of the General Fund of Dade
City had the following balances: Appropriations, $6,224,000; Estimated Other
Financing Uses, $2,776,000; Estimated Revenues, $7,997,000; Encumbrances,
$0; Expenditures, $6,192,000; Other Financing Uses, $2,770,000; and Revenues,
$7,980,000. Appropriations included the authorization to order a certain item at
a cost not to exceed $65,000; this was not ordered during the year because it
will not be available until late in the following year.

Required

Show in general journal form the entry needed to close all of the preceding
accounts that should be closed as of the end of the fiscal year.

4–8 Interfund and Interactivity Transactions. The following transactions affected
various funds and activities of the City of Atwater.
1. The Fire Department, a governmental activity, purchased $100,000 of water

from the Water Utility Fund, a business-type activity.
2. The Municipal Golf Course, an enterprise fund, reimbursed the General Fund

$1,000 for office supplies that the General Fund had purchased on its behalf
and that were used in the course of the fiscal year.

3. The General Fund made a long-term loan in the amount of $50,000 to the
Central Stores Fund, an internal service fund that services city departments.

4. The General Fund paid its annual contribution of $80,000 to the debt ser-
vice fund for interest and principal on general obligation bonds due during
the year.

5. The $5,000 balance in the capital projects fund at the completion of con-
struction of a new City Hall was transferred to the General Fund.

Required

a. Make the required journal entries in the general journal of the General Fund
and any other fund(s) affected by the interfund transactions described. Also
make entries in the governmental activities journal for any transaction(s)
affecting a governmental fund. Do not make entries in the subsidiary
ledgers.

b. Why is it unnecessary to make entries in a business-type activities journal for
any transaction(s) affecting proprietary funds? Are internal service funds any
different?

4–9 Transactions and Budgetary Comparison Schedule. The following transac-
tions occurred during the 2011 fiscal year for the City of Fayette. For budgetary
purposes, the city reports encumbrances in the Expenditures section of its bud-
getary comparison schedule for the General Fund but excludes expenditures
chargeable to a prior year’s appropriation.
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1. The budget prepared for the fiscal year 2011 was as follows:

Estimated Revenues:
Taxes $1,943,000
Licenses and permits 372,000
Intergovernmental revenue 397,000
Miscellaneous revenues 62,000

Total estimated revenues 2,774,000
Appropriations:

General government 471,000
Public safety 886,000
Public works 650,000
Health and welfare 600,000
Miscellaneous appropriations 86,000

Total appropriations 2,693,000
Budgeted increase in fund balance $ 81,000

2. Encumbrances issued against the appropriations during the year were as follows:

General government $ 58,000
Public safety 250,000
Public works 392,000
Health and welfare 160,000
Miscellaneous appropriations 71,000

Total $931,000

3. The current year’s tax levy of $2,005,000 was recorded; uncollectibles were
estimated as $65,000.

4. Tax collections from prior years’ levies totaled $132,000; collections of the
current year’s levy totaled $1,459,000.

5. Personnel costs during the year were charged to the following appropriations in
the amounts indicated. Encumbrances were not recorded for personnel costs.
Since no liabilities currently exist for withholdings, you may ignore any FICA
or federal or state income tax withholdings. (Note: Expenditures charged to Mis-
cellaneous Appropriations should be treated as General Government expenses
in the governmental activities general journal at the government-wide level.)

General government $ 411,000
Public safety 635,000
Public works 254,000
Health and welfare 439,000
Miscellaneous appropriations 11,100

Credit to Vouchers Payable $1,750,100

6. Invoices for all items ordered during the prior year were received and approved
for payment in the amount of $14,470. Encumbrances had been recorded in the
prior year for these items in the amount of $14,000. The amount chargeable to
each year’s appropriations should be charged to the Public Safety appropriation.

7. Invoices were received and approved for payment for items ordered in docu-
ments recorded as encumbrances in Transaction (2) of this problem. The fol-
lowing appropriations were affected.
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Actual Estimated
Liability Liability

General government $ 52,700 $ 52,200
Public safety 236,200 240,900
Public works 360,000 357,000
Health and safety 130,600 130,100
Miscellaneous appropriations 71,000 71,000

$850,500 $851,200

8. Revenue other than taxes collected during the year consisted of licenses and
permits, $373,000; intergovernmental revenue, $400,000; and $66,000 of mis-
cellaneous revenues. For purposes of accounting for these revenues at the gov-
ernment-wide level, the intergovernmental revenues were operating grants and
contributions for the Public Safety function. Miscellaneous revenues are not
identifiable with any function and therefore are recorded as General Revenues
at the government-wide level.

9. Payments on Vouchers Payable totaled $2,505,000.
Additional information follows: The General Fund Fund Balance account had
a credit balance of $82,900 as of December 31, 2010; no entries have been
made in the Fund Balance account during 2011.

Required

a. Record the preceding transactions in general journal form for fiscal year 2011
in both the General Fund and governmental activities general journals.

b. Prepare a budgetary comparison schedule for the General Fund of the City
of Fayette for the fiscal year ending December 31, 2011, as shown in Illus-
tration 4–7. Do not prepare a government-wide statement of activities since
other governmental funds would affect that statement.

4–10 Operating Transactions, Special Topics, and Financial Statements. The City
of Ashland’s General Fund had the following post-closing trial balance at April
30, 2010, the end of its fiscal year:

Debits Credits

Cash $ 97,000
Taxes Receivable—Delinquent 583,000
Estimated Uncollectible Delinquent Taxes $189,000
Interest and Penalties Receivable 26,280
Estimated Uncollectible Interest and Penalties 11,160
Inventory of Supplies 16,100
Vouchers Payable 148,500
Due to Federal Government 59,490
Reserve for Inventory of Supplies 16,100
Fund Balance 298,130

$722,380 $722,380

During the year ended April 30, 2011, the following transactions, in summary
form, with subsidiary ledger detail omitted, occurred:

1. The budget for FY 2011 provided for General Fund estimated revenues
totaling $3,140,000 and appropriations totaling $3,100,000.

2. The city council authorized temporary borrowing of $300,000 in the form
of a 120-day tax anticipation note. The loan was obtained from a local bank
at a discount of 6 percent per annum (debit Expenditures for discount).
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3. The property tax levy for FY 2011 was recorded. Net assessed valuation
of taxable property for the year was $43,000,000, and the tax rate was $5
per $100. It was estimated that 4 percent of the levy would be uncollectible.

4. Purchase orders and contracts were issued to vendors and others in the
amount of $2,059,000.

5. The County Board of Review discovered unassessed properties with a total
taxable value of $500,000. The owners of these properties were charged
with taxes at the city’s General Fund rate of $5 per $100 assessed value.
(You need not adjust the Estimated Uncollectible Current Taxes account.)

6. $1,961,000 of current taxes, $383,270 of delinquent taxes, and $20,570 of
interest and penalties were collected.

7. Additional interest and penalties on delinquent taxes were accrued in the
amount of $38,430, of which 30 percent was estimated to be uncollectible.

8. Because of a change in state law, the city was notified that it will receive
$80,000 less in intergovernmental revenues than was budgeted.

9. Total payroll during the year was $819,490. Of that amount, $62,690 was
withheld for employees’ FICA tax liability, $103,710 for employees’ federal
income tax liability, and $34,400 for state taxes; the balance was paid to
employees in cash.

10. The employer’s FICA tax liability was recorded for $62,690.
11. Revenues from sources other than taxes were collected in the amount of

$946,700.
12. Amounts due the federal government as of April 30, 2011, and amounts

due for FICA taxes, and state and federal withholding taxes during the year
were vouchered.

13. Purchase orders and contracts encumbered in the amount of $1,988,040
were filled at a net cost of $1,987,570, which was vouchered.

14. Vouchers payable totaling $2,301,660 were paid after deducting a credit
for purchases discount of $8,030 (credit Expenditures).

15. The tax anticipation note of $300,000 was repaid.
16. All unpaid current year’s property taxes became delinquent. The balances

of the current tax receivables and related uncollectibles were transferred to
delinquent accounts.

17. A physical inventory of materials and supplies at April 30, 2011, showed a
total of $19,100. Inventory is recorded using the purchases method in the
General Fund; the consumption method is used at the government-wide level.

Required

a. Record in general journal form the effect of the above transactions on the
General Fund and governmental activities for the year ended April 30, 2011.
Do not record subsidiary ledger debits and credits.

b. Record in general journal form entries to close the budgetary and operat-
ing statement accounts.

c. Prepare a General Fund balance sheet as of April 30, 2011.
d. Prepare a statement of revenues, expenditures, and changes in fund balance

for the year ended April 30, 2011. Do not prepare the government-wide
financial statements.

4–11 Permanent Fund and Related Special Revenue Fund Transactions. Annabelle
Benton, great-granddaughter of the founder of the Town of Benton, made a cash
contribution in the amount of $500,000 to be held as an endowment. To account
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for this endowment, the town has created the Alex Benton Park Endowment
Fund. Under terms of the agreement, the town must invest and conserve the
principal amount of the contribution in perpetuity. Earnings, measured on the
accrual basis, must be used to maintain Alex Benton Park in an “attractive
manner.” All changes in fair value are treated as adjustments of fund balance
of the permanent fund and do not affect earnings. Earnings are transferred peri-
odically to the Alex Benton Park Maintenance Fund, a special revenue fund.
Information pertaining to transactions of the endowment and special revenue
funds for the fiscal year ended June 30, 2011, follows:

1. The contribution of $500,000 was received and recorded on December
31, 2010.

2. On December 31, 2010, bonds having a face value of $400,000 were pur-
chased for $406,300, plus three months of accrued interest of $6,000. A cer-
tificate of deposit with a face and fair value of $70,000 was also purchased
on this date. The bonds mature on October 1, 2019 (105 months from date
of purchase), and pay interest of 6 percent per annum semiannually on April
1 and October 1. The certificate of deposit pays interest of 4 percent per
annum payable on March 31, June 30, September 30, and December 31.

3. On January 2, 2011, the town council approved a budget for the Alex Ben-
ton Park Maintenance Fund, which included estimated revenues of $13,400
and appropriations of $13,000.

4. On March 31, 2011, interest on the certificate of deposit was received by the
endowment fund and transferred to the Alex Benton Park Maintenance Fund.

5. The April 1, 2011, bond interest was received by the endowment fund and
transferred to the Alex Benton Park Maintenance Fund.

6. On June 30, 2011, interest on the certificate of deposit was received and
transferred to the Alex Benton Park Maintenance Fund.

7. For the year ended June 30, 2011, maintenance expenditures from the Alex
Benton Park Maintenance Fund amounted to $2,700 for materials and con-
tractual services and $10,150 for wages and salaries. All expenditures were
paid in cash except for $430 of vouchers payable as of June 30, 2011. Inven-
tories of materials and supplies are deemed immaterial in amount.

8. On June 30, 2011, bonds with face value of $100,000 were sold for
$102,000 plus accrued interest of $1,500. On the same date, 2,000 shares
of ABC Corporation’s stock were purchased at $52 per share.

Required

a. Prepare in general journal form the entries required in the Alex Benton Park
Endowment Fund to record the transactions occurring during the fiscal year
ending June 30, 2011, including all appropriate adjusting and closing
entries. (Note: Ignore related entries in the governmental activities journal
at the government-wide level.)

b. Prepare in general journal form the entries required in the Alex Benton Park
Maintenance Fund to record Transactions 1–8.

c. Prepare the following financial statements:
(1) A balance sheet for both the Alex Benton Park Endowment Fund and

the Alex Benton Park Maintenance Fund as of June 30, 2011.
(2) A statement of revenues, expenditures, and changes in fund balance for

both the Alex Benton Park Endowment Fund and the Alex Benton Park
Maintenance Fund for the year ended June 30, 2011.
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Chapter Five

Accounting for General
Capital Assets and
Capital Projects
Learning Objectives

After studying this chapter, you should be able to:

1. Describe the nature and characteristics of general capital assets.

2. Account for general capital assets, including: acquisition, maintenance,
depreciation, impairment, and disposition.

3. Explain the purpose, characteristics, and typical financing sources of a capital
projects fund.

4. Prepare journal entries for a typical capital project, both at the fund level and
within the governmental activities category at the government-wide level.

5. Prepare financial statements for capital projects funds.

6. Explain the concepts and accounting procedures for special assessment capital
projects.

Chapters 3 and 4 illustrate that long-lived assets such as office equipment, police
cruisers, and other items may be acquired by expenditure of appropriations of the
General Fund or one or more of its special revenue funds. Long-lived assets used
by activities financed by the General Fund or other governmental funds are called
general capital assets. General capital assets should be distinguished from capital
assets that are specifically associated with activities financed by proprietary and
fiduciary funds. Capital assets acquired by proprietary and fiduciary funds are
accounted for by those funds.

Acquisitions of general capital assets that require major amounts of money ordi-
narily cannot be financed from General Fund or special revenue fund appropriations.
Major acquisitions of general capital assets are commonly financed by issuance of
long-term debt to be repaid from tax revenues or by special assessments against prop-
erty deemed to be particularly benefited by the long-lived asset. Other sources for
financing the acquisition of long-lived assets include grants from other governments,
transfers from other funds, gifts from individuals or organizations, capital leases, or
a combination of several of these sources. If money received from these sources is
restricted, legally or morally, to the purchase or construction of specified capital
assets, it is recommended that a capital projects fund be created to account for
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ILLUSTRATION 5–1 General Capital Asset Acquisition: Governmental Funds and Government-wide

Governmental Activities

General Fund and/or Special
Revenue Funds

Used to account for capital outlay
expenditures from annual budget
appropriations. General capital assets
acquired are recorded in the
governmental activities general ledger at
the government-wide level.

Government-wide Governmental
Activities

Used to account for the cost and
depreciation of general capital assets
acquired by expenditures of the General
Fund, special revenue funds, and capital
projects funds. Also used to account for
general capital assets acquired under
capital leases and for those acquired by
gift. Used to account for all unmatured
long-term debt except debt being repaid
from revenues of enterprise funds.

Capital Projects Funds

Used to account for construction or
other major capital expenditures from
debt proceeds, capital grants, special
assessments, and other sources
restricted for capital asset acquisition.
General capital assets acquired and
related long-term debt to be serviced
from tax revenues or from special
assessments are recorded in the
governmental activities general ledger at
the government-wide level.

resources to be used for such projects. When deemed useful, capital projects funds
may also be used to account for the acquisition of major general capital assets, such
as buildings, under a capital lease agreement. Leases involving equipment are more
commonly accounted for by the General Fund.

Illustration 5–1 summarizes the fund types and activities at the government-wide
level as they relate to general capital asset acquisition. It shows that general capi-
tal assets may be acquired from expenditures of the General Fund, special revenue
funds, or capital projects funds. The cost or other carrying value of general capital
assets and any related long-term debt is recorded in the general ledger for the gov-
ernmental activities category at the government-wide level. This chapter focuses on
capital projects fund accounting and financial reporting. Chapters 3 and 4 discuss
accounting and financial reporting for the General Fund, special revenue funds, and
permanent funds.

ACCOUNTING FOR GENERAL CAPITAL ASSETS

Only proprietary funds routinely account for capital assets (property, plant, equip-
ment, and intangibles) used in their operations. Fiduciary funds may use capital
assets for the production of income, in which case they also account for property,
plant, and equipment within the fund. Since governmental funds account only for
current financial resources, these funds do not account for capital assets acquired by
the funds. Rather, general capital assets purchased or constructed with governmen-
tal fund resources are recorded in the governmental activities general ledger at the
government-wide level. (See Illustration 5–1.)

Governmental Accounting Standards Board (GASB) standards require that general
capital assets be recorded at historical cost, or fair value at time of receipt if assets are
received by donation. Historical cost includes acquisition cost plus ancillary costs nec-
essary to put the asset into use.1 Ancillary costs may include items such as freight and
transportation charges, site preparation costs, and set-up costs. If the cost of a capital
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asset was not recorded when the asset was acquired and is unknown when accounting
control over the asset occurred, it is acceptable to record an estimated cost.

Under the GASB reporting model, general capital assets are reported in the
Governmental Activities column of the statement of net assets, net of accumulated
depreciation, when appropriate. Any rational and systematic depreciation method is
allowed. Depreciation is not reported for inexhaustible assets such as land and land
improvements, noncapitalized collections of works of art or historical treasures, and
infrastructure assets that are accounted for using the modified approach.2 (The mod-
ified approach is explained later in this chapter.) The term amortization rather than
depreciation is used when referring to intangible assets.

Management should maintain an inventory record for each asset, or group of
related assets, that exceeds the minimum dollar capitalization threshold established
by the government. Inventory records help achieve accountability and should provide
all information needed for planning an effective maintenance program, preparing
budget requests for replacements and additions, providing for adequate insurance
coverage, and fixing the responsibility for custody of the assets.

Even though general capital assets are acquired for the production of general gov-
ernmental services rather than for the production of services that are sold, reporting
depreciation on general capital assets may provide significant benefits to users and
managers alike. Reporting depreciation expense as part of the direct expenses of
functions and programs in the Governmental Activities column of the government-
wide statement of activities (see Illustration A1–2) helps to determine the full cost
of providing each function or program. Depreciation expense on capital assets used
in the operations of a government grant–financed program is often an allowable cost
under the terms of a grant. In addition, depreciation expense may provide useful
information to administrators and legislators concerned with the allocation of
resources to programs, departments, and activities. To a limited extent, a comparison
of the accumulated depreciation on an asset with the cost of the asset may assist in
budgeting outlays for replacement of capital assets.

Required Disclosures about Capital Assets
GASB standards require certain disclosures about capital assets in the notes to the
basic financial statements, both the general capital assets reported in the Govern-
mental Activities column and those reported in the Business-type Activities column
of the government-wide financial statements.3 In addition to disclosure of their general
policy for capitalizing assets and for estimating the useful lives of depreciable assets,
governments should provide certain other disclosures in the notes to the financial
statements. These disclosures should be divided into the major classes of capital
assets of the primary government (as discussed in the following section) and should
distinguish between general capital assets and those reported in business-type
activities. Capital assets that are not being depreciated are disclosed separately from
those assets that are being depreciated. Required disclosures about each major class
of capital assets include:

1. Beginning-of-year and end-of-year balances showing accumulated depreciation
separate from historical cost.

2. Capital acquisitions during the year.
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3. Sales or other dispositions during the year.
4. Depreciation expense for the current period with disclosure of the amounts

charged to each function in the statement of activities.
5. Disclosures describing works of art or historical treasures that are not capitalized

and explaining why they are not capitalized.4 If collections are capitalized, they
should be included in the disclosures described in items 1 through 4.

Illustration 5–2 presents capital asset note disclosures for the City and County of
Denver. These disclosures conform in all respects to required items 1–4 above. In
addition, the City and County of Denver capitalizes and depreciates certain collections
or individual works of art or historical treasures. The first three sections of the city
and county’s capital asset disclosures essentially correspond to the three major
columns of the government-wide statement of net assets—Governmental Activities,
Business-type Activities, and Discretely Presented Component Units. Within each
section, capital assets not being depreciated (land and land rights and construction
in progress) are reported separately from those that are being depreciated, as required
by GASB standards.

The information contained in the first three sections of the disclosure should
be useful for both internal and external decision makers as it reports on begin-
ning balances for each major class of capital assets, additions to and deletions
from each class, and the ending balance of each class. The same information is
provided for accumulated depreciation. Section 4 of the disclosures presents the
amount of depreciation expense that was charged to each function of govern-
mental activities at the government-wide level. Section 5 provides details of
construction commitments, both for governmental activities and business-type
activities.

Classification of General Capital Assets
The capital asset classifications shown in Illustration 5–2 are typical of those used
by state and local governments. Additional or similarly named accounts may be
needed to better describe the asset classes of any given governmental entity. As dis-
cussed previously in this chapter, general capital assets typically are those acquired
using the financial resources of a governmental fund. Many of these assets, however,
are not used exclusively in the operations of any one fund, nor do they belong to a
fund. Consider, for example, that general capital assets include courthouses and city
halls, public buildings in general, the land on which they are situated, highways,
streets, sidewalks, storm drainage systems, equipment, and other tangible assets
with a life longer than one fiscal year. The following paragraphs present a brief
review of generally accepted principles of accounting for each category of capital
assets based on applicable GASB and Financial Accounting Standards Board
(FASB) standards.
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4 Even though the GASB encourages capitalization of all collections or individual works of art or histor-
ical treasures, governments can opt not to capitalize if the collection is (1) held for public exhibition,
education, or research in furtherance of public service rather than for financial gain; (2) protected,
kept unencumbered, cared for, and preserved; and (3) subject to an organizational policy that requires
the proceeds from sales of collection items to be used to acquire other items for collections (GASB,
Codification, Sec. 1400.109). These criteria, all of which must be met in order not to capitalize, are
identical to those in FASB Statement No. 116 for nongovernmental nonprofit organizations (see
Chapter 14 for discussion).
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ILLUSTRATION 5–2 Illustrative Capital Assets Disclosure

CITY AND COUNTY OF DENVER, COLORADO
Capital Assets Disclosure

For the Year Ended December 31, 2007

Capital asset activity for the year ended December 31, 2007, was as follows (amounts expressed in thousands):
January 1 Additions Deletions December 31

1. Governmental Activities
Capital assets not being depreciated:

Land and land rights $ 245,403 $ 1,009 $ (139) $ 246,273

Construction in progress 46,487 99,200 (43,950) 101,737
Total capital assets not being depreciated 291,890 100,209 (44,089) 348,010

Capital assets being depreciated:
Buildings and improvements 1,495,345 46,075 (7,927) 1,533,493
Equipment and other 224,135 33,935 (16,690) 241,380
Collections 75,422 4,808 (5,136) 75,094
Infrastructure 956,679 53,626 (2,896) 1,007,409

Total capital assets being depreciated 2,751,581 138,444 (32,649) 2,857,376

Less accumulated depreciation for:
Buildings and improvements (310,179) (42,788) 1,918 (351,049)
Equipment and other (157,503) (24,732) 9,749 (172,486)
Collections (40,489) (4,263) 5,159 (39,593)
Infrastructure (400,452) (38,170) 2,895 (435,727)

Total accumulated depreciation (908,623) (109,953) 19,721 (998,855)

Total capital assets being depreciated, net 1,842,958 28,491 (12,928) 1,858,521
Governmental Activities Capital Assets, net $2,134,848 $128,700 $(57,017) $2,206,531

2. Business-type Activities
January 1

As Restated Additions Deletions December 31 
Capital assets not being depreciated:

Land and land rights $   305,139 $  12,727 $           — $   317,866
Construction in progress 188,459 208,266 (153,267) 243,458

Total capital assets not being depreciated 493,598 220,993 (153,267) 561,324

Capital assets being depreciated:
Buildings and improvements 1,936,449 73,769 (14,277) 1,995,941
Improvements other than buildings 2,505,160 76,071 (2,761) 2,578,470
Machinery and equipment 600,478 31,291 (11,393) 620,376

Total capital assets being depreciated 5,042,087 181,131 (28,431) 5,194,787

Less accumulated depreciation for:
Buildings and improvements (608,572) (56,511) 6,495 (658,588)
Improvements other than buildings (722,031) (65,298) 1,031 (786,298)
Machinery and equipment (311,273) (49,083) 9,497 (350,859)

Total accumulated depreciation (1,641,876) (170,892) 17,023 (1,795,745)

Total capital assets being depreciated, net 3,400,211 10,239 (11,408) 3,399,042
Business-type Activities Capital Assets, net $3,893,809 $231,232 $(164,675) $3,960,366
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ILLUSTRATION 5–2 (Continued)

3. Discretely Presented Component Units. Capital asset activity for the Water Board and Denver Convention Hotel
Authority component units for the year ended December 31, 2007, was as follows (amounts expressed in thousands):

January 1 Additions Deletions December 31
Capital assets not being depreciated:

Land and land rights $  177,147 $ 3,263 $  (714) $  179,696
Construction in progress 119,506 43,180 (6,873) 155,813

Total capital assets not being depreciated 296,653 46,443 (7,587) 335,509

Capital assets being depreciated:
Buildings and improvements 388,862 48,829 (42) 437,649
Improvements other than buildings 1,502,893 (2,474) (1,132) 1,499,287
Machinery and equipment 196,065 13,365 (8,974) 200,456

Total capital assets being depreciated 2,087,820 59,720 (10,148) 2,137,392

Less accumulated depreciation for:
Buildings and improvements (50,511) (10,563) 37 (61,037)
Improvements other than buildings (415,353) 6,449 562 (408,342)
Machinery and equipment (51,661) (43,415) 7,263 (87,813)

Total accumulated depreciation (517,525) (47,529) 7,862 (557,192)

Total capital assets being depreciated, net 1,570,295 12,191 (2,286) 1,580,200
Discretely Presented Component $1,866,948 $58,634 $(9,873) $1,915,7091

4. Depreciation Expense. Depreciation expense that was charged to governmental activities’ functions (dollars in thousands):
General government $ 16,392
Public safety 11,592
Public works, including depreciation of infrastructure 45,569
Human services 767
Health 176
Parks and recreation 7,865
Cultural activities 26,703
Community development 56
Economic opportunity 5
Capital assets held by internal service funds 828

Total $109,953

5. Construction Commitments. The City’s governmental and business-type activities and component units have entered into
construction and professional services contracts having remaining commitments under contract as of December 31, 2007, as
follows (amounts expressed in thousands):
Governmental Activities:

Bond Projects $121,634
Entertainment and Culture 3,050

Total Governmental Activities $124,684
Business-type Activities:

Wastewater Management $ 19,000
Denver Airport System 135,486

Total Business-type Activities $154,486
Component Units:

Denver Convention Center Hotel Authority $ 78
Water Board 135,500

Total Component Units $135,578

The commitments for these funds are not reflected in the accompanying financial statements. Only the unpaid amounts
incurred to date for these contracts are included as liabilities in the financial statements.

1 Excludes net capital assets of $18,957 of Other Component Units.
Source: City and County of Denver, Colorado, Notes to Basic Financial Statements, Year Ended December 31, 2007, Section III, Note D.
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Land

The cost of land acquired by a government through purchase should include not only
the contract price but also such other related costs as taxes and other liens assumed,
title search costs, legal fees, surveying, filling, grading, draining, and other costs of
preparing for the use intended. Governments are frequently subject to damage
suits in connection with land acquisition, and the amounts of judgments levied
are considered capital costs of the property acquired. Land acquired through for-
feiture should be capitalized at the total amount of all taxes, liens, and other claims
surrendered plus all other costs incidental to acquiring ownership and perfecting title.
Land acquired through donation should be recorded on the basis of appraised value
at the date of acquisition; the cost of the appraisal itself should not be capitalized,
however.

Buildings and Improvements Other than Buildings

If a definition of assets classified as buildings is needed, they may be said to con-
sist of those structures erected above ground for the purpose of sheltering persons
or property. Improvements other than buildings consist of land attachments of a per-
manent nature, other than buildings, and include, among other things, walks, walls,
and parking lots.

The determination of the cost of buildings and improvements acquired by purchase
is relatively simple, although some peripheral costs may be of doubtful classification.
The price paid for the assets constitutes most of the cost of purchased items, but legal
and other costs plus expenditures necessary to put the property into acceptable con-
dition for its intended use are proper additions. The same generalizations may be
applied to acquisitions by construction under contract; that is, purchase or contract
price plus positively identified incidentals, should be capitalized. The determination
of the cost of buildings and improvements obtained through construction by some
agency of the government (sometimes called force account construction) is slightly
more difficult. In these cases, costs should include not only all direct and indirect
expenditures of the fund providing the construction but also materials and services
furnished by other funds.

The value of buildings and improvements acquired by donation should be estab-
lished by appraisal. As in the case of land, one reason for setting a value on donated
buildings and improvements is to aid in determining the total value of capital assets
used by the government and for reports and comparisons. However, more compelling
reasons exist for setting a value on buildings and certain improvements: the need for
obtaining proper insurance coverage and the need to substantiate the insurance claim
if loss should occur. Finally, one should not lose sight of the fact that the cost of
donated general capital assets is also required to be reported in the Governmental
Activities column of the government-wide financial statements.

Equipment, or Machinery and Equipment

Machinery and equipment are usually acquired by purchase. Occasionally, however,
machinery and equipment may be constructed by the government, perhaps financed
by an internal service fund. In such cases, the same rules will apply as for buildings
and improvements constructed by governmental employees. The cost of machinery
and equipment purchased should include items conventional under business account-
ing practice: purchase price, transportation costs if not included in purchase price,
installation cost, and other direct costs of readying for use. Cash discounts on
machinery and equipment purchased should be treated as a reduction of costs.
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Donated equipment should be recorded in the same manner and for the same reasons
as donated buildings and improvements.

Construction Work in Progress

Construction Work in Progress is the account needed to record construction expen-
ditures accumulated to the end of the fiscal year on projects financed by capital
projects funds. As described later in this chapter, construction expenditures by capital
projects funds are ordinarily closed to Fund Balance at the end of each year, but the
amounts are not capitalized in the funds financing the construction. Instead, the
amounts to be capitalized are debited to the account Construction Work in Progress
in the governmental activities general journal at the government-wide level.

Infrastructure Assets

Infrastructure assets are capital assets, such as highways, streets, sidewalks, storm
drainage systems, and lighting systems, that are stationary in nature and normally
can be preserved for a longer life than most other capital assets. The GASBS 34
reporting model ushered in a new era in infrastructure accounting and reporting by
requiring that all state and local governments report the cost of their infrastructure
assets in the government-wide statement of net assets. Unless a government adopts
the modified approach discussed below, it must also report depreciation expense for
infrastructure assets in its government-wide statement of activities. Under the previous
standards, most governments opted not to report their investment in infrastructure
assets because they believed the immovable and nontransferable nature of such assets
made financial information about them of limited value for stewardship or decision-
making purposes. In its basis for conclusions in GASBS 34, the GASB argued that
failure to recognize the benefits associated with investment in capital assets (includ-
ing infrastructure) in the statement of net assets, while recognizing the long-term debt
incurred to acquire the capital assets, would result in a misleading net assets deficit.5

GASB further argued that the cost of using capital assets (in the form of a depre-
ciation) should properly be included in determining the full costs of conducting gov-
ernmental programs.

Under the modified approach, a government can elect not to depreciate certain
eligible infrastructure assets, provided that two requirements are met.6 The two
requirements are:

(1) The government manages the eligible infrastructure assets using an asset manage-
ment system that includes (a) an up-to-date inventory of eligible assets, (b) condi-
tion assessments of the assets and summary of results using a measurement scale, and
(c) estimates each year of the annual amount needed to maintain and preserve the eligi-
ble assets at the condition level established and disclosed by the government, and

(2) The government documents that the eligible infrastructure assets are being preserved
approximately at (or above) the condition level established and disclosed (see item 1,
(c) above).

What constitutes adequate documentation requires professional judgment. At a min-
imum, the government must provide documentation that (1) complete condition

176 Part One State and Local Governments

5 GASBS 34, Appendix B, Part I, pars. 274–276.
6 Eligible assets are those that are part of a network of infrastructure assets or a subsystem of a network.
For example, all roadways in a state might be considered a network, and interstate highways and state
highways could be considered subsystems of that network.

wiL79603_ch05_169-210.qxd  12/22/08  17:04  Page 176



assessments are made at least every three years and (2) the three most recent
condition assessments provide reasonable assurance that the eligible infrastructure
assets are being preserved at or above the established condition level. If requirements
are met and adequate documentation is maintained, all expenditures incurred to pre-
serve the eligible infrastructure assets should be expensed in the period incurred.
Additions and improvements to the eligible assets should be capitalized. As long as
the conditions are met, there is evidence that the eligible assets have an indefinite
useful life and thus do not need to be depreciated. If the government subsequently
fails to maintain the assets at or above the established and disclosed condition level,
it must revert to reporting depreciation for its infrastructure assets and discontinue
its use of the modified approach.

Intangible Assets7

Intangible assets are defined by the GASB as capital assets that lack physical
substance, have a useful life of more than one reporting period, and are nonfinan-
cial in nature. Examples of government intangible assets include patents, copyrights,
easements, water rights, and computer software. The GASB standards allow for
recognition of intangible assets if the asset is separable or if the asset arises from
contractual or other legal rights.8 An asset would be considered separable from the
government if, for example, it could be sold, transferred, or exchanged, either
individually or in combination with a related asset, liability, or contract. Because
intangible assets are considered general capital assets, all guidance related to general
capital assets is applicable.

General Capital Assets Acquired under Capital 
Lease Agreements
As will be explained in some detail in Chapter 6, state and local governments gener-
ally have limits on the amount of long-term debt they may issue. Consequently, gov-
ernments that are reaching their legal debt limit often use leases to acquire capital assets.

FASB Statement No. 13 (SFAS 13) defines and establishes accounting and finan-
cial reporting standards for a number of forms of leases, only two of which, oper-
ating leases and capital leases, are of importance in governmental accounting.9

GASB standards accept the SFAS 13 definitions of these two forms of leases and
prescribe accounting and financial reporting for lease agreements of state and local
governments.10 If a particular lease meets any one of the following classification cri-
teria, it is a capital lease.

1. The lease transfers ownership of the property to the lessee by the end of the lease
term.

2. The lease contains an option to purchase the leased property at a bargain price.

3. The lease term is equal to or greater than 75 percent of the estimated economic
life of the leased property.
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7 The GASB standard on intangible assets (GASBS 51) is effective for fiscal years beginning after June 15,
2009.
8 GASBS 51, par. 6.
9 Intermediate accounting texts generally discuss at length the computation of amounts to be capital-
ized under capital lease agreements. The same guidance provided to business applies to state and 
local governments.
10 GASB, Codification, Sec. L20.103.
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Debits Credits

Special Revenue Fund:

Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 67,590

Other Financing Sources—Capital Lease Agreements. . . . . . . . . . . . . . . 67,590

Governmental Activities:

Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 67,590

Capital Lease Obligations Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 67,590

4. The present value of rental or other minimum lease payments equals or exceeds
90 percent of the fair value of the leased property less any investment tax credit
retained by the lessor.

If no criterion is met, the lease is classified as an operating lease by the lessee.
Rental payments under an operating lease for assets used by governmental funds are
recorded by the using fund as expenditures of the period. In many states, statutes
prohibit governments from entering into obligations extending beyond the current
budget year. Because of this legal technicality, governmental lease agreements
typically contain a “fiscal funding clause,” or cancellation clause, which permits
governmental lessees to terminate the agreement on an annual basis if funds are
not appropriated to make required payments. GASB standards specify that lease
agreements containing fiscal funding or cancellation clauses should be evaluated.
If the possibility of cancellation is judged remote, the lease should be disclosed
in financial statements and accounts in the manner specified for capital leases.11

As an example of accounting for the acquisition of general capital assets under a
capital lease agreement, assume that a government signs a capital lease agreement
to pay $10,000 on January 1, 2010, the scheduled date of delivery of certain equip-
ment to be used by an activity accounted for by a special revenue fund. The lease
calls for annual payments of $10,000 at the beginning of each year thereafter; that
is, January 1, 2011, January 1, 2012, and so on, through January 1, 2019. There will
be 10 payments of $10,000 each, for a total of $100,000, but GASB standards require
entry in the accounts of the present value of the stream of annual payments, not their
total. Since the initial payment of $10,000 is paid at the inception of the lease, its
present value is $10,000. The present value of the remaining nine payments must be
calculated using the borrowing rate the lessee would have incurred to obtain a sim-
ilar loan over a similar term to purchase the leased asset. Assuming the rate to be
10 percent, the present value of payments 2 through 10 is $57,590. The present value
of the 10 payments is, therefore, $67,590. GASB standards require a governmental
fund (including, if appropriate, a capital projects fund) to record the following entry
at the inception of the capital lease:
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11 Ibid., pars. 115–118.

The corresponding entry in the governmental activities general journal at the gov-
ernment-wide level to record the equipment and long-term liability under the capital
lease is as follows:
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Costs Incurred after Acquisition
Governmental accounting procedures should include clear-cut provisions for classi-
fying costs incurred in connection with capital assets after the acquisition cost has
been established. Outlays closely associated with capital assets will regularly occur
in amounts of varying size, and responsible persons will be charged with deciding
whether these should be recorded as additions to assets. In general, any outlay that
definitely adds to the utility or function of a capital asset or enhances the value of
an integral part of it may be capitalized as part of the asset. Thus, drainage of land,
addition of a room to a building, and changes in equipment that increase its output
or reduce its cost of operation are clearly recognizable as additions to assets. Special
difficulty arises in the case of large-scale outlays that are partly replacements and partly
additions or betterments. An example would be replacement of a composition-type roof
with a roof of some more durable material. To the extent that the project replaces
the old roof, outlays should not be capitalized unless the cost of the old roof is
removed from the accounts, and to the extent that the project provides a better roof,
outlays should be capitalized. The distribution of the total cost in such a case is
largely a matter for managerial determination. Consistent with policy in recording
original acquisition costs, some outlays unquestionably representing increases in per-
manent values may not be capitalized if the amount is less than some specified min-
imum or on the basis of any other established criterion.

Outlays that are partly replacements and partly additions or betterments create
some accounting difficulty. The distribution of the outlay having been decided, the
estimated amount of addition or betterment might be added to the asset. Better
results are sometimes obtained by crediting the appropriate asset account for the
cost of the replaced part, thus removing the amount, and then debiting the asset
account for the total cost of the replacing item.

Reduction of Cost
Reductions in the cost of capital assets may relate to the elimination of the total
amount expended for a given item or items, or they may consist only of removing
the cost applicable to a specific part. Thus, if an entire building is demolished,
the total cost of the structure should be removed from the appropriate accounts;
but if the separation applies only to a wing or some other definitely identifiable por-
tion, the cost eliminated should be the amount estimated as applying to the identi-
fiable portion. Reductions in the recorded cost of capital assets may be brought
about by sale, retirement from use, destruction by fire or other casualty, replace-
ment of a major part, theft or loss from some other cause, and possibly other
changes. The cost of capital assets recorded in the governmental activities ledger
may sometimes be reduced by the transfer of an asset to an enterprise fund, or
vice versa.

Accounting for cost reductions consisting of entire assets is a relatively simple
matter if adequate asset records have been kept. If the reduction is only partial, the
cost as shown by the capital assets record must be modified to reflect the change
with a complete description of what brought about the change.

Since depreciation is recorded on general capital assets, the removal of a capital
asset from the governmental activities general ledger may be accomplished by
crediting the ledger account recording the asset’s cost and debiting Accumulated
Depreciation and Cash if the item was sold. Gains or losses should be recognized if
the value received differs from the book value of the assets removed. The gains and
losses are reported on the government-wide statement of activities.
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Governments sometimes trade used capital assets for new items. In the govern-
mental activities general ledger, the total cost of the old item should be removed and
the total cost (not merely the cash payment) of the new one recorded.

Asset Impairments and Insurance Recoveries
GASB standards provide accounting and reporting guidance for impairment of
assets, as well as for insurance recoveries. The GASB defines an asset impairment
as a significant, unexpected decline in the service utility of a capital asset.12 Impair-
ments occur as a result of unexpected circumstances or events, such as physical dam-
age, obsolescence, enactment of laws or regulations or other environmental factors,
or change in the manner or duration of the asset’s use.13 Unless an impairment is
judged to be temporary, the amount of impairment should be measured using one of
three approaches: restorative cost approach, the estimated cost to restore the utility
of the asset (appropriate for impairments from physical damage); service units
approach, the portion of estimated service utility life of the asset that has been esti-
mated lost due to impairment (appropriate for impairments due to environmental fac-
tors or obsolescence); and deflated depreciated replacement cost approach, the
estimated current cost of a replacement asset with similar depreciation and deflated
for the effects of inflation (appropriate for impairment due to change in the manner
or duration of use).14 Barring evidence to the contrary, asset impairments should be
considered permanent.

When an asset impairment has occurred, the estimated amount of impairment is
reported as a write-down in the carrying value of the asset. The loss due to impairment
is recorded as a program expense in the government-wide statement of activities for the
function using the asset, and as an operating expense in the statement of revenues,
expenses, and changes in fund net assets of proprietary funds, if applicable. If the
impairment is significant in amount and results from an event that is unusual in nature
or infrequently occurring, or both, then the loss should be reported as either a special
item or extraordinary item, as appropriate.

Impairment losses are reported net of any insurance recoveries that occur during
the same fiscal year. Insurance recoveries occurring in a subsequent year should be
reported as other financing sources in governmental fund operating statements, as
program revenues in the government-wide statement of net assets, and as nonoper-
ating revenues in proprietary fund operating statements. Finally, restorations and
replacements of impaired capital assets should be reported separately from both the
impairment loss and any insurance recovery.

Illustrative Entries
Acquisition of general capital assets requires a debit to the appropriate govern-
mental activities asset account and a credit to Cash or a liability account. Thus, if
office equipment is purchased for the treasurer’s office from General Fund
resources, the following journal entries would be made in the general journals for
the General Fund (ignoring encumbrances) and governmental activities at the
government-wide level:
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12 GASB, Codification, Sec. 1400.144.
13 Ibid, par. 148.
14 Ibid, par. 151.
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Debits Credits

General Fund:

Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 450

Vouchers Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 450

Governmental Activities:

Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 450

Vouchers Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 450

Governmental Activities:

Loss on Disposal of Building . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

Accumulated Depreciation—Buildings. . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000

Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

General Fund:

Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000

Vouchers Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000

Assuming Vouchers Payable is paid shortly after the equipment acquisition, Vouchers
Payable will be debited and Cash will be credited, both in the General Fund and the
governmental activities journal at the government-wide level. General capital assets
acquired with capital projects fund resources would be recorded in essentially the
same manner as if they had been acquired by the General Fund. If construction of a
general capital asset is in progress at the end of a fiscal year, construction expendi-
tures to the date of the financial report should be capitalized in the governmental
activities ledger. These capital asset entries will be illustrated later in this chapter in
the discussion of capital projects fund transactions.

Accounting for the disposal of general capital assets is relatively simple unless cash
or other assets are involved in the liquidation. Accounting for an asset disposal
requires elimination of the capital asset and accumulated depreciation accounts and
recognition of a gain or loss, as appropriate. Assuming a building that cost $100,000
and with $80,000 of accumulated depreciation is retired without revenue or expendi-
ture to the General Fund, the following entry in the governmental activities general
journal would be required:
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Property records for the building should receive appropriate notations about the
transaction and then be transferred to an inactive file.

In the event that cash is disbursed or received in connection with the disposal of
general capital assets, the Cash account would be debited or credited as part of the
entry to remove the book value of the capital asset, and a gain or loss would be
recorded, as appropriate. Assuming that in the preceding example the General Fund
incurred $3,000 for the demolition of the building, an entry in the following form
should be made on the General Fund books:
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Debits Credits

Governmental Activities:

Loss on Disposal of Building . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 23,000

Accumulated Depreciation—Buildings. . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000

Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Vouchers Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000

The corresponding entry that should be made at the government-wide level is:
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If cash is received from the sale of a general capital asset, some question may
arise as to its disposition. Theoretically, the cash should be directed to the fund that
provided the asset, but this may not always be practicable. If the asset was provided
by a capital projects fund, the contributing fund may have been liquidated before the
sale occurs. Unless otherwise prescribed by law, disposition of the results of a sale
will be handled as decided by the legislative body having jurisdiction over the asset
and will be recorded in the manner required by the accounting system of the recip-
ient fund. Commonly, proceeds of sales of general capital assets are budgeted as
Estimated Other Financing Sources in the General Fund. In such cases, when sales
actually occur, the General Fund debits Cash (or a receivable) for the selling price
and credits Other Financing Sources—Proceeds of Sales of Assets.

CAPITAL PROJECTS FUNDS

The reason for creating a fund to account for capital projects is the same as the rea-
son for creating special revenue funds—to provide a formal mechanism to enable
administrators to ensure revenues and other financing sources dedicated to a certain
purpose are used for that purpose and no other, as well as to enable administrators
to report to creditors and other grantors of capital projects fund resources that their
requirements regarding the use of the resources are being met.

Capital projects funds differ from the General Fund and special revenue funds in
that the latter categories have a year-to-year life, whereas capital projects funds have
a project-life focus. In some jurisdictions, governments are allowed to account for
all capital projects within a single capital projects fund. In other jurisdictions, laws
are construed as requiring each project to be accounted for by a separate capital
projects fund. Even in jurisdictions that permit the use of a single fund, managers
may prefer to use separate funds to enhance control over each project. In such cases
a fund is created when a capital project or a series of related projects is legally autho-
rized; it is closed when the project or series is completed. Appropriation accounts
need not be used because the legal authorization to engage in the project is in itself
an appropriation of the total amount that may be obligated for the construction or
acquisition of the capital asset specified in the project authorization. Estimated rev-
enues need not be recorded because few contractors will start work on a project until
financing is ensured through the sale of bonds or the receipt of grants or gifts. To
provide control over the issuance of contracts and purchase orders, which may be
numerous and which may be outstanding for several years in construction projects,
it is recommended that the encumbrance procedure described in Chapter 3 be used.
Since the purpose of the capital projects fund is to account for the receipt and expen-
diture of financial resources earmarked for capital projects, its balance sheet reports
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only financial resources and the liabilities to be liquidated by those resources. Neither
the capital assets acquired nor any long-term debt incurred for the acquisition is
recorded in a capital projects fund; these items are recorded in the governmental
activities general ledger at the government-wide level, as discussed earlier in this
chapter and in Chapter 6.

Some jurisdictions raise annual revenues for the specific purpose of financing
major repairs to existing capital assets or for replacement of components of those
assets (e.g., furnaces, air conditioning systems, roofs). A capital improvements
fund is used to account for such revenues. The specific repairs and replacements to
be undertaken by the capital improvements fund in a given year are not necessarily
known at the time the revenues are budgeted. The appropriation process described
in previous chapters is used to authorize expenditures from capital improvement
funds when the nature and approximate cost of needed repairs and replacements
become known. Necessary expenditures that cannot be financed by appropriation of
the fund balance of a capital improvements fund or from the General Fund or special
revenue funds may result in the need to establish a capital projects fund.

Legal Requirements
Since a government’s power to issue bonds constitutes an ever-present hazard to the
welfare of its property owners in particular15 and its taxpayers in general, this author-
ity is ordinarily limited by legislation. The purpose of legislative limitation is to obtain
a prudent balance between public welfare and the rights of individual citizens. In some
jurisdictions, most bond issues must be approved by referendum; in others, by peti-
tion of a specified percentage of taxpayers. Not only must bond issues be approved
according to law but the government must comply with other provisions, such as
method and timing of payments from the proceeds and determination of validity of
claims for payment. A knowledge of all details related to a bond issue is necessary
to avoid difficulties and complications that might otherwise occur.

Grants or other resources provided by state and federal agencies to help finance
capital acquisitions made by local governments further complicate the process. Strict
control of how such grants are used is imperative for ensuring proper use of the
funds. Accounting and reporting procedures must be established that can provide
information showing compliance with terms of the grants. Details of the fund struc-
ture and operation should ensure that all required information is provided when it is
needed and in the form in which it is needed.

The successful accomplishment of a capital acquisition project may be brought
about in one or more of the following ways:

1. Outright purchase from fund cash.
2. By construction, utilizing the government’s own work force.
3. By construction, utilizing the services of private contractors.
4. By capital lease agreement.

Illustrative Transactions—Capital Projects Funds
GASB standards require the use of the same basis of accounting for capital projects
funds as for the other governmental fund types. Proceeds of debt issues should be
recognized by a capital projects fund at the time the issue is sold rather than the time
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15 An issue of bonds to be repaid from tax revenues in essence places a lien on all taxable property
within a government’s jurisdiction. Responsibility for payments of principal and interest on general bonded
debt provides for no consideration of a property owner’s financial condition and ability or inability to pay.
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Debits Credits

Fire Station Capital Projects Fund and Governmental Activities:

1. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000

Short-Term Notes Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000

Total purchase orders and other commitment documents issued for supplies,
materials, items of minor equipment, and labor required for the part of the project
to be performed by the town’s employees amounted to $443,000. (Since the autho-
rization is for the project, not for a budget year, it is unnecessary to include 2011,
or any other year, in the account titles.) The following budgetary control entry is
made in the capital projects fund but is not recorded at the government-wide level.

Fire Station Capital Projects Fund:

2. Encumbrances . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 443,000

Reserve for Encumbrances . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 443,000

it is authorized because authorization of an issue does not guarantee its sale. Proceeds
of debt issues should be recorded as Proceeds of Bonds or Proceeds of Long-Term
Notes rather than as Revenues, and they should be reported in the Other Financing
Sources section of the statement of revenues, expenditures, and changes in fund bal-
ance. Similarly, tax revenues raised by the General Fund or a special revenue fund
and transferred to a capital projects fund are recorded as Interfund Transfers In and
reported in the Other Financing Sources section of the operating statement.

Taxes raised specifically for a capital projects fund would be recorded as revenues
of that fund, as would special assessments to be used for the construction of assets that
will be of particular benefit to certain property owners. Grants, entitlements, or shared
revenues received by a capital projects fund from another government are considered
revenues of the capital projects fund. Interest earned on investments of the capital
projects fund is also considered revenue if the interest is available for expenditure by
the capital projects fund. If, by law, the interest must be used for service of long-term
capital debt, the interest should be transferred to the appropriate debt service fund.

In the following illustration of accounting for representative transactions of a cap-
ital projects fund, it is assumed that the town council of the Town of Brighton autho-
rized an issue of $1,200,000 of 6 percent bonds as partial financing of a fire station
expected to cost approximately $1,500,000; the $300,000 additional financing was to
be contributed by other governments. The project, utilizing land already owned by the
town, was completed partly by a private contractor and partly by the town’s own
workforce. Completion of the project occurred within the current year. Transactions
and entries related to the project are shown here, all of which are assumed to occur in
fiscal year 2011. For economy of time and space, vouchering of liabilities is omitted.

The $1,200,000 bond issue, which had been approved by voter referendum, was
officially approved by the town council. No formal entry is required to record voter
and town council approval. A memorandum entry may be made to identify the
approved project and the means of financing it.

To defray engineering and other preliminary expenses, the sum of $50,000 was
borrowed on a short-term basis from National Bank. Because this transaction
affects both the Fire Station Capital Projects Fund and governmental activities at
the government-wide level, the following entry is made in both journals:
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A contract, in the amount of $1,005,000, was signed for certain work to be done
by a private contractor. As with Entry 2, only the capital projects fund is affected.

Debits Credits

Fire Station Capital Projects Fund:

3. Encumbrances . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,005,000

Reserve for Encumbrances . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,005,000

Special engineering and miscellaneous costs that had not been encumbered were
paid in the amount of $48,000. These costs are deemed to be properly capitalized as
part of the fire station.

Fire Station Capital Projects Fund:

4a. Construction Expenditures. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,000

Governmental Activities:

4b. Construction Work in Progress . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,000

Entries 4a and 4b highlight a major difference between accounting for a govern-
mental fund and governmental activities at the government-wide level. Accounting
for a governmental fund focuses on the inflows and outflows of current financial
resources on the modified accrual basis; accounting for governmental activities
focuses on the inflows and outflows of economic resources, including capital assets,
on the accrual basis used in accounting for business organizations.

When the project was approximately half finished, the contractor submitted a bill
requesting payment of $495,000.

Fire Station Capital Projects Fund:

5a. Reserve for Encumbrances. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 495,000

Encumbrances . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 495,000

5b. Construction Expenditures. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 495,000

Contracts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 495,000

Governmental Activities:

5c. Construction Work in Progress . . . . . . . . . . . . . . . . . . . . . . . . . . . 495,000

Contracts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 495,000

Entries 5a and 5b record conversion of an estimated liability to a firm liability eli-
gible for payment upon proper authentication. Contracts Payable records the status
of a claim under a contract between the time of presentation and verification for
vouchering or payment.

Payment in full was received from the other governments that had agreed to pay
part of the cost of the new fire station.
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The National Bank loan was repaid with interest amounting to $1,000.

Debits Credits

Fire Station Capital Projects Fund:

6a. Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000

Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000

Governmental Activities:

6b. Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000

Program Revenues—Public Safety—
Capital Grants and Contributions . . . . . . . . . . . . . . . . . . . . 300,00

Fire Station Capital Projects Fund:

7a. Interest Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000

Short-Term Notes Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 51,000

Governmental Activities:

7b. Expenses—Interest on Notes Payable . . . . . . . . . . . . . . . . . . . . . . 1,000

Short-Term Notes Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 51,000

Fire Station Capital Projects Fund:

8a. Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,200,000

Other Financing Sources—Proceeds of Bonds . . . . . . . . . . . . . . 1,200,000

Governmental Activities:

8b. Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,200,000

Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,200,000

The reader will note that the $1,000 of interest expenditure (expense) recorded in
Entries 7a and 7b is not capitalized as part of the total cost of the new fire station.
GASB standards prohibit capitalization of interest incurred during the construction of
general capital assets. However, as is illustrated and discussed in Chapter 7, interest
is capitalized as part of self-constructed capital assets recorded in proprietary funds.

On June 15, 2011, the Town of Brighton issued at par bonds with a par value of
$1,200,000 and dated June 15, 2011. Thus, there was no accrued interest as of the
date of issue. Entries 8a and 8b show the contrast between how the bond issue is
recorded in the general journals for the capital projects fund and governmental activ-
ities at the government-wide level. Since the bond issue increases current financial
resources in the capital projects fund, the credit in Entry 8a is to Other Financing
Sources—Proceeds of Bonds rather than to a liability account. As shown in Entry
8b, the long-term liability is recorded in the governmental activities general journal
as a credit to Bonds Payable, reflecting the economic resources measurement focus
used at the government-wide level.
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The contractor’s initial claim was fully verified and paid (see Entries 5b and 5c).

Debits Credits

Fire Station Capital Projects Fund and Governmental Activities:

9. Contracts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 495,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 495,000

Fire Station Capital Projects Fund:

10a. Reserve for Encumbrances . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 443,000

Encumbrances . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 443,000

10b. Construction Expenditures. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 440,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 440,000

Governmental Activities:

10c. Construction Work in Progress . . . . . . . . . . . . . . . . . . . . . . . . . . . 440,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 440,000

Fire Station Capital Projects Fund:

11a. Reserve for Encumbrances . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 510,000

Encumbrances . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 510,000

11b. Construction Expenditures. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 510,000

Contracts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 510,000

Governmental Activities:

11c. Construction Work in Progress . . . . . . . . . . . . . . . . . . . . . . . . . . . 510,000

Contracts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 510,000

Fire Station Capital Projects Fund and Governmental Activities:

12. Contracts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 510,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 510,000

Total disbursements for all costs encumbered in Entry 2 amounted to $440,000.
Although the encumbrances entry only affects the capital projects fund, the dis-
bursement affects both the capital projects fund and governmental activities at the
government-wide level.

Billing for the balance owed on the construction contract was received from the
contractor.

Inspection revealed only minor imperfections in the contractor’s performance, and
on correction of these, the liability to the contractor was paid.
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Debits Credits

Fire Station Capital Projects Fund:

13. Revenues. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000

Other Financing Sources—Proceeds of Bonds . . . . . . . . . . . . . . . . 1,200,000

Construction Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,493,000

Interest Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000

Fund Balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000

Fire Station Capital Projects Fund:

14a. Other Financing Uses—Interfund Transfers Out . . . . . . . . . . . . . . . 6,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000

14b. Fund Balance. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000

Other Financing Uses—Interfund Transfers Out . . . . . . . . . . . . . 6,000

Governmental Activities:

15. Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,493,000

Construction Work in Progress . . . . . . . . . . . . . . . . . . . . . . . . . . 1,493,000

188 Part One State and Local Governments

All requirements and obligations related to the project having been fulfilled, the
operating statement accounts were closed in the capital projects fund. Governmen-
tal activities general ledger accounts will be closed in Chapter 9.

Since the project has been completed, it is appropriate to terminate the capital
projects fund. The only remaining asset of the fund after the 13 transactions illus-
trated is Cash in the amount of $6,000. State laws often require that assets no longer
needed in a capital projects fund be transferred to the fund that will service the
debt incurred for the project, a debt service fund. Transfers of this nature are called
interfund transfers and are reported as other financing uses by the transferor fund
and other financing sources by the transferee fund in the statement of revenues,
expenditures, and changes in fund balance (see Illustration 5–3). The entries to
record the transfer and termination of the Town of Brighton Fire Station Capital
Projects Fund are:

Similar entries would be required to record the interfund transfers in by the debt
service fund. No entry is required at the government-wide level since the transfer
occurs within the governmental activities category.

The cost of the fire station constructed by the Town of Brighton is recorded in
the governmental activities general journal at the government-wide level. Because
all capitalizable costs have previously been recorded as construction work in progress
during the period of construction, the only entry required is to reclassify the amount
in that account to the Buildings account, as shown in the following entry.
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TOWN OF BRIGHTON
Fire Station Capital Projects Fund

Statement of Revenues, Expenditures, and Changes in Fund Balance
For the Year Ended December 31, 2011

Revenues:

From other governments $    300,000

Expenditures:

Construction $1,493,000

Interest 1,000 1,494,000

Excess of revenues over (under) expenditures (1,194,000)

Other financing sources (uses):

Proceeds of bonds 1,200,000

Interfund transfer out (6,000) 1,194,000

Excess of revenues and other financing sources/

uses over expenditures –0–

Fund balance, January 1, 2011 –0–

Fund balance, December 31, 2011 $     –0–

ILLUSTRATION 5–3

Illustrative Financial Statements for a Capital Projects Fund
Inasmuch as all balance sheet accounts of the Town of Brighton Fire Station Capital
Projects Fund are closed in the case just illustrated, there are no assets, liabilities, or
fund equity to report in a balance sheet. The operations of the year, however, should
be reported in a statement of revenues, expenditures, and changes in fund balance, as
shown in Illustration 5–3. Since it is assumed that the Town of Brighton is not required
to adopt a legal budget for its capital projects funds, it does not need to prepare a
budgetary comparison schedule or statement for the capital projects fund type.

At the government-wide level, the completed fire station is reported as a capital
asset, net of accumulated depreciation (if any depreciation expense is recorded in
the first year in which the asset is placed into service), in the Governmental Activ-
ities column of the statement of net assets (see Illustration A1–1). The $1,200,000
of tax-supported bonds issued for the project is reported as a long-term liability in
the Governmental Activities column of the statement of net assets. If any deprecia-
tion expense is recorded for the portion of a year that the fire station has been in
service, it would be reported as a direct expense of the Public Safety function in the
statement of activities (see Illustration A1–2).

Alternative Treatment of Residual Equity or Deficits
In the example just presented, a modest amount of cash remained in the Fire Station
Capital Projects Fund after the project had been completed and all liabilities of the
fund were liquidated. If expenditures and other financing uses are planned and con-
trolled carefully so that actual costs do not exceed planned costs, revenues and other
financing sources of the capital projects fund should equal, or slightly exceed, the
expenditures and other financing uses, leaving a residual fund equity. If, as in the
example presented, long-term debt has been incurred for the purposes of the capital
projects fund, the residual equity is ordinarily transferred to the fund that is to service
the debt. If the residual equity has come from grants or shared revenues restricted for
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capital acquisitions or construction, legal advice may indicate that any residual equity
must be returned to the source(s) of the restricted grants or restricted shared revenues.

Even with careful planning and cost control, expenditures and other financing
uses of a capital projects fund may exceed its revenues and other financing sources,
resulting in a negative fund balance, or a deficit. If the deficit is a relatively small
amount, the legislative body of the government may be able to authorize transfers
from one or more other funds to cover the deficit in the capital projects fund. If the
deficit is relatively large, and/or if intended transfers are not feasible, the govern-
ment may seek additional grants or shared revenues from other governments to cover
the deficit. If no other alternative is available, the government would need to finance
the deficit by issuing debt in whatever form is legally possible and feasible under
market conditions then existing.

Bond Premium, Discount, and Accrued Interest on Bonds Sold
Governments that issue bonds or long-term notes to finance the acquisition of cap-
ital assets commonly sell the entire issue to an underwriter or a syndicate of under-
writers on the basis of bids or negotiated terms. The underwriters then sell the bonds
or notes to institutions or individuals who often have agreed in advance to purchase
a specified amount of bonds from the underwriters. Statutes in some states prohibit
the initial sale of an issue of local government bonds at a discount. Accordingly, it
is usual to set the interest rate high enough to enable the underwriters to pay the
issuer at least the par, or face, value of the bonds; it is not unusual for underwriters
to pay issuers an amount in excess of par, known as a premium. State statutes, local
ordinances, or bond indentures often require that initial issue premiums be used
for debt service. In such cases only the par value of the bonds is considered as an
other financing source of the capital projects fund; the premium is considered as an
other financing source of the debt service fund. Therefore, the sale of bonds at a
premium would require an entry in the capital projects fund for the face of the bonds
(as shown in Entry 8a of this chapter) and an entry in the debt service fund for the
premium. At the government-wide level, a premium would be recorded as an addi-
tional component of the general long-term liability for the bonds. As in accounting
for business organizations, the premium should be amortized, using the effective-
interest method, over the life of the bonds. The amount of amortization is the differ-
ence between the actual cash paid for interest and the calculated amount of effective
interest expense for the period.

It may happen that the issuing government receives one check from the under-
writers for the total amount of the par premium. If procedures of that government
indicate that it is desirable to record the entire amount in the capital projects fund,
the following entries are appropriate (using assumed amounts). (Note: This entry and
the one that follows are not part of the Town of Brighton Fire Station Capital Projects
Fund example.)

Debits Credits

Capital Projects Fund:

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,509,000

Other Financing Sources—Proceeds of Bonds. . . . . . . . . . . . . . . . . . . 1,500,000

Due to Other Funds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,000
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This entry accounts for the bond premium as a liability of the capital projects fund
because it must be remitted to the debt service fund. In the debt service fund, an
entry would be made to debit Due from Other Funds and credit Other Financing
Sources—Premium on Bonds. Some accountants prefer to credit Other Financing
Sources—Premium on Bonds rather than Due to Other Funds in the capital projects
fund, particularly if the disposition of the premium is still to be determined on the
sale date. Some accountants also include the amount of the premium as part of the
credit to Other Financing Sources—Proceeds of Bonds in the capital projects fund.
If either of these alternative procedures is used, it is necessary to make a second
entry in the Capital Projects Fund debiting Other Financing Uses—Interfund
Transfers Out and crediting Due to Other Funds.

In those jurisdictions in which it is legal for bonds to be sold initially at a dis-
count, using the same face amount as the bonds in the entry above, except the debt
proceeds are less than the face amount of the bonds, the entry might be:
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Debits Credits

Capital Projects Fund:

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,491,000

Other Financing Uses—Discount on Bonds . . . . . . . . . . . . . . . . . . . . . . 9,000

Other Financing Sources—Proceeds of Bonds . . . . . . . . . . . . . . . . . . 1,500,000

Crediting Other Financing Sources—Proceeds of Bonds for $1,500,000 carries the
implication that, if necessary, the discount is expected to be counterbalanced at a
future date by receipt of money from another source, perhaps the General Fund. If
it has been determined that no money from another source will be provided, the dis-
count would be written off against Proceeds of Bonds. When the money from another
source is received, the capital projects fund should debit Cash and credit either Rev-
enues or Other Financing Sources, depending on the source of the money. When it
is known in advance that the discount will not be made up by transfers from other
sources, an entry debiting Cash and crediting Other Financing Sources—Proceeds of
Bonds, each for par value less discount, should be made.

When bonds are sold between interest payment dates, the party buying the bonds
must pay up front the amount of interest accrued from the date the bonds are issued
(the starting date for purposes of calculating interest) to the date the bonds are actu-
ally sold as part of the total price of the bonds. Thus, assuming two months of interest
have already accrued by the sale date, the two months of interest that bondholders
pay at the sale date yields the equitable result that they earn a net four months of
interest, although they will receive a full six months of interest only four months after
the sale date. In a governmental fund, accrued interest sold should conceptually be
credited to Interest Expenditure and be offset against the six-month interest expendi-
ture recorded on the first interest payment date following the sale of the bonds. In
practice, however, accrued interest sold is generally recorded as a revenue of the debt
service fund. This practice simplifies budgetary control by permitting the government
to budget appropriations for and record an expenditure for the full six months of
interest that must be paid on the first interest payment date. At the government-wide
level, however, cash received on the sale date for accrued interest would be credited
either as Accrued Interest Payable or Interest Expense, as in accounting for businesses.
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Retained Percentages
It is common to require contractors on large-scale contracts to give performance
bonds, providing for indemnity to the government for any failure on the contractor’s
part to comply with terms and specifications of the agreement. Before final inspec-
tion of a project can be completed, the contractor may have moved its work force
and equipment to another location, thus making it difficult to remedy possible objec-
tions to the contractor’s performance. Also, the shortcoming alleged by the govern-
ment may be of a controversial nature with the contractor unwilling to accede to the
demands of the government. Results of legal action in such disagreements are not
predictable.

To provide more prompt adjustment on shortcomings not large or convincing
enough to justify legal action and not recoverable under the contractor’s bond, as well
as those the contractor may admit but not be in a position to rectify, it is common
practice to withhold a portion of the contractor’s payment until final inspection and
acceptance have occurred. The withheld portion is normally a contractual percent-
age of the amount due on each segment of the contract.

In the Town of Brighton illustration, the contractor submitted a bill for $495,000,
which, on preliminary approval, was recorded previously in Entry 5b in the Fire Sta-
tion Capital Projects Fund as follows:

Debits Credits

Capital Projects Fund:

Construction Expenditures. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 495,000

Contracts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 495,000

Capital Projects Fund:

Contracts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 495,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 470,250

Contracts Payable—Retained Percentage . . . . . . . . . . . . . . . . . . . . . . 24,750

Assuming that the contract provided for retention of 5 percent, current settlement on
the billing would be recorded as follows:

This same entry would also be made in the governmental activities general journal
at the government-wide level. Alternatively, the intention of the government to retain
the percentage stipulated in the contract could be recorded at the time the progress
billing receives preliminary approval. In that event, the credit to Contracts Payable
in the first entry in this section would be $470,250, and the credit to Contracts
Payable—Retained Percentage in the amount of $24,750 would be made at that time.
The second entry, therefore, would be a debit to Contracts Payable and a credit to
Cash for $470,250.

On final acceptance of the project, the retained percentage is liquidated by a pay-
ment of cash. In the event that the government that recorded the retention finds it
necessary to spend money on correction of deficiencies in the contractor’s perfor-
mance, the payment is charged to Contracts Payable—Retained Percentage. If the
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cost of correcting deficiencies exceeds the balance in the Contracts Payable—
Retained Percentage account, the excess amount is debited to Construction Expen-
ditures in the Fire Station Capital Projects Fund and to Buildings (or other
appropriate capital asset account) in the governmental activities general journal.

Claims and Judgments Payable
Claims and judgments often, although not always, relate to construction activities of
a government. If a claim has been litigated and a judicial decision adverse to the
government has been rendered, there is no question as to the amount of the liability
that should be recorded. If claims have not been litigated or judgments have not been
made as of the balance sheet date, liabilities may be estimated through a case-by-
case review of all claims, the application of historical experience to the outstanding
claims, or a combination of these methods.16

GASB standards specify that the amount of claims and judgments recognized as
expenditures and liabilities of governmental funds is limited to the amount that would
normally be liquidated with expendable resources then in the fund; however, the full
known or estimated liability should be reported in the Governmental Activities col-
umn of the government-wide statement of net assets.

Bond Anticipation Notes Payable and the Problem 
of Interest Expenditures
Bond Anticipation Notes Payable is a liability resulting from the borrowing of
money for temporary financing before issuance of bonds. Delay in perfecting all
details connected with issuance of bonds and postponement of the sale until a
large portion of the proceeds is needed are the main reasons for preliminary
financing by use of bond anticipation notes. The “bond anticipation” descrip-
tion of the debt signifies an obligation to retire the notes from proceeds of a pro-
posed bond issue. If two conditions specified in FASB Statement No. 6 are met,
then the liability for bond anticipation notes should be treated as a long-term 
liability:17

1. All legal steps have been taken to refinance the bond anticipation notes.
2. The intent is supported by an ability to consummate refinancing the short-term

notes on a long-term basis.

In cases in which the bond anticipation notes are secured by approved but unis-
sued bonds and the intent is to repay the notes from the proceeds of the bond issue,
it would appear that the two criteria have been met and, thus, bond anticipation note
issues in such cases would be reported as a long-term liability in the Governmental
Activities column of the government-wide statement of net assets and as an other
financing source (Proceeds of Bond Anticipation Notes) in the capital projects fund.

As an example of a bond anticipation note that meets the two criteria provided,
assume that a particular city issued $500,000 of 6 percent bond anticipation notes
under a written agreement that the notes will be retired within six months from the
proceeds of a previously approved $5,000,000 bond issue. When the bond anticipation

16 GASB standards (GASB Codification, Sec. C50.110–114) require that if information is available prior
to issuance of the financial statements that indicates it is probable that an asset has been impaired or
a liability has been incurred at the date of the financial statements and the amount of the loss can
be estimated with a reasonable degree of accuracy, the liability should be recognized.
17 GASB Codification, Sec. B50.101.
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Debits Credits

Capital Projects Fund:

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000

Other Financing Sources—Proceeds of Bond Anticipation Notes. . . . . 500,000

Governmental Activities

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000

Bond Anticipation Notes Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000

Capital Projects Fund:

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000,000

Other Financing Sources—Proceeds of Bonds. . . . . . . . . . . . . . . . . . . 5,000,000

Other Financing Uses—Retirement of Bond Anticipation Notes . . . . . . . 500,000

Interest Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 515,000

Governmental Activities:

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000,000

Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000,000

Bond Anticipation Notes Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000

Expenses—Interest on Long-Term Debt . . . . . . . . . . . . . . . . . . . . . . . . . 15,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 515,000

(Note: Interest expense is $500,000 �.06 � 6/12 � $15,000)

Six months later, the bonds are issued at par and the bond anticipation notes are
retired using a portion of the bond proceeds. Cash from other sources is assumed to
be used to pay interest on the bond anticipation notes. The required journal entries
are as follows:

As indicated in the preceding example, interest almost always must be paid on bond
anticipation notes. Both practical and theoretical problems are involved in the payment
of interest on liabilities. Practically, payment of interest by the capital projects fund
reduces the amount available for construction or acquisition of the assets, so the admin-
istrators of the capital projects fund would wish to pass the burden of interest payment
to another fund. Logically, the debt service fund set up for the bond issue should bear
the burden of interest on bond anticipation notes and possibly on judgments, but at the
time this interest must be paid, the debt service fund may have no assets. It would also
appeal to the capital projects fund’s administrators that interest on the bond anticipa-
tion notes and judgments should be paid by the General Fund (or any other fund with
available cash). If such interest payments have been included in the appropriations bud-
get by the General Fund (or other fund), the payment is considered legal; if not, the
legislative body might authorize the other fund to pay the interest.

If the capital projects fund bears the interest on bond anticipation notes or other short-
term debt, either initially or ultimately, an expenditure account must be debited. In Entry
7a in the series of Fire Station Capital Projects Fund and governmental activities entries
illustrated earlier in this chapter, interest paid on bond anticipation notes was debited
to Interest Expenditures rather than to Construction Expenditures, reflecting the require-
ments of GASBS 37. Entry 7b showed that the $1,000 paid for interest also was not
capitalized as part of the cost of the assets for the fire station project.

194 Part One State and Local Governments

notes are issued, the journal entries for the capital projects fund and governmental
activities would be as follows:
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Investments
Interest rates payable on general long-term debt have typically been lower than
interest rates that the government can earn on temporary investments of high quality,
such as U.S. Treasury bills and notes, bank certificates of deposit, and government
bonds with short maturities. Consequently, there is considerable attraction to the
practice of selling bonds as soon as possible after a capital project is legally autho-
rized and investing the proceeds to earn a net interest income. This practice also
avoids the problems and costs involved in financing by bond anticipation notes,
described in the preceding section. However, arbitrage rules under the Internal
Revenue Code constrain the investment of bond proceeds to securities whose yield
does not exceed that of the new debt. Application of these rules to state and local
governments is subject to continuing litigation and legislative action, so competent
legal guidance must be sought by governments wishing to invest bond proceeds in
a manner that will avoid incurring an arbitrage rebate and possible difficulties with
the Internal Revenue Service.

Interest earned on temporary investments is available for use by the capital
projects fund in some jurisdictions; in others, laws or local practices require the
interest income to be transferred to the debt service fund or to the General Fund. If
interest income is available to the capital projects fund, it should be recognized on
the modified accrual basis as a credit to Revenues. If it will be collected by the
capital projects fund but must be transferred to another fund, an additional entry is
required to record an interfund transfer out. If the interest will be collected by the
debt service fund, or other fund that will recognize it as revenue, no entry by the
capital projects fund is necessary.

Multiple-Period and Multiple-Project Bond Funds
Thus far, discussion of capital projects fund accounting has proceeded on the assump-
tion that initiation and completion of projects occur in the same fiscal year. However,
many projects large enough to require a capital projects fund are started in one year
and ended in another. Furthermore, a single comprehensive authorization may legalize
two or more purchase or construction projects as segments of a master plan of improve-
ments. Both multiple-period and multiple-project activities require some deviations from
the accounting activities that suffice for one-period, one-project accounting.

The first difference appears in the budgeting procedure. Whereas for a one-period
operation a single authorization might adequately cover the project from beginning
to end, annual budgets, in one form or another, may be desirable or even required
for those extending into two or more periods. This practice is used as a means of
keeping the project under the legislative body’s control and preventing the unac-
ceptable deviations that might result from a one-time, lump-sum approval of a long-
term project. Likewise, a large bond issue, to be supplemented by grants from outside
sources, may be authorized to cover a number of projects extending over a period
of time but not planned in detail before initiation of the first project. Such an
arrangement requires the fund administration to maintain control by giving final
approval to the budget for each project only as it comes up for action.

For a multiple-projects fund, it is necessary to identify encumbrances and
expenditures in a way that will indicate the project to which each encumbrance and
expenditure applies in order to check for compliance with the project budget. This can
be accomplished by adding the project name or other designation (e.g., City Hall or
Project No. 75) to the encumbrance and expenditure account titles. This device is almost
imperative for proper identification in the recording of transactions, and it facilitates
preparation of cash and expenditure statements for multi-project operations.
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Debits Credits
Capital Projects Fund:
Encumbrances . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 210,000

Fund Balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 210,000
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In accounting for encumbrances for multi-period projects, there is some differ-
ence of opinion as to the desirable procedure to follow in relation to encumbrances
outstanding at the end of a period. In the management of the General Fund, for exam-
ple, operations in terms of amounts of revenues and expenditures during a specified
standard period of time (quarter, half year, etc.) provide measures of budgetary
accomplishment. Because capital projects are rarely of the same size and may be
started and ended at any time of year, periodic comparisons are of little significance.
Furthermore, although the personnel of a legislative body may change at the begin-
ning of a year during which a capital project is in progress, the change is unlikely
to affect materially the project’s progress. Although the operations of a capital projects
fund are project-completion oriented, with slight reference to time, GASB standards
require Encumbrances, Expenditures, Proceeds of Bonds, and Revenues accounts to
be closed to Fund Balance at year-end to facilitate preparation of capital projects
fund financial statements for inclusion in the government’s annual report on a basis
consistent with year-end statements of other funds.

The required procedure does produce year-end capital projects fund balance sheets
that appear similar to those of the General Fund and special revenue funds illustrated
in preceding chapters. The similarity of appearance and terminology may be mis-
leading, however. The Fund Balance account of the General Fund or a special rev-
enue fund represents net financial resources available for appropriation, whereas the
Fund Balance account of a multiple-period capital projects fund represents net assets
already set aside for the acquisition of specified capital facilities. The Fund Balance
of a multiple-period capital projects fund is comparable to an unexpended unencum-
bered appropriation item of the General Fund at an interim period; it is not comparable
to the year-end Fund Balance of such funds.

Reestablishment of Encumbrances
The year-end closing procedure required by GASB standards for use by capital projects
funds artificially chops the construction expenditures pertaining to each continuing
project into fiscal-year segments, rather than allowing the total cost of each project
to be accumulated in a single construction expenditures account. Similarly, closing
the Encumbrance account of each project to Fund Balance at year-end creates some
procedural problems in accounting in the subsequent year. The procedure illustrated
for the General Fund and special revenue funds (using separate Encumbrances,
Reserve for Encumbrances, and Expenditures accounts for each year) could be
followed. The procedure illustrated for the General Fund and special revenue funds
is logical in that case because each appropriation expires at year-end, and yearly
Expenditure and Encumbrance accounts are needed to match with the yearly Appro-
priations account. The authorization (appropriation) for a capital project, however,
does not expire at the end of a fiscal year but continues for the life of the project.
Accordingly, it is necessary to reestablish the Encumbrances account at the begin-
ning of each year in order to facilitate accounting for expenditures for goods and
services ordered in one year and received in a subsequent year. Reestablishment of
the Encumbrances account may be accomplished as shown by the following entry in
the capital projects fund (amount assumed):
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Debits Credits

Capital Projects Fund:

Reserve for Encumbrances . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 210,000

Construction Expenditures. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 210,000

Contracts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 210,000

Encumbrances . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 210,000
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If the Encumbrances account is reestablished, subsequent receipt of goods or services
entered as encumbrances in a prior year may be recorded in the same manner as if
they had been ordered in the current year:

Capital Projects Financed by Special Assessments
The second paragraph of this chapter noted that one common source of financing
construction of general capital assets is by issuance of long-term debt to be repaid
by special assessments. A special assessment is a compulsory levy made against
certain property to defray part or all of the cost of a specific improvement or service
that is presumed to be of general benefit to the public and of particular benefit to
the property against which the special assessment is levied. Special assessment
financing is allowed under the laws of many states. Generally, a majority of owners
of the property that will be assessed must agree to the formation of a special assess-
ment district, sometimes called a local improvement district. A special assessment
district may be an independent special purpose government created under the laws
of the state in which it is located, or a component unit of a county, city, or other
general government. In some cases, special assessment transactions are administered
directly by a general purpose government.

If a special assessment district is an independent special purpose government, it
will need to account for the construction phase of a capital project in the manner
described in this chapter, the debt service phase of the project in the manner
described in Chapter 6, and the resulting general capital assets and related long-term
debt as described in this chapter and Chapter 6, respectively. The same observations
apply to a special assessment district that is a component unit of a primary govern-
ment, which should be reported in a discrete presentation in the basic financial
statements of the governmental financial reporting entity, as discussed in relation to
Illustration 2–1.

If the financial activities of a special assessment district are so intertwined with
those of the primary government that the balances and transactions meet the crite-
ria for blending (see discussion related to Illustration 9–1), it is logical that special
assessment transactions be administered directly by the primary government. In that
event the accounting and reporting standards set forth in this chapter apply to capi-
tal projects financed in whole or in part by special assessments with the following
modifications and additions.

The total dollar amount of a capital project to be financed by special assessments
must be paid by owners of real property within the special assessment district.
Accordingly, the portion of the total to be borne by each parcel of property within
the district must be determined in whatever manner is specified by laws of the rel-
evant jurisdiction. It is often true that the amount to be paid by each owner is large
enough so that laws will provide that the total special assessment against each parcel
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may be paid in equal installments over a specified period of years. Commonly, the
first installment is due within a relatively short period of time (say, 60 days after the
assessment is levied) and, if paid by the due date, is noninterest bearing. The remain-
der of the installments are due annually thereafter and are interest bearing. Assume,
for example, that the final installment is due five years after the levy of the special
assessment. Contractors cannot be expected to wait five years to be paid for work
done on the project; therefore, an issue of long-term debt is authorized in the amount
of installments due in future years. The first installment and the proceeds of the long-
term debt would be used to finance the capital project and would be recorded by a
capital projects fund. GASB standards provide that the first installment should be
recognized as revenue of the capital projects fund and governmental activities at the
government-wide level at the time of the levy—providing, of course, for any estimated
uncollectibles. The deferred installments, and interest thereon, are not available for
expenditure by a capital projects fund. Rather, deferred installments of special
assessments should be recorded as described in Chapter 6.

Long-term debt proceeds would be considered an Other Financing Source—
Proceeds of Bonds (or Notes) of the capital projects fund, and as a long-term liability
at the government-wide level if the primary government has an obligation to assume
debt service in the event that collections of remaining installments are insufficient.
If the primary government has no obligation for debt service and the creditors are
payable solely from collections of the special assessment installments and interest
thereon, the proceeds of special assessment long-term debt should be credited to a
capital projects other financing sources account such as Contribution from Property
Owners rather than as Proceeds of Bonds (or Notes).

General capital assets financed wholly or partially through collections of special
assessments are recorded in the same manner as any other general capital assets in
the governmental activities category at the government-wide level.

Financial Reporting for Capital Projects Funds
Each capital projects fund that meets the definition of a major fund (see the Glos-
sary for a definition) must be reported in a separate column of the balance sheet—
governmental funds (see Illustration A1–3) and the statement of revenues,
expenditures, and changes in fund balances—governmental funds (see Illustration
A1–5). Nonmajor capital projects funds would be reported in the same column as
other nonmajor governmental funds in these two basic financial statements.

Governments are also encouraged but not required to provide as supplementary
information combining financial statements for all nonmajor funds. Combining
financial statements present each nonmajor fund as a separate column. These state-
ments usually would not be included within the scope of the auditor’s examination
other than indirectly as part of the audit of the basic financial statements.

The required basic financial statements and notes thereto, along with the rec-
ommended combining financial statements, should meet most external report
users’ needs for information about capital projects funds. Internal management
and those with oversight responsibility for capital projects may need additional
information, however, of a more detailed nature. Additional information that may
be useful for internal management or oversight purposes includes information
about whether the amount and quality of work accomplished to date is commen-
surate with resources expended to date and project plans, and whether the remain-
ing work can be accomplished within the established deadlines with remaining
resources.
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5–1. What are general capital assets? How are they reported?
5–2. Explain what disclosures the GASB requires for capital assets in the notes to

the financial statements.
5–3. What is the difference between using the modified approach to accounting for

infrastructure assets and depreciating infrastructure assets? Under the modified
approach, what happens if infrastructure assets are not maintained at or above
the established condition level?

5–4. How does one determine whether a particular lease is a capital lease or an
operating lease? What entries are required in the general journals of a gov-
ernmental fund and governmental activities at the government-wide level to
record a capital lease at its inception?

5–5. Compare the reporting of intangible assets under GASB and FASB standards.
5–6. What is the purpose of a capital projects fund? Give some examples of projects

that might be considered capital projects.
5–7. If a capital project is incomplete at the end of a fiscal year, why is it consid-

ered desirable to close Encumbrances and all operating statement accounts at
year-end? Why is it desirable to reestablish the Encumbrances account as of
the first day of the following year?

5–8. Which expenditures of a capital projects fund should be capitalized to Con-
struction Work in Progress? Is Construction Work in Progress included in the
chart of accounts of a capital projects fund? If not, where would it be found?

5–9. The county replaced its old office building with a new structure. Rather than
destroy the old office building, the county decided to convert the old build-
ing and use it as a storage facility. Why would the old office building need
to be evaluated for impairment? If it was decided the building was impaired,
what would be the most appropriate method for estimating the degree of
impairment?

5–10. Compare the accounting for capital projects financed by special assessment
bonds when (a) a government assumes responsibility for debt service should
special assessment collections be insufficient, as opposed to (b) the govern-
ment assumes no responsibility whatsoever.

Selected
References

Questions
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5–1 Using the Modified Approach or Depreciation. You are an auditor in a regional
public accounting firm that does a large volume of governmental audits and con-
sulting engagements. A large metropolitan city has asked you for assistance in
determining whether it should use the modified approach or depreciate its infra-
structure assets. The city is particularly interested in which accounting approach
other large metropolitan cities have chosen.

Required

a. Examine several comprehensive annual financial reports (CAFRs) of large cities
prepared following GASBS 34. (Note: The GASB provides a list of GASBS 34 im-
plementers classified by type of government with links to the governments’ CAFRs,
if available, at its Web site, www.gasb.org.) Create a table that lists the cities and the
methods they have chosen to report their general infrastructure assets.

b. Prepare a memo to your client summarizing the results of your research. Be sure to
address the city’s specific concern about what other large cities are doing with respect
to reporting of infrastructure assets.

c. Your client has heard that the Government Finance Officers Association (GFOA) may
still award a Certificate of Achievement for Excellence in Financial Reporting if a
government decides that the costs of capitalizing and depreciating (or of using the
modified approach for) infrastructure assets outweighs the benefits, assuming that all
other criteria are met. What other consequences can you point out to your client if it
decides not to capitalize and report infrastructure assets.

5–2 Options for Financing Public Infrastructure. Desert City is a rapidly growing
city in the Southwest, with a current population of 200,000. To cope with the
growing vehicular traffic and the need for infrastructure expansion (e.g., streets,
sidewalks, lighting, storm water drains, and sewage systems) to stay abreast of
the pace of residential and commercial development, members of the city coun-
cil have recently engaged in debate about the merits of alternative mechanisms
for financing infrastructure expansion. The two alternatives the council is
exploring are: (1) a sales tax referendum to increase an existing one-half cent
capital improvement tax by one-quarter cent on every dollar of sales, and (2) a
development fee of $0.50 per square foot imposed on real estate developers for
new residential and commercial buildings.

Public debate at recent city council meetings has been contentious, with devel-
opers arguing that the burden for infrastructure improvements would be dispro-
portionately placed on homeowners and businesses, whereas reliance on a sales
tax increase would permit part of the infrastructure burden to be borne by nonres-
idents who shop in and otherwise enjoy the benefits of Desert City. Developers
have also argued that more of the existing one-half-cent capital improvement tax
should be spent for street and sidewalk improvements and less should be spent for
improvement of public buildings, parks, and hiking trails.

Proponents of the proposed real estate development fee argue that new resi-
dential and commercial building is the main factor driving the growing demand
for infrastructure development. Thus, they argue, it is most appropriate that new
residents and new businesses shoulder much of the burden for expanding infra-
structure. They further argue that the development fee will result in only a mod-
est, largely invisible increase in the cost of each new building. Moreover, the
incremental cost of the development fee should be recaptured as property values
increase as a result of enhanced infrastructure. Finally, they argue that Desert
City citizens enjoy better health and a generally higher quality life as a result of

Cases

wiL79603_ch05_169-210.qxd  12/22/08  17:04  Page 200



Chapter 5 Accounting for General Capital Assets and Capital Projects 201

park and hiking trail improvements and that the existing one-half cent sales tax
should continue to support recreational facilities.

Required

a. Evaluate the advantages and disadvantages of each potential financing option from
the viewpoint of (1) a city council member, (2) the city manager, (3) current home-
owners and business owners, and (4) potential new homeowners or new business
owners.

b. Would accounting for infrastructure construction be impacted by the choice of
financing method? Yes or No? Explain.

5–3 Recording and Reporting of Damaged Capital Assets. Recent river flooding
damaged a part of the Town of Brownville Library. The library building is over
70 years old and is located in a part of the town that is on the national historic
preservation register. Some of the costs related to the damage included the
following:
1. The building wiring had to be replaced. Since the wiring was over 20 years

old, replacing the wiring allowed the town to bring the wiring up to current
code and accommodate the increasing technology needs of the library.

2. A large section of the interior walls (dry-wall) of the library had to be
replaced and painted. The same type of material was used in replacing the
interior walls.

3. All hardwood floors were replaced with the same materials.
4. Over 30,000 books suffered water damage.

Required

a. Discuss whether the fact that the library building is in the historic part of town
has any role in determining how to record and report the damage and repairs to
the library.

b. Discuss how to determine if the library should be considered impaired and, if it
is impaired, how accounting and reporting should be handled.

c. Discuss whether you would classify the costs incurred to repair the building as
enhancements or replacements.

d. What information would you want before determining how to record and report
the damage to the books?

5–1 Examine the CAFR. Utilizing the CAFR obtained for Exercise 1–1, answer
these questions.
a. General and Other Capital Assets:

(1) Reporting of Capital Assets. Are capital assets reported as a line-item
in the government-wide statement of net assets? Are nondepreciable cap-
ital assets reported on a separate line from depreciable capital assets, or
are they separately reported in the notes to the financial statements? Do
the notes include capital asset disclosures, such as those for the City and
County of Denver shown in Illustration 5–2? Does the disclosure show
beginning balances, increases and decreases, and ending balances for each
major class of capital assets, as well as the same information for accu-
mulated depreciation for each major class? Are these disclosures pre-
sented separately for the capital assets of governmental activities,
business-type activities, and discretely presented component units? Do the
notes specify capitalization thresholds for all capital assets, including
infrastructure? Do the notes show the amounts of depreciation expense

Exercises and
Problems
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assigned to each major function or program for governmental activities at
the government-wide level? Are the depreciation policies and estimated
lives of major classes of depreciable assets disclosed? Do the notes
include the entity’s policies regarding capitalization of collections of
works of art and historical treasures? Are accounting policies disclosed
for assets acquired under capital leases?

(2) Other. Is the accumulated cost of construction work in progress recorded
as an asset anywhere? In your opinion, is the information disclosed about
construction work in progress and construction commitments adequate?
Which fund, or funds, account for cash received, or receivables created,
from sales of general capital assets? Are the proceeds of sales of general
capital assets reported as an other financing source or as revenue?

b. Capital Projects Funds:
(1) Title and Content. What title is given to the funds that function as capital

projects funds, as described in this chapter? (Street Improvement Funds
and Capital Improvement Funds are common titles, although these titles
also are often used for special revenue funds that account for ongoing
annual maintenance of roadways.) Where does the report state the basis
of accounting used for capital projects funds? Is the basis used consistent
with GASB standards discussed in this chapter? Are there separate capital
projects funds for each project, are there several funds, each of which
accounts for related projects, or is only one fund used for all projects?

(2) Statements and Schedules. What statements and schedules pertaining to
capital projects funds are presented? In what respects (headings, arrange-
ment, items included, etc.) do they seem similar to statements illustrated
or described in the text? In what respects do they differ? Are any differ-
ences merely a matter of terminology or arrangement, or do they represent
significant deviations from GASB accounting and reporting standards for
capital projects funds?

(3) Financial Resource Inflows. What is the nature of the financial resource
inflows utilized by the capital projects funds? If tax-supported bonds or
special assessment bonds are the source, have any been sold at a premium?
At a discount? If so, what was the accounting treatment of the bond
premium or discount?

(4) Fund Expenditures. How much detail is given concerning capital projects
fund expenditures? Is the detail sufficient to meet the information needs
of administrators? Legislators? Creditors? Grantors? Interested residents?
For projects that are incomplete at the date of the financial statement, does
the report compare the percentage of total authorization for each project
expended to date with the percentage of completion? For those projects
completed during the fiscal year, does the report compare the total expen-
ditures for each project with the authorization for each project? For each
cost overrun, how was the overrun financed?

(5) Assets Acquired under Capital Leases. Were any general capital assets
acquired by the primary government or one or more component units
under a capital lease agreement during the year for which you have state-
ments? If so, was the present value of minimum lease rentals recorded as
an Expenditure and as an Other Financing Source in a capital projects
fund (or in any other governmental fund)? If the primary government or
one or more component units leased assets from another component unit,
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how are the assets, related liabilities, expenditures, and other financing
sources reported in the basic financial statements or in another section of
the CAFR of the reporting entity?

5–2 Multiple Choice. Choose the best answer.
1. Under GASB standards, which of the following would be considered an

example of an intangible asset?
a. A lake located on city property.
b. Water rights associated with the springs that supply the water to the lake.
c. The city’s irrigation system, which uses water from the lake.
d. None of the above would be considered an intangible asset.

2. Four new desktop computers, for which the cost exceeded the city’s capital-
ization threshold, were purchased for use in the city clerk’s office using Gen-
eral Fund resources. Which of the following entries would be required to
completely record this transaction?
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Debits Credits

a. General Fund:

Expenditures  . . . . . . . . . . . . . . . . . . . . . . . . 8,000

Vouchers Payable  . . . . . . . . . . . . . . . . . . . . 8,000

b. Governmental Activities:

Expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000

Vouchers Payable  . . . . . . . . . . . . . . . . . . . . 8,000

c. General Fund:

Expenditures  . . . . . . . . . . . . . . . . . . . . . . . . 8,000

Vouchers Payable  . . . . . . . . . . . . . . . . . . . . 8,000

Governmental Activities:

Expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000

Vouchers Payable  . . . . . . . . . . . . . . . . . . . . 8,000

d. General Fund:

Expenditures  . . . . . . . . . . . . . . . . . . . . . . . . 8,000

Vouchers Payable  . . . . . . . . . . . . . . . . . . . . 8,000

Governmental Activities:

Equipment  . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000

Vouchers Payable  . . . . . . . . . . . . . . . . . . . . 8,000

3. Which of the following capital assets would not be depreciated?
a. The city’s street lights.
b. Purchased computer software.
c. The partially completed city hall.
d. The art work owned and displayed in the city parks.

4. A capital projects fund would probably not be used for which of the fol-
lowing assets?
a. Construction and installation of new shelving in the mayor’s office.
b. Financing and construction of three new fire substations.
c. Purchase and installation of an entity-wide integrated computer system

(such as SAP or Oracle).
d. Replacing a bridge.
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5. Machinery and equipment depreciation expense for general capital assets
totaled $163,000 for the reporting period. Which of the following correctly
defines the recording of depreciation for general capital assets?
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Debits Credits

a. Depreciation Expenditure . . . . . . . . . . . . . . . . . . . 163,000
Accumulated Depreciation. . . . . . . . . . . . . . . . . 163,000

b. Depreciation Expense . . . . . . . . . . . . . . . . . . . . . . 163,000
Machinery and Equipment . . . . . . . . . . . . . . . . . 163,000

c. Depreciation is allocated, and recorded at the government-wide level with
a debit to the functions or programs of government and a credit to accu-
mulated depreciation.

d. Since depreciation does not involve the use of financial resources it
is not necessary for the government to record it at the fund level or
government-wide level.

6. Which of the following is a correct statement regarding the use of the mod-
ified approach for accounting for eligible infrastructure assets?
a. Depreciation on eligible infrastructure assets need not be recorded if the

assets are being maintained at or above the established condition level.
b. Depreciation on eligible infrastructure assets must still be recorded for

informational purposes only.
c. The government must document that it is maintaining eligible infrastruc-

ture assets at the condition level prescribed by the GASB.
d. All of the above are correct statements.

7. A government experienced significant loss of certain roadways and bridges as
a result of major flooding. Which of the following estimation approaches would
be most useful in estimating the amount of asset impairment that has occurred?
a. Deflated depreciated replacement cost approach.
b. Service units approach.
c. Restorative cost approach.
d. None of the above; each of these three approaches would be equally useful.

8. Callaway County issued $10,000,000 in bonds at 101 for the purpose of con-
structing a new County Recreation Center. State law requires that any pre-
mium on bond issues be deposited directly in a debt service fund for eventual
repayment of bond principal. The journal entry to record issuance of the
bonds will require a (an):
a. Credit to Bonds Payable in the capital projects fund.
b. Credit to Other Financing Sources—Proceeds of Bonds in the capital 

projects fund.
c. Credit to Other Financing Sources—Premium on Bonds in the debt ser-

vice fund.
d. Both b and c are correct.

9. The primary reason for reestablishing the Encumbrance account balance at
the beginning of the second and subsequent years of a multiple-year capital
project is that:
a. The project continues beyond a single year; thus it is important that the

Encumbrances account show the amount of contractual commitment
remaining on the project.

b. This procedure allows the accountant to record a normal reversal of
encumbrances when the next project billing is received.
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c. This procedure corrects for an erroneous closure of the Encumbrances
account at the end of the preceding year.

d. Failure to reestablish the Encumbrances account balance is a violation
of GASB standards.

10. In 2011 the city started and completed installation of curbs and sidewalks
in a new subdivision. The project was funded through special assessments.
The first $500,000 installment on $2,500,000 in special assessments was
received and recorded in the capital projects fund in 2011. Over the next
four years the remaining special assessments are due. How would the
receipt of the special assessment funds be recorded in the capital projects
fund in 2011?

Debits Credits

a. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000

Special Assessments Receivable  . . . . . . . . . . . . 2,000,000

Revenues . . . . . . . . . . . . . . . . . . . . . . . . . 500,000

Deferred Revenue  . . . . . . . . . . . . . . . . . . . 2,000,000

b. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000

Revenues . . . . . . . . . . . . . . . . . . . . . . . . . 500,000

c. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000

Other Financing Sources—Assessments  . . . . . 500,000

d. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,500,000

Revenues . . . . . . . . . . . . . . . . . . . . . . . . . 500,000

Due to Debt Service Fund  . . . . . . . . . . . . . . 2,000,000

5–3 General Capital Assets. Make all necessary entries in the appropriate governmental
fund general journal and the government-wide governmental activities general
journal for each of the following transactions entered into by the City of Fordache.
1. The city received a donation of land that is to be used by Parks and Recre-

ation for a park. At the time of the donation, the land had a fair value of
$5,200,000 and was recorded on the donor’s books at a historical cost of
$4,500,000.

2. The Public Works Department sold machinery with a historical cost of
$35,100 and accumulated depreciation of $28,700 for $6,400. The machin-
ery had originally been purchased with special revenue funds.

3. A car was leased for the mayor’s use. Since the term of the lease exceeded
75 percent of the useful life of the car, the lease was capitalized. The first
payment was $550 and the present value of the remaining lease payments
was $30,000.

4. During the current year, a capital projects fund completed a new public safety
building that was started in the prior year. The total cost of the project was
$9,720,000. Financing for the project came from a $9,000,000 bond issue
that was sold in the prior year, and from a $720,000 federal capital grant
received in the current year. Current year expenditures for the project totaled
$1,176,000. The full cost is attributed to the building since it was constructed
on city-owned property.

5. Due to technological developments, the city determined that the service
capacity of some of the technology equipment used by general government
had been impaired. The calculated impairment loss due to technology obso-
lescence was $1,156,000.
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5–4 Capital Asset Disclosures. Lynn County has prepared the following schedule
related to its capital asset activity for the fiscal year 2011. Lynn County has gov-
ernmental activities only, with no business-type activities.

LYNN COUNTY
Capital Asset Disclosures

For the Year Ended December 31, 2011

January 1 Change December 31

Total capital assets not being 
depreciated (land, infrastructure, 
and construction work in progress) $61,721,000 $ 9,158,000 $70,879,000

Total capital assets being 
depreciated (buildings, equipment, 
and collections) 13,421,000 1,647,000 15,068,000

Less total accumulated 
depreciation (3,464,000) (558,000) (4,022,000)

Capital assets, net $71,678,000 $10,247,000 $81,925,000

Required

a. Does the above capital asset footnote disclosure comply with the GASB
requirements? Explain.

b. Does the county use the modified approach to account for infrastructure assets?
Explain.

c. What percentage of the useful life of the depreciable assets remains?

5–5 Capital Assets Acquired under Lease Agreements. Crystal City signed a lease
agreement with East Coast Builders, Inc., under which East Coast will con-
struct a new office building for the city at a cost of $12 million and lease it to
the city for 30 years. The city agrees to make an initial payment of $847,637
and annual payments in the same amount for the next 29 years. An assumed
borrowing rate of 6 percent was used in calculating lease payments. Upon com-
pletion, the building had an appraised market value of $13 million and an esti-
mated life of 40 years.

Required

a. Using the criteria presented in this chapter, determine whether Crystal City
should consider this lease agreement a capital lease. Explain your decision.

b. Provide the journal entries Crystal City should make for both the capital
projects fund and governmental activities at the government-wide level to
record the lease at the date of inception.

5–6 Asset Impairment. On July 20, 2011, the building occupied by Sunshine City’s
Parks and Recreation Department suffered severe structural damage as a result
of a hurricane. It had been 48 years since a hurricane had hit the Sunshine City
area, although hurricanes in Sunshine City’s geographic area are not uncommon.
The building had been purchased in 2001 at a cost of $2,000,000 and had accu-
mulated depreciation of $500,000 as of July 2011. Based on a restoration cost
analysis, city engineers estimate the impairment loss at $230,000; however, the
city expects during the next fiscal year to receive insurance recoveries of
$120,000 for the damage.
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Required

a. Should the estimated impairment loss be reported as an extraordinary item?
As a special item? Explain.

b. Record the estimated impairment loss in the journal for governmental activ-
ities at the government-wide level.

c. How should the insurance recovery be reported in the following fiscal year?
(You need not provide the journal entry or entries here.)

5–7 Recording Capital Projects Fund Transactions. In Erikus County, the Parks
and Recreation Department constructed a library in one of the county’s high
growth areas. The construction was funded by a number of sources. Below is
selected information related to the funding and closing of the Library Capital
Project Fund. All activity related to the library construction occurred within the
2011 fiscal year.
1. The county issued $6,000,000, 4 percent bonds, with interest payable semi-

annually on June 30 and December 31. The bonds sold for 101 on July 30,
2010. Proceeds from the bonds were to be used for construction of the library,
with all interest and premiums received to be used to service the debt issue.

2. A $650,000 federal grant was received to help finance construction of the library.
3. The Library Special Revenue Fund transferred $250,000 for use in construc-

tion of the library.
4. A construction contract was awarded in the amount of $6,800,000.
5. The library was completed on June 1, 2011, four months ahead of sched-

ule. Total construction expenditures for the library amounted to $6,890,000.
When the project was completed, the cost of the library was allocated as
follows: $200,000 to land, $6,295,000 to building, and the remainder to
equipment.

6. The capital projects fund was closed. It was determined that remaining funds
were related to the bond issue, and thus they were appropriately transferred
to the debt service fund.

Required

Make all necessary entries in the capital projects fund general journal and the
governmental activities general journal at the government-wide level.

5–8 Statement of Revenues, Expenditures, and Changes in Fund Balance. The
pre-closing trial balance for the Annette County Public Works Capital Project
Fund is provided below.

Debits Credits
Cash $ 701,000
Grant Receivable 500,000
Investments 800,000
Contract Payable $ 835,000
Contract Payable—Retained Percentage 24,000
Reserve for Encumbrances 1,500,000
Revenues 680,000
Encumbrances 1,500,000
Construction Expenditures 3,338,000
Other Financing Sources—Proceeds of Bonds 3,800,000

$6,839,000 $6,839,000
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Required

a. Prepare the June 30, 2011, statement of revenues, expenditures, and changes
in fund balance for the capital projects fund.

b. Has the capital project been completed? Explain your answer.

5–9 Construction Fund. During FY 2011, the voters of the Town of Dex approved
constructing and equipping a recreation center to be financed by tax-supported
bonds in the amount of $3,000,000. During 2011, the following events and
transactions occurred.

1. Preliminary planning and engineering expenses in the amount of $60,000
were incurred. No money was immediately available for paying these costs
(credit Vouchers Payable).

2. A contract was let under competitive bids for a major segment of the con-
struction project in the amount of $2,500,000.

3. An invoice for $1,600,000 was received from a contractor for a portion of
work that had been completed under the general contract.

4. The bond issue was sold at par plus accrued interest of $25,000 (the accrued
interest was deposited in the fund that will service the bonded debt).

5. The contractor’s bill, less a 4 percent retention, was vouchered for payment.
6. All vouchers payable, except $1,300 (about which there was some contro-

versy), were paid.
7. Fiscal year-end closing entries were prepared.

Required

a. Prepare journal entries to record the preceding information in the Town of
Dex Recreation Center Construction Fund and the governmental activities
general journal at the government-wide level.

b. Prepare a Town of Dex Recreation Center Construction Fund balance sheet
for the year ended December 31, 2011.

c. Prepare a Recreation Center Construction Fund statement of revenues,
expenditures, and changes in fund balance for the year ended December
31, 2011.

d. How would these capital expenditures for the recreation center appear on
the Town of Dex’s government-wide statements of net assets and activities?

5–10 Capital Project Transactions. In 2011, Falts City began work to improve cer-
tain streets to be financed by a bond issue and supplemented by a federal grant.
Estimated total cost of the project was $4,000,000; $2,500,000 was to come
from the bond issue, and the balance from the federal grant. The capital projects
fund to account for the project was designated as the Street Improvement Fund.
The following transactions occurred in 2011:

1. Issued $100,000 of 6 percent bond anticipation notes to be repaid from the
proceeds of bonds in 180 days.

2. The federal grant was recorded as a receivable; half of the grant is to be paid
to Falts City in 2011 and the remainder late in 2012. The grantor specifies
that the portion to be received in 2012 is not available for use until 2012
because there is no guarantee that the federal government will appropriate
the 2012 portion.

3. A contract was let to Appel Construction Company for the major part of the
project on a bid of $2,700,000.
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4. An invoice received from the city’s Stores and Services Fund for supplies
provided to the Street Improvement Fund in the amount of $60,000 was
approved for payment. (This amount had not been encumbered.)

5. Preliminary planning and engineering costs of $69,000 were paid to the
Mid-Atlantic Engineering Company. (This cost had not been encumbered.)

6. A voucher payable was recorded for an $18,500 billing from the local tele-
phone company for the cost of moving some of its underground properties
necessitated by the street project.

7. An invoice in the amount of $1,000,000 was received from Appel for
progress to date on the project. The invoice was consistent with the terms
of the contract, and a liability was recorded in the amount of $1,000,000.

8. Cash received during 2011 was as follows:

From federal government $ 750,000
From sale of bonds at par 2,500,000

9. The bond anticipation notes and interest thereon were repaid (see Trans-
action 1). Interest is an expenditure of the capital projects fund and, per
GASB standards, will not be capitalized as part of the cost of street
improvements.

10. The amount billed by the contractor (see Transaction 7) less 5 percent
retainage was paid.

11. Temporary investments were purchased at a cost of $1,800,000.
12. Closing entries were prepared as of December 31, 2011.

Required

a. Prepare journal entries to record the preceding information in the general
ledger accounts for the Street Improvement Fund. (You may ignore the
entries that would also be required in the governmental activities general
journal at the government-wide level.)

b. Prepare a balance sheet for the Street Improvement Fund as of December
31, 2011.

c. Prepare a statement of revenues, expenditures, and changes in fund balance
for the period, assuming that the date of authorization was July 1, 2011.
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Chapter Six

Accounting for General
Long-term Liabilities
and Debt Service
Learning Objectives

After studying this chapter, you should be able to:

1. Explain what types of liabilities are classified as general long-term liabilities.

2. Make journal entries in the governmental activities general journal to record the
issuance and repayment of general long-term debt.

3. Prepare note disclosures for general long-term debt.

4. Describe the reasons for statutory debt limits and explain the terms debt margin
and overlapping debt.

5. Explain the purpose and types of debt service funds.

6. Describe budgeting for debt service funds and make appropriate journal entries to
account for activities of debt service funds.

The use of long-term debt is a traditional part of the fiscal policy of state and local
governments, particularly for financing the acquisition of general capital assets.
Although some governments have issued taxable debt, the interest earned on most
debt issued by state and local governments is exempt from federal taxation and, in
some states, from state taxation. The tax-exempt feature enables governments to raise
large amounts of capital at relatively low cost. For example, from 2000 to 2007, total
long-term debt outstanding for state and local governments increased by 83 percent
to $2.19 trillion.1 Because of the relative ease with which governments can issue debt,
most states have acted in the public interest to impose statutory limits on the debt
that can be incurred by state and local governments. Consequently, effective man-
agement of state and local governmental debt requires good legal advice and a sound
understanding of public finance.

This chapter describes the types of debt and other long-term liabilities that are
termed “general long-term liabilities.” General long-term liabilities are those
that arise from activities of governmental funds and that are not reported as fund
liabilities of a proprietary or fiduciary fund. General long-term liabilities are

1 U.S. Federal Reserve, Federal Reserve Statistical Release, “Flow of Funds Accounts of the United
States,” Washington, D.C., Federal Reserve, June 9, 2008, Table D.3, p. 8.
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reported as liabilities in the Governmental Activities column of the government-
wide statement of net assets but are not reported as liabilities of governmental
funds. This chapter also discusses the concepts of direct and overlapping debt,
statutory debt limit, and debt margin. Finally, the chapter explains the nature and
types of debt service funds, and debt service accounting at the fund and government-
wide levels for various types of general long-term liabilities, as well as accounting
for refunding of debt.

GENERAL LONG-TERM LIABILITIES

Long-term liabilities include obligations arising out of financing activities, such as the
issuance of bonds and notes, and capital leases. In addition, long-term liabilities can
arise out of the operating activities of governments. Examples of long-term liabilities
related to operating activities include claims and judgments, compensated absences,
pensions and other post-employment benefits, and obligations related to landfills and
pollution remediation. The primary focus of this chapter is general long-term liabili-
ties arising from financing activities. However, since pollution remediation obligations
are usually general long-term liabilities, these obligations are briefly discussed later in
this section. Other types of long-term liabilities are discussed in Chapter 7 (landfill
obligations) and Chapter 8 (pensions and other post-employment benefits).

Accounting for Long-term Liabilities
When studying this chapter, the reader is reminded that governmental fund types
(General, special revenue, capital projects, debt service, and permanent funds)
account for only short-term liabilities to be paid from fund assets.2 Although, as
described in Chapter 5, the proceeds of long-term debt may be placed in one of these
fund types (usually a capital projects fund), the long-term liability itself must be
recorded in the governmental activities accounting records at the government-wide
level. Proprietary funds and perhaps certain private-purpose trust funds account for
both long-term debt serviced by the fund and short-term debt to be repaid from fund
assets.

As discussed in subsequent chapters, the liabilities of enterprise funds should be
displayed on the face of the statement of the issuing fund if that fund may realisti-
cally be expected to finance the debt service; however, if the liability also is second-
arily backed by the full faith and credit of the government, the contingent general
obligation liability of the government should be disclosed in a note to the financial
statements. The contingent obligation to assume debt service of long-term debt
backed primarily by special assessments is acknowledged by reporting such debt in
the government-wide financial statement as “special assessment debt with govern-
mental commitment.”3 Any portion of such debt that will be repaid directly by the
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2 Conceivably a permanent fund could have a long-term liability, for example, if a permanent fund
consisted of a gift of income-producing real property that the government accepted subject to a
long-term mortgage note. In establishing the permanent fund as a governmental fund type, the
GASB cited its belief that most such funds hold only financial resources (e.g., investments in financial
securities and cash). Thus, it is not clear whether any permanent funds in practice hold assets other
than financial assets. If not, the probability is low that any permanent funds have long-term liabilities.
Moreover, GASBS 34 provides no guidance on how income-producing real property and long-term
liabilities could be accounted for as a governmental fund.
3 GASB Codification, Sec. 1500.109.
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government (for example, to finance the portion of a special assessment project
deemed to have public benefit) should be reported like any other general long-term
liabilities of the government.

Bonds and other debt of enterprise funds issued with covenants that give the debt
the status, even contingently, of tax-supported debt may affect the government’s
ability to issue additional tax-supported debt. The reason for this is discussed under
the heading “Debt Limit and Debt Margin” in this chapter. If the contingency clause
becomes effective because resources of the enterprise fund are insufficient for debt
service, the unpaid portion of the debt is recorded as a liability of the governmen-
tal activities at the government-wide level. The enterprise fund that is relieved of the
liability then removes the unpaid debt from its liability accounts and recognizes an
interfund transfer, which is reported after the nonoperating revenues (expenses) sec-
tion of the proprietary funds statement of revenues, expenses, and changes in fund
net assets.

From the discussions earlier in this section and in Chapter 5, it should be evident
that entries are ordinarily made in the governmental activities general journal at the
government-wide level to reflect increases or decreases in general long-term liabili-
ties that also require entries in the accounts of one or more governmental funds. As
shown in illustrative Entries 8a and 8b in Chapter 5, most increases in general long-
term liabilities arising from debt issuances are recorded as an other financing source
in a governmental fund and as a general long-term liability at the government-wide
level. Increases in long-term liabilities that arise from operating activities, for
example, estimated losses from long-term claims and judgments, are recorded at the
government-wide level by debiting an expense and crediting a liability. Except for
certain defeasances, as discussed later in this chapter, most general long-term lia-
bilities are settled by the payment of cash from a governmental fund. 

Pollution Remediation Obligations
The recently implemented Governmental Accounting Standards Board (GASB)
Statement No. 49 addresses accounting and reporting for pollution remediation oblig-
ations. Pollution remediation obligations arise from responsibilities related to the
cleanup of hazardous wastes or hazardous substances resulting from existing pollu-
tion. A liability related to pollution remediation should be recognized if it is rea-
sonably estimable and an obligating event has occurred. GASB identifies five types
of obligating events: (1) the government is compelled to take remediation action due
to imminent endangerment to the public health, (2) a violation of a pollution pre-
vention permit has occurred, (3) the government is named or will be named as the
responsible or potentially responsible party to a remediation, (4) the government has
been or will be named in a lawsuit requiring its participation in remediation, and
(5) the government commences or legally obligates itself to commence remediation.4

Once it is deemed that an obligating event has occurred and the liability, or any com-
ponent of the liability, is reasonably estimable, the liability is measured using the
expected cash flow technique. Periodically, the amount of the estimated liability must
be reevaluated. GASB identifies several stages or benchmarks in the remediation
process where a reevaluation of the estimated liability should occur. In addition to
recognizing the estimated liability, several note disclosures should be prepared to
provide the reader with information concerning the liability and how the estimated
liability was derived.
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Long-term Liability Disclosures
In any given year, it is common for new debt issues to be authorized, for previously
authorized debt to be issued, and for older issues to be retired. When a combination
of liability events takes place, a schedule detailing changes in long-term debt is
needed to inform report users of the details of how long-term liabilities have
changed. The general long-term liability disclosures required by GASBS 34 effec-
tively meet these needs by providing detail of beginning of period long-term liabil-
ities, additions to and reductions of those liabilities, ending liabilities, and the portion
of the liabilities payable within one year. Illustration 6–1 presents this disclosure
schedule for the City and County of Denver.

In addition to the disclosures about long-term liabilities presented in Illustration
6–1, information about the amount of debt principal and interest that will be due in
future years is useful information to financial managers, bond analysts, and others
having an interest in assessing a government’s requirements for future debt service
expenditures. One form of such a schedule, representing a disclosure from the notes
to the financial statements for the City and County of Denver, prepared in confor-
mity with GASB standards, is shown in Illustration 6–2. The reader should note that
the interest portion of the scheduled future debt service payments is not a present
liability and should not be presented as such. To do so would not be in conformity
with generally accepted accounting principles.

Debt Limit and Debt Margin
The information provided in the debt schedules already illustrated in this chapter is
primarily useful to administrators, legislative bodies, credit analysts, and others con-
cerned with the impact of long-term debt on the financial condition and activities of
the government, particularly with reference to the resulting tax rates and taxes.
Another matter of importance is the legal limit on the amount of long-term indebt-
edness that may be outstanding at a given time, in proportion to the assessed value
of property within the government’s jurisdiction. This type of restriction is an impor-
tant protection for taxpayers against possible confiscatory tax rates. Even though tax-
rate limitation laws may be in effect for a government, the limitation on bonded
indebtedness is usually needed because the prevailing practice is to exempt the claims
of bondholders from any tax-rate restrictions. This is to say that, even though a law
establishing maximums for tax rates is in the statutes, it will probably exclude debt
service requirements from the restrictions of the law. This exclusion may be reiter-
ated in the bond covenants.

Before continuing a discussion of debt limitation, it seems appropriate to clar-
ify the meaning of the terms debt limit and debt margin. Debt limit means the
total amount of indebtedness of specified kinds that is allowed by law to be out-
standing at any one time. The limitation is likely to be in terms of a specified
percentage of the assessed or actual valuation of property within the government’s
jurisdiction. It may relate to either a gross or a net valuation. The latter is logi-
cal but probably not prevalent because debt limitation exists as a device for pro-
tecting property owners from confiscatory taxation. For that reason, tax-paying
property only should be used in regulating maximum indebtedness. In many gov-
ernmental jurisdictions, certain property is legally excluded even from assessment.
This includes property owned by governments, churches, charitable organizations,
and some others, depending on state laws. Exemptions, which apply to property
subject to assessment, are based on homestead or mortgage exemption laws, 

214 Part One State and Local Governments

wiL79603_ch06_211-254.qxd  12/22/08  16:01  Page 214



military service, and economic status, among others. Both exclusions and exemp-
tions reduce the amount of tax-paying property.

Debt margin, sometimes referred to as borrowing power, is the difference
between the amount of debt limit calculated as prescribed by law and the net
amount of outstanding indebtedness subject to limitation. The net amount of out-
standing indebtedness subject to limitation differs from total general long-term
indebtedness because certain debt issues may be exempted from the limitation by
law, and the amount available in debt service funds for debt repayment is deducted
from the outstanding debt in order to determine the amount subject to the legal
debt limit. Total general long-term indebtedness must, in some jurisdictions,
include special assessment debt and debt serviced by enterprise funds if such debt
was issued with covenants that give the debt tax-supported status in the event that
collections of special assessments or enterprise fund revenues are insufficient to
meet required interest or principal payments. Debt authorized but not issued as of
the end of a fiscal year should be considered in evaluating debt margin, as it may
be sold at any time. Although it would be in keeping with the purpose of estab-
lishing a legal debt limit to include the present value of capital lease obligations
along with bonded debt in the computation of legal debt margin, state statutes at
present generally do not specify that the liability for capital lease obligations is
subject to the legal debt limit. The computation of the legal debt margin for the
City and County of Denver is shown in Illustration 6–3. The upper portion of Illus-
tration 6–4 shows a schedule that presents the City and County of Denver’s debt
burden for the past 10 years, a statistic closely watched by bond rating analysts
and others.

Overlapping Debt
Debt limitation laws ordinarily establish limits that may not be exceeded by each
separate governmental entity affected by the laws. This means the county gov-
ernment may incur indebtedness to the legal limit, a township within that county
may do likewise, and a city within the township may become indebted to the legal
limit, with no restriction because of debt already owed by larger territorial units
in which it is located. As a result, a given parcel of real estate or object of per-
sonal property may be the basis of debt beyond the legal limit and also may be
subject at a given time to assessments for the payment of taxes to retire bonds
issued by two or more governments. When this situation exists, it is described as
overlapping debt.

The extent to which debt may overlap depends on the number of governments
represented within an area that are authorized to incur long-term indebtedness. These
may include the state, county, township, city, and various special purpose govern-
ments. To show the total amount of indebtedness being supported by taxable prop-
erty located within the boundaries of the reporting government, a statement of direct
and overlapping debt should be prepared. Direct debt is the debt that is being ser-
viced by the reporting government. To this direct debt should be added amounts owed
by other governments that levy taxes against the same properties on which the direct
debt is based. A statement of direct and overlapping debt for the City and County
of Denver is presented in the lower portion of Illustration 6–4. Note that the over-
lapping debt applies to four special purpose governments, including the school dis-
trict, that levy taxes on certain properties within the boundaries of the City and
County of Denver.
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ILLUSTRATION 6–1 Illustrative Long-term Liabilities Disclosure

CITY AND COUNTY OF DENVER, COLORADO
Long-term Liabilities Disclosure

For the Year Ended December 31, 2007

Long-term liability activity for the year ended December 31, 2007, was as follows (amounts expressed in thousands):

Due within 
January 1 Additions Deletions December 31 One Year

Governmental Activities:

Legal liability $ 2,500 $ — $ 980 $ 1,520 $ 1,520

Line of credit 5,209 — 4,474 735 —

Compensated absences:

Classified service employees—3,249 54,387 35,700 26,730 63,357 5,535

Career service employees—5,666 42,757 26,176 28,725 40,208 3,637

Claims payable 31,258 9,886 8,648 32,496 11,690

General obligation bonds1 473,671 9,367 58,245 424,793 41,880

GID general obligation bonds 2,725 — 205 2,520 230

Excise tax revenue bonds 313,920 — 9,815 304,105 13,175

Capitalized lease obligation2 430,477 — 13,563 416,914 29,758

Unamortized premium 40,415 — 4,769 35,646 4,544

Unamortized gain on refunding 2,852 — 210 2,642 210

Other governmental funds—note payable 16,082 461 2,505 14,038 —

Total Governmental Activities $1,416,253 $81,590 $158,869 $1,338,974 $112,179

The legal liability, compensated absences, claims payable, and other accrued liabilities in the governmental activities are generally liquidated by the General Fund. The
other governmental funds—note payable is liquidated by the Community Development special revenue fund. The amount available for long-term debt in the debt service
funds for bonds payable and in the special revenue fund was $59,292,000.
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ILLUSTRATION 6–1 (continued)

Due within 
January 1 Additions Deletions December 31 One Year

Business-type Activities:

Wastewater Management:

Revenue bonds $     26,565 $ — $    1,135 $  25,430 $ 1,180

Unamortized premium 78 — 5 73 —

Compensated absences 2,068 1,652 1,449 2,271 539

Total Wastewater Management 28,711 1,652 2,589 27,774 1,719

Denver Airport System:

Revenue bonds 3,869,785 860,925 531,860 4,198,850 103,830

Unamortized premium and deferred

loss on refunding (261,884) (5,121) 22,306 (244,699) —

Notes payable 88,985 — 27,314 61,671 12,139

Compensated absences 6,695 798 202 7,291 1,914

Total Denver Airport System 3,703,581 856,602 581,682 4,023,113 117,883

Nonmajor enterprises funds:

Revenue bonds 6,840 — 360 6,480 370

Unamortized premium 69 — 10 59 —

Compensated absences 654 380 250 784 169

Total nonmajor enterprise funds 7,563 380 620 7,323 539

Total Business-type Activities $3,739,855 $858,634 $584,891 $4,058,210 $120,141

Major Component Units:

Revenue bonds3 $  545,760 $100,000 $ 4,065 $  641,695 $  4,535

General obligation bonds4 86,433 — 24,982 61,451 18,820

Capitalized lease obligations 70,742 — 6,166 64,576 7,040

Increment bonds and notes payable5 340,091 4,847 5,975 338,963 8,087

Customer advances 45,008 22,140 15,785 51,363 —

Compensated absences 7,082 1,907 2,152 6,837 2,365

Other post employment benefits — 3,591 — 3,591 —

Other long-term liabilities 2,421 72 — 2,493 —

Total Major Component Units $1,097,537 $132,557 $ 59,125 $1,170,969 $ 40,947

1 Additions and deletions to general obligation bonds include accretion of $507.
2 Deletions include $143 paid by an internal service fund.
3 Includes unamortized premium of $14,978: and deferred loss on refunding of ($9,518).
4 Includes unamortized discount of ($32) and deferred loss on refunding of ($62).
5 Includes deferred amount on refunding of ($2,414).

Source: City and County of Denver, Colorado, Notes to Basic Financial Statements, 2007. Section III, Note G.7.
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ILLUSTRATION 6–2 Future Debt Service Requirements

CITY AND COUNTY OF DENVER, COLORADO
Future Debt Service Requirements

December 31, 2007

Annual debt service requirements to maturity for general obligation bonds are as follows (amounts expressed in
thousands):

Governmental Activities Component Unit—Water Board

General Government General Improvement District

Principal1 Interest Principal Interest Principal2 Interest

2008 $ 41,880 $ 20,361 $ 230 $100 $18,820 $ 2,931
2009 35,305 18,100 415 92 11,555 2,006
2010 23,460 16,339 545 77 3,080 1,548
2011 24,380 15,184 565 59 4,265 1,391
2012 25,375 13,982 325 39 1,595 1,178
2013–2017 142,529 53,379 360 91 7,790 4,749
2018–2022 85,475 30,327 80 5 2,890 3,660
2023–2027 44,520 4,524 — — — 3,233
2028–2032 — — — — 11,550 1,292

Total $422,924 $172,196 $2,520 $463 $61,545 $21,988

1 Does not include $1,578 and $291 of compound interest on the series 1999A and 2007 mini-bonds, respectively.
2 Does not include unamortized premium of ($32) and deferred amount on refunding of ($62).
In April 2007, the City issued $8,860,500 of General Obligation Mini-Bonds, Series 2007, for the purpose of financing a portion of the City’s new Justice System Facilities.
The bonds are compound interest bonds that were priced at $500 per $1,000 of principal and interest due at maturity in 2022.

Source: City and County of Denver, Colorado, Notes to Basic Financial Statements, 2007, Section III, Note G.1.

ILLUSTRATION 6–3

CITY AND COUNTY OF DENVER
Computation of Legal Debt Margin

December 31, 2007 
(amounts expressed in thousands)

Total Estimated Actual Valuation $76,813,114

Maximum general obligation debt, limited to 3% of total valuation1 $  2,304,393

Outstanding bonds chargeable to limit 422,924

Less: Amount reserved for long-term debt 19,930

Net chargeable to bond limit 402,994

Legal Debt Margin—December 31 $  1,901,399

1 Section 7.5.2, Charter of the City and County of Denver: The City and County of Denver shall not become indebted for general obli-
gation bonds, to any amount which, including indebtedness, shall exceed three percent of the actual value as determined by the last final
assessment of the taxable property within the City and County of Denver.

Source: City and County of Denver, Colorado, Comprehensive Annual Financial Report, Statistical Section, 2007, p. 151.
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ILLUSTRATION 6–4

Note: Details regarding the City’s outstanding debt can be found in the notes to the financial statements.

CITY AND COUNTY OF DENVER
Ratios of General Bonded Debt Outstanding 

Last Ten Fiscal Years 
(dollars in thousands, except per capita amount)

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

General obligation bonds $237,809 $303,114 $295,740 $268,226 $280,505 $424,524 $378,977 $404,667 $472,309 $422,924

Less amounts available in 
debt service fund (21,187) (28,608) (28,607) (25,469) (22,029) (18,450) (23,485) (23,683) (19,288) (19,930)

Total $216,622 $274,506 $267,133 $242,757 $258,476 $406,074 $355,492 $380,984 $453,021 $402,994

Percentage of estimated actual
taxable value of property 0.69% 0.70% 0.66% 0.46% 0.49% 0.66% 0.57% 0.58% 0.68% 0.53%

Per capita $       432 $       541 $       482 $       430 $       459 $       716 $       621 $       657 $       778 $       681
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ILLUSTRATION 6–4 (continued)

Computation of Net Direct and Overlapping Debt
December 31, 2007

(amounts expressed in thousands)

Debt Percentage City and County of Denver

Outstanding Applicable Share of Debt

Direct Debt

General long-term debt $ 740,583
Denver Airport System bonds 3,954,151
Wastewater Management bonds 25,503
Golf bonds 6,539
Water Board bonds 346,352

Gross Bonded Debt 5,073,128
Less self-supporting bonds:

Gateway Village bonds 2,463
Golf bonds 6,539
Excise tax revenue bonds 315,196
Denver Airport System bonds 3,954,151
Wastewater Management bonds 25,503
Water Board bonds 346,352

Less amount reserved for long-term debt 19,930

Total Net Direct Debt 402,994

Overlapping Debt

Denver Metropolitan Football Stadium District 145,733 29.3%1 $ 42,700
Regional Transportation District 994,400 29.3%1 291,352
Metro Wastewater Reclamation District 82,477 41.7%2 34,393
School District #1 638,566 100.0% 638,566

Total Overlapping Debt 1,861,176 1,007,011

Total Net Direct and Overlapping Debt $2,264,170 $1,410,005

1 Percentage calculated on estimated Scientific and Cultural Facilities District sales and use tax for Denver City and County compared to State total, per the Colorado Department of Revenue, Office of Research and Analysis.
2 Percentage calculated on Denver’s wastewater charges compared to the entire metro district per Metro Wastewater Reclamation District.

Source: City and County of Denver, Colorado, Comprehensive Annual Financial Report, Statistical Section, 2007, p. 153.
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DEBT SERVICE FUNDS

When long-term debt has been incurred for capital or other purposes, revenues must
be raised in future years to make debt service payments. Debt service payments
include both periodic interest payments and the repayment of debt principal when
due. Revenues from taxes that are restricted for debt service purposes are usually
recorded in a debt service fund, as are subsequent expenditures for payments of inter-
est and principal. A debt service fund is used only for debt service activities related
to general long-term liabilities—those reported in the Governmental Activities col-
umn of the government-wide statement of net assets. Debt service related to long-
term liabilities reported in proprietary and fiduciary funds is reported in those funds,
not in a debt service fund.

Number of Debt Service Funds
In addition to debt service for bond liabilities, debt service funds may be required
to service debt arising from the use of notes or warrants having a maturity more than
one year after date of issue. Debt service funds may also be used to make periodic
payments required by capital lease agreements. Although each issue of long-term or
intermediate-term debt is a separate obligation and may have legal restrictions and
servicing requirements that differ from other issues, GASB standards provide that,
if legally permissible, a single debt service fund may be used to account for the ser-
vice of all issues of tax-supported and special assessment debt. Subsidiary records
of that fund can provide needed assurance that budgeting and accounting meet the
restrictions and requirements relating to each issue. If legal restrictions do not allow
for the debt service of all issues of tax-supported and special assessment debt to be
accounted for by a single debt service fund, as few additional debt service funds as
is consistent with applicable laws should be created. In this chapter, a separate debt
service fund for each bond issue is illustrated simply as a means of helping the reader
focus on the different accounting procedures considered appropriate for each type of
bond issue encountered in practice.

Use of General Fund to Account for Debt Service
In some jurisdictions, laws do not require accounting for the debt service function
by a debt service fund. Unless the debt service function is very simple, it may be
argued that good financial management would dictate the establishment of a debt
service fund even though not required by law. If neither law nor sound financial
administration requires the use of debt service funds, the function may be performed
within the accounting and budgeting framework of the General Fund. In such cases,
the accounting and financial reporting standards discussed in this chapter should be
followed for the debt service activities of the General Fund.

Budgeting for Debt Service
In addition to possible bond indenture requirements, good politics and good finan-
cial management suggest that the debt service burden on the taxpayers be spread
evenly rather than lumped in the years that debt issues or installments happen to
mature. To assist with good financial management, the debt service fund is consid-
ered both a budgeting and an accounting entity. As such, a budget is prepared for
the debt service fund. If taxes for payment of interest and principal on long-term
debt are recorded directly in the debt service fund, they are budgeted as estimated
revenues of the debt service fund. Interest on the investments recorded in the debt
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service fund is also budgeted as estimated revenue by the debt service fund. When
recognized, taxes and interest earnings are recorded as revenues. Transfers made from
other funds to the debt service fund are budgeted as an estimated other financing
source and when the transfers are recognized, they are recorded as interfund trans-
fers in. If resources, such as taxes, are to be raised by another fund and trans-
ferred to the debt service fund, they must be included in the revenues budget of
the fund that will raise the revenue (often the General Fund). The amount to be
transferred to the debt service fund will be budgeted as an estimated other financing
use and recorded as an interfund transfer out when the transfer of funds to the
debt service fund is recognized.

Although the items may be difficult to budget accurately, debt service funds can
often count on receiving premiums on debt issues sold and accrued interest on debt
issues sold. Accrued interest on debt sold is commonly considered as revenue of the
recipient debt service fund; premium on debt sold is an other financing source. Sim-
ilarly, as illustrated in Chapter 5, if capital projects are completed with expenditures
less than revenues and other financing sources, the residual equity may be trans-
ferred to the appropriate debt service fund. Persons budgeting and accounting for
debt service funds should seek competent legal advice on the permissible use of both
premiums on debt sold and interfund transfers of the residual equity of capital proj-
ects funds. In some cases, one or both of these items must be held for eventual debt
repayment and may not be used for interest payments; in other cases, both premi-
ums and interfund transfers in of equity may be used for interest payments.

The appropriations budget of a debt service fund must provide for the payment
of all interest on general long-term debt that will become legally due during the bud-
get year and for the payment of any principal amounts that will become legally due
during the budget year. GASB standards require debt service fund accounting to be
on the same basis as is required for general and special revenue funds. One pecu-
liarity of the modified accrual basis used by governmental fund types (which is not
discussed in Chapter 3 because it relates only to debt service funds) is that interest
on long-term debt is not accrued in the debt service fund but is accrued at the
government-wide level. For example, if the fiscal year of a government ends on
December 31, 2010, and the interest on its bonds is payable on January 1 and July
1 of each year, the amount payable on January 1, 2011, would not be considered a
liability in the balance sheet of the debt service fund prepared as of December 31,
2010. The rationale for this recommendation is that the interest is not legally due
until January 1, 2011. (See Illustration 6–5.) The same reasoning applies to principal
amounts that mature on the first day of a fiscal year; they are not liabilities to be
recognized in statements prepared as of the day before. In the event 2010 appropri-
ations include January 1, 2011, interest and/or principal payment, the appropriations
and expenditures (and resulting liabilities) should be recognized in 2010.

Types of Serial Bonds
Several decades ago, governmental issues of long-term debt commonly matured in
total on a given date. In that era, bond indentures often required the establishment
of a “sinking fund,” sometimes operated on an actuarial basis. Some sinking fund
term tax-supported bond issues are still outstanding, but today they are dwarfed in
number and amount by serial bond issues in which the principal matures in install-
ments. Four types of serial bond issues are found in practice: regular, deferred, annu-
ity, and irregular. If the total principal of an issue is repayable in a specified number
of equal annual installments over the life of the issue, it is a regular serial bond issue.
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If the first installment is delayed for a period of more than one year after the date
of the issue but thereafter installments fall due on a regular basis, the bonds are
known as deferred serial bonds. If the amount of annual principal repayments is
scheduled to increase each year by approximately the same amount that interest pay-
ments decrease (interest decreases because the amount of outstanding bonds
decreases) so that the total debt service remains reasonably level over the term of
the issue, the bonds are called annuity serial bonds. Irregular serial bonds may
have any pattern of repayment that does not fit the other three categories.

Accounting for Regular Serial Bonds—First Year

Accounts recommended for use by debt service funds are similar to but not exactly
the same as those recommended for use by the General Fund and special revenue
funds. Because the number of sources of revenues and other financing sources is
relatively small in a typical debt service fund, as is the number of purposes for which
expenditures are made, it is generally not necessary to use control and subsidiary
accounts such as those used by the General Fund. Moreover, because debt service
funds do not issue purchase orders or contracts for goods and services, the use of
encumbrance accounting is unnecessary. Thus, the budgetary accounts typically used
for a debt service fund are Estimated Revenues, Estimated Other Financing Sources,
Appropriations, Estimated Other Financing Uses, and Budgetary Fund Balance. The
actual operating accounts usually include only a few revenue accounts, Other Financ-
ing Sources (for interfund transfers in and bond issue premiums), Expenditures—
Bond Interest, Expenditures—Bond Principal, and, in the case of certain bond
refunding transactions, Other Financing Uses. Similarly, relatively few balance sheet
accounts are found in a debt service fund. Accounts typically include current asset
accounts such as Cash, Investments, Taxes Receivable (and related estimated uncol-
lectible accounts), and Due from Other Funds. Liability accounts might include
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ILLUSTRATION 6–5 Modified Accrual Basis of Recognition of Expenditures for 
Long-term Debt Interest and Principal

Interest Interest No interest Interest Interest

for 7/1– for 1/1– accrual for 7/1– for 1/1–

12/31/09 6/30/10 recognized 12/31/10 6/30/11

  due due on 12/31/10 due due

Amounts included in

2010 appropriations

and expenditures

Amounts included in

2011 appropriations

and expenditures

Fiscal year 2010 Fiscal year 2011

1/1 7/1 12/31 1/1 7/1
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Matured Bond Interest Payable and Matured Bond Principal Payable. Fund equity
typically consists of a single Fund Balance account. For the convenience of bond-
holders, the payment of interest and the redemption of matured bonds is ordinarily
handled through the banking system. Usually the government designates a bank as
paying agent or fiscal agent to handle interest and principal payments for each issue.
Therefore, the assets of a debt service fund often include “Cash with Paying (or Fis-
cal) Agent” and the appropriations, expenditures, and liabilities may include amounts
for the service charges of paying agents. Investment management may be performed
by governmental employees or by banks, brokers, or others who charge for the ser-
vice; investment management fees are a legitimate charge against investment rev-
enues. For the sake of simplicity, the debt service examples in this chapter assume
that the issuing government issues checks directly to bondholders for interest and
redemption of principal.

Accounting for debt service of regular serial bonds furnishes the simplest illus-
tration of recommended debt service fund accounting. Assume the bonds issued by
the Town of Brighton as partial financing for the fire station construction project
(discussed in Chapter 5, under the heading “Illustrative Transactions—Capital
Projects Funds”) are regular serial bonds maturing in equal annual amounts over
20 years. The total face value of the issue was $1,200,000; all bonds in the issue
bear interest of 6 percent per year, payable semiannually on June 15 and December 15.
The bonds were dated June 15, 2011, and sold on that date at par. During 2011 the
only expenditure the debt service fund will be required to make will be the interest
payment due December 15, 2011, in the amount of $36,000 ($1,200,000 � 0.06 �
1/2 year). Assuming that revenues to pay the first installment of bonds due on June
15, 2012, and both interest payments due in 2012 will be raised in 2012 from a spe-
cial sales tax, the budget for 2011 need only provide resources in the amount of the
2011 interest expenditure. The entry to record the budget for the year ended Decem-
ber 31, 2011, including $6,000 residual equity to be transferred from the Fire Sta-
tion Capital Projects Fund, is:

If sales tax revenues in the amount of $31,200 are collected in cash for debt service,
the entry is:

The corresponding entry in the governmental activities general ledger at the government-
wide level is (Note: Entry 1 has no effect at the government-wide level since bud-
get entries are made only in governmental funds):
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Debits Credits

Serial Bond Debt Service Fund:

1. Estimated Revenues  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000

Estimated Other Financing Sources  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000

Appropriations  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 36,000

Serial Bond Debt Service Fund:

2a. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 31,200

Revenues  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 31,200
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As illustrated in Chapter 5, the $6,000 residual equity of the Fire Station Capital
Projects Fund was transferred to the debt service fund. The entry required in the lat-
ter fund is:

Governmental activities at the government-wide level are unaffected since the trans-
fer is between two funds within the governmental activities category.

On December 15, 2011, when the first interest payment is legally due, the debt
service fund records the expenditure of the appropriation and the corresponding entry
is made to record interest expense at the government-wide level:

Checks totaling $36,000 are written to the registered owners of these bonds. The
entries to record the payment in the debt service fund and governmental activities
general journals are:

As of December 31, 2011, an adjusting entry would be made to accrue one-half of
a month’s interest expense ($1,200,000 � 0.06 � 1/12 � 1/2) on the accrual basis
at the government-wide level, as would be the case in accounting for business orga-
nizations. As was discussed earlier, the debt service fund recognizes an expenditure
in the period the interest is legally due; it does not record an accrual at the end of
the reporting period.
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Serial Bond Debt Service Fund:

3. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000

Other Financing Sources—Interfund Transfers In  . . . . . . . . . . . . . . . 6,000

Serial Bond Debt Service Fund and Governmental Activities:

5. Interest Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 36,000

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 36,000

Governmental Activities:

6. Expenses—Interest on Long-term Debt  . . . . . . . . . . . . . . . . . . . . . . 3,000

Accrued Interest Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000

Debits Credits

Governmental Activities:

2b. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 31,200

General Revenues—Sales Taxes—

Restricted for Debt Service  . . . . . . . . . . . . . . . . . . . . . . . . . . 31,200

Serial Bond Debt Service Fund:

4a. Expenditures—Bond Interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 36,000

Interest Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 36,000

Governmental Activities:

4b. Expenses—Interest on Long-term Debt  . . . . . . . . . . . . . . . . . . . . . . 36,000

Interest Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 36,000
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In addition, all temporary accounts of the governmental activities general ledger
would be closed at year-end. Because that ledger has many temporary accounts
besides those related to debt service, its closing entry is not illustrated here.

Second Year Transactions

In the second year of the Serial Bond Debt Service Fund, the fiscal year ending
December 31, 2012, the following journal entries would be required.

The special sales tax for debt service is estimated to produce revenues of $135,000
for the year. From these revenues, two interest payments (the interest due on June
15, 2012, and December 15, 2012) of $36,000 and $34,200, respectively, and a prin-
cipal redemption payment of $60,000 due on June 15, 2012, must be paid. Entry 8
shows the entry required at January 1, 2012, to record the budget for FY 2012.

During the year, actual revenues from the special sales tax were $134,100. Entries
9a and 9b summarize these collections.

On June 15, 2012, interest of $36,000 and the first redemption of principal in the
amount of $60,000 ($1,200,000 � 20 years) were paid to bondholders of record, as
shown in Entries 10a and 10b.
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All budgetary and operating statement accounts are closed by the following entries:

Debits Credits

Serial Bond Debt Service Fund:

7a. Appropriations  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 36,000

Estimated Revenues  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000

Estimated Other Financing Sources  . . . . . . . . . . . . . . . . . . . . . . . 6,000

7b. Revenues  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 31,200

Other Financing Sources—Interfund Transfers In . . . . . . . . . . . . . . . . 6,000

Expenditures—Bond Interest  . . . . . . . . . . . . . . . . . . . . . . . . . . . 36,000

Fund Balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,200

Serial Bond Debt Service Fund:

8. Estimated Revenues  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 135,000

Appropriations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 130,200

Budgetary Fund Balance  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,800

Serial Bond Debt Service Fund:

9a. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 134,100

Revenues  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 134,100

Governmental Activities:

9b. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 134,100

General Revenues—Sales Taxes—Restricted for Debt Service  . . . . . . 134,100
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The semiannual interest payment due on December 15, 2012, was paid on sched-
ule, as reflected in Entries 11a and 11b, based on a remaining principal of $1,140,000
at 6 percent interest per annum.

On December 31, 2012, interest expense and interest payable were accrued in the
amount of $2,850 ($1,140,000 �.06 � 1/12 � 1/2):

All temporary accounts of the debt service fund were closed on December 31,
2012, as shown in Entries 13a and 13b. Closing entries for governmental activities
are presented in Chapter 9 for fiscal year 2011.

In subsequent years, the pattern of journal entries will be the same as that of
the preceding entries, except that actual sales taxes realized will vary from year
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Governmental Activities:

12. Expenses—Interest on Long-term Debt  . . . . . . . . . . . . . . . . . . . . . . 2,850

Accrued Interest Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,850

Debits Credits

Serial Bond Debt Service Fund:

10a. Expenditures—Bond Principal  . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

Expenditures—Bond Interest  . . . . . . . . . . . . . . . . . . . . . . . . . . . 36,000

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 96,000

Governmental Activities:

10b. Bonds Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

Expenses—Interest on Long-term Debt . . . . . . . . . . . . . . . . . . . . . 33,000

Accrued Interest Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 96,000

Serial Bond Debt Service Fund:

11a. Expenditures—Bond Interest  . . . . . . . . . . . . . . . . . . . . . . . . . . . 34,200

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 34,200

Governmental Activities:

11b. Expenses—Interest on Long-term Debt . . . . . . . . . . . . . . . . . . . . . 34,200

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 34,200

Serial Bond Debt Service Fund:

13a. Appropriations  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 130,200

Budgetary Fund Balance  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,800

Estimated Revenues  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 135,000

13b. Revenues  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 134,100

Fund Balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,900

Expenditures—Bond Interest  . . . . . . . . . . . . . . . . . . . . . . . . . . 70,200

Expenditures—Bond Principal  . . . . . . . . . . . . . . . . . . . . . . . . . 60,000
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to year and the amount of interest will decline each year as the principal is reduced.
If revenues are insufficient in any year to meet debt service requirements, available
fund balance can be used to augment current year revenues. If fund balance is insuffi-
cient to cover the shortfall, then an interfund transfer from the General Fund would
likely be used. Making all interest and principal redemption payments by their due
date is critically important, as a missed or late payment could adversely impact the
entity’s bond rating and significantly increase future borrowing costs.

Debt Service Accounting for Term Bonds
Term bond issues mature in their entirety on a given date, in contrast to serial
bonds, which mature in installments. Required revenues of term bond debt service
funds may be determined on an “actuarial” basis or on less sophisticated bases
designed to produce approximately level contributions during the life of the issue.
In order to illustrate the use of an actuarial basis, the following example assumes
that the Town of Brighton has a term bond issue amounting to $1,500,000 with a
20-year life. The term bonds bear semiannual interest at a nominal (or stated) annual
rate of 5 percent, payable on January 1 and July 1. Revenues and other financing
sources of this particular debt service fund are assumed to be property taxes levied
directly for this debt service fund and earnings on investments of the debt service
fund. The amount of the tax levy is computed in accord with annuity tables on the
assumption that revenues for principal repayment will be invested and will earn 6
percent per year, compounded semiannually. (Actuaries are usually conservative in
their assumptions because they are concerned with a long time span.) Using either
the annuity tables found in most intermediate accounting texts or a calculator, one
will find that the future amount of $1 invested at the end of each period will amount
to $75.4012597 at the end of 40 periods, if the periodic compound interest is 3 per-
cent (as specified in this example). Since the amount needed for bond repayment
at the end of 40 six-month periods is $1,500,000, the tax levy for bond principal
repayment must yield $1,500,000 divided by 75.4012597, or $19,893.57, at the end
of each six-month period throughout the life of the bonds. Tax revenue must be suf-
ficient to cover each bond interest payment of $37,500 ($1,500,000, the face value
of the bonds, � 5 percent, the annual nominal interest rate, � 1/2 year) plus the
two required additions of $19,893.57 for sinking fund investment, for a total rev-
enue of $114,787.14 per year.

Assuming the bonds were issued in the preceding fiscal year on January 1, 2010,
and actual additions and actual earnings were both exactly as budgeted, the Term
Bonds Debt Service Fund of the Town of Brighton would have the following trial
balance as of December 31, 2010.5
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Addition at 3 Percent Balance at 
Year Period End of Period per Period End of Period

2010 1 $19,893.57 $        –0– $19,893.57

2 19,893.57 596.81 40,383.95

2011 3 19,893.57 1,211.52 61,489.04

4 19,893.57 1,844.67 83,227.28

The balance at the end of Period 2 is the total of investments and the total of fund balance in this
case since actuarial assumptions were met exactly in 2010. The sum of the interest for Period 3 and Period
4 is $3,056.19, the required earnings for the second year.

5 The computation is (all amounts rounded to nearest cent):
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For every year of the life of the issue, the budget for the Term Bonds Debt Ser-
vice Fund of the Town of Brighton, reflecting the conditions just described, will
include two required additions of $19,893.57 each for investment for eventual
principal repayment, and two amounts of $37,500 each for interest payment, for
a total of $114,787.14. The budget will also include earnings on debt service fund
investments computed in accord with actuarial requirements. For 2011, the sec-
ond year of the Term Bonds Debt Service Fund’s operation, the actuarial assump-
tion is that the fund will earn 6 percent per year, compounded semiannually; the
required earnings for the year amount to $3,056.19 (see footnote 5 for calcula-
tion). Therefore, Estimated Revenues is debited for $117,843.33 ($114,787.14 �
$3,056.19). The appropriations budget would include only the amounts becoming
due during the budget year, $75,000 (two interest payments, each amounting to
$37,500). The entry to record the budget for fiscal year 2011 follows.

If the debt service fund is to accumulate the amount needed to retire the term
bond issue at maturity, both additions and earnings must be received, and invested,
in accord with the actuarial assumptions. Therefore, the tax levy for this fund
must yield collections in the first six months totaling at least $57,393.57, so that
$19,893.57 can be invested and $37,500 can be paid in interest to bondholders,
both as of the end of the first six-month period. Collections during the second
six months must also total $57,393.57, for the same reason. Realistically, it is
unlikely that collections would ever total exactly $57,393.57 in either six-month
period. If collections were less than that amount in either period, this fund would
have to borrow enough to make the required investments; there is no question
that the interest would have to be paid when due, as discussed earlier in this chap-
ter. Assuming that collection experience of the Town of Brighton indicates that a
tax levy in the amount of $120,000 is needed in order to be reasonably certain
that collections during each six-month period will equal the needed amount, the
entries to record the levy and the expected uncollectibles amounting to $3,000
are as follows:
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Debits Credits

Cash $37,500.00 —
Investments 40,383.95 —
Fund balance — $77,883.95

Totals $77,883.95 $77,883.95

Debits Credits

Term Bond Debt Service Fund:

1. Estimated Revenues  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 117,843.33

Budgetary Fund Balance  . . . . . . . . . . . . . . . . . . . . . . . . . . 42,843.33

Appropriations  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75,000.00
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The required interest payment was made on January 1, 2011, as reflected in
Entries 3a and 3b.

(Note: Interest expense and interest payable were accrued at the government-wide
level for the second six months of FY 2010, but not in the debt service fund as the
interest was not yet due on December 31, 2010.)

Actual tax collections during the first six months of FY 2011 were $57,400.
Entries 4 and 5 would be required in the journals of both the debt service fund and
governmental activities to record the collections and subsequent addition to sinking
fund investments at June 30, 2011.

Entries 6a and 6b record the addition of $1,261.99 of interest on June 30, 2011,
which is added to the Investments account. Note that the actual interest earned dur-
ing this six-month period is $50.47 more than the estimated earnings of $1,211.52
for the period because the actual earnings rate for the period was slightly higher than
the 6 percent per annum rate used in actuarial computations.
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Debits Credits

Term Bond Debt Service Fund:

2a. Taxes Receivable—Current  . . . . . . . . . . . . . . . . . . . . . . . . . 120,000.00

Estimated Uncollectible Current Taxes  . . . . . . . . . . . . . . . . 3,000.00

Revenues—Property Taxes  . . . . . . . . . . . . . . . . . . . . . . . . 117,000.00

Governmental Activities:

2b. Taxes Receivable—Current  . . . . . . . . . . . . . . . . . . . . . . . . . 120,000.00

Estimated Uncollectible Current Taxes  . . . . . . . . . . . . . . . . 3,000.00

General Revenues—Property Taxes—Restricted

for Debt Service  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 117,000.00

Term Bond Debt Service Fund:

3a. Expenditures—Bond Interest  . . . . . . . . . . . . . . . . . . . . . . . . 37,500.00

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 37,500.00

Governmental Activities:

3b. Accrued Interest Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . 37,500.00

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 37,500.00

Term Bond Debt Service Fund:

6a. Investments  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,261.99

Revenues—Investment Earnings  . . . . . . . . . . . . . . . . . . . . 1,261.99

Governmental Activities:

6b. Investments  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,261.99

General Revenues—Investment Earnings—Restricted 
for Debt Service  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,261.99

Term Bond Debt Service Fund and Governmental Activities:

4. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 57,400.00

Taxes Receivable—Current  . . . . . . . . . . . . . . . . . . . . . . . . . 57,400.00

5. Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 19,893.57

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 19,893.57
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During the second six months of the year, property tax collections for debt ser-
vice on the term bonds totaled $58,000 and the required addition to the sinking fund
investments account was made on December 31, 2011, as shown in Entries 8 and 9.

At December 31, 2011, interest of $37,500 on the term bonds was accrued at the
government-wide level for the second six months of the year.

Interest earnings on sinking fund investments for the second six months of the
year was recorded in the amount of $1,883.10, as shown in Entries 11a and 11b.

Taxes levied for 2011 but not collected during the year become delinquent as
of December 31; the balance of the Estimated Uncollectible Current Taxes account
is reviewed and determined to be reasonable. Entry 12 is made in the journals of
both the Term Bond Debt Service Fund and governmental activities at the gov-
ernment-wide level to record the reclassification of the property tax accounts as
delinquent.
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The interest payment of $37,500 due on July 1, 2011, was made as scheduled, as
shown in Entries 7a and 7b.

Debits Credits

Term Bond Debt Service Fund:

7a. Expenditures—Bond Interest  . . . . . . . . . . . . . . . . . . . . . . . . 37,500.00

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 37,500.00

Governmental Activities:

7b. Expenses—Interest on Long-term Debt  . . . . . . . . . . . . . . . . . 37,500.00

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 37,500.00

Term Bond Debt Service Fund:

11a. Investments  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,883.10

Revenues—Investment Earnings  . . . . . . . . . . . . . . . . . . . 1,883.10

Governmental Activities:

11b. Investments  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,883.10

General Revenues—Investment Earnings—Restricted 
for Debt Service  . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,883.10

Governmental Activities:

10. Expenses—Interest on Long-term Debt  . . . . . . . . . . . . . . . . . 37,500.00

Acrued Interest Payable  . . . . . . . . . . . . . . . . . . . . . . . . . 37,500.00

Term Bond Debt Service Fund and Governmental Activities:

8. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 58,000.00

Taxes Receivable—Current  . . . . . . . . . . . . . . . . . . . . . . . . . 58,000.00

9. Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 19,893.57

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 19,893.57
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Although not illustrated in this chapter, accounting for deferred serial bonds has ele-
ments of both serial and term bond debt service fund accounting, reflecting the hybrid
nature of deferred serial bonds. Illustrative debt service fund journal entries are not pro-
vided for these bonds, as they are similar to those provided for serial and term bonds.

Financial Reporting
Debt service activities are reported as part of governmental activities at the government-
wide level. In addition, if a debt service fund qualifies as a major fund (see Glossary
for definition), the financial information for that fund is reported in a separate column
of the balance sheet—governmental funds and the statement of revenues, expenditures,
and changes in fund balances—governmental funds. Financial information for debt
service funds that do not qualify as major funds is reported along with that for all
other nonmajor governmental funds (i.e., special revenue, capital projects, and perma-
nent funds) in an “Other Governmental Funds” column of the two financial statements
just mentioned. Financial information for each nonmajor debt service fund is also
reported in a separate column of the supplemental combining financial statements for
nonmajor governmental funds in the financial section of the comprehensive annual
financial report. For internal management purposes, it may also be desirable to pre-
pare combining financial statements for the debt service funds only. A combining
statement of revenues, expenditures, and changes in fund balances and a combining
balance sheet for the debt service funds of the Town of Brighton are presented in
Illustrations 6–6 and 6–7. Illustration 6–8 presents a schedule of revenues, expendi-
tures, and changes in fund balances—budget and actual for the debt service funds.

Valuation of Debt Service Fund Investments
As shown in the term bond debt service fund example in this chapter, financial
resources typically are accumulated in these types of debt service funds for eventual

Debits Credits

Term Bond Debt Service Fund and Governmental Activities:

12. Taxes Receivable—Delinquent  . . . . . . . . . . . . . . . . . . . . . . . 4,600.00

Estimated Uncollectible Current Taxes . . . . . . . . . . . . . . . . . . 3,000.00

Taxes Receivable—Current . . . . . . . . . . . . . . . . . . . . . . . . 4,600.00

Estimated Uncollectible Delinquent Taxes  . . . . . . . . . . . . . . 3,000.00

All budgetary and operating statement accounts of the Term Bond Debt Service
Fund were closed at December 31, 2011, as shown in Entries 13a and 13b. Related
closing entries for governmental activities are made in Chapter 9.

Term Bond Debt Service Fund

13a. Appropriations  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75,000,00

Budgetary Fund Balance . . . . . . . . . . . . . . . . . . . . . . . . . . 42,843.33

Estimated Revenues  . . . . . . . . . . . . . . . . . . . . . . . . . . . 117,843.33

13b. Revenues—Property Taxes . . . . . . . . . . . . . . . . . . . . . . . . . 117,000.00

Revenues—Investment Earnings  . . . . . . . . . . . . . . . . . . . . . 3,145.09

Expenditures—Bond Interest  . . . . . . . . . . . . . . . . . . . . . 75,000.00

Fund Balance  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 45,145.09

232 Part One State and Local Governments
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ILLUSTRATION 6–6

TOWN OF BRIGHTON
Debt Service Funds

Combining Statement of Revenues, Expenditures, 
and Changes in Fund Balances

For the Year Ended December 31, 2011
(amounts reported in whole dollars)

Serial Term Total Debt 
Bonds Bonds Service Funds

Revenues:

Taxes $31,200 $117,000 $148,200

Investment earnings –0– 3,145 3,145

Total revenues 31,200 120,145 151,345

Expenditures:

Interest on bonds 36,000 75,000 111,000

Excess of revenues over (under) 

expenditures (4,800) 45,145 40,345

Other financing sources (uses):

Interfund transfers in 6,000 –0– 6,000

Increase in fund balance 1,200 45,145 46,345

Fund balance, January 1, 2011 –0– 77,884 77,884

Fund balance, December 31, 2011 $ 1,200 $123,029 $124,229

ILLUSTRATION 6–7

TOWN OF BRIGHTON
Debt Service Funds

Combining Balance Sheet  
December 31, 2011 

(amounts reported in dollars)

Serial Term Total Debt 
Bonds Bonds Service Funds

Assets:

Cash $1,200 $ 38,113 $ 39,313

Investments –0– 83,316 83,316

Taxes receivable (net) –0– 1,600 1,600

Total assets $1,200 $123,029 $124,229

Fund Balances:

Fund balances $1,200 $123,029 $124,229

repayment of principal. Such resources should be invested prudently until they are
needed for principal repayment. Interest earnings on investments in bonds and other
securities purchased at a premium or discount generally would not be adjusted for
amortization of any premiums or discounts. Current GASB standards require fair
value accounting and reporting for most investments except for certain money
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ILLUSTRATION 6–8

TOWN OF BRIGHTON
Debt Service Funds

Combining Schedule of Revenues, Expenditures, 
and Changes in Fund Balances—Budget and Actual 

for the Year Ended December 31, 2011
(amounts reported in dollars)

Serial Bonds Term Bonds Total Debt Service Funds

Actual Actual Actual 
over over over

(under) (under) (under) 
Budget Actual Budget Budget Actual Budget Budget Actual Budget

Revenues:

Taxes $30,000 $31,200 $1,200 $114,787 $117,000 $2,213 $144,787 $148,200 $3,413

Investment earnings –0– –0– –0– 3,056 3,145 89 3,056 3,145 89

Total revenues 30,000 31,200 1,200 117,843 120,145 2,302 147,843 151,345 3,502

Expenditures:

Interest on bonds 36,000 36,000 –0– 75,000 75,000 –0– 111,000 111,000 –0–

Excess of revenues over (under) 

expenditures (6,000) (4,800) 1,200 42,843 45,145 2,302 36,843 40,345 3,502

Other Financing Sources (Uses):

Interfund transfers in 6,000 6,000 –0– –0– –0– –0– 6,000 6,000 –0–

Increase in fund balance –0– 1,200 1,200 42,843 45,145 2,302 42,843 46,345 3,502

Fund balance, January 1, 2011 –0– –0– –0– 77,884 77,884 –0– 77,884 77,884 –0–

Fund balance, December 31, 2011 $ –0– $ 1,200 $1,200 $120,727 $123,029 $2,302 $120,727 $124,229 $3,502
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market investments with maturities of less than one year.6 The latter may be
accounted for at amortized cost (interest earnings adjusted for amortization of pre-
mium or discount).7 Often, however, premiums and discounts are not amortized for
short-term investments. All long-term investments in debt and equity securities held
for repayment of general long-term debt principal are reported at fair value in the
debt service fund balance sheet. All changes in the fair value of investments during
the period, both realized and unrealized, are reported as revenue in the statement of
revenues, expenditures, and changes in fund balances.

Deposit and Investment Disclosures
Bond issuances and subsequent debt service activities typically result in significant
deposits in financial institutions and long-term investments for principal redemption.
In addition, excess cash of the General Fund and other funds, pension plan assets,
self-insurance pool reserves, and investment pools are also common sources of
deposits and investments. Among other concerns, deposits and investments held in
the custody of financial institutions impose risks such as exposure to loss due to
interest rate increases, custodial credit risk related to the underlying creditworthiness
of the financial institution, credit risk related to the creditworthiness of debt secu-
rity issuers, and concentration risk from holding substantial portions of investment
securities of a single issuer.

Interest rate risk may be reduced by holding fixed income securities with lower
term to maturity (duration) and avoiding highly interest-rate-sensitive derivative
investments. Derivative securities are financial instruments or contracts whose value
is dependent upon some other underlying security or market measure such as an
index or interest rates.8 Custodial credit risk for deposits may be reduced by hold-
ing other securities as collateral. Such risk may be eliminated entirely if covered by
depository insurance (e.g., Federal Deposit Insurance Corporation). Credit risk can
be reduced by investing in bonds with high-quality ratings or that are backed by
insurance. Concentration risk can be minimized through diversification of invest-
ments by avoiding investing in securities of a single issuer that exceed 5 percent of
total investments.

GASB standards require certain disclosures about external investment pools, as
discussed in Chapter 8. For other investments, the government should describe in its
notes to the financial statements (1) legal and contractual provisions for deposits and
investments, including types of investments authorized to be held and any signifi-
cant violations of legal or contractual provisions and (2) investment policies related
to the kinds of risks described in the preceding paragraph.9 Investment disclosures
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6 GASB standards define fair value as “the amount at which an investment could be exchanged in a
current transaction between willing parties, other than in a forced or liquidation sale.” GASB, Codifi-
cation, Sec. I50.105.
7 The reader should note that this discussion refers to amortization of premium and discount on
investments purchased with the expectation of holding them until maturity. A premium or discount
on bonds payable sold by a government is not amortized in the debt service fund but should be
amortized at the government-wide level so that effective interest expense is reported in the 
government-wide statement of activities. Premium on bonds sold is considered as an other financing
source of the debt service fund if it must be used for debt service, as discussed in Chapter 5.
Accrued interest on bonds sold should be recorded as revenue of the debt service fund.
8 For a formal definition of derivative, see GASB Codification, Sec. 2300.601, Response to Question 1.
9 GASB Codification, Sec. I50.123–126.
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should be organized by type of investment. Additionally, the government should pro-
vide disclosures about specific risks. These disclosures include information about:10

1. Interest rate risk of investments in debt securities, using one of five approved
methods described in the standards.

2. Credit quality ratings of investments in debt securities, such as the ratings pro-
vided by the major national bond rating services (e.g., Moody’s Investor Service,
Standard & Poor’s, and FitchRatings). A recommended format is to present aggre-
gated amounts of investments by quality rating category.

3. Custodial credit risk; specifically investment securities or deposits that are not
insured, deposits that are not collateralized, investments that are not registered in
the name of the government, and both deposits and investments that are held by
either (a) the counterparty (e.g., financial institution) or (b) the counterparty’s
trust department or agent but not in the government’s name.

4. Concentration of credit risk, including disclosure of amount and issuer for invest-
ments in the securities of any one issuer that exceed 5 percent or more of total
investments.

In addition, the government should disclose any deposits or investments that are
exposed to foreign currency risk.

Debt Service Accounting for Special Assessment Debt
Special assessment projects, as discussed in Chapter 5, typically follow the same
pattern as transactions of other capital projects. Specifically, construction activities
are usually completed in the first year or so, using either interim financing from the
government or proceeds of special assessment debt issuances (bonds or notes) to pay
construction costs to contractors. Either at the beginning of the project or, more com-
monly, when construction is completed, assessments for debt service are levied
against property owners in the defined special benefit district. Annual assessment
installments receivable and interest on the balance of unpaid installments usually
approximate the amount of debt principal and interest payable during the same year.
If the government is obligated in some manner to make the debt service payments
in the event that amounts collected from benefited property owners are insufficient,
the debt should be recorded in the governmental activities journal at the government-
wide level and a debt service fund should be used to account for debt service activ-
ities. If the government is not obligated in any manner for special assessment debt,
the debt should not be recorded in any accounting records of the government. In the
latter case, which is relatively rare, debt service transactions should be recorded in
an agency fund, as explained in Chapter 8.

Assume that special assessment bonds, secondarily backed by the general taxing
authority of a certain city, were issued to complete a street-widening project. Upon
completion of the project the city levied assessments amounting to $480,000, payable
in 10 equal installments with 5 percent interest on unpaid installments, on owners
of properties fronting on the improved streets. As shown in Entry 1, all receivables
are recorded at the time of the levy, but Revenues is credited only for the amount
expected to be collected within one year from the date of the levy; Deferred Rev-
enues is credited for the amount of deferred installments. Because the entries at the
government-wide level would be similar, except that interest expense would be
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10 Ibid. pars. 127–131.
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reported rather than expenditures, those entries are omitted for the sake of brevity.
Required budgetary entries, as shown earlier in this chapter for serial bond and term
bond debt service funds, are omitted.

All current assessments receivable due at year-end were collected along with inter-
est of $24,000 (see Entry 2). Any amounts not collected by the due date should be
reclassified by a debit to Assessments Receivable—Delinquent and a credit to
Assessments Receivable—Current.

Matured special assessment bond principal in the amount of $48,000 and matured
bond interest payable of $24,000 were recorded and paid on schedule.

The second installment of assessments receivable was reclassified from the deferred
category to the current category. A corresponding amount of Deferred Revenues was
reclassified as Revenues.

This pattern of journal entries will be repeated during each of the remaining nine
years until all special assessment bonds have been retired.
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Debits Credits

1. Assessments Receivable—Current . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,000

Assessments Receivable—Deferred . . . . . . . . . . . . . . . . . . . . . . . . . . . 432,000

Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,000

Deferred Revenues. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 432,000

2. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 72,000

Assessments Receivable—Current . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,000

Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 24,000

3a. Expenditures—Bond Principal . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,000

Expenditures—Bond Interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 24,000

Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,000

Interest Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 24,000

3b. Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,000

Interest Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 24,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 72,000

4a. Assessments Receivable—Current . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,000

Assessments Receivable—Deferred . . . . . . . . . . . . . . . . . . . . . . . . . 48,000

4b. Deferred Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,000

Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,000
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Use of Debt Service Funds to Record Capital Lease Payments
In Chapter 5, under the heading “General Capital Assets Acquired under Capital
Lease Agreements,” an example is given of the computation of the present value of
rentals under a capital lease agreement. The entry necessary in a governmental fund
at the inception of the lease is illustrated in Chapter 5. The corresponding entry in
the governmental activities general journal at the government-wide level is also given
in Chapter 5 to show the capitalization of the asset acquired under the lease. That
entry is reproduced here to illustrate how the liability is recorded.

As shown in this entry, at the inception of the lease an obligation is recognized at
the government-wide level in an amount equal to the present value of the stream of
annual payments. Although the lease agreement calls for a $10,000 initial lease pay-
ment on January 1, 2010, the full present value should be recorded as the liability
until the initial payment has been recorded. Since governmental funds do not record
long-term liabilities, no journal entry is made at the fund level for the liability.

Governments may use a General Fund, a special revenue fund, or a debt service
fund to record capital lease payments since the annual lease payments are merely
installment payments of general long-term debt. For illustrative purposes, it is assumed
that the capital lease recorded in Chapter 5 is serviced by a debt service fund. The
first $10,000 lease payment, since it occurs on the first day of the lease, is entirely
a payment on the principal of the lease obligation. Accordingly, the payment would
be recorded as follows:

On January 1, 2011, the second lease rental payment of $10,000 is made. As 
the accompanying table shows, only $4,241 of that payment applies to reduction of
the principal of the lease obligation (the remaining $10,000–$4,241, or $5,759,
represents interest on the lease). Thus, the following entries are required at the debt
service fund and government-wide level.
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Debits Credits

Governmental Activities:

Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 67,590

Capital Lease Obligations Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 67,590

Governmental Activities:

Capital Lease Obligations Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000

Debt Service Fund:

Expenditures—Principal of Capital Lease Obligation . . . . . . . . . . . . . . . . . . 4,241

Expenditures—Interest on Capital Lease Obligation . . . . . . . . . . . . . . . . . . 5,759

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000

Debt Service Fund:

Expenditures—Principal of Capital Lease Obligation . . . . . . . . . . . . . . . . . . 10,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
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The payment due on January 1, 2011, and the payment due each year thereafter, will
reflect a partial payment on the lease obligation and a payment of interest on the unpaid
balance of the lease obligation. GASB standards are consistent with the FASB’s SFAS
13; both specify that a constant periodic rate of interest must be used. In the example
started in Chapter 5, the present value of the obligation is computed using the rate of
10 percent per year. It is reasonable to use the same interest rate to determine what part
of the annual $10,000 payment is payment of interest and what part is payment of prin-
cipal. The following table shows the distribution of the annual lease rental payments:

The unpaid balance of the capital lease obligation is carried in the governmental
activities general ledger at the government-wide level.

Accounting for Debt Refunding
If debt service fund assets accumulated for debt repayment are not sufficient to repay
creditors when the debt matures, or if the interest rate on the debt is appreciably
higher than the government would have to pay on a new bond issue, or if the
covenants of the existing bonds are excessively burdensome, the government may
issue refunding bonds.

The proceeds of refunding bonds issued at the maturity of the debt to be refunded
are accounted for as other financing sources of the debt service fund that is to repay
the existing debt. The appropriation for debt repayment is accounted for as illustrated
in the Town of Brighton Serial Bond Debt Service Fund second year example (see
the first entry under the heading “Second Year Transactions” and related discussion).

If a government has accumulated no assets at all for debt repayment, it is possi-
ble that no debt service fund exists. In such a case, a debt service fund should be
created to account for the proceeds of the refunding bond issue and the repayment
of the old debt. When the debt has been completely repaid, the debt service fund
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Debits Credits

Governmental Activities:

Capital Lease Obligations Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,241

Interest Expense on Capital Leases . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,759

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000

Interest on Unpaid
Payment Amount of Unpaid Balance Payment on Lease

Date Payment at 10 Percent Principal Obligation

$67,590
1/1/10 $10,000 $   –0– $10,000 57,590
1/1/11 10,000 5,759 4,241 53,349
1/1/12 10,000 5,335 4,665 48,684
1/1/13 10,000 4,868 5,132 43,552
1/1/14 10,000 4,355 5,645 37,907
1/1/15 10,000 3,791 6,209 31,698
1/1/16 10,000 3,170 6,830 24,868
1/1/17 10,000 2,487 7,513 17,355
1/1/18 10,000 1,736 8,264 9,091
1/1/19 10,000 909 9,091 –0–
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relating to the liquidated issue should be closed, and a debt service fund for the
refunding issue should be created and accounted for as described in this chapter. If
the refunding bond issue is not sold but is merely given to the holders of the matured
issue in an even exchange, the transaction does not require entries in a debt service
fund or at the government-wide level but should be disclosed adequately in the notes
to the financial statements.

Advance Refunding of Debt
Advance refundings of tax-exempt debt are common during periods when interest
rates are falling sharply. Complex accounting and reporting issues have surfaced
relating to legal issues such as whether both issues are still the debt of the issuer. If
the proceeds of the new issue are to be held for the eventual retirement of the old
issue, how can the proceeds be invested to avoid conflict with the Internal Revenue
Service over the taxability of interest on the debt issue? (Compliance with the arbi-
trage rules under the Internal Revenue Code Sec. 148 and related regulations is nec-
essary for the interest to be exempt from federal income tax and, possibly, from state
and local taxes.) Full consideration of the complexities of accounting for advance
refundings resulting in defeasance of debt is presented in the GASB Codification
Section D20. Defeasance of debt can be either “legal” or “in substance.” Legal
defeasance occurs when debt is legally satisfied based on certain provisions in the
debt instrument, even though the debt is not actually paid. In-substance defeasance
occurs when debt is considered settled for accounting and financial reporting purposes,
even though legal defeasance has not occurred. GASB Codification Section D20.103
sets forth in detail the circumstances for in-substance defeasance. Briefly, the debtor
must irrevocably place cash or other assets in trust with an escrow agent to be used
solely for satisfying scheduled payments of both interest and principal of the
defeased debt. The amount placed in escrow must be sufficiently large so that there
is only a remote possibility that the debtor will be required to make future payments
on the defeased debt. The trust is restricted to owning only monetary assets that are
essentially risk-free as to the amount, timing, and collection of interest and principal.

To illustrate accounting for advance refundings resulting in defeasance of debt
reported in the governmental activities ledger at the government-wide level,
assume that the proceeds from the sale of the refunding issue amount to
$2,000,000 and that debt defeased amounted to $2,500,000. The proceeds are
recorded in the fund receiving the proceeds (normally, a debt service fund) by an
entry such as follows:

Payments to the escrow agent from resources provided by the new debt should be
recorded in the debt service fund as an other financing use; payments to the escrow
agent from other resources are recorded as debt service expenditures. Therefore,
assuming $500,000 has previously been accumulated in the debt service fund for
payment of the $2,500,000 bond issue, the entry to record the payment to the escrow
agent is as follows:

240 Part One State and Local Governments

Debits Credits

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000,000

Other Financing Sources—Proceeds of Refunding Bonds . . . . . . . . . . 2,000,000
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Disclosures about Advance Refundings

The disclosure guidance on debt refunding in GASB Codification Section D20 is
applicable to state and local governments, public benefit corporations and authori-
ties, public employee retirement systems, and governmental utilities, hospitals, col-
leges and universities, and to all funds of those entities.

Briefly, the disclosure requirements state that all entities subject to GASB juris-
diction are to provide a general description of any advance refundings resulting in
defeasance of debt in the notes to the financial statements in the year of the refund-
ing. At a minimum, the disclosures must include (1) the difference between the cash
flows required to service the old debt and the cash flows required to service the new
debt and complete the refundings and (2) the economic gain or loss resulting from
the transaction. Economic gain or loss is the difference between the present value
of the old debt service requirements and the present value of the new debt service
requirements, discounted at the effective interest rate and adjusted for additional cash
paid. Section D20.901–.917 provides examples of effective interest rate and eco-
nomic gain calculations and of note disclosures.
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Debits Credits

Other Financing Uses—Payment to Refunded Bond Escrow Agent . . . . . 2,000,000

Expenditures—Payment to Refunded Bond Escrow Agent . . . . . . . . . . . 500,000

Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,500,000

Annuity serial bonds, 223
Debt limit, 214
Debt margin, 215
Deferred serial 

bonds, 223
Fair value, 233

General long-term 
liabilities, 211

In-substance 
defeasance, 240

Irregular serial bonds, 223
Legal defeasance, 240

Overlapping debt, 215
Pollution remediation

obligations, 213
Regular serial bonds, 222
Tax-supported debt, 213
Term bonds, 228
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6–1. How are general long-term liabilities distinguished from other long-term lia-
bilities of the government? How does the financial reporting of general long-
term liabilities differ from the financial reporting of other long-term
liabilities?

6–2. What disclosures about long-term liabilities are required in the notes to the
financial statements?
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242 Part One State and Local Governments

6–3. In the current fiscal year, St. George County issued $3,000,000 in general
obligation term bonds for 102. The county is required to use any accrued inter-
est or premiums for servicing the debt issue.
a. How would the bond issue be recorded at the fund and government-wide

level?
b. How would the bond issue be reported in the fund financial statements and

the government-wide financial statements?
c. What effect, if any, do interest payments have on the carrying value of the

bond issue as reported in the financial statements?

6–4. If a bond ordinance provides for regular and recurring payments of interest
and principal payments on a general obligation bond issue of a certain gov-
ernment to be made from earnings of an enterprise fund and these payments
are being made by the enterprise fund, how should the bond liability be dis-
closed in the comprehensive annual financial report of the government?

6–5. The debt limit for general obligation debt for Milos City is 1 percent of the
assessed property valuation for the city. Using the following information, cal-
culate the city’s debt margin.

Assessed property valuation $10,863,511,000
Approved but unissued tax-supported debt 10,000,000
Revenue bonds issued 32,000,000
General obligation serial bonds issued 43,000,000
Capital leases outstanding 5,230,000

6–6. What is overlapping debt? Why would a citizen care about the amount of over-
lapping debt reported? Why would a government care about the amount of
overlapping debt reported?

6–7. “If a certain city had six tax-supported bond issues and three special assess-
ment bond issues outstanding, it would be preferable to operate nine separate
debt service funds or, at a minimum, one debt service fund for tax-supported
bonds and one for special assessment bonds.” Do you agree? Explain.

6–8. Explain the essential differences between regular serial bonds and term bonds
and how debt service fund accounting differs for the two types of bonds.

6–9. What are the GASB requirements for reporting investments held for the pur-
pose of servicing government debt?

6–10. Under what circumstances might a government consider an advance refund-
ing of general obligation bonds outstanding?

6–1 Policy Issue: Who Should Pay for Neighborhood Improvements? Related
Accounting Issues.

Facts: Pursuant to its capital improvement plan, the City of Kirkland decided to
make certain improvements to Oak Ridge Street, a residential thoroughfare lo-
cated in the northern part of the city. Specifically, the project entailed purchasing
20 feet at the front of all private properties fronting the street to facilitate widen-
ing of the street from two to four lanes and adding sidewalks. The project was ex-
pected to cost $5 million.

After extensive and often contentious hearing presentations involving property
owners, the public works director, city planners, and the city attorney, the city council

Cases
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decided that property owners fronting on Oak Ridge Street would be the primary
beneficiaries of the street-widening project. Accordingly, as permitted by state
law, the city council formed the Oak Ridge Special Improvement District and ap-
proved the issuance of $5 million in special assessment bonds to be repaid from
special assessment levies on the Oak Ridge Street property owners. To reduce in-
terest rates on the debt, the city agreed to make the bonds general obligations of
the city should property owners default on debt service payments.

After the bonds had been issued and the project was well under way, all Oak
Ridge Street property owners retained a local law firm and sued the City of Kirk-
land to make the street-widening project a publicly funded project of the city rather
than a special assessment project. Attorneys for property owners argued in briefs
filed with the court that (1) the property owners will not benefit from the street im-
provements and, in fact, had fought the project for years since they would lose valu-
able property and the street would be transformed from a quiet, low-density, mainly
local traffic street to a noisy, high-density public thoroughfare, and (2) the property
owners were not adequately informed about the special assessment financing for
the project before the financing was approved and the bonds were issued.

The city attorney filed a brief with the court laying out the city’s reasoning for
financing the street-widening project with special assessment bonds, essentially
arguing that the Oak Ridge Street Project is no different from many past city
neighborhood improvement projects that have been financed with special assess-
ments. According to the city attorney, there is strong legal precedent for requiring
property owners who receive private benefit to pay for such improvements.

Required

a. Assume you are the judge in this case. After analyzing the facts of this case,
decide what remedies, if any, you will order for the plaintiffs (the property
owners). Prepare a written brief explaining your reasoning and verdict.

b. How would accounting for the bond issuance, street construction, and debt ser-
vice differ if you (the judge) were to rule for the plaintiffs and thus require the
city to repay the project bonds from tax revenues rather than from special
assessments? How would accounting differ if you were to rule against the plain-
tiffs (assuming the city had not pledged to be secondarily liable for the bonds)?

6–2 Financial Statement Impact of Incurring General Long-term Debt on
Behalf of Other Governments.

Facts: The Bates County government issued $2.5 million of tax-supported bonds to
finance a major addition to the Bates County Hospital, a legally separate organiza-
tion reported as a discretely presented component unit of the county. At the end of
the fiscal year in which the debt was issued and the project completed, the county
commission was shocked to see a deficit of more than $2 million reported for unre-
stricted net assets in the Governmental Activities column of the government-wide
statement of net assets, compared with a surplus of over $400,000 the preceding
year. The commission is quite concerned about how creditors and citizens will react
to this large deficit and have asked you, in your role as county finance director, to
explain how the deficit occurred and what actions should be taken to eliminate it.

Required

a. Write a brief memo to the county commission explaining how the $2.5
million bond issue for the addition to the Bates County Hospital resulted
in the large and apparently unexpected deficit in unrestricted net assets.
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(Hint: Refer to Illustration A 1–1, the City and County of Denver statement
of net assets, and evaluate whether the bonds issued by Bates County would
affect net assets—invested in capital assets, net of related debt or net assets—
unrestricted. For additional insight, you may also wish to read the portion of
Chapter 9 of this text that relates to preparation of government-wide finan-
cial statements for the Town of Brighton.)

b. In your memo, explain what actions can be taken, if any, to eliminate the
deficit in governmental activities unrestricted net assets, or at least make it
less objectionable.

6–3 The Case of the Vanishing Debt.

Facts: A county government and a legally separate organization—the Sports Sta-
dium Authority—entered into an agreement under which the authority issued rev-
enue bonds to construct a new stadium. Although the intent is to make debt
service payments on the bonds from a surcharge on ticket sales, the county agreed
to annually advance the Sports Stadium Authority the required amounts to make
up any debt service shortfalls and has done so for several years. Accordingly, the
county has recorded a receivable from the authority and the authority has recorded
a liability to the county for all advances made under the agreement.

Ticket surcharge revenues that exceed $1,500,000 are to be paid to the county
and to be applied first toward interest and then toward principal repayment of ad-
vances. Both parties acknowledge, however, that annual ticket surcharge revenues
may never exceed $1,500,000, since to reach that level would require an annual
paid attendance of 3,000,000. Considering that season ticket holders and luxury
suite renters are not included in the attendance count, it is quite uncertain if the re-
quired trigger level will ever be reached.

The authority has twice proposed to raise the ticket surcharge amount, but the
county in both cases vetoed the proposal. Thus, the lender in this transaction
(the county) has imposed limits that appear to make it infeasible for the bor-
rower (the authority) to repay the advances. Consequently, the authority’s legal
counsel has taken the position that the authority is essentially a pass-through
agency with respect to the advances in that the authority merely receives the ad-
vances and passes them on to a fiscal agent for debt service payments. More-
over, they note that the bonds could never have been issued in the first place
without the county’s irrevocable guarantee of repayment, since all parties knew
from the beginning that the authority likely would not have the resources to
make full debt service payments.

Based on the foregoing considerations, the authority’s legal counsel has ren-
dered an opinion that the liability for the advances can be removed from the au-
thority’s accounts. The county tacitly agrees that the loans (advances) are
worthless, since it records an allowance for doubtful loans equal to the total
amount of the advances. Still, the county board of commissioners refuses to re-
move the receivable from its accounts because of its ongoing rights under the orig-
inal agreement for repayment.

Required

a. Assume you are the independent auditor for the authority, and provide a writ-
ten analysis of the facts of this case, indicating whether or not you concur
with the authority’s decision to no longer report the liability to the county
for debt service advances.
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b. Alternatively, assume you are the independent auditor for the county and,
based on the same analysis you conducted for requirement a, indicate
whether or not you concur with the county continuing to report a receivable
for debt service advances on its General Fund balance sheet and government-
wide statement of net assets.

6–4 Assessing General Obligation Debt Burden. This case focuses on the analy-
sis of a city’s general obligation debt burden. After examining the accompany-
ing table that shows a city’s general obligation (tax-supported) debt for the last
ten fiscal years, answer the following questions.

Required

a. What is your initial assessment of the trend of the city’s general obligation
debt burden?

b. Complete the table by calculating the ratio of Net General Bonded Debt to
Assessed Value of taxable property and the ratio of Net General Bonded Debt
per Capita. In addition, you learn that the average ratio of Net General Bonded
Debt to Assessed Value for comparable-size cities in 2011 was 2.13 percent,
and the average net general bonded debt per capita was $1,256. Based on
time series analysis of the ratios you have calculated and the benchmark
information provided in this paragraph, is your assessment of the city’s gen-
eral obli-gation still the same as it was in part a, or has it changed? Explain.

6–1 Examine the CAFR. Utilizing the comprehensive annual financial report (CAFR)
obtained for Exercise 1–1, follow the instructions below.
a. General Long-term Liabilities.

(1) Disclosure of Long-term Debt. Does the report contain evidence that the
government has general long-term liabilities? What evidence is there?
Does the report specify that no such debt is outstanding, or does it include

Ratio of Net General Bonded Debt to Assessed Value and Net Bonded Debt per Capita
(Last Ten Fiscal Years—$000s omitted)

Net General Net General 
Gross Less: Amount Net Bonded Debt Bonded

Fiscal Estimated Assessed Bonded in Debt Bonded to Assessed Debt per
Year Population Valuation Debt Service Fund Debt Value Capita

2002 85,359 $1,488,391 $165,454 $101,789 $ 63,665 —— ——

2003 86,935 1,552,844 164,496 100,482 64,014 —— ——

2004 88,128 1,668,126 186,273 100,197 86,076 —— ——

2005 90,599 1,792,747 192,151 99,545 92,606 —— ——

2006 92,061 1,939,316 206,856 100,690 106,166 —— ——

2007 93,524 2,057,130 212,323 106,655 105,668 —— ——

2008 94,986 2,197,710 221,287 102,518 118,769 —— ——

2009 96,647 2,386,169 261,519 117,212 144,307 —— ——

2010 97,610 2,585,416 291,736 120,326 171,410 —— ——

2011 99,208 2,843,133 280,654 106,551 174,103 —— ——

Source: Adapted from City of Fargo, North Dakota, Comprehensive Annual Financial Report, 2006.

Exercises and
Problems
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a list of outstanding tax-supported debt issues; capital lease obligations;
claims, judgments, and compensated absence payments to be made in fu-
ture years; and unfunded pension obligations?

Refer to the enterprise funds statement of net assets as well as note dis-
closures for long-term liabilities. Are any enterprise debt issues backed by
the full faith and credit of the general government? If so, how are the pri-
mary liability and the contingent liability disclosed?

(2) Changes in Long-term Liabilities. How are changes in long-term liabilities
during the year disclosed? Is there a disclosure schedule for long-term lia-
bilities similar to Illustration 6–1? Does the information in that schedule
agree with the statements presented for capital projects funds and debt ser-
vice funds and the government-wide financial statements?

Are interest payments and principal payments due in future years dis-
closed? If so, does the report relate these future payments with resources
to be made available under existing debt service laws and covenants?

(3) Debt Limitations. Does the report contain information as to legal debt limit
and legal debt margin? If so, is the information contained in the report ex-
plained in enough detail so that an intelligent reader (you) can understand
how the limit is set, what debt is subject to it, and how much debt the gov-
ernment might legally issue in the year following the date of the report?

(4) Overlapping Debt. Does the report disclose direct debt and overlapping
debt of the reporting entity? What disclosures of debt of the primary gov-
ernment are made in distinction to debt of component units? Is debt of
component units reported as “direct” debt of the reporting entity or as
“overlapping debt”?

b. Debt Service Funds.
(1) Debt Service Function. How is the debt service function for tax-supported

debt and special assessment debt handled—by the General Fund, by a spe-
cial revenue fund, or by one or more debt service funds? If there is more
than one debt service fund, what kinds of bond issues or other debt instru-
ments are serviced by each fund? Is debt service for bonds to be retired
from enterprise revenues reported by enterprise funds?

Does the report state the basis of accounting used for debt service
funds? If so, is the financial statement presentation consistent with the
stated basis? If the basis of accounting is not stated, analyze the state-
ments to determine which basis is used—full accrual, modified accrual,
or cash basis. Is the basis used consistent with the standards discussed in
this chapter?

(2) Investment Activity. Compare the net assets reserved for debt service, if
any, in the Governmental Activities column of the government-wide state-
ment of net assets and the fund balance of each debt service fund at bal-
ance sheet date with the amount of interest and the amount of debt
principal the fund will be required to pay early in the following year (you
may find debt service requirements in the notes to the financial statements
or in supplementary schedules following the individual fund statements in
the Financial Section of the CAFR). If debt service funds have accumu-
lated assets in excess of amounts needed within a few days after the end of
the fiscal year, are the excess assets invested? Does the CAFR contain a
schedule or list of investments of debt service funds? Does the report dis-
close increases or decreases in the fair value of investments realized during
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the year? Does the report disclose net earnings on investments during the
year? What percentage of revenue of each debt service fund is derived
from earnings on investments? What percentage of the revenue of each
debt service fund is derived from taxes levied directly for the debt service
fund? What percentage is derived from transfers from other funds? List
any other sources of debt service revenue and other financing sources, and
indicate the relative importance of each source.

Are estimated revenues for term bond debt service budgeted on an actu-
arial basis? If so, are revenues received as required by the actuarial com-
putations?

(3) Management. Considering the debt maturity dates as well as the amount of
debt and apparent quality of debt service fund investments, does the debt
service activity appear to be properly managed? Does the report disclose
whether investments are managed by a corporate fiduciary, another outside
investment manager, or governmental employees? If outside investment
managers are employed, is the basis of their fees disclosed? Are the fees
accounted for as additions to the cost of investments or as expenditures?

Is one or more paying agents, or fiscal agents, employed? If so, does the
report disclose whether the agents keep track of the ownership of regis-
tered bonds, write checks to bondholders for interest payments and ma-
tured bonds or, in the case of coupon bonds, pay matured coupons and
matured bonds presented through banking channels? If agents are em-
ployed, do the balance sheet or the notes to the financial statements dis-
close the amount of cash in their possession? If so, does this amount
appear reasonable in relation to interest payable and matured bonds
payable? Do the statements, schedules, or narratives disclose for how long
a period of time debt service funds carry a liability for unpresented checks
for interest on registered bonds, for matured but unpresented interest
coupons, and for matured but unpresented bonds?

(4) Capital Lease Rental Payments. If general capital assets are being acquired
under capital lease agreements, are periodic lease rental payments ac-
counted for as expenditures of a debt service fund (or by another govern-
mental fund)? If so, does the report disclose that the provisions of SFAS
No. 13 are being followed (see the “Use of Debt Service Funds to Record
Capital Lease Payments” section of this chapter) to determine the portion
of each capital lease payment considered as interest and the portion con-
sidered as payment on the principal.

6–2 Multiple Choice. Choose the best answer.

1. Which of the following would not be considered a general long-term liability?
a. The estimated liability to clean up the fuel and hazard waste storage sites

of the city’s Public Works Department.
b. Capitalized equipment leases of the water utility fund.
c. Compensated absences for the city’s Police Department.
d Five-year notes payable used to acquire computer equipment for the city

library.

2. Proceeds from bonds issued to construct a new county jail would most likely
be recorded in the journal of the:
a. Capital projects fund.
b. Debt service fund.
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c. General Fund.
d. Enterprise fund.

3. The long-term liability for a bond issue used to construct a new city recre-
ation center should be recorded in the:
a. Capital projects fund general journal.
b. Debt service fund general journal.
c. Governmental activities general journal.
d. Both b and c.

Items 4 and 5 are based on the following information:

On March 2, 2010, 20-year, 6 percent, general obligation serial bonds were
issued at the face amount of $3,000,000. Interest of 6 percent per annum is due
semiannually on March 1 and September 1. The first payment of $150,000 for
redemption of principal is due on March 1, 2011. Fiscal year-end occurs on
December 31.

4. What is the interest expense for the fiscal year ending December 31, 2010?
a. $90,000.
b. $135,000.
c. $150,000.
d. None of the above.

5. What is the interest expenditure for the fiscal year ending December 31,
2010?
a. $90,000.
b. $135,000.
c. $150,000.
d. None of the above.

6. Debt service funds may be used to account for all of the following except:
a. Repayment of debt principal.
b. Lease payments under capital leases.
c. Amortization of premiums on bonds payable.
d. The proceeds of refunding bond issues.

7. Expenditures for redemption of principal of tax-supported bonds payable
should be recorded in a debt service fund:
a. When the bonds are issued.
b. When the bond principal is legally due.
c. When the redemption checks are written.
d. Any of the above, if consistently followed.

8. Which of the following items would be reported in the Governmental Activ-
ities column of the government-wide financial statements?

Premium on Noncurrent Portion of General
Bonds Payable Long-term Liabilities Payable

a. Yes No
b. No No
c. No Yes
d. Yes Yes
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9. Interest on general long-term debt would be recorded as an expenditure in
which of the following financial statements?
a. Statement of revenues, expenditures, and changes in fund balances—

governmental funds.
b. Statement of activities.
c. Both a and b are correct.
d. None of the above; interest is recorded as an expense, not an expenditure.

10. Which of the following accounts is unlikely to appear in a debt service fund
ledger?
a. Estimated Revenue.
b. Appropriations.
c. Estimated Other Financing Sources.
d. Encumbrances.

6–3 Long-term Liability Transactions. Following are a number of unrelated transac-
tions for K-Town, some of which affect governmental activities at the government-
wide level. None of the transactions has been recorded yet.
1. The General Fund collected $825,000 in accrued taxes, which was transferred

to the debt service fund; $600,000 of this amount was used to retire out-
standing serial bonds and the remainder was used to make the interest pay-
ment on the outstanding serial bonds.

2. A $5,000,000 issue of serial bonds to finance a capital project was sold at
102 plus accrued interest in the amount of $50,000. The accrued interest and
the premium were recorded in the debt service fund. Accrued interest on
bonds sold must be used for interest payments; the premium is designated
by state law for eventual payment of bond principal.

3. The debt service fund made a $110,000 capital lease payment, of which
$15,809 was interest. Funds used to make the lease payment came from a
capital grant received by the special revenue fund.

4. Tax-supported serial bonds with a $2,800,000 par value were issued in cash
to permit partial refunding of a $3,500,000 par value issue of term bonds.
The difference was settled with $700,000 that had been accumulated in prior
years in a debt service fund. Assume that the term bonds had been issued
several years earlier at par.

Required

Prepare in general journal form the necessary entries in the governmental activi-
ties and appropriate fund journals for each transaction. Explanations may be omit-
ted. For each entry you prepare, name the fund in which the entry should be made.

6–4 Budgetary Transactions. Fleck County issued $5,500,000, 3 percent serial
bonds, paying interest on January 1 and July 1. The bonds were sold on June 1 for
101. The county is required to use all accrued interest and premiums to service the
debt. Any additional resources needed to service the debt are to come from the
General Fund. The county’s fiscal year-end is December 31.

Required

Prepare in general journal form the budgetary entry the debt service fund would
make to account for this serial bond issue. What, if any, adjustment would need to
be made to the General Fund budget to account for this serial bond issue?
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FRANKLIN COUNTY
Debt Service Fund

Pre-closing Trial Balance
June 30, 2011

Debits Credits

Cash $ 132,000

Fund Balance $ 125,200

Budgetary Fund Balance ?

Estimated Other Financing Sources 5,825,000

Estimated Revenue 1,006,500

Revenue—Sales Taxes 1,001,400

Revenue—Investment Earnings 5,400

Other Financing Sources—Interfund Transfers In 825,000

Other Financing Sources—Proceeds of Refunding

Bonds 5,000,000

Estimated Other Financing Uses 5,000,000

Appropriations 1,825,000

Expenditures—Bond Interest 825,000

Expenditures—Bond Principal 1,000,000

Other Financing Uses—Payment to Escrow Agent 5,000,000

6–5 Statement of Legal Debt Margin. In preparation for a proposed bond sale, the
city manager of the City of Appleton requested that you prepare a statement of
legal debt margin for the city as of December 31, 2010. You ascertain that the
following bond issues are outstanding on that date:

Convention center bonds $3,600,000
Electric utility bonds 2,700,000
General obligation serial bonds 3,100,000
Tax increment bonds 2,500,000
Water utility bonds 1,900,000
Transit authority bonds 2,000,000

You obtain other information that includes the following items:

1. Assessed valuation of real and taxable personal property in the city totaled
$240,000,000.

2. The rate of debt limitation applicable to the City of Appleton was 8 percent
of total real and taxable personal property valuation.

3. Electric utility, water utility, and transit authority bonds were all serviced by
enterprise revenues, but each carries a full-faith-and-credit contingency pro-
vision. By law, such self-supporting debt is not subject to debt limitation.

4. The convention center bonds and tax increment bonds are subject to debt
limitation.

5. The amount of assets segregated for debt retirement at December 31, 2010,
is $1,800,000.

6–6 Debt Service Fund Trial Balance. Following is Franklin County’s debt service
fund pre-closing trial balance for the fiscal year ended June 30, 2011.

250 Part One State and Local Governments

wiL79603_ch06_211-254.qxd  12/22/08  16:01  Page 250



Required

Using information provided by the trial balance, answer the following.
a. Assuming the budget was not amended, what was the budgetary journal entry

recorded at the beginning of the fiscal year?
b. What is the budgetary fund balance?
c. Did the debt service fund pay debt obligations related to capital leases? Explain.
d. Did the debt service fund perform a debt refunding? Explain.
e. Prepare a statement of revenues, expenditures, and changes in fund balance

for the debt service fund for the year ended June 30, 2011.

6–7 Capital Lease. The City of Jamestown has agreed to acquire a new city main-
tenance building under a capital lease agreement. At the inception of the lease,
a payment of $100,000 is to be made; nine annual lease payments, each in the
amount of $100,000, are to be made at the end of each year after the inception
of the lease. The total amount to be paid under this lease, therefore, is
$1,000,000. The town could borrow this amount for nine years at the annual
rate of 8 percent; therefore, the present value of the lease at inception, includ-
ing the initial payment, is $724,689. Assume that the fair value of the building
at the inception of the lease is $750,000.
a. Show the entry that should be made in a capital projects fund at the incep-

tion of the lease after the initial payment has been made.
b. Show the entry that should be made at the inception of the lease in the gov-

ernment activities journal.
c. Show the entry that should be made in the debt service fund and govern-

mental activities journal to record the second lease payment.

6–8 Serial Bond Debt Service Fund Journal Entries and Financial Statements.
As of December 31, 2010, New Town had $9,500,000 in 4.5 percent serial
bonds outstanding. Cash of $509,000 is the debt service fund’s only asset as of
December 31, 2010, and there are no liabilities. The serial bonds pay interest
semiannually on January 1 and July 1, with $500,000 in bonds being retired on
each interest payment date. Resources for payment of interest are transferred
from the General Fund and the debt service fund levies property taxes in an
amount sufficient to cover principal payments.

Required

a. Prepare debt service fund and government-wide entries in general journal
form to reflect, as necessary, the following information and transactions for
FY 2011.
(1) The operating budget for FY 2011 consists of estimated revenues of

$1,020,000 and estimated other financing sources equal to the amount of
interest to be paid in FY 2011. Appropriations must be provided for inter-
est payments and bond redemptions on January 1 and July 1.

(2) Cash was received from the General Fund and checks were written and
mailed for the January 1 principal and interest payments.

(3) Property taxes in the amount of $1,020,000 were levied (no estimate for
uncollectible accounts has been made).

(4) Property taxes in the amount of $1,019,000 were collected.
(5) Cash was received from the General Fund and checks were written and

mailed for the July 1 principal and interest payments.

Chapter 6 Accounting for General Long-term Liabilities and Debt Service 251
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(6) Adjusting entries were made and uncollected taxes receivable were reclas-
sified as delinquent. At the fund level, entries were also made to close
budgetary and operating statement accounts. (Ignore closing entries in the
government activities journal.)

b. Prepare a statement of revenues, expenditures, and changes in fund balances
for the debt service fund for the year ended December 31, 2011.

c. Prepare a balance sheet for the debt service fund as of December 31, 2011.

6–9 Term Bond Liabilities. Following are transaction data for a term bonds issue
for the City of Nevin. Prepare all necessary entries for these transactions in the
city’s funds, and governmental activities journal at the government-wide level.
Round all amounts to the nearest whole dollar.
a. On July 1, 2010, the first day of its 2011 fiscal year, the City of Nevin issued

at par $2,000,000 of 6 percent term bonds to construct a new city office build-
ing. The bonds mature in five years on July 1, 2015. Interest is payable semi-
annually on January 1 and July 1. A sinking fund is to be established with
equal semiannual additions made on June 30 and December 31, with the first
addition to be made on December 31, 2010. Cash for the sinking fund addi-
tions and the semiannual interest payments will be transferred from the Gen-
eral Fund shortly before the due dates. Assume a yield on sinking fund
investments of 6 percent per annum, compounded semiannually. Investment
earnings are added to the investment principal. Based on this information:

(1) Prepare a schedule in good form showing the required additions to the
sinking fund, the expected semiannual earnings, and the end-of-period
balance in the sinking fund for each of the 10 semiannual periods. (Note:
The future amount of an ordinary annuity of $1 for 10 periods at 3 per-
cent per period is $11.4638793.)

(2) Record the issuance of the bonds.
(3) Create a term bond debt service fund and record its budget for the fiscal

year ended June 30, 2011. Assume the budget has already been recorded
for the General Fund. An appropriation should be provided only for the
interest payment due on January 1, 2011. Also record an accrual for all
interfund transfers to be received from the General Fund during the year.

b. On December 28, 2010, the General Fund transferred $234,461 to the debt
service fund. The addition to the sinking fund was immediately invested in
6 percent certificates of deposit.

c. On December 28, 2010, the city issued checks to bondholders for the inter-
est payment due on January 1, 2011.

d. On June 27, 2011, the General Fund transferred $234,461 to the debt service
fund. The addition for the sinking fund was invested immediately in 6 percent
certificates of deposit.

e. Actual interest earned on sinking fund investments at year-end (June 30,
2011) was the same as the amount budgeted [see a(1) and a(3)]. This interest
adds to the sinking fund balance.

f. All appropriate closing entries were made at June 30, 2011 for the debt ser-
vice fund.

6–10 Comprehensive Capital Assets/Serial Bond Problem. Transaction data
related to the City of Chambers’s issuance of serial bonds to finance street and
park improvements follow. Utilizing worksheets formatted as shown at the end
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of the problem, prepare all necessary journal entries for these transactions in
the city’s capital projects fund, debt service fund, and governmental activities
at the government-wide level. You may ignore related entries in the General
Fund. Round all amounts to the nearest whole dollar.
a. On July 1, 2010, the first day of its fiscal year, the City of Chambers issued

serial bonds with a face value totaling $5,000,000 and having maturities
ranging from one to 20 years to make certain street and park improvements.
The bonds were issued at 102 and bear interest of 5 percent per annum,
payable semiannually on January 1 and July 1, with the first payment due
on January 1, 2011. The first installment of principal in the amount of
$250,000 is due on July 1, 2011. Premiums on bonds issued must be
deposited directly in the debt service fund and be used for payment of bond
interest. Premiums are amortized using the straight-line method in the gov-
ernmental activities journal but are not amortized in the debt service fund.
Debt service for the serial bonds will be provided by a one-quarter-cent city
sales tax imposed on every dollar of sales in the city.
(1) Record the FY 2011 budget for the Serial Bond Debt Service Fund, uti-

lizing worksheets formatted as shown at the end of this problem. The
city estimates that the sales tax will generate $440,000 in FY 2011. An
appropriation needs to be provided only for the interest payment due on
January 1, 2011.

(2) Record the issuance of the bonds, again utilizing your worksheets.
b. On August 2, 2010, the city entered into a $4,800,000 contract with Cen-

tral Paving and Construction. Work on street and park improvement proj-
ects is expected to begin immediately and continue until August 2011.

c. On August 10, 2010, the capital project fund paid the city’s Utility Fund
$42,000 for relocating power lines and poles to facilitate street widening.
No encumbrance had been recorded for this service.

d. On August 20, 2010, the city’s Public Works Department billed the capital
projects fund $30,000 for engineering and other design assistance. This
amount was paid.

e. Street and park improvement sales taxes for debt service of $248,000 were
collected in the six months ending December 31, 2010.

f. On January 1, 2011, the city mailed checks to bondholders for semiannual
interest on the bonds.

g. On January 15, 2011, Central Paving and Construction submitted a billing
to the city for $2,500,000. The city’s public works inspector agrees that all
milestones have been met for this portion of the work.

h. On February 2, 2011, the city paid Central Paving and Construction the
amount it had billed, except for 4 percent that was withheld as a retained
percentage per terms of the contract.

i. During the six months ended June 30, 2011, sales tax collections for debt
service amounted to $194,600.

j. Make all appropriate adjusting and closing entries at June 30, 2011, the end
of the fiscal year. Based on authorization from the Public Works Depart-
ment, $1,650,000 of construction work in progress was reclassified as infra-
structure and another $250,000 was reclassified as improvements other than
buildings. (Ignore closing entry for governmental activities.)

k. Reestablish the Encumbrances account balance in the capital projects fund
effective July 1, 2011.
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l. Record the FY 2012 budget for the debt service fund, assuming sales rev-
enues are estimated at $492,000.

m. On July 1, 2011, the city mailed checks totaling $125,000 to all bondholders
for semiannual interest and $250,000 to holders of record for bonds being
redeemed.

n. On August 14, 2011, Central Paving and Construction submitted a final
billing to the city for $2,300,000.

o. On August 23, 2011, the city paid the August 14 billing, except for a 4
percent retained percentage.

p. Upon final inspection by the Public Works Department, it was discovered
that the contractor had failed to provide all required landscaping and certain
other work for the street and park improvements. Public works employees
completed this work at a total cost of $210,000. This amount was transferred
to the General Fund using all retained cash and other cash of the capital
projects fund.

q. The balance of the Construction Work in Progress account was reclassified
as $150,000 to Improvements Other Than Buildings and the remainder to
Infrastructure.

r. All remaining cash in the capital projects fund was transferred to the debt
service fund and all accounts of the capital projects fund were closed.

Capital Projects Fund Capital Projects Fund Governmental Activities

Example:

Cash 5,000,000

OFS—Proceeds
of Bonds 5,000,000

Debt Service Fund Debt Service Fund Governmental Activities

(Label as needed) (Label as needed) (Label as needed)
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Chapter Seven

Accounting for the
Business-type Activities
of State and Local
Governments
Learning Objectives

After studying this chapter, you should be able to:

1. Distinguish between the purposes of internal service funds and enterprise funds.

2. Describe the characteristics of proprietary funds, including those unique to internal
service and enterprise funds.

3. Explain the financial reporting requirements, including the differences between the
reporting of internal service and enterprise funds in the government-wide and fund
financial statements.

4. Describe accounting procedures and prepare journal entries and financial statements
for an internal service fund.

5. Describe accounting procedures and prepare journal entries and financial statements
for an enterprise fund.

Chapters 3–6 addressed accounting and reporting for governmental funds. This chap-
ter addresses accounting and reporting for proprietary funds. Governmental funds
owe their existence to legal constraints placed on the raising of revenues and the use
of resources. In contrast to the governmental funds, proprietary funds rely primarily
on exchange transactions, specifically charges for services, to generate revenues. As
a result, proprietary funds follow accounting principles that are similar to those of
investor-owned businesses.

The focus on exchange transactions with parties outside of government is the reason
that the enterprise funds are reported in a separate Business-type Activities column at
the government-wide level, whereas governmental funds and internal service funds are
reported as governmental activities at the government-wide level.
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PROPRIETARY FUNDS

As shown in Illustration 2–1, there are two types of proprietary funds, internal ser-
vice funds and enterprise funds. Traditionally, the reason for the creation of propri-
etary funds was to improve the management of resources. More recently, with
increased citizen resistance to tax increases, many governmental entities have turned
to user charges as a means of financing operations formerly financed by tax revenues
and intergovernmental revenues. Thus, proprietary funds are now frequently used to
account for activities formerly found in governmental funds.

Because proprietary funds operate on user charges, it is important to determine
whether user charges are sufficient to cover operating costs. Additionally, adminis-
trators and governing bodies need information that will allow them to determine that
the costs of operating the fund are reasonable in relation to the benefits provided by
the fund. For these reasons, accounting and operating activities of proprietary funds
are conducted in a business-like manner, focusing on the economic flow of resources
through the use of accrual accounting.

As governments become more complex, efficiencies can be gained by combining
or centralizing services that are commonly found in several departments or funds of
government. Doing so meets one of the primary objectives of proprietary funds,
improved management of resources. An example of a common service that is fre-
quently centralized is purchasing. Another example is a central motor pool. Internal
service funds are used to account for the production and distribution of centralized
goods and services that are provided to departments or agencies of the government,
or to other governments, on a cost-reimbursement basis. (Internal service funds are
sometimes called intragovernmental service funds, working capital funds, or revolv-
ing funds.) Although internal service funds are accounted for internally as business-
type activities, their transactions predominantly involve sales of goods and services,
or other transactions with the General Fund and other governmental funds. For this
reason, the Governmental Accounting Standards Board (GASB) requires the finan-
cial balances of most internal service funds to be reported in the Governmental Activ-
ities column at the government-wide level rather than the Business-type Activities
column. At the fund level, internal service funds are reported in a separate column
of the proprietary fund financial statements. (See Illustrations A1–7, A1–8, and A1–9
for examples of proprietary fund statements for the City and County of Denver.)

Enterprise funds account for activities that produce goods or services to be sold
to the general public. Activities of enterprise funds are referred to as business-type
activities for purposes of accounting and financial reporting at the government-wide
level (see the City and County of Denver’s statement of activities presented in Illus-
tration A1–2). Similar to governmental funds, major enterprise funds must be iden-
tified and reported in separate columns of the fund financial statements, while
nonmajor enterprise fund information is aggregated and reported in an Other Enter-
prise Funds column (see Illustrations A1–7, A1–8, and A1–9).

Assets Acquired under Lease Agreements
The acquisition of general capital assets under lease agreements is discussed in Chap-
ter 5. Assets for use by proprietary funds may also be acquired under lease agree-
ments. The criteria set forth in SFAS No. 13 (itemized in Chapter 5) are used to
determine whether the lease is an operating lease or a capital lease.

Assets acquired under an operating lease belong to the lessor, not to the propri-
etary fund; accordingly, the annual lease payment is recorded as a rental expense of
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the fund,1 and there is no depreciation expense on the assets acquired under an oper-
ating lease agreement. Assets acquired under a capital lease agreement by an inter-
nal service fund, or an enterprise fund, should be capitalized by that fund. The
amount to be recorded by a proprietary fund as the cost of the asset acquired under
a capital lease is the lesser of (1) the present value of the rental and other minimum
lease payments or (2) the fair value of the leased property. The amount recorded as
the cost of the asset is amortized in a manner consistent with the government’s nor-
mal depreciation policy for owned assets of proprietary funds. The amortization
period is restricted to the lease term, unless the lease (1) provides for transfer of title
or (2) includes a bargain purchase option, in which case the economic life of the
asset becomes the amortization period.

During the lease term, each minimum lease payment by the fund is to be allo-
cated between a reduction of the obligation under the lease and interest expense in
a manner that produces a constant periodic rate of interest on the remaining balance
of the obligation. This allocation and other complexities that arise in certain events
are described and illustrated in various paragraphs of SFAS No. 13 and in many
intermediate accounting texts.

Financial Reporting Requirements
Accounting for proprietary funds is similar to that of investor-owned business enter-
prises of the same type. An enterprise fund established to account for a government-
owned electric utility, for example, should follow accounting principles similar to
those of investor-owned electric utilities. Accordingly, proprietary funds focus on the
flow of economic resources recognized on the accrual basis, both within the fund
and at the government-wide level. Thus, these funds account for all capital assets
used in their operations and for all long-term liabilities to be paid from the revenues
generated from their operations, as well as for all current assets and current liabili-
ties. Because proprietary funds follow business-type accounting principles, one
should not be surprised that these funds prepare essentially the same financial state-
ments that businesses do: a balance sheet (called either a statement of net assets or
a balance sheet); a statement of revenues, expenses, and changes in fund net assets
(equivalent to an income statement); and a statement of cash flows. These statements
are prepared according to GASB standards, which differ in some respects from the
statements identified by FASB for business organizations.

Statement of Net Assets

Similar to profit-seeking businesses, the statement of net assets (or a traditional
balance sheet) for proprietary funds is classified; that is, current assets are shown
separately from capital assets and other assets, and current liabilities are shown
separately from long-term debt. Additionally, current assets are listed in the order of
liquidity. However, unlike businesses, there is no owners’ or stockholders’ equity sec-
tion on the statement of net assets. Instead, GASB standards require the reporting of
net assets (assets minus liabilities), which is divided into three components: invested
in capital assets, net of related debt; restricted; and unrestricted. Invested in capital
assets, net of related debt is calculated as the total of gross capital assets, net of
accumulated depreciation, less any outstanding debt related to the acquisition or con-
struction of capital assets. If debt has been incurred for construction or acquisition
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of a capital asset, but the proceeds of the debt have not been spent by year-end, that
debt is excluded in calculating invested in capital assets, net of related debt. Restricted
net assets are those net assets with restrictions on use imposed by law or external par-
ties. For example, if a bond is issued for construction of a capital asset, but is unspent
at year-end, the proceeds from the bond would be considered restricted net assets. Unre-
stricted net assets represent the residual amount of net assets after separately identify-
ing investment in capital assets, net of related debt, and restricted net assets.

Statement of Revenues, Expenses, and Changes in Fund Net Assets

The period results of operations for a proprietary fund should be reported in a state-
ment of revenues, expenses, and changes in fund net assets, which is similar to the
income statement of a profit-seeking business. GASB standards state that revenues
are to be reported by major revenue source. Unlike Financial Accounting Standards
Board (FASB) standards, GASB standards also indicate that revenues should be
shown net of any discounts or allowances. For example, rather than reporting bad
debt expense, proprietary funds would record and report a contra-revenue account,
such as Provision for Bad Debts, which would be netted against the Revenues
account in the financial report. In the statement of revenues, expenses, and changes
in fund net assets, revenues and expenses are to be identified as operating or non-
operating, with subtotals for operating revenues, operating expenses, and operating
income. Operating revenues and expenses are those related to the primary functions
of the proprietary fund. Management judgment is necessary when defining which
revenues and expenses are primary to the operations of the fund. The distinction
between operating and nonoperating revenues and expenses is important for achiev-
ing effective management control, as well as for complying with GASB require-
ments. If interfund transfers, special items, extraordinary items, or capital
contributions are also reported in the statement of revenues, expenses, and changes
in fund net assets they appear after the Nonoperating Revenues/Expenses section.

Statement of Cash Flows

GASB financial reporting standards require the preparation of a statement of cash flows
as a part of the full set of financial statements for all proprietary funds. Unlike FASB,
GASB requires the statement to be prepared using the direct method of presentation.
Additionally, categories of cash flows provided by FASB Statement No. 95 were deemed
insufficient to meet the needs of users of governmental financial reports. Consequently,
GASB standards provide four categories of cash flows: operating, noncapital financ-
ing, capital and related financing, and investing. In each category, the term cash also
includes cash equivalents (defined as short-term, highly liquid investments).

Cash flows from operating activities include receipts from customers, receipts
from sales to other funds, payments to suppliers of goods or services, payments to
employees for services, payments for purchases from other funds (including pay-
ments in lieu of taxes that approximate the value of services received), and other
operating cash receipts and payments.

Cash flows from noncapital financing activities include proceeds from debt not
clearly attributable to acquisition, construction, or improvement of capital assets;
receipts from grants, subsidies, or taxes other than those specifically restricted for
capital purposes or those for specific operating activities; payment of interest on and
repayment of principal of noncapital financing debt; and grants or subsidies paid to
other governments, funds, or organizations except payments for specific operating
activities of the grantor government.
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Cash flows from capital and related financing activities include proceeds of debt
and receipts from special assessments and taxes specifically attributable to acquisition,
construction, or improvement of capital assets; receipts from capital grants; receipts
from the sale of capital assets; proceeds of insurance on capital assets that are stolen
or destroyed; payments to acquire, construct, or improve capital assets; and payment
of interest on and repayment or refunding of capital and related financing debt.

Cash flows from investing activities include receipts from collection of loans;
interest and dividends received on loans, debt instruments of other entities, equity
securities, and cash management and investment pools; receipts from the sales of
debt or equity instruments; withdrawals from investment pools not used as demand
accounts; disbursements for loans; payments to acquire debt or equity instruments;
and deposits into investment pools not used as demand accounts.

Budgetary Comparison Schedule

Unlike the General Fund and other major governmental funds for which a budget is
legally adopted, proprietary funds are not required by GASB standards to record bud-
gets in their accounting systems, nor are they required to present a budgetary com-
parison schedule. Some governments do, however, require all funds to operate under
legally adopted budgets. In such cases GASB standards permit but do not require
the integration of budgetary accounts in the manner described in Chapters 3 and 4
for the General Fund and special revenue funds.

INTERNAL SERVICE FUNDS

Although the reason for the establishment of an internal service fund is to improve
financial management of scarce resources, it should be stressed that a fund is a fiscal
entity as well as an accounting entity; consequently, establishment of a fund is ordi-
narily subject to legislative approval. The ordinance or other legislative action that autho-
rizes the establishment of an internal service fund should also specify the source or
sources of financial resources to be used for fund operations. For example, to start up
an internal service fund, the General Fund or an enterprise fund may contribute assets
to the fund, or the internal service fund may receive the assets in the form of a long-
term interfund loan to be repaid over a number of years. Alternatively, the resources
initially allocated to an internal service fund may be acquired from the proceeds of a
tax-supported bond issue or by transfer from other governments that anticipate utiliz-
ing the services to be rendered by the internal service fund. Since internal service funds
are established to improve the management of resources, it is generally considered that
their accounting and operations should be maintained on a business basis.

The accounting and operating of a fund on a business basis can lead to conflict
between managers, who want the freedom to operate the fund like a business, and
legislators, who wish to exercise considerable control over funds. For example, assume
that administrators request the establishment of a fund for the purchasing, warehous-
ing, and issuing of supplies used by a number of funds and departments. Since no
internal fund exists at the time of the request, each fund or department will include
in its budget an appropriation for supplies, an appropriation for salaries and wages of
personnel engaged in purchasing and handling the supplies, and an appropriation for
any operating expense or facility costs associated with the supply function. Accord-
ingly, legislators are likely to believe that by maintaining control over these budgets,
they will be able to control the investment in supplies and the use of supplies by each
fund and department. On the other hand, if they approve the establishment of the
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requested supply fund, with the authority to generate operating revenues sufficient to
maintain the fund, legislators may believe the supply function will no longer be sub-
jected to annual legislative budget review and the legislature will “lose control” of
the fund. Administrators are more likely to believe that if an internal service fund
does not have the authority to generate operating revenues sufficient to maintain the
fund and to spend those revenues at the discretion of fund management (rather than
at the discretion of persons possibly more concerned with reelection than financial
management), little will be gained by establishing the internal service fund.

The two opposing views should be somewhat balanced by the fact that, as shown
in Illustration 7–1, the customers of an internal service fund are, by definition, other
funds and departments of the government or of other governments. Therefore, each
using fund and department must include in its appropriations budget request the jus-
tification for the amount to be spent (i.e., paid to the internal service fund) for sup-
plies, so the legislative branch continues to exercise budgetary review over the
amount each fund and department budgets for supplies. As shown in Illustration 7–1,
departments and programs that require legislative appropriations to expend resources
for goods and services should account for purchases of goods or services from inter-
nal suppliers (i.e., internal service funds or enterprise funds) in essentially the same
manner as goods and services purchased from external suppliers. By setting pricing
policies for the internal service fund and policies governing the use and retention of
current earnings, the legislature can maintain considerable control over the function
performed by the internal service fund but leave the fund managers freedom to oper-
ate at their discretion within the policies set by the legislative branch.

One of the more difficult problems to resolve to the satisfaction of persons with
opposing views is the establishment of a pricing policy. “Cost” is obviously an incom-
plete answer: Historical cost of the supplies, whether defined as first-in, first-out; last-
in, first-out; average; or specific identification, will not provide sufficient revenue to
replace supplies issued if replacement prices have risen since the last purchase. Nor
will it allow for an increase in the inventory quantities if the scale of governmental
operations is growing. Payroll and other cash operating expenses of the internal service
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ILLUSTRATION 7–1 Relationship between Appropriations and Internal Service Funds
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change transactions.
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fund must be met; if the internal service fund has received a loan from another fund
or another government, prices must be set at a level that will generate cash needed
for debt retirement. If the internal service fund is to be operated on a true business
basis, it must also be able to finance from its operations the replacement, modern-
ization, and expansion of plant and equipment used in fund operations. Prices charged
by the internal service fund, however, should be less than the using funds and depart-
ments would have to pay outside vendors for equivalent products and services if the
existence and continued operation of the internal service fund is to be justified.

Because of the considerations mentioned in preceding paragraphs, many different
approaches to internal service fund operations are found in practice. The illustrations
given in the following sections of this chapter assume that the financial objective of an
internal service fund is to recover from operating revenues the full cost of operations
with enough net income to allow for replacement of inventories in periods of rising
prices and enough increase in inventory quantities to meet the needs of using funds and
departments whose scale of operations is increasing. The illustrations also assume that
net income should be sufficient to allow for replacement of capital assets used by the
internal service fund but that expansion of the facilities must be financed through con-
tributions from other funds authorized in their appropriations budgets. Managers of inter-
nal service funds must prepare operating plans—budgets—as a management tool. The
illustrations assume that the budgets of internal service funds are submitted to the leg-
islative body and to the public for information but not for legal action. Therefore, the
budget is not formally recorded in internal service fund accounts. Similarly, managers
of businesses must be kept informed of the status of outstanding purchase orders and
contracts, but encumbrances need not be recorded in the accounts to accomplish this.

Accounting for an internal service fund concerned with the functions of pur-
chasing, warehousing, and issuing supplies is illustrated in the following section.

Illustrative Case—Supplies Fund
In prior chapters a “dual-track” approach captured transactions using both the mod-
ified accrual (governmental funds) and the accrual (government-wide) basis of
accounting. Because the internal service fund uses accrual accounting, the “dual-
track” approach is not needed to capture the different bases of accounting, since the
basis is the same at the fund level and the government-wide level. However, the inter-
nal service fund is generally reported as a part of the Governmental Activities col-
umn of the government-wide financial statements. To ensure that double counting of
revenues, expenses, and other transactions does not occur, GASB standards require
the elimination of the effect of transactions between governmental funds and inter-
nal service funds.2 For this reason, the “dual-track” approach is used in recording
the following internal service fund transactions, thus ensuring that double counting
does not occur at the government-wide level.

Assume that the administrators of the Town of Brighton obtain approval from the
town council to centralize the purchasing, storing, and issuing functions as of January
1, 2011, and to administer and account for these functions in a Supplies Fund. The town’s
General Fund is to transfer to the new fund its December 31, 2010, inventory of sup-
plies totaling $61,500 and $30,000 in cash to be used for working capital; these trans-
fers are intended as contributions to the Supplies Fund and are not to be repaid (see
Chapter 4, illustrative Entry 2). Transfers of this nature are initially recorded by the
receiving fund as interfund transfers in, as shown in Entry 1. Since the transaction
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involves two funds reported in the Governmental Activities column of the government-
wide financial statements, no journal entry is made at the government-wide level.

Assume that a satisfactory warehouse building is purchased for $95,000; $25,000
of the purchase price is considered the cost of the land. Necessary warehouse
machinery and equipment are purchased for $25,000. Delivery equipment is pur-
chased for $10,000. If the purchases are made for cash, the acquisition of the assets
would be recorded in the books of the Supplies Fund as follows:

Additional supplies would be ordered to ensure inventories can meet expected
demand for supplies. During 2011, it is assumed supplies are received and related
invoices are approved for payment in the amount of $192,600; the entry needed to
record the asset and the liability follows:

In order to provide cash to be used for acquisition of a building and the equipment
needed to handle the supply function efficiently, the town’s Water Utility Fund is to
provide a long-term interest-free interfund loan of $130,000 to the Supplies Fund. The
loan is to be repaid by the Supplies Fund in 20 equal annual installments. Entry 2
illustrates the entry to be made by the Supplies Fund for the receipt of the interfund
loan; Water Utility Fund entries for this transaction are illustrated later in this chapter.
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Debits Credits

Supplies Fund:

1. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000

Inventory of Supplies  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 61,500

Interfund Transfers In  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 91,500

Supplies Fund:

2a. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 130,000

Interfund Loan from Water Utility Fund—Current  . . . . . . . . . . . . 6,500

Interfund Loan from Water Utility Fund—Noncurrent  . . . . . . . . . 123,500

Governmental Activities:

2b. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 130,000

Internal Balances  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 130,000

Supplies Fund:

3a. Land  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000

Buildings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 70,000

Machinery and Equipment—Warehouse  . . . . . . . . . . . . . . . . . . . . 25,000

Equipment—Delivery  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 130,000

Governmental Activities:

3b. Land  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000

Buildings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 70,000

Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 35,000

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 130,000
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The Supplies Fund should account for its inventories on the perpetual inventory
basis since the information is needed for proper performance of its primary func-
tion. Accordingly, when supplies are issued, the inventory account must be credited
for the cost of the supplies issued. Since the using fund will be charged an amount
in excess of the inventory carrying value, the receivable and revenue accounts must
reflect the selling price. The markup above cost should be determined on the basis
of budgeted expenses and other items to be financed from net income, in relation to
expected requisitions by using funds. If the budget for the Town of Brighton’s Sup-
plies Fund indicates a markup of 35 percent on cost is needed, issues to General
Fund departments (see Chapter 4, illustrative Entry 4a) of supplies costing $185,000
would be recorded by the following entries:

For the effect of this transaction at the government-wide level see Chapter 4, Entry 4b.
If collections from the General Fund (see Chapter 4, illustrative Entry 5a) during

2011 totaled $249,750, the entry is as follows:

No entry is required at the government-wide level since this transaction is between
two funds that are both part of governmental activities.

Assuming that payroll and fringe benefits totaling $55,000 during the year were
all paid in cash and distributed to the functional expense accounts in the amounts
shown, Entry 7 is appropriate.
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Debits Credits

Supplies Fund and Governmental Activities:

4. Inventory of Supplies  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 192,600

Vouchers Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 192,600

Supplies Fund:

5a. Cost of Supplies Issued  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 185,000

Inventory of Supplies  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 185,000

5b. Due from General Fund  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 249,750

Billings to Departments  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 249,750

Supplies Fund:

6. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 249,750

Due from General Fund  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 249,750

Supplies Fund:

7a. Administrative Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,000

Purchasing Expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 19,000

Warehousing Expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000

Delivery Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13,000

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 55,000

Governmental Activities:

7b. Expenses—General Government  . . . . . . . . . . . . . . . . . . . . . . . . . . 55,000

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 55,000
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If payments on vouchers during the year totaled $164,000, the entry is as follows:

The interfund loan from the Water Utility Fund is to be repaid in 20 equal annual
installments; repayment of one installment at the end of 2011 and reclassification of
the next installment are recorded:

The building used as a warehouse was estimated at the time of purchase to have a
remaining useful life of 20 years; the warehouse machinery and equipment were esti-
mated to have useful lives of 10 years, and the delivery equipment to have a useful life
of 5 years. If the administrative and clerical office space occupies 10 percent of the area
of the warehouse, 10 percent of the depreciation of the warehouse, $350, may be con-
sidered administrative expense. Similarly, if the purchasing office occupies 10 percent
of the space in the warehouse building, 10 percent of the building depreciation, $350,
may be considered purchasing expense. The remainder of the building is devoted to
warehousing; therefore, 80 percent of the total building depreciation, $2,800, is to be
charged to Warehousing Expenses. This account is also charged $2,500 for machinery
and equipment depreciation expense. Delivery Expense is charged $2,000 for depreci-
ation of equipment during the year. Entry 10a illustrates the allocation of depreciation
to the Supplies Fund’s functions. To simplify the illustration at the government-wide
level, Entry 10b assumes that only the general government function incurred supply
expenses. In fact, most functions of government would incur supply expenses.
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Debits Credits

Supplies Fund and Governmental Activities:

8. Vouchers Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 164,000

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 164,000

Supplies Fund:

9a. Interfund Loan from Water Utility Fund—Current . . . . . . . . . . . . . . 6,500

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,500

9b. Interfund Loan from Water Utility Fund—Noncurrent  . . . . . . . . . . . 6,500

Interfund Loan from Water Utility Fund—Current  . . . . . . . . . . . . 6,500

Governmental Activities:

9c. Internal Balances  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,500

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,500

Supplies Fund:

10a. Administrative Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350

Purchasing Expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350

Warehousing Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,300

Delivery Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

Allowance for Depreciation—Building  . . . . . . . . . . . . . . . . . . . 3,500

Allowance for Depreciation—Machinery 
and Equipment—Warehouse  . . . . . . . . . . . . . . . . . . . . . . . 2,500

Allowance for Depreciation—Equipment—Delivery . . . . . . . . . . 2,000

Governmental Activities:

10b. Expenses—General Government  . . . . . . . . . . . . . . . . . . . . . . . . . 8,000

Accumulated Depreciation—Building  . . . . . . . . . . . . . . . . . . . . 3,500

Accumulated Depreciation—Equipment  . . . . . . . . . . . . . . . . . . 4,500
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Organizations that keep perpetual inventory records must adjust the records peri-
odically to reflect shortages, overages, or out-of-condition stock disclosed by phys-
ical inventories. Adjustments to the inventory account are also considered
adjustments to the warehousing expenses of the period. This illustrative case assumes
that no adjustments were found necessary at year-end.

Assuming that all revenues and expenses applicable to 2011 have been properly
recorded by the preceding entries, the operating statement accounts should be closed
as of December 31, 2011:

The Interfund Transfers In account is also closed to Net Assets—Unrestricted as
shown in Entry 13:

Illustrative Statements Using Supplies Fund
To ensure sound financial management, each government should prepare a statement
of net assets (or balance sheet), a statement of revenues, expenses, and changes in
fund net assets, and a statement of cash flows for each internal service fund.

The government-wide revenue and expense accounts related to the Supplies Fund
will be closed, along with all other governmental activities revenue and expense
accounts, in Chapter 9.

Excess of Net Billings to Departments over Costs (or Excess of Costs over Net
Billings to Departments, if operations resulted in a loss) is the account title generally
considered more descriptive of the fund’s results than Income Summary or Current
Earnings, the titles commonly found in profit-seeking businesses. No matter the title
used for the account summarizing the results of operations for the period, the account
should be closed at year-end. The title of the account that records earnings retained in
an internal service fund, as well as contribution to equity, is Net Assets—Unrestricted.

Chapter 7 Accounting for the Business-type Activities of State and Local Governments 265

Debits Credits

Supplies Fund:

11. Billings to Departments  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 249,750

Cost of Supplies Issued . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 185,000

Administrative Expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,350

Purchasing Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 19,350

Warehousing Expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17,300

Delivery Expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000

Excess of Net Billings to Departments over Costs  . . . . . . . . . . . 1,750

Supplies Fund:

12. Excess of Net Billings to Departments over Costs  . . . . . . . . . . . . . 1,750

Net Assets—Unrestricted  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,750

Supplies Fund:

13. Interfund Transfers In  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 91,500

Net Assets—Unrestricted  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 91,500
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Statement of Net Assets

The statement of net assets for the Supplies Fund of the Town of Brighton as of Decem-
ber 31, 2011, is shown as Illustration 7–2. As of December 31, 2011, the Supplies
Fund investment in capital assets of $122,000 is less than the balance of the interfund
loan of $123,500 ($117,000 long-term liability plus $6,500 current portion due within
one year). Thus, there is no net investment in capital assets to report. There also are
no assets restricted as to use by external resource providers or legislative action. As a
result, the Supplies Fund has only unrestricted net assets as of December 31, 2011.

Statement of Revenues, Expenses, and Changes in Fund Net Assets

Illustration 7–3 presents a statement of revenues, expenses, and changes in fund net
assets for the year ended December 31, 2011, for the Town of Brighton Supplies
Fund. Since interfund transfers are not a part of the primary activity of the Supplies
Fund, they are shown below operating income.

Statement of Cash Flows

For the statement of cash flows (Illustration 7–4), the transactions of the Supplies
Fund recorded in Entries 6, 7a, and 8 are classified as operating activities and are
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TOWN OF BRIGHTON SUPPLIES FUND
Statement of Fund Net Assets 

As of December 31, 2011

Assets

Current assets:

Cash $ 54,250

Inventory of supplies, at average cost 69,100

Total current assets 123,350

Capital assets:

Land $25,000

Building $70,000

Less: Allowance for depreciation 3,500 66,500

Machinery and equipment—warehouse 25,000

Less: Allowance for depreciation 2,500 22,500

Equipment—delivery 10,000

Less: Allowance for depreciation 2,000 8,000

Total capital assets 122,000

Total assets 245,350

Liabilities

Current liabilities:

Vouchers payable 28,600

Current portion of long-term liabilities 6,500

Total current liabilities 35,100

Long-term liabilities:

Interfund loan from water utility 117,000

Total liabilities 152,100

Net Assets

Unrestricted $ 93,250

ILLUSTRATION 7–2
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reported in the first section of the statement of cash flows. As required by GASB
standards, the statement of cash flows is accompanied by a reconciliation of operat-
ing income with the net cash flow from operating activities. The contribution from
the General Fund to the Supplies Fund (see Entry 1) is reported in the cash flows
from noncapital financing activities section of the statement of cash flows. The trans-
actions recorded in Entries 2a, 3a, and 9a are classified as capital and related financ-
ing activities and are reported in that section of the statement of cash flows. During
2011 there were no transactions that would be classified as investing activities.

External Financial Reporting of Internal Service Funds
The financial statements presented in Illustrations 7–2, 7–3, and 7–4 are prepared
for internal management purposes. As indicated earlier, for external reporting pur-
poses the Supplies Fund financial information would be reported as a separate
column of the statement of net assets—proprietary funds; statement of revenues,
expenses, and changes in net assets—proprietary funds; and statement of cash flows—
proprietary funds, each of which is prepared for all proprietary funds (see Illustra-
tions A1–7, A1–8, and A1–9 for examples). In the government-wide statement of net
assets and statement of activities, internal service fund financial information is, in
most cases, “collapsed” into and reported in the Governmental Activities column of
both government-wide financial statements.

As shown by the journal entries for the Supplies Fund, collapsing information
requires eliminating any interfund activity between a governmental fund and an inter-
nal service fund. Thus, under the dual-track approach those activities involving a
transaction between a governmental fund (General Fund in the Town of Brighton illus-
tration) and an internal service fund (Supplies Fund in the Town of Brighton illus-
tration) are not recorded for governmental activities at the government-wide level.

If a portion of an internal service fund’s operating income results from billings
to enterprise funds, the GASB requirement to report internal service fund financial
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TOWN OF BRIGHTON SUPPLIES FUND
Statement of Revenues, Expenses, and Changes in Fund Net Assets

For the Year Ended December 31, 2011

Operating revenues:

Billings to departments $249,750

Less: Cost of supplies issued 185,000

Gross margin 64,750

Operating expenses:

Purchasing expenses $19,350

Administrative expenses 11,350

Warehousing expenses 17,300

Delivery expenses 15,000

Total operating expenses 63,000

Operating income 1,750

Interfund transfers in 91,500

Change in net assets 93,250

Net assets—January 1, 2011 –0–

Net assets—December 31, 2011 $ 93,250

ILLUSTRATION 7–3
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information in the governmental activities category tends to overstate unrestricted net
assets in that category and understate unrestricted net assets in the business-type cat-
egory. Usually this effect should not be material, particularly if the internal service
fund pricing is set to cover approximately the full cost of its operations.

Internal Service Funds with Manufacturing Activities
The Supplies Fund of the Town of Brighton, for which journal entries and statements
are illustrated in the preceding section of this chapter, is responsible for purchasing,
storing, and issuing supplies used by other funds and departments of the town. Many
states and local governments have supplies funds similar to that of the Town of
Brighton. It is also common to find that funds and departments use printing shops,
asphalt plants, and other service units that produce a physical product or that facil-
itate the operations of the other funds and departments by performing maintenance
or repair jobs or even performing a temporary financing function.

If an internal service fund performs a continuous process manufacturing opera-
tion, its accounting system should provide process cost accounts. If a service fund
performs a manufacturing, maintenance, or repair operation on a job-order basis, the
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TOWN OF BRIGHTON SUPPLIES FUND
Statement of Cash Flows

For the Year Ended December 31, 2011

Cash Flows from Operating Activities:

Cash received from customers $249,750

Cash paid to employees for services (55,000)

Cash paid to suppliers (164,000)

Net cash provided by operating activities $30,750

Cash Flows from Noncapital Financing Activities:

Interfund transfer from General Fund 30,000

Net cash provided by noncapital financing activities 30,000

Cash Flows from Capital and Related Financing Activities:

Advance from Water Utility Fund 130,000

Partial repayment of advance from Water Utility Fund (6,500)

Acquisition of capital assets (130,000)

Net cash used for capital and related activities (6,500)

Net increase in cash and cash equivalents 54,250

Cash and cash equivalents, 1/1/2011 –0–

Cash and cash equivalents, 12/31/2011 $54,250

Reconciliation of Operating Income to Net Cash 
Provided by Operating Activities

Operating income $  1,750

Adjustments:

Depreciation expense 8,000

Increase in inventory $  69,100

Less: Contributed inventory 61,500 (7,600)

Increase in vouchers payable 28,600

Net cash provided by operating activities $30,750

ILLUSTRATION 7–4
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fund’s accounting system should provide appropriate job-order cost accounts. To the
extent that operations, processes, or activities are capable of being standardized, cost
standards for materials, direct labor, and overhead should be established; in such
cases, the accounting system should provide for the routine measurement and report-
ing of significant variances from the standards. Cost determination for government
services is discussed in Chapter 13 of this text.

Internal Service Funds as Financing Devices
Governments may utilize internal service funds as devices to finance risk manage-
ment, equipment purchases and operations (including centralized computer opera-
tions), and other functions that are facilitated by generating revenues from user
charges to cover costs and expenses computed on a accrual basis. In the case of
funds to finance equipment purchases and operations, including the operations of
computers owned by the government, an internal service fund can include depreci-
ation and, perhaps, expected increases in the cost of replacing assets, in the charge
to the using funds, thus incorporating these costs in current appropriations of gov-
ernmental funds, rather than budgeting the estimated cost of equipment expected to
be replaced. If internal service funds are used to finance equipment purchases and
operations, the appropriations and expenditures of governmental funds more nearly
approximate costs that would be reported by entities using accrual accounting than
is true under the procedures discussed in Chapters 3 and 4.

GASB has issued accounting and financial reporting standards for risk financing
and related insurance activities.3 Government entities that use internal service funds
to account for risk financing activities are required to recognize revenues, claims
expenses, and liabilities in essentially the same manner as do public entity risk pools
(cooperative groups of government entities joined together to finance risks of loss
to property, workers’ compensation, employee health care, and similar risks or expo-
sures). Briefly, the internal service fund should recognize a claims expense and a lia-
bility when a claim is asserted, it is probable that an asset has been impaired or a
liability has been incurred, and the amount of the loss is reasonably estimable; or if
an estimable loss has been incurred and it is probable that a claim will be asserted.
Reasonably possible (but not probable) loss contingencies, probable losses that are
not reasonably measurable, and loss exposure in excess of the accrued liability should
be disclosed in the notes to the financial statements. The disclosure should explain
the nature of the contingency and an estimate of the possible loss, the range of the
loss, or why the amount is not estimable.

Internal service fund charges to other funds for risk financing activities should be
sufficient to recover the total amount of claim expenses recognized for the period or,
alternatively, may be based on an actuarial method so that internal service fund rev-
enues and expenses over time are approximately equal. Charges to other funds may
also include a reasonable provision for expected future catastrophe losses. Internal
service fund charges to other funds are recognized as revenues by the internal service
fund and as expenditures by governmental funds or expenses by proprietary funds.
Internal service fund charges in excess of the full cost amount should be reported as
a nonoperating transfer by the internal service fund and an other financing use by the
other funds. If the internal service fund fails to recover the full cost of claims over a
reasonable period of time, the accumulated fund deficit should be charged to the other
funds and reported by the other funds as an expenditure or expense, as appropriate.
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3 GASB, Codification, Sec. Po20.
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Dissolution of an Internal Service Fund
When an internal service fund has completed the mission for which it was estab-
lished or its activity is terminated for any other reason (such as outsourcing the
activity to an outside vendor), dissolution must be accomplished. Liquidation may
be accomplished in any one of three ways or in combinations thereof: (1) transfer
the fund’s assets to another fund that will continue the operation as a subsidiary
activity, for example, a supply fund becoming a department of the General Fund;
(2) distribute the fund’s assets to another fund or to another government; or 
(3) convert all its noncash assets to cash and distribute the cash to another fund or
other funds. Dissolution of an internal service fund, as for a private enterprise,
would proceed by first paying outside creditors, followed by repayment of any long-
term interfund loans outstanding and, finally, liquidation of remaining net assets.
The entire process of dissolution should be conducted according to pertinent law
and the discretion of the appropriate legislative body. Net assets contributed by
another fund or government logically would revert to the contributor fund or gov-
ernment, but law or other regulations may dictate otherwise. If net assets have been
built up from charges in excess of costs, liquidation will follow whatever regulations
may govern the case; if none exist, the appropriate governing body must decide on
the recipient or recipients.

ENTERPRISE FUNDS

Enterprise funds and internal service funds are both classified by the GASB as pro-
prietary funds, although only the enterprise funds are generally reported as part of
the Business-type Activities column of the government-wide financial statements. As
discussed in the prior section of the chapter, internal service funds are generally
reported as part of the Governmental Activities column. If only enterprise funds are
included in the Business-type Activities column, there is no need to maintain a sep-
arate set of accounting records for the business-type activities at the government-
wide level. Rather, the financial records of the enterprise funds can simply be added
together for financial reporting purposes at the government-wide level. Any inter-
fund transactions among enterprise funds should be eliminated because they would
have no net effect on overall business-type activities.

Enterprise funds are used by governments to account for services provided to the
general public on a user charge basis. Under GASB standards, a government must
report certain activities in an enterprise fund if any of the following criteria are met.4

1. The activity is financed with debt that is secured solely by a pledge of the revenues
from fees and charges of an activity. [Emphasis added by authors.]

2. Laws or regulations require that the activity’s costs of providing services, including
capital costs (such as depreciation or debt service), be recovered with fees and
charges, rather than with taxes or similar revenues.

3. Pricing policies are designed to recover the costs of the activity, including capital
costs.

These criteria are quite specific regarding when an enterprise fund must be used.
For example, if debt issued is also backed by the full faith and credit of the govern-
ment, even though it is intended to be repaid from revenues of a particular activity,
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4 GASB Codification, Sec. 1300.109.
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that activity need not be reported in an enterprise fund. Similarly, if an activity is
subsidized by a government’s General Fund rather than fully covering its costs of
providing services with fees or charges, that activity need not be reported in an
enterprise fund. In either of these examples, the government could opt to report
the activities in an enterprise fund. However, if governments support the activities
primarily with general or special revenue sources rather than user charges,
accounting for the activities is more appropriate in the General Fund or a special
revenue fund.

Since the word enterprise is often used as a synonym for “business-type activity,”
it is logical that enterprise funds should use accrual accounting and account for all
assets used in the production of goods or services offered by the fund. Similarly, if
long-term debt is to be serviced by the fund, the fund does the accounting for the
debt.

The most common examples of governmental enterprises are public utilities,
notably water and sewer utilities. Electric and gas utilities, transportation systems,
airports, ports, hospitals, toll bridges, produce markets, parking lots, parking garages,
liquor stores, and public housing projects are other examples frequently found. Since
services of the types mentioned are intended to be largely self-supporting, they are
generally accounted for by enterprise funds.

Almost every type of enterprise operated by a government has its counterpart in
the private sector. In order to take advantage of the work done by regulatory agen-
cies and trade associations to develop useful accounting information systems for the
investor-owned enterprises, it is recommended that governmentally owned enterprises
use the accounting structures developed for investor-owned enterprises of the same
nature.5 Budgetary accounts should be used only if required by law. The accounting
for debt service and construction activities of a governmental enterprise occurs
within the enterprise fund rather than by separate debt service and capital projects
funds. Thus, the financial statements of enterprise funds are self-contained, and cred-
itors, legislators, or the general public can evaluate the performance of a govern-
mental enterprise on the same bases as they can the performance of investor-owned
enterprises in the same industry.

By far the most numerous and important enterprise services rendered by local
governments are public utilities. In this chapter, therefore, the example used is that
of a water utility fund.
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5 GASBS 20 and GASBS 34 provide guidance on business-type accounting and financial reporting for
proprietary activities. This guidance clarifies the authoritative status of FASB pronouncements in deter-
mining generally accepted accounting principles (GAAP) for proprietary activities given the GAAP
hierarchy provided in Statement on Auditing Standards No. 69, “The Meaning of ‘Present Fairly in
Conformity with Generally Accepted Accounting Principles’ in the Independent Auditor’s Report”
(AICPA, 1992). GASBS 20 gives governments an option between two accounting and financial report-
ing approaches for proprietary funds. The first approach requires consistent use of all GASB pro-
nouncements and applicable pronouncements of FASB and its predecessors (Accounting Principles
Board and Committee on Accounting Procedure) issued on or before November 30, 1989, unless
those pronouncements conflict with or contradict GASB pronouncements. The second approach
requires consistent use of all GASB pronouncements and all applicable pronouncements (both before
and after November 30, 1989) of FASB and its predecessors unless those pronouncements conflict
with or contradict GASB pronouncements. Thus, under the first approach, unless GASB directs other-
wise, governments are not required to change their accounting procedures if FASB issues a standard
that supersedes or amends a standard issued on or before November 30, 1989. This date (November
30, 1989) is significant as it is the date the Financial Accounting Foundation resolved a conflict over
jurisdiction of the FASB and GASB.
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WATER UTILITY FUNDS

The statement of net assets as of December 31, 2010, for the Town of Brighton Water
Utility Fund is shown in Illustration 7–5. The statement appears fairly conventional,
but terminology peculiar to utilities warrants discussion prior to proceeding to the
illustrative transactions for the year ending December 31, 2011. Part of the difference
in terminology relates to the fact that the Water Utility Fund is part of a regulated
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TOWN OF BRIGHTON
Water Utility Fund

Statement of Net Assets
As of December 31, 2010

Assets

Current and accrued assets:

Cash $  126,000

Customer accounts receivable $69,000

Less: Accumulated provision for uncollectibles 2,900 66,100

Accrued utilities revenues 14,800

Materials and supplies 28,700

Total current and accrued assets $ 235,600

Restricted assets:

Cash 6,600

Investments 556,000 562,600

Utility plant:

Utility plant in service 3,291,825

Less: Accumulated depreciation 440,325

Utility plant—net 2,851,500

Construction work in progress 125,000

Net utility plant 2,976,500

Total assets 3,774,700

Liabilities

Current liabilities:

Accounts payable 33,200

Customer advances for construction 21,000

Total current liabilities 54,200

Liabilities payable from restricted assets:

Customer deposits 23,700

Long-term liabilities:

Revenue bonds payable (net of 
unamortized discount of $5,300) 1,744,700

Total liabilities 1,822,600

Net Assets

Invested in capital assets, net of related debt 1,231,800

Restricted for payment of debt service 538,900

Unrestricted 181,400

Total net assets $1,952,100

ILLUSTRATION 7–5

wiL79603_ch07_255-304.qxd  12/22/08  16:43  Page 272



industry. As such, the primary regulatory bodies, the National Association of Regu-
latory Utility Commissioners (NARUC) and Federal Energy Regulatory Commission
(FERC), influence the accounting for utilities.

Current and Accrued Assets
The Cash and Materials and Supplies accounts shown in Illustration 7–5 in the
Current and Accrued Assets section are not peculiar to utilities and need not be
discussed here. The other two asset accounts in this section—Customer Accounts
Receivable and Accrued Utilities Revenues—are related. The former represents
billings to customers that are outstanding at year-end (and are reduced by an accu-
mulated provision for uncollectibles). The latter results from the fact that utilities
generally prepare billings to customers on the basis of meter readings, and it is
not practical for utilities to read all meters simultaneously at year-end and bill all
customers as of that time. Utilities that meter their service make extensive use of
cycle billing, which, in substance, consists of billing part of their customers each
day instead of billing by calendar months. Under this plan, meter reading is a con-
tinuous day-by-day operation, with billings following shortly after the filing of the
meter readers’ reports. Individual meters are read on approximately the same day
each month, or every other month, so that each bill covers approximately the same
number of days of usage. Cycle billing eliminates the heavy peak load of account-
ing and clerical work that results from uniform billing on a calendar month basis.
It does, however, result in a sizeable amount of unbilled receivables on any given
date. Thus, in order to state assets and sales properly, accrual of unbilled receivables
(Accrued Utilities Revenues, in regulatory terminology) is required as of the finan-
cial statement date.6

Restricted Assets
The section following Current and Accrued Assets in Illustration 7–5 is captioned
Restricted Assets, the caption most commonly used when the use of assets is
restricted by contractual agreements or legal requirements. Some governments that
use regulatory terminology report restricted assets of utilities under the broader cap-
tion, Other Property and Investments. Other Property and Investments may include,
in addition to restricted assets, the carrying value of property not being used for util-
ity purposes or being held for future utility use.

Cash and Investments are the only two items reported under the Restricted Assets
caption of the balance sheet shown in Illustration 7–5. Those items are restricted for
return of customer deposits and for retirement of revenue bonds pursuant to the bond
covenants. The amount of assets segregated, $562,600, is offset by liabilities cur-
rently payable from restricted assets (in the case of the Town of Brighton, customer
deposits of $23,700) and restrictions of net assets (in this case, restricted for payment
of debt service, $538,900). This fund within a fund approach permits segregation of
assets, related liabilities, and restricted net assets within a single enterprise fund. Net
assets should be restricted in the amount of the net assets of each restricted “fund”
within the enterprise fund, as shown in Illustration 7–5. Other items commonly
reported in the Restricted Assets section include assets set aside to fund depreciation
for capital improvements or grants and contributions restricted for capital acquisition
or improvement.
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6 Some governments use the same or a similar chart of accounts for utilities as those of regulated
profit-seeking enterprises in the same industry.
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Utility Plant
Utility Plant in Service

Utility Plant in Service is a control account, supported in whatever detail is required
by regulatory agencies and by management needs. For example, water utilities com-
monly have six subcategories of plant assets: intangible plant, source of supply plant,
pumping plant, water treatment plant, transmission and distribution plant, and gen-
eral plant. Each of the six subcategories is supported by appropriate subsidiary
accounts. For example, intangible plant consists of the costs of organization, fran-
chises, and consents, and any other intangible costs necessary and valuable to the
conduct of utility operations. Source of supply plant consists of land and land rights;
structures and improvements; collecting and impounding reservoirs; lake, river, and
other intakes; wells and springs; infiltration galleries and tunnels; supply mains; and
other water source plant. Each of the accounts within each subcategory is supported
by necessary subsidiary records for each individual asset detailing its description,
location, cost, date of acquisition, estimated useful life, salvage value, depreciation
charges, and any other information needed for management planning and control,
regulatory agency reports, financial statements, or special reports to creditors.

Construction Work in Progress

The other utility plant item shown on the statement of net assets, Illustration 7–5, is
Construction Work in Progress. This account represents the accumulated costs of
work orders for projects that will result in items reportable as utility plant when com-
pleted and is supported by the work orders for projects in progress. Each work order,
in turn, is supported by documents supporting payments to contractors and to sup-
pliers or supporting charges for materials, labor, and overhead allocable to the
project. Unlike self-constructed general capital assets, GASB requires interest
capitalization for self-constructed assets of proprietary funds, except those con-
structed with general long-term debt that will be repaid from resources of govern-
mental activities.7

Current Liabilities
Items commonly found in the Current Liabilities section of a utility statement of net
assets are shown under that caption in Illustration 7–5. Accounts Payable needs no
comment here. The other item, Customer Advances for Construction, results from
utilities’ practice of requiring customers to advance to the utility a sizeable portion of
the estimated cost of construction projects to be undertaken by the utility at the request
of the customer. If the advances are to be refunded, either wholly or in part, or applied
against billings for service rendered after completion of the project, they are classified
as shown in Illustration 7–5. When a customer is refunded the entire amount to which
he or she is entitled according to the agreement or rule under which the advance was
made, the balance retained by the utility, if any, is reported as Contributions from
Customers in the statement of revenues, expenses, and changes in fund net assets.
Other items commonly reported under Current Liabilities include accrued expenses,
amounts due to other funds, and current portions of long-term liabilities. Some
governments also report customer deposits under the Current Liabilities caption.8
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7 GASB requires application of FASB Statement No. 34, “Capitalization of Interest Cost,” as amended.
8 Generally, customer deposits should be reported as Liabilities Payable from Restricted Assets, a special
category of current liabilities, as explained in the following section.
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Liabilities Payable from Restricted Assets
Liabilities payable from restricted assets should be displayed separately from current
liabilities, as shown in Illustration 7–5. In addition to customer deposits, the current
portion of revenue bonds payable, if any, would be reported here since restricted assets
have been set aside for that purpose. The Town of Brighton follows the common prac-
tice of most utilities and requires all new customers to deposit a sum of money with
the utility as security for the payment of bills. In many, but not all, jurisdictions, util-
ities are required to pay interest on customer deposits at a nominal rate. Regulatory
authorities or local policy may require utilities to refund the deposits, and interest, after
a specified period of time if the customer has paid all bills on time. The utility may
be required, as was the Town of Brighton Water Utility Fund, to segregate cash or
investments in an amount equal to the liability for Customer Deposits. Customer
Advances for Construction are contractually different from Customer Deposits and are
less likely to be reported separately as restricted assets and liabilities unless agreements
with developers make it necessary to restrict assets for this purpose.

Long-term Liabilities
Bonds are the customary form of long-term liabilities. Bonds issued by a utility are
usually secured by the pledge of certain portions of the utility’s revenue, the exact
terms of the pledge varying with individual cases; bonds of this nature are called
revenue bonds. Some utility bonds are secured not only by a pledge of a certain
portion of the utility’s revenues but also by an agreement on the part of the town’s
or city’s general government to subsidize the utility in any year in which its normal
revenue is inadequate for compliance with the terms of the bond indenture. Other
utility bonds carry the pledge of the government entity’s full faith and credit,
although the intent is to service them from utility revenues rather than general taxes.
The latter are, therefore, technically general obligation bonds. GASB standards
require that general obligation bonds intended to be serviced from utility revenues
be reported as a liability of the enterprise fund. Similarly, special assessment debt
may be assumed by an enterprise fund if the assets constructed by special assess-
ment financing are used in enterprise fund operations.

Governmentally owned utilities may have received long-term interfund loans from
the government’s General Fund or other funds. Also, enterprises may acquire assets
under a capital lease arrangement. The portion of interfund loans, required lease pay-
ments, or bond or other debt issues to be paid within one year from the statement
of net assets date should be reported as a current liability; the remainder is properly
reported in the Long-term Liabilities section of the utility statement of net assets.
Long-term bonds payable should be reported net of unamortized discount or pre-
mium, as shown in Illustration 7–5, or the unamortized discount or premium can be
reported as an offset against bonds payable at par on the statement of net assets.

Net Assets
As discussed earlier in the chapter, proprietary funds report using three net asset cat-
egories: invested in capital assets, net of related debt; restricted; and unrestricted.
The three categories of net assets for the Water Utility Fund are shown in Illustra-
tion 7–5. Restrictions may be placed by law, regulation, or contractual agreement
with creditors or other outside parties. Illustration 7–5 shows a typical restriction: A
sinking fund created pursuant to a bond indenture for repayment of revenue bond
principal. Unrestricted net assets represent the residual amount of net assets after
segregating investment in capital assets, net of related debt, and restricted net assets.
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Illustrative Case—Water Utility Fund
The preceding discussion concerning the statement of net asset accounts of a water
utility includes by implication the essential characteristics of accounting necessary
for both governmentally owned utilities and investor-owned utilities. In this section,
accounting for characteristic transactions of a utility fund is illustrated in general
journal entry format for fiscal year 2011, the year following the statement of net
assets presented in Illustration 7–5.

It is assumed that the Town of Brighton is located in a state that permits enter-
prise funds to operate without formal legal approval of their budgets. Utility or other
enterprise management must prepare operating budgets and capital expenditure bud-
gets as management tools. For the illustrative case, it is assumed that the budgets
are submitted to the town administrators, the town legislative body, and the public
for information, not for legal action. Accordingly, the budget is not formally recorded
in enterprise fund accounts. While utility management must be informed periodically
of the status of outstanding construction contracts and purchase orders, encum-
brances need not be recorded in the accounts in order to accomplish this.

The nature of the Accrued Utilities Revenues account was explained previously
in the section “Current and Accrued Assets.” For FY 2011, it is not feasible when
customers’ bills are prepared to determine whether a portion of the bill has been
accrued and, if so, in what amount. The simplest procedure, therefore, is to reverse
the accrual entry as of the start of the new fiscal year. Assuming that the entire
December 31, 2010, Town of Brighton Water Utility Fund revenues accrual has been
credited to Sales of Water, the following entry is appropriate as of January 1, 2011:

Earlier in this chapter, the establishment of a Supplies Fund by the Town of
Brighton as of January 1, 2011, was illustrated. The Water Utility Fund advanced
$130,000 to the Supplies Fund as a long-term loan. The entry by the Supplies Fund
is illustrated in Entry 2a in the “Illustrative Case—Supplies Fund” section earlier in
this chapter; the corresponding entry in the Water Utility Fund would be:

When utility customers are billed during the year, appropriate revenue accounts
are credited. Assuming that during 2011 the total bills to nongovernmental customers
amounted to $696,000, bills to the Town of Brighton General Fund amounted to
$30,000, and all revenue was from the sale of water, the following entry summarizes
the events:
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Debits Credits

1. Sales of Water . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14,800

Accrued Utility Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . 14,800

2. Interfund Loan to Supplies Fund—Noncurrent  . . . . . . . . . . . . . 130,000

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 130,000

3. Customer Accounts Receivable  . . . . . . . . . . . . . . . . . . . . . . . 696,000

Due from General Fund . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000

Sales of Water  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 726,000
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Payrolls for the year were chargeable to the accounts shown in the following entry.
Tax Collections Payable is the account provided in the NARUC and FERC systems
to report the amount of taxes collected by the utility through payroll deductions or
otherwise pending transmittal of such taxes to the proper taxing authority. Taxes
Accrued is the account provided in the NARUC and FERC systems to report the lia-
bility for taxes that are the expense of the utility, such as the employer’s share of
social security taxes. The following entry assumes that the employer’s share of social
security taxes is charged to the same accounts that the employees’ gross earnings
are; it also assumes that checks have been issued for employees’ net earnings.
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If collections on receivables from nongovernmental water customers totaled
$680,000, Entry 4 is needed:

Materials and supplies in the amount of $138,000 were purchased during the year
by the Water Utility Fund. The liability is recorded as:

Materials and supplies chargeable to the accounts itemized in the following entry
were issued during the year.

Debits Credits

4. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 680,000

Customer Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . 680,000

5. Materials and Supplies  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 138,000

Accounts Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 138,000

6. Source of Supply Expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . 18,000

Pumping Expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 21,000

Water Treatment Expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . 24,000

Transmission and Distribution Expenses  . . . . . . . . . . . . . . . . . . 13,000

Construction Work in Progress  . . . . . . . . . . . . . . . . . . . . . . . 66,000

Materials and Supplies  . . . . . . . . . . . . . . . . . . . . . . . . . . . 142,000

7. Source of Supply Expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . 8,200

Pumping Expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,700

Water Treatment Expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . 17,500

Transmission and Distribution Expenses  . . . . . . . . . . . . . . . . . . 76,250

Customer Accounts Expenses  . . . . . . . . . . . . . . . . . . . . . . . . 96,550

Sales Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17,250

Administrative and General Expenses  . . . . . . . . . . . . . . . . . . . 83,150

Construction Work in Progress  . . . . . . . . . . . . . . . . . . . . . . . 30,400

Taxes Accrued  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13,800

Tax Collections Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . 51,750

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 279,450
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Customers’ deposits amounting to $1,320 were refunded by check to customers
discontinuing service (see Entry 12a). Deposits totaling $2,525 were received from
new customers (see Entry 12b).
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Bond interest in the amount of $105,000 was paid; the bonds were issued to
finance the acquisition of utility plant assets. Amortization of debt discount
amounted to $530.

Bond interest in the amount of $12,900 was properly capitalized as part of con-
struction work in progress during the year. (The Town of Brighton does not impute
interest on its own resources during construction.)

Construction projects on which costs totaled $220,000 were completed and the
assets placed in service were recorded:

Collection efforts on bills totaling $3,410 were discontinued. The customers owing
the bills had paid deposits totaling $2,140 to the water utility; the deposits were
applied to the bills, and the unpaid remainder was charged to Accumulated Provi-
sion for Uncollectible Accounts (Entry 11a). Restricted assets (cash) is reduced by
$2,140, the amount of the decrease in Customer Deposits (Entry 11b).

Debits Credits

8. Interest on Long-term Debt  . . . . . . . . . . . . . . . . . . . . . . . . . 105,530

Unamortized Discount  . . . . . . . . . . . . . . . . . . . . . . . . . . . 530

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 105,000

9. Construction Work in Progress  . . . . . . . . . . . . . . . . . . . . . . . 12,900

Interest on Long-term Debt  . . . . . . . . . . . . . . . . . . . . . . . . 12,900

10. Utility Plant in Service  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 220,000

Construction Work in Progress  . . . . . . . . . . . . . . . . . . . . . 220,000

11a. Customer Deposits  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,140

Accumulated Provision for Uncollectible Accounts  . . . . . . . . . 1,270

Customer Accounts Receivable  . . . . . . . . . . . . . . . . . . . . 3,410

11b. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,140

Cash—Customer Deposits  . . . . . . . . . . . . . . . . . . . . . . . 2,140

12a. Customer Deposits  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,320

Cash—Customer Deposits  . . . . . . . . . . . . . . . . . . . . . . . 1,320

12b. Cash—Customer Deposits  . . . . . . . . . . . . . . . . . . . . . . . . . 2,525

Customer Deposits  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,525
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During the year, interest amounting to $44,500 in cash was received on restricted
investments. The amount $1,375 is allocable to investments of customer deposit
assets and is unrestricted as to use; the remaining $43,125 adds to the amount
restricted for revenue bond repayment.

At year-end, entries to record depreciation expense, the provision for uncollectible
accounts, and unbilled customer accounts receivable should be made as illustrated by
Entry 17. In accord with regulatory terminology, Uncollectible Accounts instead of Bad
Debts Expense (FASB) or Provision for Bad Debts (GASB) is debited for the amount
added to Accumulated Provision for Uncollectible Accounts. Amounts are assumed.
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Customers’ advances for construction in the amount of $14,000 were applied to
their water bills; in accord with the agreement with the customers and NARUC rec-
ommendations, the remainder of the advances was transferred to Capital Contributions
from Customers.

Payments of accounts payable for materials and supplies used in operations totaled
$67,200, and payment of accounts payable for materials used in construction totaled
$66,000. Payments of taxes accrued amounted to $13,500, and payments of tax
collections payable amounted to $50,000.

The Water Utility Fund agreed to pay $25,000 to the town General Fund as a pay-
ment in lieu of property taxes. The entry in the General Fund is illustrated in Chap-
ter 4 (see Chapter 4, illustrative Entry 24a). The following entry records the event
in the accounts of the Water Utility Fund:

15. Payment in Lieu of Taxes  . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000

Due to General Fund  . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000

Debits Credits

13. Customer Advances for Construction  . . . . . . . . . . . . . . . . . . 21,000

Customer Accounts Receivable  . . . . . . . . . . . . . . . . . . . . . 14,000

Capital Contributions from Customers  . . . . . . . . . . . . . . . . 7,000

14. Accounts Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 133,200

Taxes Accrued  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13,500

Tax Collections Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 196,700

16a. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,375

Cash—Bond Repayment  . . . . . . . . . . . . . . . . . . . . . . . . . . 43,125

Interest and Dividend Income  . . . . . . . . . . . . . . . . . . . . . 44,500

16b. Net Assets—Unrestricted . . . . . . . . . . . . . . . . . . . . . . . . . . 43,125

Net Assets—Restricted for Bond Repayment  . . . . . . . . . . . 43,125
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Nominal accounts for the year were closed:
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Debits Credits

17. Depreciation Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 102,750

Uncollectible Accounts  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,980

Accrued Utility Revenues  . . . . . . . . . . . . . . . . . . . . . . . . . . 15,920

Accumulated Provision for Depreciation of Utility Plant  . . . . . 102,750

Accumulated Provision for Uncollectible Accounts . . . . . . . . . 3,980

Sales of Water  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,920

20. Sales of Water  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 727,120

Capital Contributions from Customers . . . . . . . . . . . . . . . . . . 7,000

Interest and Dividend Income  . . . . . . . . . . . . . . . . . . . . . . . 44,500

Source of Supply Expenses . . . . . . . . . . . . . . . . . . . . . . . . 26,200

Pumping Expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 36,700

Water Treatment Expenses  . . . . . . . . . . . . . . . . . . . . . . . . 41,500

Transmission and Distribution Expenses . . . . . . . . . . . . . . . . 89,250

Customer Account Expenses  . . . . . . . . . . . . . . . . . . . . . . 96,550

Sales Expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17,250

Administrative and General Expenses  . . . . . . . . . . . . . . . . . 83,150

Interest on Long-term Debt  . . . . . . . . . . . . . . . . . . . . . . . 92,630

Payment in Lieu of Taxes . . . . . . . . . . . . . . . . . . . . . . . . . 25,000

Depreciation Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . 102,750

Uncollectible Accounts  . . . . . . . . . . . . . . . . . . . . . . . . . . 3,980

Net Assets—Unrestricted  . . . . . . . . . . . . . . . . . . . . . . . . . 163,660

19. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,500

Interfund Loan to Supplies Fund—Noncurrent  . . . . . . . . . . . 6,500

In accord with the revenue bond indenture, $100,000 of unrestricted cash was invested
in U.S. government securities for eventual retirement of revenue bonds. Net assets are
restricted in an amount equal to the increase in restricted assets. In addition, investments
totaling $40,000 were made from restricted cash for eventual bond repayment.

Toward the end of 2011, the Supplies Fund paid its first installment of $6,500 to
the Water Utility Fund as a partial repayment of the long-term advance. Entry 9a of
the illustrative entries for the supply fund shown earlier in this chapter (see the sec-
tion titled “Illustrative Case—Supplies Fund”) illustrates the effect of the Supplies
Fund on the accounts. The effect on the accounts of the Water Utility Fund is
recorded by the following entry:

18a. Investments—Bond Repayment  . . . . . . . . . . . . . . . . . . . . . 140,000

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Cash—Bond Repayment  . . . . . . . . . . . . . . . . . . . . . . . . 40,000

18b. Net Assets—Unrestricted . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Net Assets—Restricted for Bond Repayment  . . . . . . . . . . . 100,000
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Illustrative Statements Using Water Utility Fund
Statement of Net Assets

The statement of net assets for a water utility, and definitions of certain statement
of net assets categories and items peculiar to regulated utilities, have been explained
at length in the sections of this chapter preceding the illustrative entries. The state-
ment of net assets of the Town of Brighton Water Utility Fund as of December 31,
2011, is shown as Illustration 7–6. Similar to what was done in Chapter 4 (Illustra-
tion 4–5), and in conformance with GASB standards, internal receivables and
payables are netted. That is, the amount due to the General Fund is offset against
the amount due from that fund, and only the net amount of the receivable, $5,000,
is shown as an asset.

Statement of Revenues, Expenses, and Changes in Fund Net Assets

The activity of the Town of Brighton’s Water Utility Fund for the year ended Decem-
ber 31, 2011, is shown in Illustration 7–7, the statement of revenues, expenses, and
changes in fund net assets. In accordance with GASB standards, operating revenues
are shown net of Uncollectible Accounts and revenues and expenses are identified
as operating and nonoperating. The classifications and account titles used in the
statement are consistent with NARUC and FERC recommendations. If NARUC and
FERC had not been used, a contra-revenue account title such as Provision for Bad
Debts would have been used rather than the title Uncollectible Accounts.

Statement of Cash Flows

GASB standards require that a statement of cash flows be prepared for all propri-
etary funds as part of a full set of annual financial statements. As discussed earlier
in this chapter, GASB standards for preparation of a cash flow statement differ from
FASB standards, the main difference being that GASB standards specify four major
categories of cash flows rather than three. The statement of cash flows for the Town
of Brighton for the year ended December 31, 2011 (Illustration 7–8), utilizes only
three of the four categories of cash flows since the town had no cash flows from
noncapital financing activities. The section Cash Flows from Operating Activities
(Illustration 7–8) was provided by receipts from customers (Entry 4) and the net
increase in refundable customer deposits (Entries 12a and 12b). Note that the appli-
cation of customer deposits to pay overdue bills (Entries 11a and 11b) has no effect
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In addition, Net Assets—Invested in Capital Assets, Net of Related Debt, would
be decreased for depreciation and amortization of the debt discount and increased
for the change in utility plant during the year.

Entry 21a reflects the adjustment for depreciation (Entry 17) and amortization of
the bond discount (Entry 8). The increase to capital assets (Entries 6, 7 and 9), result-
ing in adjustment to net assets, is shown in Entry 21b.

Debits Credits

21a. Net Assets—Invested in Capital Assets, Net of Related Debt  . . . 103,280

Net Assets—Unrestricted  . . . . . . . . . . . . . . . . . . . . . . . . 103,280

21b. Net Assets—Unrestricted . . . . . . . . . . . . . . . . . . . . . . . . . . 109,300

Net Assets—Invested in Capital Assets, Net of Related Debt  . . 109,300
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TOWN OF BRIGHTON
Water Utility Fund

Statement of Net Assets
As of December 31, 2011

Assets

Current and accrued assets:

Cash $ 4,865

Customer accounts receivable $67,590

Less: Accumulated provision for uncollectibles 5,610 61,980

Accrued utilities revenues 15,920

Due from General Fund 5,000

Materials and supplies 24,700

Total current and accrued assets $   112,465

Restricted assets:

Cash 8,790

Investments 696,000 704,790

Utility plant:

Utility plant in service 3,511,825

Less: Accumulated depreciation 543,075

Utility plant—net 2,968,750

Construction work in progress 14,300

Net utility plant 2,983,050

Other noncurrent assets:

Interfund loan to supplies fund 123,500

Total assets 3,923,805

Liabilities

Current liabilities:

Accounts payable 38,000

Taxes accrued 300

Tax collection payable 1,750

Total current liabilities 40,050

Liabilities payable from restricted assets:

Customer deposits 22,765

Long-term liabilities:

Revenue bonds payable (net of unamortized 
discount of $4,770) 1,745,230

Total liabilities 1,808,045

Net Assets

Invested in capital assets, net of related debt 1,237,820

Restricted for payment of debt service 682,025

Unrestricted 195,915

Total net assets $2,115,760

ILLUSTRATION 7–6
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on total cash and cash equivalents. Cash from operating activities was used to pay
employees (Entries 7 and 14). As suggested in the GASB Comprehensive Imple-
mentation Guide on reporting cash flows,9 all employee-related items (in this case
Taxes Accrued and Tax Collections Payable) have been added to the amount actually
paid to employees. Payroll taxes and fringe benefits may be included in a separate
line, called cash payments for taxes, duties, fines, and other fees or penalties, if sig-
nificant in amount. Cash paid to employees for services in the amount of $312,550
is calculated as the net cash paid directly to employees, $279,450, less $30,400 cap-
italized as Construction Work in Progress (Entry 7) plus $63,500 paid for Taxes
Accrued and Tax Collections Payable (Entry 14). Finally, cash from operating activ-
ities was used to pay suppliers (Entry 14). Although suppliers were paid $133,200
in total, only $67,200 of this amount applied to operating activities.

The section Cash Flows from Capital and Related Activities in Illustration 7–8
shows two uses of cash. The first item, acquisition and construction of capital assets,
is calculated as the sum of $30,400 (Entry 7) and $66,000 (Entry 14 where amounts
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TOWN OF BRIGHTON
Water Utility Fund

Statement of Revenues, Expenses, and Changes in Fund Net Assets
For the Year Ended December 31, 2011

Utility operating revenue:

Sales of water (net of $3,980 for uncollectible accounts) $  723,140

Operating expenses:

Source of supply expenses $ 26,200

Pumping expenses 36,700

Water treatment expenses 41,500

Transmission and distribution expenses 89,250

Customer account expenses 96,550

Sales expenses 17,250

Administrative and general expenses 83,150

Depreciation expense 102,750

Payment in lieu of taxes 25,000

Total operating expenses 518,350

Utility operating income 204,790

Nonoperating income and deductions:

Interest and dividend revenue (44,500)

Interest on long-term debt 92,630

Total nonoperating income and deductions 48,130

Income before contributions 156,660

Capital contributions from customers 7,000

Change in net assets 163,660

Total net assets, January 1, 2011 1,952,100

Total net assets, December 31, 2011 $2,115,760

ILLUSTRATION 7–7

9 Governmental Accounting Standards Board, Comprehensive Implementation Guide—2008 (Norwalk,
CT, 2008), 2.29.2.
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TOWN OF BRIGHTON WATER UTILITY FUND
Statement of Cash Flows

For the Year Ended December 31, 2011

Cash Flows from Operating Activities:

Cash received from customers $680,000

Cash provided from customer deposits 1,205

Cash paid to employees for services (312,550)

Cash paid to suppliers (67,200)

Net cash provided by operating activities 301,455

Cash Flows from Capital and Related Financing Activities:

Acquisition and construction of capital assets (96,400)

Interest paid on long-term bonds (105,000)

Net cash used for capital and related financing activities (201,400)

Cash Flows from Investing Activities:

Interest and dividend income 44,500

Purchases of restricted investments (140,000)

Interfund loan (123,500)

Net cash used for investing activities (219,000)

Net decrease in cash and cash equivalents (118,945)

Cash and cash equivalents—January 1, 2011 132,600

Cash and cash equivalents—December 31, 2011 $  13,655

Reconciliation of Cash and Cash Equivalents to the Statement of Net Assets

End Beginning
of Year of Year

Cash and cash equivalents in current and accrued assets $    4,865 $126,000

Restricted cash and cash equivalents 8,790 6,600

Total cash and cash equivalents $  13,655 $132,600

Reconciliation of Utility Operating Income to Net Cash Provided by Operating Activities

Utility operating income $204,790
Adjustments:

Depreciation expense $102,750

Increase in accounts payable 4,800

Increase in accrued liabilities 2,050

Decrease in customer deposits (935)

Decrease in inventories 4,000

Increase in interfund receivables (5,000)

Increase in accrued receivables (1,120)

Decrease in customer accounts receivable 4,120

Customer advances applied to customer receivables (14,000)

Total adjustments 96,665

Net cash provided by operating activities $301,455

ILLUSTRATION 7–8
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recorded in Entry 6 were paid). The other item, interest paid on long-term bonds,
reflects bond interest in the amount of $105,000 paid in cash (Entry 8).

The Cash Flows from Investing Activities section shows cash provided by interest
and dividend income (Entry 16a), cash used to purchase investments (Entry 18a),
and cash used to acquire an interfund loan (Entries 2 and 19).

As shown in Illustration 7–8, two reconciliations are required. The first reconcilia-
tion is necessary because the Town of Brighton’s Statement of Cash Flows reports
changes in total cash and cash equivalents, whereas the statement of net assets shows
two components of cash and cash equivalents: that included in Current and Accrued
Assets and that included in Restricted Assets, respectively.10 GASB standards also
require a reconciliation of operating income to net cash provided by operating activities.

External Financial Reporting of Enterprise Funds
As shown in Illustrations A1–1 and A1–2, the totals for all enterprise funds, with
interfund transactions between enterprise funds eliminated, are reported in the
Business-type Activities columns of the government-wide financial statements.
Governments must also prepare three fund financial statements for their major enter-
prise funds (see the Glossary for a definition of major funds) and the total of their
internal service funds. These statements are the statement of net assets (or balance
sheet), statement of revenues, expenses, and changes in fund net assets, and statement
of cash flows. Illustrative proprietary fund statements are presented in Illustrations
A1–7, A1–8, and A1–9. As those statements show, a separate column is provided for
internal service funds. The amounts shown in this column are the totals for all internal
service funds, since major fund reporting does not apply to the internal service funds.

Regulatory Accounting Principles (RAP)
Investor-owned utilities, as well as governmentally owned utilities in some states, are
required to report in a prescribed manner to state regulatory commissions. Electric and
certain other utilities subject to the Federal Power Act must also file reports with the
FERC. As mentioned in footnote 6, both NARUC and FERC prescribe charts of
accounts and uniform financial statement formats for reporting to regulatory agencies.
Even though the Town of Brighton follows GAAP rather than regulatory accounting
principles (RAP) in preparing its financial statements, the town uses some of the chart
of accounts and some of the financial statement captions provided in regulatory pub-
lications. The illustrative financial statements shown earlier in this chapter are typical
of those for water funds included in comprehensive annual financial reports.

For utilities that are required to report to a state rate regulatory commission or
the FERC, accounting and reporting procedures under RAP are quite different from
GAAP. Because plant assets and long-term debt are customarily a dominant share of
the total assets and total debt of utilities and current assets and current liabilities are
relatively insignificant in amount, the regulatory balance sheet format displays plant
assets before current assets and long-term debt before current liabilities. In Illustra-
tion 7–5, for example, Utility Plant—Net amounts to almost 79 percent of total
assets, and long-term debt is almost 96 percent of total debt.

Under regulatory reporting, Utility Plant in Service is stated at original cost. Orig-
inal cost is a regulatory concept that differs from historical cost, a concept com-
monly used in accounting for assets of nonregulated businesses. In essence,
historical cost is the amount paid for an asset by its present owner. In contrast,
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10 Ibid., 2.31.1.
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original cost is the cost to the owner who first devoted the property to public service.
When a regulated utility purchases plant assets from another utility, it must record in
its accounts the amounts shown in the accounts of the seller for the utility plant pur-
chased and for the related accumulated depreciation. Any premium paid by the present
owner over and above such cost less depreciation is in the general nature of payments
for goodwill by nonutility enterprises. But utilities enjoy monopoly privileges and are
subject to corresponding restrictions. One of the restrictions is that earnings shall not
exceed a fair rate of return. Since goodwill is the capitalized value of excess earnings,
utilities can have no goodwill (in the accounting sense). Premium on plant purchased
is therefore accounted for as Utility Plant Acquisition Adjustments. The amount of
acquisition adjustment capitalized is amortized over a period of time determined by the
appropriate regulatory body; accumulated amortization is disclosed in the Accumulated
Provision for Amortization of Utility Plant Acquisition Adjustments account.

For construction work in progress the Uniform System of Accounts for water,
sewer, gas, and electric utilities published by NARUC contains a section on Utility
Plant Instructions that, among other items, specifies the components of construction
cost. Generally, the components are in agreement with those listed in any interme-
diate accounting text. One item long recognized in utility accounting and accepted
by the FASB is the Allowance for Funds Used during Construction (AFUDC).11

AFUDC includes the net cost for the period of construction of borrowed funds
used for construction purposes and a reasonable rate on other funds so used. Thus,
interest paid, accrued, or imputed during the period of construction of a utility plant
asset is included as a cost of the asset. Interest paid or accrued, known as the debt
component of AFUDC, is deducted from Interest on Long-term Debt in the Other
Income and Deductions section of the utility’s operating statement. This practice
accomplishes two things: (1) It discloses to financial statement readers the amount
of interest that was capitalized during the year and (2) it reduces the reported inter-
est expense, thus increasing reported net income for the period (presumably slowing
down utilities’ requests for rate increases). If construction is financed, in part, by use
of resources generated by operations of the utility, regulatory authorities allow inter-
est to be imputed on these “equity” funds and capitalized. Since imputed interest is
not viewed by accountants as an expense, it is offset by reporting the equity com-
ponent of AFUDC as nonoperating income.

Other asset sections of balance sheets prepared in the regulatory format are Other
Property and Investments and Deferred Debits. One item usually reported in the for-
mer section is Special Funds, which is similar to the Restricted Assets section of the
GAAP–format statement of net assets shown in Illustrations 7–5 and 7–6. Thus, as
mentioned previously, Other Property and Investments is broader in scope than
Restricted Assets and may contain items other than restricted assets. One item typi-
cally reported under the Deferred Debits caption is Unamortized Debt Discount and
Expense, which under GAAP is reported as an offset to the related long-term debt.

Accounting for Nonutility Enterprises
Early in this chapter it was stressed that each governmentally owned enterprise
should follow the accounting and financial reporting standards developed for

11 Financial Accounting Standards Board, Statement of Financial Accounting Standards No. 71,
“Accounting for the Effects of Certain Types of Regulation” (Norwalk, CT, 1982), par. 15, as
amended by Statement of Financial Accounting Standards No. 90 (Norwalk, CT, 1986), par. 8, and
Statement of Financial Accounting Standards No. 92 (Norwalk, CT, 1987), pars. 8 and 9.
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investor-owned enterprises in the same industry. Generally, the standards developed
by the Financial Accounting Standards Board and its predecessors have been
accepted by the GASB as applying to internal service funds and enterprise funds.12

Consequently, sections earlier in this chapter that discuss generally accepted account-
ing principles applicable to internal service funds apply equally to enterprise funds
accounting for activities other than utilities.

Accounting for Municipal Solid Waste Landfills
According to Environmental Protection Agency (EPA) estimates, there are approxi-
mately 1,750 municipal solid waste landfills (MSWLFs) in the United States.13 An
EPA Rule, “Solid Waste Disposal Facility Criteria” (40 Code of Federal Regulations,
parts 257 and 258), establishes certain closure requirements for MSWLFs and
imposes stringent criteria for location, design, and operation of landfills, groundwa-
ter monitoring and corrective action, postclosure care, and financial assurance. State
governments are assigned primary responsibility for implementing and enforcing the
EPA rule and may increase or reduce its provisions based on site conditions exist-
ing within their states.

MSWLF owners and operators may incur a variety of costs both during the period
of operation and after closure. These costs include the equipment and facilities
(including final covering of the MSWLF upon closure) and services for such items
as postclosure maintenance and monitoring for a period of 30 years after closure.
The EPA requires owners and operators to estimate in detail the current dollar cost
of hiring a third party to close the largest area of an MSWLF expected to require a
final cover and to care for the MSWLF over the 30-year postclosure period. Each
year the closure and postclosure cost estimates must be adjusted for inflation and
revised as necessary to reflect changes in plans or conditions. Owners and operators
of MSWLFs must provide assurances that adequate financial resources will be avail-
able to cover the estimated costs of closure, postclosure care, and remediation or
containment of environmental hazards when the landfill has been filled to capacity.
Several forms of financial assurance are acceptable, including third-party trusts,
surety bonds, letters of credit, insurance, or state-sponsored plans.

GASB standards provide guidance both for measuring and reporting estimated
total closure and postclosure costs. Although the detailed cost estimation procedures
are beyond the scope of this chapter, reporting requirements for MSWLFs that use
proprietary fund accounting are described briefly. An expense and a liability should
be recognized each period for a portion of the estimated total current cost of MSWLF
closure and postclosure care. The portion of total cost to be recognized is based on
the units-of-production method so that estimated total current cost is assigned to peri-
ods on the basis of landfill usage rather than the passage of time. Recognition begins
in the period in which the MSWLF first accepts solid waste and continues each
period until closure. For example, a town opens a landfill and estimates that the capac-
ity of the landfill is 4,000,000 cubic yards. Once capacity is reached, the town cur-
rently estimates that it will cost $9,500,000 to close and care for the landfill after
closure. Based on the GASB guidance, the estimated closure and postclosure cost
for the first year would be $190,000, if 80,000 cubic yards of capacity is used in
the first year. The journal entry to record the estimated cost would be:

Chapter 7 Accounting for the Business-type Activities of State and Local Governments 287

12 See footnote 5.
13 United States Environmental Protection Agency, “Municipal Solid Waste Generation, Recycling, and
Disposal in the United States: Facts and Figures for 2006,” (Washington, D.C., 2007), Figure 7.
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Estimated total closure and postclosure costs should be reevaluated each year during
operation of the landfill, and the cumulative effect of changes in the estimated costs,
if any, should be reported in the period of the change. Costs of equipment, facilities,
services, or final cover acquired during the period are reported as a reduction of the
accrued liability, not as capital assets. Equipment and facilities installed prior to com-
mencement of operation of the landfill should be fully depreciated by the closure date.

Assets held by third-party trustees or in surety standby trusts to meet financial assur-
ance requirements should be reported as “amounts held by trustee” in the Restricted
Assets section of the statement of net assets and as net assets restricted for closure and
postclosure costs. Earnings on such investments should be reported as revenue.

GASB standards also provide guidance for reporting of MSWLFs in governmen-
tal fund types or by other entities such as colleges and universities. Accounting for
MSWLFs in the General Fund, for example, requires that an expenditure and a fund
liability be reported for the current closure and postclosure costs to the extent that
an accrued liability would be settled with available fund resources; any remaining
liability would be reported in the Governmental Activities column at the government-
wide level, as discussed in Chapter 6. Regardless of the fund type or entity report-
ing the MSWLF activities, GASB standards require the following note disclosures.14

1. The nature and source of landfill closure and postclosure care requirements (fed-
eral, state, or local laws or regulations).

2. The recognition of a liability for closure and postclosure care costs based on land-
fill capacity used to date.

3. The reported liability for closure and postclosure care at the balance sheet date
(if not apparent from the financial statements) and the estimated total current cost
of closure and postclosure care remaining to be recognized.

4. The percentage of landfill capacity used to date and approximate remaining land-
fill life in years.

5. How closure and postclosure care financial assurance requirements, if any, are
being met. Also, any assets restricted for payment of closure and postclosure care
costs (if not apparent from the financial statements).

6. The nature of the estimates and the potential for changes due to inflation or defla-
tion, technology, or applicable laws or regulations.

The costs of improving landfills to meet increased EPA standards, providing
financial assurance, and complying with accounting and reporting requirements can
be significant for many governments.

Required Segment Information
As with investor-owned enterprises, governments are required to disclose segment
information related to certain enterprise funds.15 The GASB defines a segment as an
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Debits Credits

Provision for Landfill Closure and Postclosure  . . . . . . . . . . . . . . . . 190,000

Accrued Landfill Closure and Postclosure Liability  . . . . . . . . . . . . 190,000

14 GASB, Codification, Sec. L10.115.
15 Segment reporting is also required for a stand-alone entity that has one or more bonds or other
debt instruments outstanding, with a revenue stream pledged to support the debt. (GASB, Codifica-
tion, Sec 2500.101.)
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identifiable activity or group of activities within the enterprise fund. Within an enter-
prise fund, only those segments with one or more bonds or other debt instruments
outstanding, and with a revenue stream pledged to support the debt, are subject to
segment disclosure requirements. Additionally, segment disclosure is not required if
the enterprise fund is both a segment (only one identifiable activity or group of activ-
ities) and is reported as a major fund.

In reporting segment information, emphasis is placed on identifiable streams of
revenues pledged for the support of revenue bonds along with related expenses,
gains, losses, assets, and liabilities of the same activity. Disclosure requirements for
segments are met by presenting condensed financial information in the notes. The
condensed statement of net assets should provide information on total assets, total
liabilities, and total net assets (by net asset type). The condensed statement of rev-
enues, expenses, and changes in fund net assets should identify major sources of
operating revenues, operating expenses, operating net income, nonoperating revenues
and expenses, along with any capital contributions, special or extraordinary items,
and transfers. At the bottom of the condensed statement of revenues, expenses, and
changes in fund net assets, the change in net assets should be shown, along with
beginning and ending net asset balances. The GASB’s format for the statement of
cash flows should be followed when presenting the required condensed statement of
cash flows for the segment.
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7–1. Explain the reporting requirements for internal service funds and enterprise
funds.

7–2. When would a city establish an internal service fund? An enterprise fund?
7–3. A member of the city commission insists that the city’s internal service fund

prepare and submit a budget for commission approval. The commissioner
argues that it is only through the budget that the commissioners will be able
to ensure control over the internal service fund. Do you agree or disagree with
the commissioner’s argument? Explain your answer.

7–4. How does GASB reporting of uncollectible accounts for governmental funds
and proprietary funds differ from the reporting of uncollectible accounts under
FASB standards?

Selected
References

Questions
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7–5. What is the purpose of the Restricted Assets section of an enterprise fund
statement of fund net assets? Provide examples of items that might be reported
in the Restricted Assets section.

7–6. Explain how capitalization of interest costs differs for enterprise funds as
opposed to governmental funds.

7–7. How does the statement of cash flows under GASB standards differ from the
statement of cash flows under FASB standards?

7–8. What are regulatory accounting principles and how do they relate to enter-
prise fund accounting?

7–9. Explain the difference between operating revenues/expenses and nonoperating
revenues/expenses. Why does the GASB require that operating revenues/
expenses be reported separately on proprietary statements of revenues, expenses,
and changes in fund net assets?

7–10. What is meant by “segment information for enterprise funds”? When is the
disclosure of segment information required?

7–1 Building Maintenance Fund. The balance sheet and statement of revenues,
expenditures, and changes in fund balance for the Building Maintenance
Fund, an internal service fund of Coastal City, are reproduced here. No fur-
ther information about the nature or purposes of this fund is given in the
annual report.
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COASTAL CITY BUILDING MAINTENANCE FUND
Balance Sheet

As of December 31, 2011

Assets

Assets:

Cash and investments $152,879

Accounts receivable 2,116

Inventory 779,000

Prepaid expenses 19,854

Total assets $953,849

Liabilities and Fund Equity

Liabilities:

Accounts payable $ 35,675

Other accrued liabilities 109,099

Accrued annual leave 227,369

Total liabilities 372,143

Fund equity:

Fund balance 581,706

Total liabilities and fund equity $953,849

Cases
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Required

a. Assuming that the Building Maintenance Fund is an internal service fund,
discuss whether the financial information is presented in accordance with
GASB standards.

b. If you were the manager of a city department that uses the services of the
Building Maintenance Fund, what would you want to know in addition to the
information disclosed in the financial statements?

7–2 Internal Service Fund. Jaffry County operates a Risk Management Pool as an
internal service fund. The Risk Management Pool provides the insurance function
for the county departments through the purchase of insurance policies and the
investing of resources to cover uninsured losses and deductibles. The Risk Man-
agement Pool assesses the other funds of the county for the service it provides. In
turn, the funds submit claims for any losses incurred to the Risk Management Pool.

Recently, the Jaffry County office building suffered fire damage that required ex-
tensive repairs. The county upgraded the materials used when repairing the building,
thus extending the life of the building. The General Fund submitted all repair claims
(invoices) to the Risk Management Pool, and all but $100,000 of the claims were cov-
ered by insurance. The Risk Management Pool covered the $100,000 in uninsured
claims. Rather than reimbursing the General Fund for the claims, the Risk Manage-
ment Pool paid the invoices. As a result, the Risk Management Pool not only recorded
debits related to the expenses for the building repairs, but it also recorded debits to a
Building account for those costs that added to the office building’s useful life. Never
before has the Risk Management Pool recognized capital assets in its financial state-
ments, since it is not an objective of the Risk Management Pool to hold capital assets.*

Required

a. How would the General Fund and the Risk Management Pool record the
assessments made by the Risk Management Pool for the services provided?

COASTAL CITY BUILDING MAINTENANCE FUND
Statement of Revenues, Expenditures,

and Changes in Fund Balance
Year Ended December 31, 2011

Revenues:

Billings to departments $10,774,781

Miscellaneous 100,344

Total billings 10,875,125

Expenditures:

Salaries and employee benefits 3,353,413

Supplies 3,409,096

Operating services and charges 495,143

Maintenance and repairs 3,536,443

Total expenditures 10,794,095

Excess of revenues over expenditures 81,030

Fund balance—January 1, 2011 500,676

Fund balance—December 31, 2011 $     581,706
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*The authors are indebted to Leanne Emm and Kathleen Askelson for providing the information from
which this case was adapted.

wiL79603_ch07_255-304.qxd  12/22/08  16:43  Page 291



b. How would the assessments be recorded at the government-wide level?
c. When reporting at the government-wide level, does it make a difference

whether the Risk Management Pool or the General Fund reports the increase
in the value of the county office building? Explain your answer.

d. Since it is not an objective of the Risk Management Pool to hold capital
assets and since the Jaffry County office building is a general capital asset,
the county would like to remove the Building account from the Risk Man-
agement Pool’s ledger. What journal entry(ies) would you recommend to
remove the Building account from the Risk Management ledger? Justify
your answers.

7–3 Mass Transit System. The City of Dixon operates a mass transit system (DTS)
consisting of a network of bus and trolley routes. The following information is pro-
vided about the operations and financing of the mass transit system.*
1. Operating revenues for the most recent fiscal year amounted to $549,420;

operating expenses for the same year amounted to $1,011,843. Operating
revenues have covered only 45 to 50 percent of operating expenditures since
DTS was established five years ago.

2. The operating deficit (from part 1) of $462,423 was financed jointly by
$362,423 from the city’s General Fund and $100,000 in operating grants from
the Urban Mass Transit Administration (UMTA). Capital contributions over
the past five years have amounted to $3,334,286 divided about evenly between
the city and capital grants from the UMTA.

3. Transit system managers have been pressured at times by city officials to in-
crease bus and trolley fares but are strongly opposed because they believe DTS
ridership would drop significantly. Advocates for disadvantaged groups have also
lobbied hard to keep the current fares. Thus, for at least the next several years, the
city plans to provide an annual operating subsidy to DTS to cover its operating
deficit, less any operating grants received from UMTA or other sources.

4. Until now the accounting and reporting for DTS has been as an enterprise fund
of the city. The city finance director and the head of the mass transit system
would like to continue to use enterprise fund accounting; however, influential
members of the finance committee of the city council are insisting that, since
DTS is never expected to break even, it should use special revenue fund
accounting. Changing to a special revenue fund also means that DTS will
require council-approved appropriations for its expenditures.

Required

a. Develop an argument for retaining enterprise fund accounting.
b. Develop an argument for adopting special revenue fund accounting.
c. How would GASB require the transit system to be reported?

7–1 Examine the CAFR. Utilizing the comprehensive annual financial report (CAFR)
obtained for Exercise 1–1, follow these instructions:
a. Internal Service Funds.

(1) Use of Funds. What activities of the government are reported as being
administered by internal service funds? (Note: Working capital funds,
revolving funds, industrial funds, and intragovernmental service funds
are other names used for funds of the type discussed in Chapter 7.) If
internal service funds are not used by the reporting entity, does the report
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disclose how financing and accounting for activities such as purchasing,
motor pools, printing, data processing, and other activities commonly
used by more than one fund are handled? Does the report state the basis
of accounting used for the internal service funds? Is the accounting for
all funds in this category on the same basis? If so, is the financial state-
ment presentation consistent with the stated basis? If the basis of account-
ing is not stated, analyze the statements to determine which basis is
used—accrual, modified accrual, or cash basis.

(2) Fund Disclosure. In the balance sheet(s) or statement(s) of net assets dis-
playing information for the internal service fund(s), are assets classified
in accord with practices of profit-seeking businesses, or are current, cap-
ital, and other assets not separately displayed? If there are receivables
other than from other funds or other governments, are allowances for esti-
mated uncollectibles provided? Are allowances for depreciation deducted
from related capital asset accounts?

Are current liabilities and long-term debt properly distinguished in the
balance sheet? Are long-term loans from other funds properly distinguished
from capital contributions received from other funds?

Are budgetary accounts (Estimated Revenues, Appropriations, Encum-
brances) used by the internal service funds? From what sources were rev-
enues actually obtained by each internal service fund? How are costs and
expenses of each fund classified? Are noncash expenses, such as deprecia-
tion, separately disclosed? Do the revenues of each fund exceed the costs
and expenses of the period? Compute the net income (or net loss) of each
fund in this category as a percentage of its operating revenue for the period.
Does the net income (or net loss) for any fund exceed 5 percent of operat-
ing revenues? If so, do the statements or the accompanying notes explain
how the excess is being used or how the deficiency is being financed?

(3) Statement of Cash Flows. Is a statement of cash flows presented for inter-
nal service funds? If so, how does the cash provided by operations shown
in this statement relate to the revenues and expenses shown in the state-
ment of revenues, expenses, and changes in net assets, or other similarly
titled operating statement? Are cash flows from financing activities pre-
sented separately for noncapital- and capital-related activities? Is there a
section for cash flows from investing activities?

(4) Government-wide Financial Statements. Is there a column for business-
type activities on the statement of net assets and statement of activities?
Is there any evidence that the internal service fund account balances were
collapsed into the Governmental Activities column? If enterprise funds
are the predominant participants in the internal service fund, do you see
evidence that the internal service fund balances are reported in the Busi-
ness-type Activities column of the government-wide statements?

b. Enterprise Funds.
(1) Use of Funds. What activities of the government are reported as being

administered by enterprise funds? Does the government own and operate
its water utility? Electric utility? Gas utility? Transportation system? Are
combining statements presented in the financial section of the CAFR
for all enterprise funds, or are separate statements presented for each
enterprise fund? Do all enterprise funds use accrual accounting? Are all
funds in this category earning revenues at least equal to costs and
expenses? If not, how is the operating deficit being financed? What

Chapter 7 Accounting for the Business-type Activities of State and Local Governments 293

wiL79603_ch07_255-304.qxd  12/22/08  16:43  Page 293



sources furnished the original investment in fund assets? Do the notes
include segment information on individual enterprise funds where applic-
able (see “Required Segment Information” section of this chapter)?

Are sales to other funds or other governments separately disclosed?
Are there receivables from other funds or other governments? How are
receivables from component units, if any, disclosed? Is there any evidence
that enterprise funds contribute amounts to the General Fund in lieu of
taxes to help support services received by the enterprise? Is there any evi-
dence that enterprise funds make excessively large contributions to the
General Fund or any other funds?

(2) Utility Funds. Is it possible to tell from the report whether utilities of this
government are subject to the same regulations as investor-owned utili-
ties in the same state? (If the utility statements use account titles pre-
scribed by the NARUC and the FERC, as described in this chapter, there
is a good chance that the governmentally owned utilities are subject to at
least some supervision by a state regulatory agency.) What rate of return
on sales (or operating revenues) is being earned by each utility fund?
What rate of return on total assets is being earned by each utility fund?

Is depreciation taken on the utility plant? Are accounting policies and
accounting changes properly disclosed? If so, what method of deprecia-
tion is being used? Does each utility account for its own debt service and
construction activities in the manner described in this chapter? What spe-
cial funds or restricted assets are utilized by each utility?

(3) Nonutility Enterprise Funds. Is the accounting for nonutility enterprise
funds the same as investor-owned enterprises in the same industries? (In
order to answer this, you may need to refer to publications of trade asso-
ciations or to handbooks or encyclopedias of accounting systems found
in business libraries.) If you cannot find information about investor-
owned counterparts of the governmental nonutility enterprise funds, do
the statements of the latter provide evidence that generally accepted
accounting principles devised for profit-seeking businesses were used?

(4) Government-wide Financial Statements. What proportion of the net assets
of the business-type activities are reported as invested in capital assets,
restricted, and unrestricted? Were the business-type activities profitable;
that is, did revenues exceed expenses?

7–2 Multiple Choice. Choose the best answer.

1. Which of the following correctly states the role of budgeting in proprietary
funds?
a. Proprietary fund managers should ensure that a valid appropriation exists

before providing goods or services to other funds or departments of the
same government.

b. Proprietary fund managers should have discretion to operate within a flex-
ible budget consistent with pricing and other policies established by the
legislative body.

c. To ensure that appropriations are not overspent, all proprietary funds
should use encumbrance procedures.

d. Expenditures from proprietary funds should not be made unless there is a
valid appropriation authorizing the expenditure.

2. Which of the following would most likely be accounted for in an internal ser-
vice fund?
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a. City golf courses.
b. The city’s investments, which are pooled with the county’s and the school

district’s investments.
c. An asphalt plant used to supply the asphalt needed to resurface the city’s

streets.
d. Proceeds from an endowment that are used to maintain the city’s cemeteries.

3. The Computer Services Department operates as an internal service fund. It
has billed the Parks and Recreation Department $3,000 for the services pro-
vided by its computer technicians. How would this be shown at the govern-
ment-wide level?
a. It would be an increase in governmental activities expenses of $3,000.
b. It would be an increase in governmental activities internal balances of

$3,000.
c. It would be an increase in business-type activities revenues of $3,000.
d. There would be no increase in governmental activities.

4. The City of Jenkins operates a central motor pool as an internal service fund
for the benefit of the city’s other funds and departments. In 2011, this fund
billed the Community Services Department $30,000 for vehicle rentals. What
account should the internal service fund use to record these billings?
a. Interfund Transfers In.
b. Interfund Exchanges.
c. Billings to Departments.
d. Cost of Providing Rentals to Other Funds and Units.

5. Which of the following events would generally be classified as nonoperating on
an enterprise fund’s statement of revenues, expenses, and changes in net assets?
a. Billing other funds of the same government for services.
b. Loss on the sale of a piece of equipment.
c. Depreciation expense.
d. Administrative expense.

6. During 2011 Darden City reported the following operating receipts from self-
sustaining activities paid by users of the services rendered:

Operations of water supply plant $4,000,000
Operations of transit system 800,000

What amounts should be reported as operating revenues of Darden’s enter-
prise funds?
a. $4,800,000.
b. $4,000,000.
c. $800,000.
d. $0.

7. Under GASB standards, which of the following events would be classified as
an investing activity on a proprietary fund’s statement of cash flows?
a. Interest earned on certificates of deposit held by the proprietary fund.
b. Purchase of equipment for use by the proprietary fund.
c. Grant received to construct a building that will be used by the proprietary

fund.
d. All of the above would be considered investing activities for reporting

purposes.
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8. The proceeds of tax-supported bonds issued for the benefit of an enterprise
fund and being serviced by a debt service fund:
a. Should not be reported by the enterprise fund at all.
b. Should be reported in the notes to enterprise fund statements but not in

the body of any of the statements.
c. Should be reported in the enterprise fund as long-term debt.
d. Should be reported in the enterprise fund as a contribution or interfund

transfer in the statement of revenues, expenses, and changes in net assets.

9. During the year an enterprise fund purchased $230,000 worth of equipment.
The equipment was acquired with a cash down payment of $23,000 and a
$207,000 loan. What is the net effect of this transaction on the net asset
accounts of the enterprise fund?
a. Invested in capital assets, net of related debt is increased by $23,000.
b. Invested in capital assets, net of related debt is increased by $230,000.
c. Invested in capital assets, net of related debt is increased by $207,000.
d. Invested in capital assets, net of related debt is decreased by $207,000.

10. The financial statements required by GASB for a proprietary fund are:
a. Balance sheet and statement of revenues, expenditures, and changes in

net assets.
b. Balance sheet; statement of revenues, expenditures, and changes in fund

balance; statement of cash flows.
c. Statement of net assets; statement of revenues, expenses, and changes in

fund net assets; statement of cash flows.
d. Balance sheet and statement of revenues, expenses, and changes in

retained earnings.
7–3 Central Duplicating Internal Service Fund. As of September 30, 2010, the

Central Duplicating Fund of the Town of Fredericksburg had the following post-
closing trial balance:

Debits Credits

Cash $  15,000
Due from Other Funds 20,200
Service Supplies Inventory 35,300
Machinery and Equipment 300,000
Allowance for Depreciation $  90,000
Due to Federal Government 1,500
Due to Other Funds 800
Accounts Payable 12,700
Net Assets—Invested in Capital Assets 210,000
Net Assets—Unrestricted 55,500

$370,500 $370,500

During the fiscal year ended September 30, 2011, the following transactions
(summarized) occurred:
1. Employees were paid $290,000 wages in cash; additional wages of $43,500

were withheld for federal income and social security taxes. The employer’s
share of social security taxes amounted to $23,375.

2. Cash remitted to the federal government during the year for withholding
taxes and social security taxes amounted to $65,500.
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3. Utility bills received from the Town of Fredericksburg’s Utility Fund during
the year amounted to $23,500.

4. Office expenses paid in cash during the year amounted to $10,500.
5. Service supplies purchased on account during the year totaled $157,500.
6. Parts and supplies used during the year totaled $152,300 (at cost).
7. Charges to departments during the fiscal year were as follows:

General Fund $308,700
Street Fund 279,300

8. Unpaid balances at year-end were as follows:

General Fund $10,000
Street Fund 20,000

9. Payments to the Utility Fund totaled $21,800.
10. Accounts Payable at year-end amounted to $13,250.
11. Annual depreciation rate for machinery and equipment is 10 percent.
12. Revenue and expense accounts for the year were closed.

Required

a. Prepare a statement of revenues, expenses, and changes in net assets for the year.
b. Comment on the evident success of the pricing policy of this fund, assuming

that user charges are intended to cover all operating expenses, including
depreciation, but are not expected to provide a net income in excess of 3 per-
cent of billings to departments.

c. Prepare a statement of net assets for the Central Duplicating Fund as of Sep-
tember 30, 2011.

d. Prepare a statement of cash flows for the Central Duplicating Fund for the
year ended September 30, 2011.

7–4 Central Garage Internal Service Fund. The City of Ashville operates an inter-
nal service fund to provide garage space and repairs for all city-owned-and-oper-
ated vehicles. The Central Garage Fund was established by a contribution of
$300,000 from the General Fund on July 1, 2008, at which time the land and build-
ing were acquired. The post-closing trial balance at June 30, 2010, was as follows:

Debits Credits

Cash $110,000
Due from Other Funds 9,000
Inventory of Supplies 90,000
Land 50,000
Building 250,000
Allowance for Depreciation—Building $ 20,000
Machinery and Equipment 65,000
Allowance for Depreciation—

Machinery and Equipment 12,000
Vouchers Payable 31,000
Net Assets—Invested in Capital Assets 333,000
Nets Assets—Unrestricted 178,000

$574,000 $574,000
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The following information applies to the fiscal year ended June 30, 2011:
1. Supplies were purchased on account for $92,000; the perpetual inventory

method is used.
2. The cost of supplies used during the year ended June 30, 2011, was $110,000.

A physical count taken as of that date showed materials and supplies on hand
totaled $72,000 at cost.

3. Salaries and wages paid to employees totaled $235,000, including related
costs.

4. Billings totaling $30,000 were received from the enterprise fund for utility
charges. The Central Garage Fund paid $27,000 of the amount owed.

5. Depreciation of the building was recorded in the amount of $10,000; depre-
ciation of the machinery and equipment amounted to $9,000.

6. Billings to other departments for services provided to them were as follows:

General Fund $270,000
Special Revenue Fund 37,000
Water and Sewer Utility Fund 90,000

7. Unpaid interfund receivable balances were as follows:

6/30/10 6/30/11
General Fund $2,500 $3,000
Special Revenue Fund 3,500 7,000
Water and Sewer Utility Fund 3,000 2,000

8. Vouchers payable at June 30, 2011, were $16,000.
9. For June 30, 2011, closing entries were prepared for the Central Garage Fund

(ignore government-wide closing entry).

Required

a. Assume all expenses at the government-wide level are charged to the Gen-
eral Government function. Prepare journal entries to record all of the trans-
actions for this period in the Central Garage Fund accounts and in the
governmental activities accounts.

b. Prepare a statement of revenues, expenses, and changes in net assets for the
Central Garage Fund for the period ended June 30, 2011.

c. Prepare a statement of net assets for the Central Garage Fund as of June
30, 2011.

d. Explain what the Central Garage Fund would need to report at the govern-
mental activities level, and where the information would be reported.

7–5 Net Asset Classifications. During the past year, Oak City had a number of trans-
actions that impacted net asset classifications of its produce market, which is
operated as an enterprise fund. All nominal accounts for the period have been
closed to unrestricted net assets. For reporting purposes, the city’s finance direc-
tor is trying to update the net asset categories to properly reflect current bal-
ances in each of the three net asset categories based on the following transaction
information.
1. For the year, depreciation expense totaled $534,000.
2. During the year a piece of equipment with a carrying value of $2,610 was

sold for its carrying value.

298 Part One State and Local Governments

wiL79603_ch07_255-304.qxd  12/22/08  16:43  Page 298



3. During the year $1,000,000 in deferred serial bonds was issued to construct
a building to house the produce market. At the end of the year, construction
work in progress for the building totaled $948,000. It is expected the build-
ing will be completed at the beginning of the next year.

4. To retire the $1,000,000 deferred serial bonds, $25,000 cash was placed in a
sinking fund.

5. A $5,000 principal payment was made on a capital lease.

Required

To assist the finance director you have been asked to provide a journal entry for
each of the above five items. Your journal entries should indicate the effect of
each item on the net asset categories—invested in capital assets, net of related
debt; restricted; and unrestricted.

7–6 Parking Facilities Fund. The City of Dalton accounts for its parking facilities
as an enterprise fund. For the year ended December 31, 2011, the pre-closing
trial balance for the Parking Facilities Fund is provided.

Debits Credits

Cash & Cash Equivalents $     869,168
Accounts Receivable 3,607
Allowance for Uncollectible Accounts $             72
Restricted Cash & Cash Equivalents 993,322
Land 3,021,637
Buildings and Equipment 23,029,166
Accumulated Depreciation 5,623,315
Accounts & Accrued Payables 312,830
6-month Note Payable 360,000
Bonds Payable 15,579,325
Net Assets—Invested in Capital Assets,  

Net of Related Debt 4,931,749
Net Assets—Restricted 951,996
Net Assets—Unrestricted 765,893
Charges for Services 1,640,261
Interest Income 251,480
Personnel Expense 852,380
Utilities Expense 100,726
Repairs & Maintenance Expense 64,617
Supplies Expense 17,119
Depreciation Expense 578,861
Interest Expense 874,909
Interfund Transfer Out 11,409

$30,416,921 $30,416,921

Additional information concerning the Parking Facilities Fund is as follows:
1. All bonds payable were used to acquire property, plant, and equipment.
2. During the year, a principal payment of $500,000 was made to retire a portion

of the bonds payable.
3. Equipment with a carrying value of $4,725 was sold for its carrying value.
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4. Total cash received from customers was $1,640,155 and cash received for
interest and dividends was $251,480; $150,000 of this amount is restricted
cash. (Hint: This was the only change to restricted cash during the year.)

5. Cash payments included $750,828 to employees, $365,137 to vendors,
$874,909 for interest on bonded debt, and $11,409 to subsidize public works
(the General Fund).

6. The beginning balance in Accounts Receivable was $3,501, and Accounts &
Accrued Payables was $393,953.

7. The net asset categories have not been updated to reflect correct balances as
of the December 31, 2011, year-end.

Required

a. Prepare the statement of revenues, expenses, and changes in fund net assets
for the Parking Facilities Fund as of December 31, 2011.

b. Prepare the statement of net assets for the Parking Facilities Fund as of
December 31, 2011.

c. Prepare the statement of cash flows for the Parking Facilities Fund as of
December 31, 2011.

7–7 Central Station Fund. The Town of Elizabeth operates the old train station as
an enterprise fund. The train station is on the national register of historic build-
ings. Since the town has held the building for such a long time, the Central Sta-
tion Fund has no long-term debt. The only capital assets recorded by the Central
Station Fund are machinery and equipment. Businesses rent space in the build-
ing and the town provides all services related to the operation and maintenance
of the building. Following is information related to the fund’s 2011 operating
activities.
1. Rental income of $94,444 was accrued. Subsequently, cash in the amount of

$90,210 was received on accounts.
2. Cash expenses for the period included: administrative services, $25,205;

maintenance and repairs, $72,882; supplies and materials, $7,792; and utili-
ties, $30,124.

3. The Central Station Fund received a $60,000 transfer of funds from the
General Fund.

4. Adjustments were made for depreciation ($3,519) and for uncollectible
accounts ($667).

5. At the end of the period, nominal accounts were closed.
Required:

a. Prepare general journal entries to record the Central Station Fund’s operating
activities for the year.

b. Prepare a statement of revenues, expenses, and changes in fund net assets.
The net asset balance at the beginning of the period was $60,129.

c. Based on the information provided, does it appear that the Central Station
Fund is required to be recognized as an enterprise fund under GASB stan-
dards? Explain your answer.

d. Assuming you are the town’s manager, discuss your concerns about the Cen-
tral Station Fund.

7–8 Enterprise Fund Journal Entries and Financial Statements. Following is the June
30, 2010, statement of net assets for the City of Bay Lake Water Utility Fund.
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CITY OF BAY LAKE 
Water Utility Fund

Statement of Fund Net Assets 
June 30, 2010

Assets

Current assets:

Cash and investments $ 1,775,019

Accounts receivable (net of $13,367 

provision for uncollectible accounts) 306,869

Accrued utility revenue 500,000

Due from General Fund 29,311

Accrued interest receivable 82,000

Total current assets 2,693,199

Restricted assets:

Cash 9,193

Capital assets:

Land $1,780,945

Buildings (net of $3,420,000 in accumulated 

depreciation) 5,214,407

Machinery and equipment (net of 

$5,129,928 in accumulated depreciation) 8,488,395

Total capital assets (net) 15,483,747

Total Assets 18,186,139

Liabilities

Current liabilities:

Accounts payable 532,047

Accrued interest payable 131,772

Current portion of long-term debt 400,000

Total current liabilities 1,063,819

Liabilities payable from restricted assets:

Customer deposits 9,193

Long-term liabilities:

Revenue bond payable 11,600,000

Total Liabilities 12,673,012

Net Assets

Invested in capital assets, net of related debt 3,483,747

Unrestricted 2,029,380

$ 5,513,127

Chapter 7 Accounting for the Business-type Activities of State and Local Governments 301

wiL79603_ch07_255-304.qxd  12/22/08  16:43  Page 301



Required

a. For fiscal year 2011, prepare general journal entries for the Water Utility Fund
using the following information.
(1) The amount in the Accrued Utility Revenue account was reversed.
(2) Billings to customers for water usage during fiscal year 2011 totaled

$2,982,557; $193,866 of the total was billed to the General Fund.
(3) Cash in the amount of $260,000 was received. The cash was for inter-

est earned on investments and $82,000 in accrued interest.
(4) Expenses accrued for the period were: management and administration,

$360,408; maintenance and distribution, $689,103; and treatment plant,
$695,237.

(5) Cash receipts for customer deposits totaled $2,427.
(6) Cash collections on customer accounts totaled $2,943,401, of which

$209,531 was from the General Fund.
(7) Cash payments for the period were as follows: Accounts Payable,

$1,462,596; interest (which includes the accrued interest payable),
$395,917; bond principal, $400,000; machinery and equipment,
$583,425; and return of customer deposits, $912.

(8) A state grant amounting to $475,000 was received to help pay for new
water treatment equipment.

(9) Accounts written off as uncollectible totaled $10,013.
(10) The utility fund transferred $800,000 in excess operating income to the

General Fund.
(11) Adjusting entries for the period were recorded as follows: depreciation

on buildings was $240,053 and on machinery and equipment it was
$360,079; the allowance for uncollectible accounts was increased by
$14,913; an accrual for unbilled customer receivables was made for
$700,000; accrued interest income was $15,849; and accrued interest
expense was $61,406.

(12) The Revenue Bond Payable account was adjusted by $400,000 to record
the current portion of the bond.

(13) Closing entries and necessary adjustments were made to the net asset
accounts.

b. Prepare a statement of revenues, expenses, and changes in fund net assets for
the Water Utility Fund for the year ended June 30, 2011.

c. Prepare a statement of net assets for the Water Utility Fund as of June 30,
2011.

d. Prepare a statement of cash flows for the Water Utility Fund as of June 30,
2011.

7–9 Proprietary Fund Financial Statements. Von County has prepared the fol-
lowing statement of revenues, expenses, and changes in fund net assets for its
proprietary funds. The county has three enterprise funds and two internal ser-
vice funds.
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VON COUNTY
Statement of Revenues, Expenses, and Changes in Fund Net Assets 

Proprietary Funds 
for the Year Ended December 31, 2011

(amounts expressed in thousands)

Total 
Total Internal 

Enterprise Service
Funds Funds Total

Revenues

Charges for services $  61,309 $10,621 $  71,930

Investment income 1,086 59 1,145

Total Revenues 62,395 10,680 73,075

Expenses

Personnel services 24,196 5,681 29,877

Supplies and materials 11,540 3,293 14,833

Interest expense 6,904 172 7,076

Depreciation 11,213 2,076 13,289

Loss on disposal of capital assets 14 14

Interfund Transfer out 186 0 186

Total Expenses 54,053 11,222 65,275

Change in net assets 8,342 (542) 7,800

Special item—Loss on Sale (3,794) (3,794)

Net assets—January 1, 2011 288,611 3,337 291,948

Net assets—December 31, 2011 $293,159 $  2,795 $295,954

Required

The statement as presented is not in accordance with GASB standards. Identify
the errors and explain how the errors should be corrected in order to conform
with GASB standards. Along with the information in Chapter 7, Illustration A1-
8 will be helpful in identifying and correcting the errors.

7–10 Statement of Cash Flows for Proprietary Funds. From the right-hand col-
umn, choose the letter that corresponds to the section of the statement of cash
flows where the activity listed in the left-hand column would be reported.

Activities Cash Flow Section
1. Interest earned on investments A. Operating Activities
2. Grants received from the state B. Noncapital Financing Activities

for summer interns C. Capital & Related Financing
3. Payments to vendors Activities
4. Receipts from customers D. Investing Activities
5. Interest paid on construction loans
6. Sale of equipment
7. Transfers to the General Fund
8 Receipts from the General

Fund for service provided
9. Purchase of treasury notes

10. Payment of debt principal
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305

Chapter Eight

Accounting for
Fiduciary Activities—
Agency and Trust
Funds
Learning Objectives

After studying this chapter, you should be able to:

1. Explain how fiduciary funds are used to report on the fiduciary activities of a
government.

2. Distinguish among agency funds and trust funds (private-purpose, investment,
and pension).

3. Describe the uses for and characteristics of agency funds.

4. Explain the activities of and accounting and financial reporting for commonly
used agency funds.

5. Explain the purpose, creation, operation, accounting, and financial reporting for
a cash and investment pool (including an investment trust fund); a private-
purpose trust fund; and a pension trust fund.

6. Describe accounting for other post-employment benefits plans.

Fiduciary activities benefit other individuals, organizations, or governments, rather than
the reporting government. For this reason, Governmental Accounting Standards Board
(GASB) standards exclude the reporting of fiduciary activities in the government-wide
financial statements. However, fiduciary activities are reported in the fiduciary fund
financial statements, the focus of this chapter.

Fiduciary funds are used to account for those activities in which a government
holds assets as an agent or trustee. To account for these private-purpose fiduciary
activities agency funds, investment trust funds, private-purpose trust funds, and pen-
sion trust funds are used. Resources that are held in trust for the benefit of the gov-
ernment’s own programs or its citizenry should be accounted for using a
governmental fund rather than a fiduciary fund. Such public-purpose trusts should
be accounted for as special revenue funds (see Chapter 4) if the resources are expend-
able for the trust purpose or as permanent funds (see Chapter 4) if the trust princi-
pal is permanently restricted.
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In law, there is a clear distinction between an agency relationship and a trust rela-
tionship. In accounting practice, the legalistic distinctions between trust funds and
agency funds are not of major significance. The important and perhaps the sole con-
sideration from an accounting standpoint is what can and what cannot be done with
the fund’s assets in accordance with laws and other pertinent regulations. The name
of a particular fund is not a reliable criterion for determining the correct accounting
basis for trust and agency funds.

Trust funds differ from agency funds principally in degree: Trust funds often exist
over a longer period of time than an agency fund, represent and develop vested inter-
ests of a beneficiary to a greater extent, and involve more complex administration and
financial accounting and reporting. Agency funds are used only if a government holds
resources in a purely custodial capacity for others. As noted, specific accounting pro-
cedures and limitations depend on the enactment that brought about creation of a par-
ticular trust or agency fund, plus all other regulations under which it operates.
Regulations include pertinent statutes, ordinances, wills, trust indentures, and other
instruments of endowment, resolutions of the governing body, statements of purposes
of the fund, kinds and amounts of assets held, and others. This aggregate of factors
helps determine the transactions in which a fiduciary fund may and should engage.

AGENCY FUNDS

GASB standards identify agency funds as one of the four types of fiduciary funds.
Agency funds are used to account for assets held by a government acting as an
agent for one or more other governments or for individuals or private organizations.
Assets that are held in an agency fund belong to the party or parties for which the
government acts as agent. Therefore, agency fund assets are offset by liabilities equal
in amount; no fund equity exists. GASB requires agency fund assets and liabilities
to be recognized on the accrual basis. Revenues and expenses are not recognized in
the accounts of agency funds, however.

Unless use of an agency fund is mandated by law, by GASB standards, or by deci-
sion of the governing board, an agency relationship may be accounted for within
governmental and/or proprietary funds. For example, local governments act as agents
of the federal and state governments in the collection and remittance of employees’
withholding taxes, retirement contributions, and social security taxes. In the absence
of contrary legal requirements or administrative decisions, it is perfectly acceptable
to account for the withholdings, and the remittance to federal and state governments,
within the funds that account for the gross pay of the employees, as is shown by the
illustrative entries in Chapter 4. In general, if an agency relationship is incidental to
the primary purposes for which a given fund exists, the relationship is ordinarily dis-
charged on a current basis, and the amounts of assets held as agent are small in rela-
tion to fund assets, there is no need to create an agency fund unless required.

Agency Fund for Special Assessment Debt Service
Readers of Chapters 5 and 6 of this text should recall that GASB standards specify
that a government that has no obligation to assume debt service on special assessment
debt in the event of property owners’ default but does perform the functions of billing
property owners for the assessments, collecting installments of assessments and inter-
est on the assessments, and from the collections, paying interest and principal on the
special assessment debt, should account for those activities by use of an agency fund.
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To illustrate agency fund accounting for special assessment debt service activities,
assume the same information as used in Chapter 6 except that the government is not
obligated in any manner for the special assessment debt. When the assessments in
the amount of $480,000, payable in 10 equal installments, were levied on benefited
property owners, the following journal entry was made in the agency fund.

All current assessments receivable were collected (see Entry 2) along with
$24,000 of interest (5 percent on the previous unpaid receivable balance). As indi-
cated in Chapter 6, any amounts not collected by the due date should be reclassified
as Assessments Receivable—Delinquent.

Special assessment bond principal in the amount of $48,000 and interest in the
amount of $24,000 were paid during the current year.

The second installment of assessments receivable was reclassified at year-end
from the deferred category to the current category.

This pattern of journal entries will be repeated during each of the remaining nine
years until all special assessment bonds are retired.

Tax Agency Funds
An agency relationship that logically results in the creation of an agency fund is
the collection of taxes or other revenues by one government for several of the funds
it operates and for other governments. State governments commonly collect sales
taxes, gasoline taxes, and many other taxes that are apportioned to state agencies and
to local governments within the state. At the local government level, it is common
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Debits Credits

1. Assessments Receivable—Current  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,000

Assessments Receivable—Deferred . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 432,000

Due to Special Assessment Bondholders—Principal . . . . . . . . . . . . . . . 480,000

2. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 72,000

Assessments Receivable—Current . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,000

Due to Special Assessment Bondholders—Interest  . . . . . . . . . . . . . . . 24,000

3. Due to Special Assessment Bondholders—Principal  . . . . . . . . . . . . . . . . 48,000

Due to Special Assessment Bondholders—Interest  . . . . . . . . . . . . . . . . . 24,000

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 72,000

4. Assessments Receivable—Current  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,000

Assessments Receivable—Deferred  . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,000

wiL79603_ch08_305-352.qxd  12/22/08  17:25  Page 307



for an elected county official to serve as collector for all property taxes owed by
persons or corporations owning property within the county. Taxes levied by all funds
and governments within the county are certified to the county collector for collec-
tion. The county collector is required by law to make periodic distributions of tax
collections for each year to each fund or government in the proportion that the levy
for that fund or government bears to the total levy for the year. In many jurisdic-
tions, the law provides that governments may request advances or “draws” from the
tax agency fund prior to regular distributions; advances are usually limited by law
to a specified percentage, often 90 percent, of collections for the period from the
last distribution until the date of the advance.

Tax agency fund accounting would be quite simple if all taxes levied for a given
year were collected in that year. It is almost always true, however, that collections
during any year relate to taxes levied in several prior years as well as taxes levied
for the current year, and sometimes include advance collections of taxes for the fol-
lowing year. In many jurisdictions, not only does the total tax rate vary from year
to year but the proportion that the rate of each government (and each fund) bears to
the total rate also varies from year to year. Additionally, interest and penalties on
delinquent taxes must be collected at statutory rates or amounts at the time delin-
quent taxes are collected; interest and penalties collected must be distributed to par-
ticipating funds and governments in the same manner that tax collections are
distributed. The following sections relate to administration of a tax agency fund.

Illustration of Composition of Total Tax Rates

Assume that the county collector of Campbell County is responsible for collecting
the taxes due in 2011 for the funds and governments located within the county. Ordi-
narily, the taxes levied for each fund and government within the county are shown
in columnar form in a newspaper advertisement as legal notice to taxpayers. In order
to keep the illustrations in this text legible and comprehensible, Illustration 8–1
shows two columns of a legal advertisement. Real property tax statements are pre-
pared for each parcel of property located within the jurisdiction for which the tax
agency fund is operated. Whether each statement discloses the amount of tax that
will be distributed to all of the tax agency fund’s participants that levy taxes on that
parcel, or shows only the total tax payable to the county collector, the collector’s
office must be able to compute and appropriately distribute all taxes collected to the
appropriate funds and governments.

For example, Illustration 8–1 shows that a parcel of property located in Washington
Township outside the City of Washington would be taxed at the rate of $7.10 per $100
of assessed valuation; if the parcel were inside the city limits, however, the tax rate
would be $10.06. Therefore, if a parcel of property located in Washington Township
outside the city had an assessed valuation of $10,000, the total real property tax payable
in 2011 would be $710, but a parcel with the same assessed valuation located within
the city would be taxed at $1,006. The subtotals in each column represent the taxes
levied for each tax agency fund participant, as shown in Illustration 8–1. In turn, the
taxes levied for each government are broken down into the taxes levied for funds of
that government, as also shown in Illustration 8–1. The relationship between direct and
overlapping debt is discussed in Chapter 6. Note that Illustration 8–1 shows that a 
person or organization owning property within the City of Washington is required to
pay 66 cents of the total rate for debt service (20 cents to Campbell County, 38 cents
to the school district, and 8 cents to the City of Washington). Illustration 8–2 summa-
rizes the composition of each tax statement by government.
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In those states in which taxes are levied on personal property, the funds and gov-
ernments that levy the personal property taxes are generally assumed to be the ones
that levy taxes on the residence of the owner unless there is convincing evidence that
the legal location of the personal property is elsewhere. Inasmuch as the tax rate
levied for each tax agency fund participant often varies from year to year, it is nec-
essary that all tax collections be identified with the year for which the taxes were
levied as well as with the particular parcels for which taxes were collected.

Operation of the collector’s office often requires the use of substantial admin-
istrative, clerical, and computer time and provision of extensive building and com-
puter facilities. Accordingly, it is common for the collector to be authorized to
withhold a certain percentage from the collections for each government, and to
remit to the county General Fund (or other fund bearing the expenditures for oper-
ating the tax agency fund) the total amount withheld from the collections of other
governments.
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Composition of Taxes to Be Collected 
by County Collector of Campbell County 

for the County Funds and Other Taxing Authorities 
for the Year 2011

Washington City of 
Township Washington

Total state rate $0.01 $ 0.01

County funds:

General 1.08 1.08

Capital projects 0.09 0.09

Debt service 0.20 0.20

Welfare 0.11 0.11

Total county rate 1.48 1.48

Library Fund 0.25 0.25

Township funds:

General 0.07 0.07

Fire protection 0.23 —

Total township 0.30 0.07

School funds:

General 4.50 4.50

Capital projects 0.18 0.18

Debt service 0.38 0.38

Total school rate 5.06 5.06

City funds:

General 2.53

Street 0.33

Pension 0.25

Debt service 0.08

Total city rate 3.19

Total tax rates per $100 assessed valuation $7.10 $10.06

ILLUSTRATION 8–1
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Accounting for Tax Agency Funds

Taxes levied each year should be recorded in the accounts of the appropriate funds
of each government in the manner illustrated in preceding chapters. Although an
allowance for estimated uncollectible current taxes would be established in each fund,
the gross amount of the tax levy for all funds should be recorded in the Tax Agency
Fund as a receivable. Note the receivable is designated as belonging to other funds
and governments, and the receivable is offset in total by a liability. Assuming total
real property taxes certified for collection during 2011 amounted to $9,468,000, the
entry would be as follows:

It would be necessary for the county collector to keep records of the total amount
of 2011 taxes to be collected for each of the funds and governments in the Tax
Agency Fund in order to distribute tax collections properly. Assume that the 2011
taxes were levied for the following governments (to reduce the detail in this exam-
ple, a number of the governments are combined):
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2011 Taxes Payable 
to Campbell County Collector for Parcel 

with Assessed Valuation of $10,000

Parcel Located

Amount Levied by Outside City In City

State $    1.00 $       1.00

County 148.00 148.00

Library 25.00 25.00

Township 30.00 7.00

School 506.00 506.00

City — 319.00

Total $710.00 $1,006.00

ILLUSTRATION 8–2

Debits Credits

Tax Agency Fund:

1. Taxes Receivable for Other Funds and Governments—Current  . . . 9,468,000

Due to Other Funds and Governments  . . . . . . . . . . . . . . . . . 9,468,000

State $ 10,000
Campbell County 1,480,000
Washington School District 5,060,000
City of Washington 2,552,000
Other governments (should be itemized) 366,000

$9,468,000
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If, as is likely, collections during 2011 include collections of taxes that were levied
for 2010, 2009, and preceding years, computations must be made to determine the
appropriate distribution of collections for each tax year to each fund and government
that levied taxes against the property for which collections have been received.
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If cash is not distributed as soon as this computation is made, the entry by the
Tax Agency Fund to record the liability would be:

If collections of 2011 taxes during a certain portion of the year amounted to
$4,734,000, the Tax Agency Fund entry would be:

The tax collections in an actual case must be identified with the parcels of prop-
erty against which the taxes were levied because the location of each parcel deter-
mines the funds and governments that should receive the tax collections. Assuming
for the sake of simplicity that the collections for the period represent collections of
50 percent of the taxes levied against each parcel in Campbell County and that the
County General Fund is given 1 percent of all collections for governments other than
the county as reimbursement for the cost of operating the Tax Agency Fund, the dis-
tribution of the $4,734,000 collections would be:

Debits Credits

Tax Agency Fund:

2. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,734,000

Taxes Receivable for Other Funds and Governments—Current  . . . 4,734,000

Taxes Collected Collection Fee Cash to Be
(50% of Levy) (Charged) Received Distributed

State $ 5,000 $ (50) $ 4,950
Campbell County 740,000 39,940 779,940
Washington School District 2,530,000 (25,300) 2,504,700
City of Washington 1,276,000 (12,760) 1,263,240
Other governments (should be itemized) 183,000 (1,830) 181,170

$4,734,000 $ –0– $4,734,000

Tax Agency Fund:

3. Due to Other Funds and Governments  . . . . . . . . . . . . . . . . . . 4,734,000

Due to State  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,950

Due to Campbell County  . . . . . . . . . . . . . . . . . . . . . . . . . . 779,940

Due to Washington School District  . . . . . . . . . . . . . . . . . . . 2,504,700

Due to City of Washington  . . . . . . . . . . . . . . . . . . . . . . . . 1,263,240

Due to Other Governments  . . . . . . . . . . . . . . . . . . . . . . . . 181,170
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When cash is distributed by the Tax Agency Fund, the liability accounts shown in
Entry 3 should be debited and Cash credited. If cash is advanced to one or more funds
or governments prior to a regular periodic distribution, the debits to the liability accounts
may precede the credits. By year-end, all advances should be settled, all distributions
computed and recorded, and all cash distributed to the funds and governments for which
the Tax Agency Fund is being operated. Therefore, if all those events have taken place,
the year-end balance sheet for the Tax Agency Fund would consist of one asset, Taxes
Receivable for Other Funds and Governments—Delinquent, and one liability, Due to
Other Funds and Governments.

Entries Made by Funds and Governments Participating in Tax Agency Funds

Each fund or government that receives a distribution must record the appropriate por-
tion of it in each of the funds it maintains. In each fund it must also record the fact
that cash received differs from the amount of taxes collected by the fee paid to the
county General Fund. The fee paid is recorded as an expenditure. For example, the
computation for the entries to be made by the various funds of Washington School
District would be (using the rates shown in Illustration 8–1) as follows:
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From the computations it can be seen that the entry made in the Washington
School District General Fund for the 2011 collections distributed should be:

Similar entries would be made in the other two funds of the Washington School
District and in all the funds of governments that paid a tax collection fee to the
county General Fund. The computation by the county of taxes and fees collected for
the General Fund are as follows.

Collections of Collection Cash
2011 Rate 2011 Taxes Fee Paid Received

School Funds:
General $4.50 $2,250,000 $22,500 $2,227,500
Capital projects 0.18 90,000 900 89,100
Debt service 0.38 190,000 1,900 188,100

Total $5.06 $2,530,000 $25,300 $2,504,700

Debits Credits

Washington School District General Fund:

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,227,500

Expenditures  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 22,500

Taxes Receivable—Current  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,250,000
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“Pass-through” Agency Funds
Grants, entitlements, or shared revenues from the federal or a state government often
pass through a lower level of government (primary recipient) before distribution to
a secondary recipient. Accounting for such “pass-through” grants depends on
whether the primary recipient government is deemed to have administrative involve-
ment or direct financial involvement in the grants. According to GASB standards:

A recipient government has administrative involvement if, for example, it (a) monitors
secondary recipients for compliance with program-specific requirements, (b) determines
eligibility of secondary recipients or projects, even if using grantor-established criteria, or
(c) has the ability to exercise discretion in how the funds are allocated. A recipient
government has direct financial involvement if, for example, it finances some direct
program costs because of a grantor-imposed matching requirement or is liable for
disallowed costs.1

Most often, the criteria for administrative or direct financial involvement are met, in
which case the primary recipient government must recognize a revenue for the receipt
and an expenditure or expense for the transfer in a governmental fund, private-purpose
trust fund, or proprietary fund. If, however, neither administrative nor financial
involvement is deemed to exist, then a pass-through agency fund must be used and
no revenue or expenditure/expense is recognized.

To illustrate accounting for a pass-through agency fund, assume that $5 million of
federal financial assistance is received by a state government from the federal gov-
ernment, the full amount of which must be passed to local governments according to
predetermined eligibility requirements and in amounts according to a predetermined
formula. Since the state government is serving merely as a “cash conduit” in this case,
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The entry to be made in the General Fund of Campbell County for the 2011 col-
lections distributed should be:

Collections of Collection Cash
2011 Rate 2011 Taxes Fee Received

County Funds:
General $1.08 $540,000 $39,940 $579,940
Capital Projects 0.09 45,000 –0– 45,000
Debt Service 0.20 100,000 –0– 100,000
Welfare 0.11 55,000 –0– 55,000

Total $1.48 $740,000 $39,940 $779,940

Debits Credits

Campbell County General Fund:

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 579,940

Taxes Receivable—Current  . . . . . . . . . . . . . . . . . . . . . . . . . . . 540,000

Revenues  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 39,940

1 GASB Codification of Governmental Accounting and Financial Reporting Standards, as of June 30,
2008, (Norwalk, CT: GASB, 2008), Sec. N50.128.

wiL79603_ch08_305-352.qxd  12/22/08  17:25  Page 313



Accounting for the receipt of cash or other assets from a pass-through agency
fund by the recipient should be in conformity with GASB standards discussed pre-
viously: Governmental funds are to recognize all grants as revenue when the grant
proceeds are available for use for the purposes of the fund and eligibility require-
ments have been met. If grant proceeds are available immediately, the Revenues
account is credited; if some eligibility requirement must be met, the Deferred Rev-
enues account should be credited at the time the grant proceeds are recognized as
assets, and amounts should be transferred from Deferred Revenues to Revenues as
eligibility requirements are met. Proprietary funds recognize as nonoperating rev-
enues the proceeds of grants for operating purposes or grants that may be expended
at the discretion of the recipient government; if the terms of the grant restrict the
use of the proceeds to the acquisition or construction of capital assets, the proceeds
must be recorded as capital contributions (see Chapter 7).

Financial Reporting of Agency Funds
As mentioned earlier in this chapter, fiduciary activities are reported only in the fidu-
ciary fund financial statements; they have no effect on the governmental or business-
type activities of the primary government reported in the government-wide financial
statements. As shown in Illustration A1–10, agency fund financial information is
reported in a separate column of the statement of fiduciary net assets. Only those assets
held for external parties are reported by agency funds in the statement of fiduciary net
assets. Agency funds are not included in the statement of changes in fiduciary net assets
(see Illustration A1–11) because they have no net assets (assets equal liabilities) and
therefore cannot have changes in net assets. GASB standards do not require disclosure
of the assets and liabilities of individual agency funds, but a government may option-
ally include in its comprehensive annual financial report a combining statement of net
assets displaying the assets and liabilities of each agency fund in separate columns.

TRUST FUNDS

In addition to agency funds, the fiduciary fund classification includes investment
trust funds, private-purpose trust funds, and pension trust funds.

Historically, trust funds have been created to account for assets received by the
government in a trust agreement in which the assets are to be invested to produce
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the use of a pass-through agency fund is deemed appropriate. The entry to record
receipt of the $5 million in the pass-through agency fund would be:

Assuming that all monies were disbursed to the secondary recipients during the cur-
rent fiscal year, the pass-through agency fund entry would be:

Debits Credits

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000,000

Due to Other Governments  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000,000

Due to Other Governments  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000,000

wiL79603_ch08_305-352.qxd  12/22/08  17:25  Page 314



income to be used for specified purposes (generally cultural or educational). The
majority of such trusts benefit the government’s own programs or its citizenry. As
discussed and illustrated in Chapter 4, trusts that benefit the government’s own pro-
grams or citizens at large are accounted for as either special revenue funds or per-
manent funds. The type of fund used depends on whether the principal of the gift
can be spent for the specified purposes or is permanently restricted for investment,
with only the earnings therefrom available to spend for the specified purposes. As
discussed in Chapter 4, both special revenue funds and permanent funds are gov-
ernmental fund types. GASB standards indicate that fiduciary funds are used when
trusts benefit others, such as individuals, organizations, or other governments. Exam-
ples of trust funds are shown in the following sections.

INVESTMENT POOLS

Effective management of investments (and in some cases, idle cash) often is
enhanced by placing the investments of the funds in a pool under the control of the
treasurer or a professional investment manager, either within the treasurer’s office or
in a financial institution such as a bank or investment firm. For additional informa-
tion on management of investments, see the appendix to this chapter.

If the investment pool is an internal investment pool (participating funds are all
within the same government) an agency fund may be used to account for the invest-
ments in the pool. However, each participating fund is required, for financial reporting
purposes, to report its proportionate share of pooled cash and investments as fund assets,
and the assets and liabilities of the agency fund are not reported in the government’s
external financial statements.2 For internal management purposes, it may be useful for
participating funds to use the account title Equity in Pooled Cash and Investments, the
account title used in the illustrative journal entries shown later in this section.

If the investment pool has external participants (other governments or organiza-
tions outside the government administering the pool), an external investment pool
is used. GASB standards require that an investment trust fund be used to account
for the assets, liabilities, net assets, and changes in net assets corresponding to the
equity of the external participants.3 The accounting for investment trust funds uses
an economic resources measurement focus and the accrual basis of accounting.

Typically, the administering government also participates in the pool; however, its
equity is considered internal and is not reported in the financial statements of the
investment trust fund. Instead, the net assets and changes in net assets relating to the
internal portion of the pool are presented in the financial statements of each partic-
ipating fund and in the governmental activities and business-type activities of the
sponsoring government’s government-wide financial statements. Recall that the
financial information for investment trust funds is reported only in the fiduciary fund
financial statements (see Illustrations A1–10 and A1–11) and is not reported in the
government-wide financial statements.

Accounting for an external investment pool is presented in the remainder of this
section.

Creation of an Investment Pool
Earnings on pooled investments and changes in fair value of investments are allo-
cated to the participants having an equity interest in the pool in proportion to their
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2 GASB, Codification, Sec. I50.112.
3 Ibid., par. 116.
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relative contributions to the pool. To ensure an equitable division of earnings and
changes in fair value it is necessary to revalue fund assets whenever contributions
to the pool or distributions from the pool occur. The revaluation involves adjusting
to fair value all investments in the pool, as well as all investments being brought
into the pool or removed from the pool.4 Each fund of the sponsoring government
and external participant that contributes investments to the pool should debit Equity
in Pooled Investments, or some similar account, for the fair value of the investments,
credit the Investments account for the carrying value (cost or fair value at the time
the investments were previously marked to fair value), and credit or debit 
Revenues—Change in Fair Value of Investments, depending on whether the current
fair value is higher or lower than carrying value, respectively. Note that a net debit
balance in the Revenues—Change in Fair Value of Investments account would be
reported as a contra-revenue item in the operating statement of the appropriate fund,
and as a component of investment income, not as an expenditure or expense.

Illustration of the Creation of an Investment Fund

On January 10, 2011, Drew County decided to create a new investment pool to be
accounted for as an investment trust fund. Operating expenses of the pool, primarily for
personnel time, office supplies, computer, telephone, and postage, are considered nom-
inal and will not be charged to the pool. The initial participants in the pool are the
county’s own debt service fund and two external participants, the Town of Calvin’s Debt
Service Fund and the Calvin Independent School District’s Capital Projects Fund. The
equity pertaining to the Drew County Debt Service Fund represents an internal invest-
ment pool, so its proportionate equity share of the investment pool’s assets are reported
in the debt service fund for financial reporting purposes, not as part of the investment
trust fund net assets. The proportionate share of assets allocated to external participants,
however, is properly reported in the financial statements of the investment trust fund.

Illustration 8–3 shows the specific cash and investments that were transferred on
January 10, 2011, to create the Drew County Investment Pool.

At the time the Drew County Investment Pool is created, journal entries are
required in the accounts of the Drew County Debt Service Fund, the Town of Calvin
Debt Service Fund, the Calvin Independent School District Capital Projects Fund,
and the investment trust fund to record creation of the fund. The journal entries in
the Drew County Debt Service Fund and Drew County Investment Pool (the invest-
ment trust fund) to create the investment pool are shown in Entries 1a and 1b. Entries
in the funds of the external participants would be similar to those for the Drew
County Debt Service Fund and therefore are omitted for the sake of brevity.
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4 GASB standards define fair value as the amount at which an investment could be exchanged in a
current transaction between willing parties, other than in a forced liquidation sale. GASB, Codifica-
tion, Sec. I50.105.

Debits Credits

Drew County Debt Service Fund:

1a. Equity in Pooled Investments  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14,850,000

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000,000

Investments—U.S. Agency Obligations  . . . . . . . . . . . . . . . . . . . 13,373,000

Revenues—Change in Fair Value of Investments  . . . . . . . . . . . . 52,000

Revenues—Investment Earnings  . . . . . . . . . . . . . . . . . . . . . . . . 425,000
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A trial balance, prepared for the Drew County Investment Pool immediately after
Entry 1b has been posted to the pool’s general ledger, is presented in Illustration 8–4.

On February 1, 2011, Drew County sold tax-supported bonds in the amount of
$15,000,000 to finance the construction of roads and bridges. The proceeds of the
bonds are added to the pool for investment until such time as they are needed for
capital projects fund disbursements. As of February 1, 2011, the U.S. Treasury notes
in the pool have a current fair value of $9,535,000 ($10,000 less than the carrying
value reported in the trial balance shown in Illustration 8–4), and the U.S. agency
obligations in the pool have a fair value of $16,695,000 ($310,000 more than the
carrying value reported in the trial balance); the fair value of the repurchase agree-
ment is the same as reported in the trial balance. The balance of the Cash account
was still $1,000,000 as of February 1, 2011. Therefore, total assets of the pool, reval-
ued to fair value as of February 1, 2011, amount to $30,000,000 (a net increase of
$300,000 over the carrying values previously reported).

In the investment pool accounts, the $300,000 increase in carrying value of assets
should be credited to a liability account for the share of the internal participant
(Drew County’s Debt Service Fund) and to “additions” accounts (addition to net
assets, similar to revenue) for the shares of the external participants, based on their
equitable proportions in the pool just prior to the asset revaluation. The liability to
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Fair Value Fair Value Change in Accrued
Assets Transferred at 12-31-10 at 1-10-11 Fair Value Interest

Drew County Debt Service Fund:
Cash $  1,000,000 $  1,000,000 $ –0– $ –0–
U.S. agency obligations 13,373,000 13,425,000 52,000 425,000

Town of Calvin Debt Service Fund:
U.S. Treasury notes 9,568,000 9,545,000 (23,000) 192,000
U.S. agency obligations 158,700 160,000 1,300 3,000

Calvin Independent School
District Capital Projects Fund:

U.S. agency obligations 2,789,000 2,800,000 11,000 76,900
Repurchase agreements 2,060,000 2,060,000 –0– 13,100

Totals $28,948,700 $28,990,000 $ 41,300 $710,000

ILLUSTRATION 8–3 Assets Transferred to Create Drew County Investment Pool

Debits Credits

Drew County Investment Pool:

1b. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000,000

Investments—U.S. Treasury Notes  . . . . . . . . . . . . . . . . . . . . . . . 9,545,000

Investments—U.S. Agency Obligations  . . . . . . . . . . . . . . . . . . . 16,385,000

Investments—Repurchase Agreements  . . . . . . . . . . . . . . . . . . . 2,060,000

Accrued Interest Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . 710,000

Due to Debt Service Fund  . . . . . . . . . . . . . . . . . . . . . . . . . . . 14,850,000

Additions—Deposits in Pooled Investments—
Town of Calvin . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,900,000

Additions—Deposits in Pooled Investments—
Calvin Independent School District  . . . . . . . . . . . . . . . . . . 4,950,000
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the debt service fund, therefore, is increased by $150,000 (300,000 �
14,850/29,700); Additions—Change in Fair Value of Investments—Town of Calvin
is credited for $100,000 (300,000 � 9,900/29,700); and Additions—Change in Fair
Value of Investments—Calvin Independent School District is credited for $50,000
(300,000 � 4,950/29,700). Note that the equity of each participant in the pool
remains proportionately the same (i.e., the amount due to the Town of Calvin is
$10,000,000 after revaluing the investments to current fair value; total liabilities and
net assets [if the Additions accounts were closed] of the pool are $30,000,000;
10,000/30,000 � 9,900/29,700, etc.). The journal entry in the investment pool sum-
marizing the revaluation of investments and the capital projects entry into the invest-
ment pool is given as follows:

After revaluation of investments in the pool and receipt of $15,000,000 cash from
proceeds of bonds sold to finance road and bridge construction, the Drew County
Trial Balance of the Investment Pool is as shown in Illustration 8–5.
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DREW COUNTY
Investment Pool

Trial Balance
As of January 10, 2011

Account Title Debits Credits

Cash $  1,000,000

Investments—U.S. Treasury Notes 9,545,000

Investments—U.S. Agency Obligations 16,385,000

Investments—Repurchase Agreements 2,060,000

Accrued Interest Receivable 710,000

Due to Debt Service Fund $14,850,000

Additions—Deposits in Pooled Investments—
Town of Calvin 9,900,000

Additions—Deposits in Pooled Investments—

Calvin Independent School District 4,950,000

Totals $29,700,000 $29,700,000

ILLUSTRATION 8–4

Debits Credits

Drew County Investment Pool:

2. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000,000

Investments—U.S. Agency Obligations  . . . . . . . . . . . . . . . . . 310,000

Investments—U.S. Treasury Notes  . . . . . . . . . . . . . . . . . . . 10,000

Due to Debt Service Fund . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000

Due to Capital Projects Fund  . . . . . . . . . . . . . . . . . . . . . . . 15,000,000

Additions—Change in Fair Value of Investments—
Town of Calvin  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Additions—Change in Fair Value of Investments—
Calvin Independent School District . . . . . . . . . . . . . . . . 50,000
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Operation of a Cash and Investment Pool
Although the capital projects fund invested $15,000,000 cash, upon admission to the
pool, that fund no longer has a specific claim on the cash of the pool; rather, it (and
the other funds and governments that are members of the pool) has a proportionate
interest in the total assets of the pool and will share in earnings, gains, and losses
of the pool in that proportion. Ordinarily, it is inconvenient and unnecessary to make
allocations to liability accounts and additions accounts each time dividends or inter-
est are received and for each revaluation of the portfolio to fair value (some pools
revalue to fair value daily). It is simpler to accumulate the earnings in the Undis-
tributed Earnings on Pooled Investments account and the unrealized and realized
gains and losses in the Undistributed Change in Fair Value of Pooled Investments
account (both of these accounts are clearing accounts) and to make periodic distri-
butions from these accounts to the specific liability and additions accounts for pool
participants.

The frequency of distributions depends on whether all cash of all participants is
pooled along with investments or whether each participant retains an operating cash
account. In the former case, the pool would have frequent receipts attributable to
collections of revenues and receivables of the participants and would have daily dis-
bursements on behalf of the participants; in this case, the interest of each participant
in the pool would have to be recomputed each day. If, however, a working cash bal-
ance is retained by each participant, the receipts and disbursements of pool cash
would be much less frequent, and the distribution of gains and losses and earnings,
as well as the recomputation of the equity of each participant in the pool, would be
correspondingly less frequent.
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DREW COUNTY
Investment Pool

Trial Balance
As of February 1, 2011

Account Title Debits Credits

Cash $16,000,000

Investments—U.S. Treasury Notes 9,535,000

Investments—U.S. Agency Obligations 16,695,000

Investments—Repurchase Agreements 2,060,000

Accrued Interest Receivable 710,000

Due to Debt Service Fund $15,000,000

Due to Capital Projects Fund 15,000,000

Additions—Deposits in Pooled Investments—Town of Calvin 9,900,000

Additions—Deposits in Pooled Investments—
Calvin Independent School District 4,950,000

Additions—Change in Fair Value of Investments—
Town of Calvin 100,000

Additions—Change in Fair Value of Investments—
Calvin Independent School District 50,000

Totals $45,000,000 $45,000,000

ILLUSTRATION 8–5
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As an example of accounting for earnings on investments of a pool, assume the
pool shown in Illustration 8–5 collects interest of $1,610,000, including the $710,000
accrued interest receivable. An appropriate entry would be:

By the time the earnings are to be distributed, the fair value of all investments
may have changed. Even if this is true, the proportionate interest of each participant
will not have changed because each participant continues to bear gains and losses
in the same proportion until a participant changes all participants’ proportionate
interest in the pool by contributing additional assets to the pool or taking assets out
of the pool. Therefore, in this example, when earnings are distributed, the shares
apportioned to the participants are Drew County Debt Service Fund, 15/45 or 3/9;
Drew County Capital Projects Fund, 15/45 or 3/9; Town of Calvin, 10/45 or 2/9; and
Calvin Independent School District, 5/45 or 1/9. The entry in the Drew County
Investment Pool to distribute $900,000 of earnings follows:

After the distribution, each participant has the same proportionate interest in the
assets of the pool as it had before the distribution.

As noted previously, internal management of the pool is enhanced if each partic-
ipant that is a member of the pool maintains an asset account with a title such as
Equity in Pooled Investments. The balance of this account in each member’s fund
should be the reciprocal of the pool’s account that reports the pool’s liability or net
asset balance to that participant (depending on whether the participant is an internal
member or external member). Thus, in the Drew County example, the Drew County
Debt Service Fund’s Equity in Pooled Investments account had a debit balance of
$15,000,000 as of March 31, 2011, before the earnings distribution. Upon notifica-
tion of the earnings distribution on the pooled investments, the Drew County Debt
Service Fund would make the following entry:
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Debits Credits

Drew County Investment Pool:

3. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,610,000

Accrued Interest Receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 710,000

Undistributed Earnings on Pooled Investments . . . . . . . . . . . . . . . . 900,000

Drew County Investment Pool:

4a. Undistributed Earnings on Pooled Investments . . . . . . . . . . . . . . . . . 900,000

Due to Debt Service Fund  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000

Due to Capital Projects Fund  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000

Additions—Investment Earnings—
Town of Calvin  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000

Additions—Investment Earnings—
Calvin Independent School District  . . . . . . . . . . . . . . . . . . . . 100,000

Drew County Debt Service Fund:

4b. Equity in Pooled Investments  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000

Revenues—Investment Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000
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Interest and dividends earned on pooled investments would increase the participants’
equity in the pool, as would realized gains on the sales of investments (excess of fair
value on date of sale over carrying value) and any unrealized gains resulting from peri-
odic revaluation of the pooled investment portfolio to fair value. Both realized losses on
securities sold (deficit of fair value at prior revaluation date compared with fair value
at the sale date) and any unrealized losses resulting from periodic revaluation of the port-
folio decrease the equity of members of the pool. In the Drew County Investment Pool
example, each member maintains an operating cash account. Consequently, the pool does
not need to distribute gains and losses daily, so it accumulates realized and unrealized
gains and losses in the Undistributed Change in Fair Value of Pooled Investments
account. This procedure allows a netting of gains and losses in each account so that only
the net realized and unrealized gain (or loss) need be distributed to pool participants.

GASB standards require that realized and unrealized gains and losses be reported
as a single amount, “Change in Fair Value of Investments,” as a component of invest-
ment income rather than being reported as separate amounts in the financial state-
ment. However, realized and unrealized gains and losses can be disclosed in the notes
to the financial statements, if desired.5 If a government intends to disclose realized
and unrealized gains or losses or needs such information for internal management
purposes, it may be useful to maintain a separate Allowance for Changes in Fair
Value of Pooled Investments account (a contra-asset account) to record all changes
in fair value rather than increasing and decreasing the balance of the investment
accounts. This technique permits the investment accounts to be carried at cost.

Assume that during fiscal 2011, the realized gains on sales of pooled investments
of the Drew County Investment Pool, all credited to the Undistributed Change in
Fair Value of Pooled Investments, amounted to $235,000 (measured as excess of fair
value at the sale dates over prior fair value). During the year, realized losses, all deb-
ited to the undistributed change account, totaled $50,000 (measured as the deficit of
fair value at the sale dates under prior fair value). Thus, there was a net credit of
$185,000 for realized gains and losses for the period. Similarly, assume the net effect
of marking the portfolio to fair value is an unrealized gain of $265,000, which is
credited to the undistributed change account. The net effect of recognizing these
gains and losses ($185,000 + $265,000) in the accounts of the Drew County Invest-
ment Pool, pending distribution, is summarized in Entry 5.
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Assuming that no participants have joined the pool or withdrawn from the pool
and that the four participants that have continued to be members of the pool have
not transferred assets to or withdrawn additional assets from the pool, the realized

5 GASB, Codification, Sec. I50.119. If the entity opts, however, to disclose realized gains and losses, they
must be measured independently of the basis used for accounting recognition in the pool. That is, the
realized gains and losses reported in the notes must be measured as the fair value at the sale date of
the investments over (under) cost rather than over (under) fair value at the prior revaluation date.

Debits Credits

Drew County Investment Pool:

5. Investments (specific investments should be debited 
or credited here) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 450,000

Undistributed Change in Fair Value of Investments  . . . . . . . . . . . . 450,000
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and unrealized net gains of $450,000 should be distributed to the participants in the
proportions used for the distribution of earnings in Entry 4a (3/9, 3/9, 2/9, and 1/9).
The distribution is shown in the following entry:

At December 31, 2011, interest earnings of $720,000 had accrued and were
recorded, as shown in Entry 7:

Assuming that the accrued interest was immediately distributed to pool partici-
pants in the same proportions listed for Entry 6, the following entry would be made
to record the distribution:

Both Entries 6 and 8 would lead to entries to recognize an increase in each partici-
pant’s Equity in Pooled Investments and revenue accounts. Those entries would be
similar to Entry 4b and thus are not shown here.

After all earnings and changes in fair value have been recorded as in the entries
illustrated, the equities and proportionate interests of the participants follow:
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Debits Credits

Drew County Investment Pool:

6. Undistributed Change in Fair Value of Investments  . . . . . . . . . . . . . . 450,000

Due to Debt Service Fund  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000

Due to Capital Projects Fund  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000

Additions—Change in Fair Value of Investments—
Town of Calvin  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Additions—Change in Fair Value of Investments—

Calvin Independent School District  . . . . . . . . . . . . . . . . . . . . . 50,000

Drew County Investment Pool:

7. Accrued Interest Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 720,000

Undistributed Earnings on Pooled Investments . . . . . . . . . . . . . . . . 720,000

Drew County Investment Pool:

8. Undistributed Earnings on Pooled Investments  . . . . . . . . . . . . . . . . . 720,000

Due to Debt Service Fund  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 240,000

Due to Capital Projects Fund  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 240,000

Additions—Investment Earnings—
Town of Calvin  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 160,000

Additions—Investment Earnings—
Calvin Independent School District  . . . . . . . . . . . . . . . . . . . . . 80,000

Debt service fund $15,690,000, or 3/9 of total
Capital projects fund 15,690,000, or 3/9 of total
Town of Calvin 10,460,000, or 2/9 of total
Calvin Independent School District 5,230,000, or 1/9 of total

Total $47,070,000
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Withdrawal of Assets from the Pool
If a participant in a pool withdraws part of its equity from a pool, that participant’s
proportionate interest is decreased and all other participants’ proportionate interest
is increased. Before a withdrawal occurs, an allocation of proportionate shares of
earnings, gains, and losses to date should be made. The same is true in the event of
complete withdrawal of one or more participants from the pool.

Continuing with the Drew County Investment Pool example, assume that the
debt service fund needs to withdraw $5,000,000 from the pool to retire matured
bonds. Ignoring the fact that in most practical cases it would be necessary to first
sell some investments, the entry in the investment trust fund for the withdrawal is
given as follows:

The corresponding entry in the debt service fund follows:

After withdrawal of $5,000,000 by the debt service fund, the proportionate inter-
ests in the pool become:

Closing Entry
To assist in preparing financial statements, the additions accounts (see Entries 1b,
2, 4a, 6, and 8), which reflect changes in the external participants’ proportionate
interest due to net new deposits/withdrawals, investment earnings, and changes in
fair value, must be closed to the appropriate net asset accounts, as shown in Entry
10 below:
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Debt service fund $10,690,000, or 25.4% of total
Capital projects fund 15,690,000, or 37.3% of total
Town of Calvin 10,460,000, or 24.9% of total
Calvin Independent School District 5,230,000, or 12.4% of total

Total $42,070,000

Debits Credits

Drew County Investment Pool:

9a. Due to Debt Service Fund . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000,000

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000,000

Drew County Debt Service Fund:

9b. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000,000

Equity in Pooled Investments  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000,000
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Illustrative Financial Statements
Illustrative fiduciary fund statements, prepared for internal management purposes, are
presented in Illustrations 8–6 and 8–7. These statements are prepared as of, or for the
year ended, December 31, 2011, Drew County’s fiscal year-end. These statements also
provide the information to be reported in a column of the statement of fiduciary fund
net assets (see Illustration A1–10) and statement of changes in fiduciary fund net assets
(see Illustration A1–11). All assets of the pool are reported in the statement of net assets
although the external participants’ equity in the assets of the investment pool amounts
to only the $15,690,000 reported as net assets, about 37.3 percent of the total assets.
The other $26,380,000 is reported as a liability owed to the two participating funds of
the Drew County government. Those funds would report their share of the investment
pool as Equity in Pooled Investments rather than specific assets.
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Debits Credits

Drew County Investment Pool:

10. Additions—Deposits in Pooled Investments—Town of Calvin  . . . . . . 9,900,000

Additions—Deposits in Pooled Investments—
Calvin Independent School District  . . . . . . . . . . . . . . . . . . . . . . . 4,950,000

Additions—Investment Earnings—Town of Calvin  . . . . . . . . . . . . . . 360,000

Additions—Investment Earnings—
Calvin Independent School District  . . . . . . . . . . . . . . . . . . . . . . . 180,000

Additions—Change in Fair Value of Investments—
Town of Calvin  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000

Additions—Change in Fair Value of Investments—
Calvin Independent School District  . . . . . . . . . . . . . . . . . . . . . . . 100,000

Net Assets Held in Trust for Participants—Town of Calvin  . . . . . 10,460,000

Net Assets Held in Trust for Participants—
Calvin Independent School District  . . . . . . . . . . . . . . . . . . . . 5,230,000

DREW COUNTY
Investment Pool 

Statement of Net Assets 
As of December 31, 2011

Assets

Cash $12,610,000

Investments 28,740,000

Accrued interest receivable 720,000

Total assets 42,070,000

Liabilities

Due to internal participants 26,380,000

Total liabilities 26,380,000

Net Assets

Held in trust for participants—
Town of Calvin $10,460,000

Calvin Independent School District 5,230,000

Total net assets $15,690,000

ILLUSTRATION 8–6
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PRIVATE-PURPOSE TRUST FUNDS

The fair value of assets placed in trust under a trust agreement is referred to as the
principal or corpus of the trust. If the principal of the trust must be held intact (non-
expendable) to produce income, the trust is often called an endowment. The income
from the assets of an endowment may be used only for the purposes specified by
the trustor. Not all trusts require that the principal be held intact. Some trusts allow
the principal to be spent (expended) for the purpose specified by the trust. Addi-
tionally, not all trusts make distinctions between the use of principal and income.
For example, loan funds operated as trust funds usually require that both the princi-
pal and income be held intact, whereas public retirement systems are trusts whose
principal and income are both expended for specified purposes.

Trust funds are also classified as public or private. Public trust funds are those
whose principal or income, or both, must be used for some public purpose. The ben-
eficiaries of private trust funds are private individuals, organizations, or other gov-
ernments. A fund established for the purpose of holding performance deposits of
licensees under a government’s regulatory activities is an example of a private trust
fund. A fund used to account for escheat property arising from the estate of persons
who die intestate without any known heirs is another example of a private trust fund.

Because most trusts administered by governments are created for public purposes
(for example, to maintain parks and cemeteries or to acquire art for public buildings),
they are considered governmental rather than fiduciary activities under GASB stan-
dards. Thus, nonexpendable public-purpose trusts are accounted for as permanent funds
and expendable public-purpose trusts are accounted for as special revenue funds. These
governmental fund types were discussed and illustrated in Chapter 4.

There are relatively few private-purpose trust funds compared with public-purpose
trust funds. Further, private-purpose trust funds follow accounting and financial
reporting practices that are quite similar to those illustrated in the previous section
on investment trust funds. The accounting for a private-purpose trust fund whose
principal is permanently restricted for investment, with earnings available for a 
specified private purpose, is similar to that for the City of Concordia Library 
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DREW COUNTY
Investment Pool 

Statement of Changes in Net Assets 
for the Year Ended December 31, 2011

Additions

Deposits of participants $14,850,000

Investment earnings 540,000

Increase in fair value of investments 300,000

Total additions 15,690,000

Deductions

Total deductions –0–

Change in net assets 15,690,000

Net assets, January 1, 2011 –0–

Net assets, December 31, 2011 $15,690,000

ILLUSTRATION 8–7
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Endowment Fund illustrated in Chapter 4 as a permanent fund. The principal dif-
ference is that financial information for a private-purpose trust is reported in the
statement of fiduciary net assets and statement of changes in fiduciary net assets,
whereas that for a permanent fund is reported in the balance sheet—governmental
funds and statement of revenues, expenditures, and changes in fund balances—
governmental funds. Even though a private-purpose trust reports additions and
deductions from net assets (see Illustration 8–7 for an example), those items are mea-
sured in essentially the same manner as revenues and expenditures of a permanent
fund. Because there is little difference in accounting and reporting for private-
purpose trusts, permanent funds, and investment trust funds (already illustrated), no
journal entries or financial statements are provided in this chapter for private-purpose
trust funds.

PENSION FUNDS

Cash and investments held by state and local pension plans for fiscal year 2005–06
amounted to nearly $2.9 trillion.6 Thus, it is not surprising that the GASB has
devoted substantial effort to accounting and financial reporting for pension plans.
This section provides an overview of the accounting and reporting requirements for
pension plans, as well as the governmental employers that sponsor such plans.

Pension plans are of two general types, defined contribution plans and defined
benefit plans. A defined contribution plan specifies the amount or rate of con-
tribution, often a percentage of covered salary, that the employer and employees must
contribute to the members’ accounts in the pension plan. The level of benefits
payable upon retirement is determined by the total amount of contributions to a mem-
ber’s account, earnings on investments, and allocations of forfeited contributions of
other members credited to the account.7 Because future benefits are neither formula
based nor guaranteed, the risk associated with defined contribution plans rests pri-
marily with employees; the employer’s responsibility essentially ends once the
required contribution is made. Such plans ordinarily are not administered on an actu-
arial basis; therefore, accounting and financial reporting requirements for both the
plan and the employer are straightforward and present few complications. Essentially,
the plan reports the fair value of pension assets and any liability for accrued plan
benefits; the employer reports expenditures/expenses for the amount contributed to
the plan. Both the plan and the employer are required to provide in the notes to the
financial statements a brief description of the plan, classes of employees covered,
plan provisions, contribution requirements, significant accounting policies for the
plan, and concentrations of investments in any one organization that exceed 5 per-
cent or more of plan net assets.8

A defined benefit plan provides a specified amount of benefits based on a for-
mula that may include factors such as age, salary, and years of employment.9 Deter-
mining the present value of projected pension benefits involves numerous factors, such
as employee mortality, employee turnover, salary progression, and investment earnings.
To ensure that plan assets will be adequate to cover future benefits, professional 
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6 U.S. Bureau of the Census, National Summary of State and Local Government Employee-Retirement
System Finances: Fiscal Year 2005–2006, Table 1.
7 GASB, Codification, Sec. Pe5.527.
8 GASB, Codification, Sec. Pe6.104.
9 GASB, Codification, Sec. Pe5.526.
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actuaries are engaged to calculate the present value of benefits and the required con-
tributions that must be made by employers and, in some cases, employees. The basic
assumptions underlying actuaries’ projections may change over time, giving rise to peri-
odic revisions in the required contributions. Because of the need to rely extensively on
actuaries’ estimates, it is not surprising that accounting for defined benefit plans is much
more complex than for defined contribution plans. The remainder of this section pro-
vides a summary overview of the accounting and financial reporting requirements for
defined benefit pension plans. More complete information on these plans can be found
in GASB, Codification, Section Pe5.

The illustrative transactions and statements for defined benefit pension plan
accounting discussed in this section are based on a “single-employer plan,” that is,
a single plan administered by a single governmental employer. Readers should be
aware, however, that many governments sponsor several employer pension plans for
different classes of employees (for example, a plan for general employees and one
or more separate plans for public safety employees). Furthermore, in some states,
some or all local government employees participate in a statewide defined benefit
pension plan rather than one sponsored by the local government. Such plans or
groups of plans are often referred to as Public Employee Retirement Systems
(PERS). The GASB standards apply to a single-employer plan and to multiple-
employer plans.

The GASB standards provide comprehensive guidance on pension accounting
and financial reporting that differs from FASB standards for accounting and report-
ing of pension plans. GASB provides accounting and reporting guidance for
defined benefit pension plans and for the sponsor/employer. The authoritative por-
tions of these standards can be found in the GASB Codification, Sections Pe5 and
P20, respectively. Pension plans are required to be reported in the basic fiduciary
fund statements for the sponsoring government (see Illustrations A1–10 and
A1–11). For those plans administered as legally separate entities that publish
“stand-alone” financial statements, standards also require the reporting of the sep-
arate entities’ pension fund financial information in the fiduciary funds statements
of the sponsoring governments.

Required Financial Reporting for Defined Benefit 
Pension Plans
GASB standards establish a financial reporting framework for defined benefit pen-
sion plans that includes both required financial statements and required schedules of
historical trend information. Users of pension financial reports should be aware of
the fact that the information in the required schedules does not tie to the informa-
tion presented in the financial statements. The required schedules present actuarial
information that is not used in arriving at the numbers reported in the financial state-
ments or in the notes to the financial statements. Since GASB believes the infor-
mation in the schedules is important in understanding the financial health of the
pension plan, the schedules are required supplementary information (RSI) that are
to be presented immediately after the notes to the financial statements.10 Two finan-
cial statements and two supplementary schedules of historical trend data are required.
The statements and schedules next described are required for stand-alone entities
(such as PERSs), as well as for sponsoring governments.11
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10 Ibid., par. 110. An exception is provided by GASB, Codification, Sec. Pe5.126.
11 Ibid., par. 105.
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a. A statement of plan net assets showing plan assets, liabilities, and net assets.
Plan assets should be reported at fair value. (See Illustrations, 8–8 and 8–9.)

b. A statement of changes in plan net assets showing additions to plan net
assets, deductions from plan net assets, and net increase (decrease) in plan
net assets. (See Illustration 8–10.)

c. A schedule of funding progress showing historical data for the current year
and five prior years about the actuarially determined status of plan fund-
ing. The schedule provides a long-term, ongoing perspective about the
progress made in accumulating sufficient assets to pay benefits when due.
(See Illustration 8–11.)

d. A schedule of employer contributions showing trend data for the current
year and five prior years about the annual required contributions (ARC) of
the employer and employer contributions in relation to ARC.12 (See Illus-
tration 8–12.)

In addition, the plan is required to provide notes to the financial statements and
notes to the required schedules. The notes to the financial statements should disclose
the following information:

a. Plan description, including:
1. Identification of the type of plan.
2. Classes of employees covered.
3. Brief description of benefit provisions.

b. Summary of significant accounting policies.
c. Description of contributions and reserves, including:

1. The authority under which contributions are made.
2. Funding policies.
3. Required contribution rates of active plan members.
4. Brief description of any long-term contracts for contributions.
5. Balances of the plan’s legally required reserves at the reporting date.

328 Part One State and Local Governments

12 Ibid., par. 111.

JOHNSON COUNTY EMPLOYEE RETIREMENT SYSTEM
Statement of Plan Net Assets

June 30, 2010

Assets

Cash $         51,213

Accrued interest receivable 2,507,612

Investments (at fair value):

Bonds 71,603,976

Common stocks 31,957,205

Commercial paper and repurchase agreements 12,570,401

Total assets 118,690,407

Liabilities

Accounts payable and accrued expenses 401,581

Net assets held in trust for pension benefits $118,288,826

ILLUSTRATION 8–8
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d. Funded status and funding progress.
e. Concentration of credit risk.13

The notes to the required schedules should provide:

a. Identification of actuarial methods used and significant actuarial assumptions
for the most recent year covered by the required supplementary schedules.

b. Factors such as changes in benefit provisions, employees covered by the
plan, or actuarial methods or assumptions used that significantly affect the
trends reported in the schedules.14

Statement of Plan Net Assets

Illustrations 8–8 and 8–9 present the statement of plan net assets for the hypothetical
Johnson County Employee Retirement System for fiscal years 2010 and 2011, respec-
tively. Johnson County administers one pension plan. As shown, plan investments should
be reported at fair value (last reported sales price) for all investments in securities that
trade on active exchanges. Investments in mortgages should be based on the discounted
present value of future interest and principal payments to be received. Investments in
real estate should be reported at fair value based on independent appraisals. All other
investments should be reported at estimated fair value, including institutional price
quotes for debt securities for which trade prices are unavailable.

Depreciable assets of a pension fund, that is, capital assets held for use by the fund,
should be reported at cost less accumulated depreciation. Cash, short-term investments
(reported at cost), and receivables typically represent a minor part of the total assets of
a pension fund. The assets of a pension fund are not classified as current and noncur-
rent; this distinction is not important since short-term liabilities typically are immater-
ial in relation to available plan assets. Fund liabilities, usually short-term (e.g., benefits
due but unpaid, refunds for terminated employees, vouchers payable, accrued expenses,
and payroll taxes payable), are reported as a deduction from assets; the difference is
typically captioned net assets held in trust for pension benefits.
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13 Ibid., par. 124.
14 Ibid., par. 132.

JOHNSON COUNTY EMPLOYEE RETIREMENT SYSTEM
Statement of Plan Net Assets

June 30, 2011

Assets

Cash $         62,434

Accrued interest receivable 4,822,076

Investments (at fair value):

Bonds 99,965,064

Common stocks 30,627,302

Commercial paper and repurchase agreements 11,215,833

Total assets 146,692,709

Liabilities

Accounts payable and accrued expenses 251,650

Net assets held in trust for pension benefits $146,441,059

ILLUSTRATION 8–9
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Statement of Changes in Plan Net Assets

The Johnson County Employee Retirement System Statement of Changes in Plan
Net Assets for fiscal year 2011 is presented in Illustration 8–10. This statement
reports employer and employee contributions and investment income as additions to
net assets rather than as revenues. Similarly, benefits paid, refunds of contributions,
and administrative expenses are reported as deductions from net assets rather than
as expenses. The net increase (decrease) in net assets is added to beginning-of-period
net assets to calculate end-of-period net assets. Additions and deductions are recog-
nized on the accrual basis.

Schedule of Funding Progress

An example of a schedule of funding progress for Johnson County is presented in
Illustration 8–11. This schedule shows funding progress of the plan based on actuar-
ial calculations. The actuarial value of assets is the value assigned to the plan’s
assets by the actuary. Generally, the actuarial value of assets should reflect “some
function of market value.”15 That the actuarial value does not necessarily reflect mar-
ket value is due to the fact that the actuary may use techniques that will smooth out
the short-term volatility that can be present in market values. Therefore, it is unlikely
that the actuarial value of plan assets will be the same as the fair value of plan assets
reported in the financial statements.
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JOHNSON COUNTY EMPLOYEE RETIREMENT SYSTEM
Statement of Changes in Plan Net Assets
for the Fiscal Year Ended June 30, 2011

Additions:

Contributions:

Employer $  14,126,292

Plan members 8,009,400

Total contributions 22,135,692

Investment income:

Net decrease in fair value of investments (2,198,782)

Interest and dividends 14,262,845

Total investment income 12,064,063

Total additions 34,199,755

Deductions:

Annuity benefits 3,134,448

Disability benefits 287,590

Refunds to terminated employees 2,057,265

Administrative expenses 568,219

Total deductions 6,047,522

Net increase 28,152,233

Net assets, July 1, 2010 118,288,826

Net assets, June 30, 2011 $146,441,059

ILLUSTRATION 8–10

15 GASB, Comprehensive Implementation Guide, 5.12, June 30, 2008.
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Actuarial accrued liability (AAL) is determined by using any of several gener-
ally accepted actuarial methods (consistently applied) and is the present value of pro-
jected benefits other than benefits earned from current and future employee services
(i.e., normal costs). The actuarial accrued liability arises primarily from past under-
fundng and changes in pension plan provisions.

Covered payroll is the amount on which the contributions to the pension plan
are based. Examples of covered payroll include an employee’s base pay and could
also include employee overtime if overtime is included as part of the pension plan’s
coverage. As shown in Illustration 8–11 the underfunded or (overfunded) AAL,
funded ratio, and underfunded or (overfunded) AAL as a percentage of covered
payroll are derived using the actuarial value of assets, AAL, and covered payroll.

Schedule of Employer Contributions

The key information the reader should note in the schedule of employer contributions
shown in Illustration 8–12 is the annual required contribution (ARC) and what 
percentage of the ARC the employer has contributed. Annual required contribution
is an actuarially determined amount that the employer should contribute each year to

Chapter 8 Accounting for Fiduciary Activities—Agency and Trust Funds 331

JOHNSON COUNTY EMPLOYEE RETIREMENT SYSTEM
Schedule of Funding Progress 

(in thousands)

Actuarial Unfunded 
Actuarial Accrued Unfunded (Overfunded) AAL
Value of Liability (AAL)— (Overfunded) Funded Covered as a Percentage of

Actuarial Assets Entry Age AAL Ratio Payroll Covered Payroll 
Valuation Date (a) (b) (b � a) (a/b) (c) ((b � a)/c)

12/31/2005 $ 86,320 $ 80,302 ($6,018) 107.49% $59,584 (10.10)%
12/31/2006 71,756 69,436 (2,320) 103.34 59,487 (3.90)
12/31/2007 79,887 77,704 (2,183) 102.81 64,206 (3.40)
12/31/2008 88,452 88,450 (2) 100.00 50,000 0.00
12/31/2009 92,887 92,885 (2) 100.00 51,282 (0.00)
12/31/2010 111,246 111,304 58 99.95 86,567 0.07

ILLUSTRATION 8–11 Required Supplementary Information

JOHNSON COUNTY EMPLOYEE RETIREMENT SYSTEM
Schedule of Employer Contributions

(in thousands)

Year Ended Annual Required Percentage
December 31 Contribution Contributed

2005 $  2,814 100%
2006 1,702 100
2007 2,609 100
2008 5,063 100
2009 7,352 100
2010 13,615 100

ILLUSTRATION 8–12
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ensure full actuarial funding of the plan. However, there is no GASB requirement that
actual contributions equal ARC. Calculation of the ARC is discussed later in the sec-
tion headed “Employer’s Pension Accounting.”

Evaluating the Status of a Pension Plan
The GAO16 indicates that three key indicators are beneficial in evaluating the funded
status of a pension plan—unfunded AAL, the funded ratio, and the difference
between the annual required contribution and the amount actually contributed.
Unfunded AAL and the funded ratio are related—one provides information on
unfunded AAL as a dollar amount while the other provides the information as a per-
centage of the actuarial value of assets. A negative unfunded AAL and a funded ratio
greater than 100 indicate that the actuarial value of the assets is greater than the
AAL. Some experts believe that a funded ratio of 80 percent or better indicates a
financially sound pension plan.17A comparison of the actuarially determined annual
required contribution to the actual contribution made to the pension plan by the gov-
ernment in the current period shows whether the contributions are keeping up with
the benefits earned. If the government is consistently making contributions equal to
the annual required contribution, there is reasonable assurance that sufficient funds
are being set aside to cover currently accruing benefits as well as any portion of
unfunded liabilities. If the contributions do not cover the actuarially determined
annual required contribution, the AAL will increase. When evaluating a pension plan
it is important to analyze the data over a period of time so that any trends in the
funding status can be observed. Changes in plans, markets, and assumptions are just
a few of the factors that can affect a current year’s funding status, thus making it
important to analyze funding status over a longer time period. It is also important
to understand that it is difficult to compare pension plans given that GASB allows
for a variety of actuarial methods and actuaries can apply a variety of actuarial
assumptions.

Illustrative Transactions for a Defined Benefit Pension Plan
Assume that the Johnson County Employee Retirement Plan started the fiscal year
beginning July 1, 2010, with the statement of plan net assets presented in Illustra-
tion 8–8. During fiscal year 2011, the following transactions occurred that require
journal entries as shown.

Accrued interest receivable as of June 30, 2010, was collected:

Member contributions in the amount of $8,009,400 and employer contributions in
the amount of $14,126,292 were received in cash:
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16 Government Accountability Office, Report 08-223, “State and Local Government Retiree Benefits:
Current Funded Status of Pension and Health Benefits,” January 2008.
17 Government Accountability Office, Report 08-983T, “State and Local Government Pension Plans:
Current Structure and Funded Status,” July 2008.

Debits Credits

1. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,507,612

Accrued Interest Receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . 2,507,612
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Annuity benefits in the amount of $3,134,448 and disability benefits in the
amount of $287,590 were recorded as liabilities:

Accounts payable and accrued expenses paid in cash amounted to $3,571,969:

Terminated employees whose benefits were not vested were refunded $2,057,265
in cash:

Investment income received in cash amounted to $9,440,769; $4,882,076 of inter-
est income was accrued at year-end. In addition, the fair value of investments in
bonds decreased during the year by $5,626,382 and the fair value of investments in
common stocks increased by $3,427,600.

Commercial paper and repurchase agreements carried at a cost of $1,354,568
matured, and cash in that amount was received:
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Debits Credits

2. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 22,135,692

Additions—Member Contributions  . . . . . . . . . . . . . . . . . . . . 8,009,400

Additions—Employer Contributions . . . . . . . . . . . . . . . . . . . . 14,126,292

3. Deductions—Annuity Benefits . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,134,448

Deductions—Disability Benefits  . . . . . . . . . . . . . . . . . . . . . . . . . . 287,590

Accounts Payable and Accrued Expenses  . . . . . . . . . . . . . . . . . 3,422,038

4. Accounts Payable and Accrued Expenses . . . . . . . . . . . . . . . . . . . 3,571,969

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,571,969

5. Deductions—Refunds to Terminated Employees  . . . . . . . . . . . . . 2,057,265

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,057,265

6a. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,440,769

Accrued Interest Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,822,076

Additions—Investment Income . . . . . . . . . . . . . . . . . . . . . . . . 14,262,845

6b. Investment in Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,427,600

Deductions—Change in Fair Value of Investments . . . . . . . . . . . . 2,198,782

Investment in Bonds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,626,382
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Common stocks carried at fair value of $6,293,867 were sold for that amount;
$1,536,364 was reinvested in common stocks and the remainder in bonds. An addi-
tional amount of $29,229,967 was also invested in bonds:

Administrative expenses for the year totaled $568,219, all paid in cash:

Nominal accounts for the year were closed:

Entries 1 through 10 result in the financial statements shown as Illustrations 8–9
and 8–10, when applied to the accounts existing at the beginning of the period as
shown in Illustration 8–8.

Employer’s Pension Accounting
GASB standards for the employer’s accounting for defined benefit pension plans pro-
vide guidance for measurement, recognition, and display of the employer’s pension
information. In addition to general purpose government employers, the standards
apply to governmental public benefit corporations and authorities, utilities, hospitals
and other health care providers, colleges and universities, and, if they are employ-
ers, to public employee retirement systems.
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Debits Credits

7. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,354,568

Commercial Paper and Repurchase Agreements. . . . . . . . . . . . 1,354,568

8a. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,293,867

Investment in Common Stocks. . . . . . . . . . . . . . . . . . . . . . . . . 6,293,867

8b. Investment in Bonds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 33,987,470

Investment in Common Stocks . . . . . . . . . . . . . . . . . . . . . . . . . . 1,536,364

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 35,523,834

9. Deductions—Administrative Expenses . . . . . . . . . . . . . . . . . . . . . 568,219

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 568,219

10. Additions—Member Contributions . . . . . . . . . . . . . . . . . . . . . . . 8,009,400

Additions—Employer Contributions. . . . . . . . . . . . . . . . . . . . . . . 14,126,292

Additions—Investment Income . . . . . . . . . . . . . . . . . . . . . . . . . . 14,262,845

Deductions—Annuity Benefits . . . . . . . . . . . . . . . . . . . . . . . . . 3,134,448

Deductions—Disability Benefits . . . . . . . . . . . . . . . . . . . . . . . . 287,590

Deductions—Refunds to Terminated Employees. . . . . . . . . . . . 2,057,265

Deductions—Administrative Expenses . . . . . . . . . . . . . . . . . . . 568,219

Deductions—Change in Fair Value of Investments . . . . . . . . . . 2,198,782

Net Assets Held in Trust for Pension Benefits . . . . . . . . . . . . . . 28,152,233
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Many of the note and statistical disclosures applicable to defined benefit pension
plans, discussed in the preceding paragraphs, apply to the employer. If the plan (or
PERS) is deemed to be part of the government’s reporting entity, many of the
employer’s required disclosures are redundant of those required of the plan (a pen-
sion trust fund). In this case, the employer need not make disclosures that would
duplicate those made by the plan. If the plan issues a stand-alone financial report,
however, the employer will have to make many of the same disclosures in the com-
prehensive annual financial report (CAFR) that the plan makes in its stand-alone
report. Because of the similarity of the disclosures and supplementary information
required of the employer to those enumerated previously for the plan, the reader is
referred to GASB, Codification, Section P20.117, for specific disclosure require-
ments applicable to the employer.

Whether a government employer accounts for payroll in a governmental fund or
proprietary fund, or both, there are three primary measures to be calculated and
reported: (1) annual required contribution (ARC), (2) net pension obligation (NPO),
and (3) annual pension cost.

Annual Required Contribution

Annual pension cost must be calculated and disclosed in the notes to the employer’s
financial statements. As shown in Illustration 8–13, the annual required contribution
(ARC) is the starting point for understanding the calculation of annual pension cost.
A discussion of the procedures for calculating ARC can be found in GASB, Codi-
fication, Section Pe5; therefore, in this chapter only the components of ARC are dis-
cussed.

ARC is calculated in accordance with certain parameters provided in GASB stan-
dards. The parameters require that for financial reporting purposes an actuarial val-
uation be performed at least biennially and that ARC be based on an actuarial
valuation as of a date not more than 24 months prior to the beginning of the cur-
rent fiscal year. A component of ARC is the actuarial present value of total
projected benefits, allowing for projected salary increases and additional statu-
tory or contractual agreements such as cost-of-living increases and other types of
postemployment benefit increases.

The parameters used to calculate ARC also provide broad guidance regarding
actuarial and economic assumptions, even though any of six actuarial methods is
permitted, subject to the limitation that in most cases the same actuarial method
should be used both for funding and financial reporting purposes. Both the plan and
the employer should use the same actuarial method.

An employer’s ARC should include normal cost (i.e., the actuarial present value
of benefits allocated to the current year by the actuarial cost method being used) and
amortization of any unfunded actuarial liability (same as actuarial accrued lia-
bility defined previously in the discussion of the required schedule of funding
progress). The provision for amortization can be determined using either level dol-
lar amounts each year or a level percentage of the projected payroll. The amortiza-
tion period must fall between defined maximum and minimum amortization periods.
The maximum amortization period after 2006 is 30 years.18 If there is a significant
decrease in the total unfunded actuarial liability caused by a change in actuarial cost
method or a change in asset valuation method, the decrease must be amortized over
a period of not less than 10 years.
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Once ARC is calculated, it becomes an input to the calculation of annual pension
cost (see Illustration 8–13). If there is no net pension obligation (NPO), the annual
pension cost is the same as ARC, and that is the amount the employer should con-
tribute to the plan for the period in order to fully fund current-period accrued ben-
efits. If the employer has undercontributed in the past, then ARC will contain an
amount for the amortization of the unfunded actuarial liability. Moreover, if actual
contributions have been less than annual pension cost, NPO will have a positive bal-
ance. Thus, annual pension cost will be affected by the existence of an NPO in addi-
tion to ARC. Before discussing the precise calculation of annual pension cost in the
presence of an NPO, it will be useful to first examine the components of NPO.

Net Pension Obligation

Net pension obligation (NPO) has two components: (1) the transition pension lia-
bility (or asset), if any, existing at the date GASB Statement No. 27 was implemented
and (2) the cumulative difference from the implementation date of Statement No. 27
to the current balance sheet date between annual pension cost (the amount that
should be contributed) and the employer’s actual contributions. These inputs to NPO
(actual contribution, annual pension cost, and transition liability) are shown clearly
in Illustration 8–13.

Annual Pension Cost

When an employer has an NPO, annual pension cost is equal to (1) the ARC, plus
(2) one year’s interest (i) on the beginning-of-year NPO, and minus or plus (3) an
adjustment for any amounts already included in ARC for past amortization of con-
tribution deficiencies or excess contributions. The adjustment is minus if the begin-
ning balance of NPO is positive (contribution deficiencies) and plus if NPO is
negative (excess contributions). As shown in Illustration 8–13, the adjustment to
ARC is approximated by deducting an amount equal to the present value (PV) of
the beginning balance of NPO. Illustration 8–14 provides a numerical example of
how annual pension cost and NPO are related and how each is calculated.

ILLUSTRATION 8–13

Annual
required
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PV of NPObeg

i � NPObeg
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Employer Recording and Reporting of Pension
Expenditure/Expense
Referring to Illustrations 8–13 and 8–14, a governmental employer that reports pension
expenditures in a governmental fund should recognize the expenditures on the modi-
fied accrual basis. Thus, the amount recognized will be the actual amount contributed
to the plan during the year. Assuming that the calculation in Illustration 8–14 is recog-
nized by the General Fund of a city, the following transaction would be appropriate.

The governmental activities journal at the government-wide level would recognize
the pension cost on the accrual basis. Therefore, if the amount contributed to the
pension fund for the year is less than the annual pension cost, the difference should
be added to NPO. Referring to Illustration 8–14, the appropriate journal entry for
governmental activities at the government-wide level would allocate the pension cost
to the various functions of government by debiting expenses.

If the contribution is greater than the annual pension cost, the difference should
be deducted from the NPO. Any cumulative positive balance of NPO, including
a transition liability, should be reported in the statement of net assets at the 
government-wide level. A negative NPO balance should be used to reduce any
other liability to the plan to zero but should not be reported as an asset. Annual
pension cost should be disclosed in the notes to the financial statements. Under-
or overfunding by a proprietary fund employer should be reported in the same
manner except the NPO should be reported in the statement of net assets of the
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Debits Credits

General Fund:

Expenditures—(various governmental functions)  . . . . . . . . . . . . . . . . . . 157,982

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 157,982

Annual required contribution (ARC) $ 165,485
Interest on net pension obligation (i � NPObeg) 5,070
Adjustment to annual required contribution (PV of NPObeg) (3,692)

Annual pension cost 166,863
Contributions made during the year (157,982)

Increase in net pension obligation 8,881
Net pension obligation, January 1, 2011 67,594

Net pension obligation, December 31, 2011 $   76,475

ILLUSTRATION 8–14 Calculation of Annual Pension Cost and Net Pension Obligation

Governmental Activities:

Expenses—(various government functions)  . . . . . . . . . . . . . . . . . . . . . . 166,863

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 157,982

Net Pension Obligation  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,881

Source: Based on example shown in GASB, Codification, Sec. P20.902.
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proprietary fund. The amount of pension expense recognized in the proprietary
fund should be the same as the annual pension cost. This amount would also be
recognized as program expenses in the government-wide statement of activities
for business-type activities.

OTHER POSTEMPLOYMENT BENEFITS (OPEB)

In addition to accounting and reporting of pension plans, as of 2008, GASB now
requires accounting and reporting for other postemployment benefits (OPEB).
OPEB includes benefits other than pensions, such as health care, life insurance, and
long-term care, among others. Due to the recency of the OPEB standards, the full
impact of OPEB reporting on state and local government financial statements is not
known as of the printing of this edition of the text. However, the liability for OPEB
has been estimated at $1 trillion.19 As with pension standards, GASB standards do
not require that governments fund the liability associated with OPEB; however, a
decision not to fund OPEB could be considered negatively by bond rating agencies
and therefore affect the cost of debt.20

Accounting and reporting for OPEB is essentially the same as for defined bene-
fit pension plans. The same financial reports and schedules are required, and note
disclosures are essentially the same for all postemployment benefits. Therefore, the
examples and information provided in the preceding section on pension funds should
also be applied to OPEB. One major exception relates to transition year accounting.
The employer will set the net pension obligation to zero for OPEB plans as of the
beginning of the transition year. That is, the employer need not retroactively apply
the OPEB standards.

TERMINATION BENEFITS

In addition to the standards on pensions and OPEB, GASB has a standard relating
to accounting for termination benefits.21 This standard provides guidance on
expense and liability recognition for voluntary and involuntary termination benefits.
Voluntary termination benefits occur when employers provide an incentive to hasten
an employee’s voluntary termination of employment, such as a one-time cash payout.
An involuntary termination benefit could relate to layoffs or reductions in force, and
include such items as career counseling and severance pay.

Managing Investments
Wise investment is important to the success of investment trust funds and defined benefit
plan funds. The managers of these funds are charged with earning the maximum return 
possible on the portfolio of investments within the constraints of safety and liquidity. To aid
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19 Eric S. Berman and Donald L. Rahn, “Successfully Navigating OPEB,” Journal of Accountancy,
August 2008, pp.54–60.
20 Ibid., p. 54.
21 GASB, Codification, Sec. T25.
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managers, formal investment policies should be adopted by governments. A sound invest-
ment policy will:

1. Identify investment objectives.
2. Define risk tolerance.
3. Assign responsibility for the investment function.
4. Establish control over the investment process.22

An investment strategy that assesses liquidity needs, provides for a total return
benchmark, and evaluates the success of meeting investment objectives will help max-
imize the return on the investment portfolio.23 Accurately assessing liquidity needs
helps ensure that short-term investments will be able to provide cash when needed.
However, any cash not needed in the short term should be invested in longer term,
higher yielding investments.

The benchmark selected for the targeted rates of total return or yield should be con-
sistent with the risk tolerance defined in the investment policy. There are several types
of risk that affect deposits and investments; however, two major risks the investment man-
ager should consider are credit risk and market risk. Credit risk relates to the probabil-
ity of loss due to the issuer or counterparty not meeting its obligations. Thus, credit risk
relates to the financial viability and dependability of the issuers of the securities, any
insurers of the securities, and/or the custodians of the securities or collateral. Market risk
is the risk that the fair value of the security will decline. Periodic evaluation of the invest-
ment portfolio will help ensure that the targeted return is met while not exceeding the
risk tolerance defined in the investment policy. Because risk exposure is a critical ele-
ment in the management of investments, GASB requires disclosures of investment poli-
cies related to risk.24

To meet the investment objectives, managers can choose from a wide array of invest-
ments. Some commonly used investment securities are obligations of the federal gov-
ernment (e.g., U.S. Treasury bills, bonds, and notes), repurchase agreements, bankers’
acceptances, commercial paper, money market funds, and state and local bonds. Addi-
tionally, some investment policies allow for investment in corporate debt and equity secu-
rities and derivatives.

In June 2008, GASB issued a standard on derivatives (GASB Statement No. 53). Gov-
ernments using derivative instruments are required to implement the provisions of GASBS
53 in periods beginning after June 15, 2009. The standard requires that derivatives be
reported at fair value on the fiduciary statement of net assets. Changes in the fair value of
derivative instruments used for investment purposes (or those derivatives that are deemed
ineffective as hedging derivatives) are to be reported as part of investment earnings in the
additions section of the statement of changes in fiduciary net assets. If the derivative is
used to hedge risk (e.g., interest or foreign currency), the change in fair value will be
reported as a deferred inflow or a deferred outflow on the fiduciary statement of net assets,
provided the derivative meets the hedge effectiveness criteria identified in GASBS 53.
Investment managers may want to keep the derivative standard in mind when making deci-
sions about the best use of derivatives and the effectiveness of the derivatives.

When setting targets for rates of total return, managers need to be aware of Internal
Revenue Code Sec. 148 rules on arbitrage. These rules significantly limit the ability of
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22 The preceding list is adapted from M. Corrine Larson, “Managing Your Investment Program in
Today’s Market,” Government Finance Review, June 2002, p. 40.
23 Joya C. De Foor and Kay Chandler, “Innovations in Managing Public Funds: Benchmarking and
Total Return,” Government Finance Review, August 2007, p. 16.
24 GASB, Codification, Sec. I50, pars. 126–133.
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a government to realize arbitrage earnings by investing tax-exempt bond proceeds (e.g.,
general obligation bond proceeds received for future construction of a capital asset) in
taxable investments with higher yields. Interest earnings in excess of those permitted by
Internal Revenue Code rules must be paid to the federal government. There are severe
penalties for violating the Internal Revenue Code rules on arbitrage.
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8–1. Explain the distinction(s) between agency funds and trust funds.
8–2. Identify the different types of trust funds and explain the purpose of each type.
8–3. Must an agency fund be used to account for withholding taxes, retirement con-

tributions, and (if applicable) social security taxes of General Fund employ-
ees? Explain.

8–4. Why do agency funds have no fund equity?
8–5. What is a “pass-through” agency fund and under what conditions is it appro-

priate to use such a fund?
8–6. How does the accounting for an internal investment pool differ from the

accounting for an external investment pool?
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8–7. GASB standards require that investments be reported at fair value. Explain
the GASB reporting requirements related to fair value. How do these require-
ments differ from reporting requirements for corporate entities?

8–8. Explain the difference between a private-purpose trust and a public-purpose
trust. How does the reporting for the two types of trusts differ?

8–9. If you were trying to assess the financial health of a government administered
pension plan, which financial statements or schedules would you review and
why?

8–10. What are the two types of risk that are of concern to investment managers?
Define each type of risk.

8–1 Internet Case—CalPERS. While the examples in this chapter have focused on
a single-employer plan, many states operate statewide plans, referred to as Pub-
lic Employee Retirement Systems (PERS), to which multiple employers con-
tribute. One of the largest PERS plans in the nation is operated in the State of
California.

Required

To answer the following questions use the Web site found at www.calpers.ca.gov.
The answers to the questions can be found in CalPERS’s annual report or in the
general information section provided on the site.
a. When was CalPERS established?
b. What types of employers contribute to CalPERS?
c. How many individuals are served by CalPERS?
d. How many and what types of funds are administered by CalPERS?
e. For the most recent reporting period, what is the value of total fiduciary assets?
f. For the most recent reporting period, what was the change in pension fund

net assets?
g. What are the funded ratios from the schedule of funding progress and what

do the funded ratios tell you?
h. What is the reporting relationship between CalPERS and the State of California?

8–2 Identification of Fiduciary Funds. Following is a list of fund names and
descriptions of funds from comprehensive annual financial reports (CAFRs).

Required

For each fund, indicate which type of fund should be used to account for the activ-
ities and explain why that fund is most appropriate.
a. Tri-Centennial Fund. Accounts for money raised or contributed by several

local area governments and other organizations. The purpose is to ensure
availability of resources to celebrate the United States Tri-Centennial in 2076.

b. Perpetual Care Fund. Accounts for endowed gifts and investment earnings
dedicated to perpetual care of the city’s cemeteries.

c. Debt Service Trust Fund. The city collects special assessments from citizens
in designated special benefit districts that are intended for debt service on
bonds issued for projects within the district. The city bears no responsibility
for this debt.

d. School Impact Fee Fund. The city collects school impact fees as part of the
cost of building permits issued. Money must be remitted periodically to the
local school district, a legally separate government that is not a component
unit of the city.
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e. Housing Rehabilitation Fund. Accounts for several revolving funds that pro-
vide low interest loans for housing. The collection of the loans is used to run
the program and make new loans to qualified citizens. Several government
sources provided the start-up funds.

f. Payroll Fund. The city has established a fund in which all payroll deductions
are reported.

g. Telephone Commissions Fund. The city collects commissions on pay tele-
phones used by jail inmates. The funds are used to provide inmates such ben-
efits as library resources and fitness equipment.

h. Block Grant Fund. The state receives federal funds for the homeless which it
passes through to local not-for-profit organizations. The only responsibility
the state has is to contribute an additional amount of funds (match) to the
federal grant.

i. Health Benefits Fund. The county has agreed to pay a portion of the health
insurance premiums for employees when they retire. Contributions for the
benefit are paid into this fund.

j. Unclaimed Property Fund. The state has established a fund to account for
abandoned and unclaimed property. The property is held in the fund for 10
years. If a legal claimant to the property is not found within the 10-year time
period, the property reverts to the state.

8–3 Other Postemployment Benefit (OPEB) Plans. GASB standards require that
governments report other postemployment benefits offered to employees. A typ-
ical example of such benefits is health care provided to retirees. It is estimated
that the unrecorded and unfunded liability related to OPEB is huge. To investi-
gate the extent of the problem, examine the notes of the most recent CAFRs for
the City and County of Denver (www.denvergov.org/controller) and the City of
New York (www.comptroller.nyc.gov).
a. Examine the Schedule of Funding Progress in the pension plan note (section IV,

note G, in Denver’s 2007 CAFR) for the City and County of Denver. For the
most recent year, how large is the actuarial accrued liability (AAL) for Denver’s
health benefits plan (titled DERP Health Benefits in the schedule) and what has
been the trend in the funded ratio? Discuss how the funded ratio for the Denver
Employees Retirement Plan (DERP) compares to that of the health benefits plan.

b. Examine the Schedule of Funding Progress for the health benefits plan (New York
City Health Benefits Plan) for the City of New York. The schedule can be found
in the Other Information note (part 3 of note E in New York City’s 2007 CAFR).
For the most recent year, how large is the AAL for the New York City Health
Benefits Plan and what does the funded ratio indicate about the status of the plan?

c. Compare the funded status of Denver’s health benefits plan to that of New
York City’s health benefits plan.

8–1 Examine a CAFR. Utilizing the annual report obtained for Exercise 1–1, follow
these instructions:
a. Agency Funds. Are employees’ and employers’ FICA tax contributions and con-

tributions to other retirement funds reported in the General Fund, an agency
fund, or in some other manner (describe)? Does the government operate a tax
agency fund or participate in a tax agency fund operated by another govern-
ment? Does the government act as agent for owners of property within a spe-
cial assessment district and for the creditors of those property owners? Does
the government operate one or more pass-through agency funds? If so, describe.
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b. Investment Trust Funds. Does the government operate, or participate in, a
cash and investments pool? If so, is the pool operated as an investment trust
fund? If there is a cash and investment pool and it is not reported as an
investment trust fund, how is it reported? Explain.

c. Private-purpose Trust Funds. Does the government operate one or more 
private-purpose trust funds? If yes, explain the purpose(s).

d. Pension Trust Funds. Are the government employees covered by a retirement
fund operated by the government, by the state, by the federal Social Secu-
rity Administration, or by two or more of these? If the government operates
one or more pension plans, or retirement systems, are the plan statements
accompanied by an actuary’s report, or is a reference made to the actuary’s
report in the notes to the financial statements? Is a net pension obligation
(NPO) reported in the government-wide statement of net assets and/or in a
proprietary fund? Is all the pension information specified by GASB stan-
dards and discussed in Chapter 8 presented in the notes to the financial state-
ments? Are all required supplementary schedules and related notes reported
in the comprehensive annual financial report?

e. Fiduciary Fund Financial Statements. Are all fiduciary funds shown in a
statement of fiduciary net assets and a statement of changes in fiduciary net
assets? Does the financial report state the basis of accounting used for trust
and agency funds? Are agency funds properly disclosed in the financial
statements? Does the report contain a schedule or list of investments of trust
funds? Are investments reported at fair value? Is the net increase (decrease)
shown separately from interest and dividend income? If trust funds own
depreciable assets, is depreciation taken? If so, is depreciation considered a
charge against principal or against income?

8–2 Multiple Choice. Choose the best answer.
1. Which of the following is not a fiduciary fund?

a. Permanent fund.
b. Agency fund.
c. Investment trust fund.
d. Pension trust fund.

2. Which of the following is an example of a trust fund?
a. A fund used to account for the collection and distribution of taxes to sev-

eral local governments.
b. A fund used to distribute scholarships to the children of the city’s police

officers.
c. A fund used to distribute low-income housing funds received from HUD

(Housing and Urban Development).
d. A fund used to account for risk management services provided to other

funds of the government.
3. Which of the following financial statements is prepared by fiduciary funds?

a. Statement of net assets.
b. Statement of activities.
c. Statement of cash flows.
d. All of the above.

4. At the government-wide level, where are fiduciary funds reported?
a. In the Governmental Activities column.
b. In the Business-type Activities column.
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c. As a part of component units.
d. Fiduciary funds are not reported at the government-wide level.

5. The city has installed sidewalks using special assessment debt. Special
assessments paid over the next 10 years will be used to retire the debt. 
If property owners fail to pay the assessments the city is under no
obligation to pay the assessments. Debt service related to the special
assessment debt used to install the sidewalks should be recorded in what
fund type?
a. Private-purpose trust fund.
b. Debt service fund.
c. Agency fund.
d Capital projects fund.

6. An investment trust fund is used to report the net assets available to the:
a. Sponsoring government only.
b. External participants only.
c. Financial institution that acts as custodian for the fund’s investments.
d. All of the above.

7. Which of the following fiduciary funds would account for an endowment
(i.e., the principal must remain intact)?
a. Investment trust fund.
b. Private-purpose trust fund.
c. Pension trust fund.
d. Permanent fund.

8. If a county incurs the cost of monitoring grant recipients, which of the fol-
lowing funds would most likely account for pass-through grants to a not-for-
profit organization assisting low-income individuals?
a. Private-purpose trust fund.
b. Agency fund.
c. Special revenue fund.
d. Permanent fund.

9. Arkmo City has a single pension plan for its employees, all of whose salaries
and wages are paid from the General Fund. Ordinarily, the city’s General
Fund should report an expenditure for its annual pension contribution to a
defined benefit pension plan in an amount equal to the:
a. Annual required contribution.
b. Annual pension cost.
c. Net pension obligation.
d. Actual contribution.

10. Which OPEB financial report or schedule would help in determining whether
OPEB is underfunded?
a. Statement of plan net assets.
b. Statement of changes in plan net assets.
c. Schedule of funding progress.
d. Schedule of employer contributions.

8–3 Multiple Choice. Choose the best answer.
Items 1 through 3 relate to the following information.

The county administers a tax agency fund that collects taxes on behalf of the
county, city, and a special purpose district. For 2011, the taxes to be levied by
the government are:
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County $   632,000
City 917,000
Special purpose district 26,000

Total $1,575,000

1. On the date the taxes are levied, the city would debit which of the following
accounts?
a. Due from Tax Agency Fund.
b. Equity in Tax Agency Fund.
c. Taxes Receivable.
d. No journal entry is recorded since the city is not collecting the taxes.

2. On the date the taxes are levied, the tax agency fund would credit which of
the following accounts?
a. Due to Other Funds and Governments.
b. Revenues—Taxes.
c. Additions—Other Funds and Governments.
d. Accrued Taxes.

3. If the tax agency fund assessed a 1 percent administrative fee, it would be
recorded by the agency fund as a credit to:
a. Revenue.
b. Transfer In.
c. Additions—Fund Equity.
d. Due to County.

Items 4 through 7 relate to the following information:
The city council of the City of Cadillac decided to pool the investments of

its General Fund with that of Cadillac School District and Cadillac Township,
each of which carried its investments at fair value as of the prior balance sheet
date. All investments are revalued to current fair value at the date of the cre-
ation of the pool. At that date, the prior and current fair value of the investments
of each of the participants were as follows:

Investments

Prior Current
Fair Value Fair Value

General Fund $   600,000 $   590,000
Cadillac School District 3,600,000 3,640,000
Cadillac Township 1,800,000 1,770,000

Total $6,000,000 $6,000,000

4. At the date of the creation of the investment pool, each of the participants should:
a. Debit its Fund Balance account and credit its Investments account for the

prior fair value of the assets transferred to the pool.
b. Debit or credit its Investments account as needed to adjust its carrying

value to current fair value. The offsetting entry in each fund should be to
Fund Balance.

c. Debit Equity in Pooled Investments for the current fair value of invest-
ments pooled, credit Investments for the prior fair value of investments
pooled, and credit or debit Revenues—Change in Fair Value of Investments
for the difference.

d. Make a memorandum entry only.
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5. At the date of creation of the pool, the City of Cadillac should account for
all the pooled investments in:
a. An investment trust fund at fair value at the date the pool is created.
b. An agency fund at fair value as of the prior balance sheet date.
c. Its General Fund at fair value at the date the pool is created.
d. Its General Fund at fair value as of the prior balance sheet date.

6. One day after creation of the pool, the investments that had belonged to
Cadillac Township were sold by the pool for $1,760,000.
a. The loss of $40,000 is borne by each participant in proportion to its equity

in the pool.
b. The loss of $10,000 is borne by each participant in proportion to its equity

in the pool.
c. The loss of $40,000 is considered to be a loss borne by Cadillac Township.
d. The loss of $10,000 is considered to be a loss borne by Cadillac Township.

7. One month after creation of the pool, earnings on pooled investments totaled
$59,900. It was decided to distribute the earnings to the participants, rounding
the distribution to the nearest dollar. The Cadillac School District should receive:
a. $36,000.
b. $35,940.
c. $36,339.
d. $37,000.

Items 8 through 10 are based on the following information:
The City of Lindenwood contributes to and administers a single-employer

defined benefit pension plan on behalf of its covered employees. The city uses
a trust fund to account for and report its pension plan. Annual pension cost and
actual contributions made for the past three years were as follows:

Annual Actual
Pension Cost Contribution

2011 $32,000 $31,500
2010 31,250 30,500
2009 30,150 29,000

8. For 2011, what would be the credit to Additions—Employer Contributions
in the pension trust fund?
a. $32,000.
b. $31,500.
c. $1,000.
d. $500.

9. To record the 2011 pension contribution to the pension trust fund, what
account would the General Fund debit?
a. Other Financing Uses—Interfund Transfers Out.
b. Expenditures.
c. Due to Pension Fund.
d. Deductions—Employer Contributions.

10. Over the three-year time period, what has happened to the net pension
obligation?
a. It has increased.
b. It has decreased.
c. It has stayed the same.
d. The reader cannot tell based on the information provided.
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8–4 Tax Agency Fund. The county collector of Lincoln County is responsible for
collecting all property taxes levied by funds and governments within the bound-
aries of the county. To reimburse the county for estimated administrative
expenses of operating the tax agency fund, the agency fund deducts 1 percent
from the collections for the town, the school district, and the townships. The
total amount deducted is added to the collections for the county and remitted
to the Lincoln County General Fund.

The following events occurred in 2011:
1. Current-year tax levies to be collected by the agency fund were:

County General Fund $  2,752,000
Town of Smithton General Fund 4,644,000
Lincoln Co. Consolidated School District 7,912,000
Various townships 1,892,000

Total $17,200,000

2. $8,400,000 of current taxes was collected during the first half of 2011.
3. Liabilities to all funds and governments as the result of the first half-year

collections were recorded. (A schedule of amounts collected for each par-
ticipant, showing the amount withheld for the county General Fund and net
amounts due the participants, is recommended for determining amounts to
be recorded for this transaction.)

4. All money in the tax agency fund was distributed.

Required

a. Make journal entries for each of the foregoing transactions that affected the
tax agency fund.

b. Make journal entries for each of the foregoing transactions that affected the
Lincoln County General Fund. Begin with the tax levy entry, assuming 3
percent of the gross levy will be uncollectible.

c. Make journal entries for each of the foregoing entries that affected the Town
of Smithton General Fund. Begin with the tax levy entry, assuming 3 per-
cent of the gross levy will be uncollectible.

d. Which financial statements would be prepared by the tax agency fund?

8–5 Special Assessment Debt. Fawn community, located in the City of Deerville,
voted to form a local improvement district to fund the construction of a new
community center. The city agreed to construct the community center and
administer the bond debt; however, Fawn community was solely responsible for
repaying the bond issue. To administer the bond debt, the city established the
Local Improvement District Fund. Following are several events connected with
the Local Improvement District Fund.
1. On June 30, 2010, the city assessed levies totaling $6,000,000. The levies

are payable in 10 equal annual installments with 4 1/2 percent interest on
unpaid installments.

2. All assessments for the current period were collected by June 30, 2011, as
was the interest due on the unpaid installments.

3. On July 1, 2011, the first principal payment of $600,000 was made to bond-
holders as was interest on the debt.
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Required

a. What type of fund is the Local Improvement District Fund? Explain your
answer.

b. Make journal entries for each of the foregoing events that affected the Local
Improvement District Fund.

c. How would this fund be reported in the City of Deerville’s financial statements?

8–6 Identification of Fund. St. George County has entered into a contract for the
demolition and construction of a six-lane bridge. It is expected that the project
will take three years to complete. The terms of the contract indicate that the
county will retain 5 percent (retained percentage) from each progress billing.
The contract also requires that the retained percentage be invested and
accounted for in a separate fund. Investment of the retained percentage is for
the benefit of the contractor, who will receive the retained percentage and
investment earnings upon successful completion and acceptance of the bridge.

Required

a. What type of fund should St. George County use to account for the retained
percentage? Explain your answer.

b. Record the following events in the retained percentage fund.
1. A retained percentage was withheld from a progress payment of

$900,000.
2. The retained percentage was invested in certificates of deposit.
3. Interest of $675 was received.
4. At year-end, interest of $1,350 was accrued. There was no adjustment

to fair value.
5. Nominal accounts were closed.

8–7 Investment Trust Fund. The Albertville City Council decided to pool the
investments of its General Fund with Albertville Schools and Richwood Town-
ship in an investment pool to be managed by the city. Each of the pool par-
ticipants had reported its investments at fair value as of the end of the last
fiscal year. At the date of the creation of the pool, the fair value of the invest-
ments of each pool participant was as follows:

Investments

Prior Current
Fair Value Fair Value

City of Albertville General Fund $   890,000 $   900,000
Albertville Schools 4,200,000 4,230,000
Richwood Township 3,890,000 3,870,000

Total $8,980,000 $9,000,000

Required

a. Show the entry that should be made by the City of Albertville, Albertville
Schools, and Richwood Township to do the following: (1) open a new asset
account, Equity in Pooled Investments, in the amount of the current fair value
of the investments transferred to the pool; (2) close the existing investments
account; and (3) debit or credit the revenues account of each participant as
needed to adjust for changes in fair value.
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b. Show in general journal form the entries to be made in the accounts of the
investment pool trust fund to record the following transactions of the first
year of its operations:
(1) Record at current fair value the investments transferred to the pool;

assume that the investments of the city’s General Fund were in U.S. Trea-
sury notes and the investments of both the schools and the township
were in certificates of deposit (CDs).

(2) CDs that had been recorded at a fair value of $1,000,000 matured. The
pool received $1,050,000 in cash ($1,000,000 for the face of the CDs
and $50,000 interest). The entire amount was reinvested in a new issue
of certificates of deposit.

(3) Interest on Treasury notes in the amount of $50,000 was collected.
(4) Interest on CDs accrued at year-end amounted to $28,250.
(5) At the end of the year, it was decided to compute and record the pool’s

liability or net assets held for each of the three participants for its pro-
portionate share of earnings on the pooled investments. Assume that
there were no changes in the fair value of investments since the invest-
ment pool was created. Carry your computation of each participant’s
proportionate share to two decimal places. Round the amount of the dis-
tribution to each fund or participant to the nearest dollar.

c. Record in each of the participant’s funds the increase in its Equity in Pooled
Investment account.

d. The City of Albertville General Fund decided to withdraw $100,000 from
the investment pool to obtain the cash it needed to acquire general capital
assets. The investment pool trust fund sold $50,000 of its investments in U.S.
Treasury notes (no interest had accrued on these investments) to obtain the
cash needed for the withdrawal. Record the sale of U.S. Treasury notes.
Record the cash withdrawal in the investment pool trust fund and the City
of Albertville General Fund. Recalculate each participant’s proportionate
share of pooled investments after the withdrawal is made.

e. Explain how the investment trust fund would report the General Fund’s inter-
est in the investment pool and the Albertville School’s interest in the invest-
ment pool.

8–8 Pension Plan Calculation. The Village of Dover administers a defined bene-
fit pension plan for its police and fire personnel. Employees are not required
to contribute to the plan. The village received from the actuary and other
sources the following information about the Public Safety Employees’ Pension
Fund as of December 31, 2011.

Item Amount

Annual required contribution $ 606,700
Net pension obligation, 1/1/2011 535,700
Present value of net pension obligation as of 1/1/2011 268,920
Interest rate applicable to beginning net pension obligation 7%

Required

Assuming that the Village of Dover contributes $385,000 cash to the plan on
December 31, 2011, calculate the employer’s
a. Annual pension cost.
b. Net pension obligation, as of December 31, 2011.
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8–9 Pension Plan Financial Statements. The State of Nodak operates a Public
Employees Retirement System (PERS) for all employees of the state. The pre-
closing trial balance of the PERS as of June 30, 2011, follows (in thousands
of dollars):

Debits Credits

Cash $     16,000
Accrued Interest Receivable 33,200
Investments 2,002,000
Equipment and Fixtures 25,200
Accumulated Depreciation—Equipment and 

Fixtures $       3,100
Accounts Payable and Accruals 33,400
Net Assets Held in Trust for Pension Benefits, 

July 1, 2010 1,577,000
Member Contributions 112,100
Employer Contributions 197,800
Interest and Dividend Income 199,700
Net Change in Fair Value of Investments 58,800
Annuity Benefits 53,900
Disability Benefits 14,000
Refunds to Terminated Employees 28,800
Administrative Expenses 8,800

Total $2,181,900 $2,181,900

Required

a. Prepare a statement of changes in plan net assets for the State of Nodak
Public Employees Retirement System for the year ended June 30, 2011, in
as much detail as possible.

b. Prepare a statement of plan net assets as of June 30, 2011, for the State of
Nodak Public Employees Retirement System.

c. Explain how the State of Nodak (the employer) would report its participa-
tion in the state PERS at the fund level and at the government-wide level.

8–10 Fiduciary Financial Statements. Ray County administers a tax agency fund,
an investment trust fund, and a private-purpose trust fund. The tax agency fund
acts as an agent for the county, a city within the county, and the school 
district within the county. Participants in the investment trust fund are the Ray
County General Fund, the city, and the school district. The private-purpose trust
is maintained for the benefit of a private organization located within the county.
Ray County has prepared the following statement of fiduciary net assets.
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RAY COUNTY
Statement of Fiduciary Net Assets

Fiduciary Funds
June 30, 2011
(in thousands)

Trust Agency
Funds Funds Total

Assets

Cash and cash equivalents $   104,747 $     788 $   105,535

Receivables 12,166 87,858 100,024

Investments:

Short-term investments 241,645 241,645

Bonds, notes, and stock 992,226 992,226

Total assets 1,350,784 88,646 1,439,430

Liabilities

Accounts payable 61,447 61,447

Net Assets

Held in trust for:

Organizations 193,400 193,400

County 219,187 10,638 229,825

City of Leetown 383,578 23,048 406,626

Leetown School District 493,172 54,960 548,132

Total net assets $1,289,337 $88,646 $1,377,983

Required

The statement as presented is not in accordance with GASB standards. Using
Illustration A1–10 as an example, identify the errors (problems) in the state-
ment and explain how the errors should be corrected.

Chapter 8 Accounting for Fiduciary Activities—Agency and Trust Funds 351

wiL79603_ch08_305-352.qxd  12/22/08  17:25  Page 351



wiL79603_ch08_305-352.qxd  12/22/08  17:25  Page 352



353

Chapter Nine

Financial Reporting 
of State and Local
Governments
Learning Objectives

After studying this chapter, you should be able to:

1. Describe the concepts related to the financial reporting requirements of the
GASB reporting model.

2. Explain the key concepts and terms used in describing the governmental
reporting entity.

3. Apply the GASB criteria used to determine whether a potential component unit
should be included in the reporting entity and, when included, the manner of
reporting component units.

4. Identify and describe the contents of a comprehensive annual financial report
(CAFR).

5. Understand how to reconcile governmental fund financial statements to
governmental activity in the government-wide financial statements.

6. Identify and explain contemporary financial reporting issues.

Chapters 2 through 8 present extended discussions of the principles of accounting
for governmental, proprietary, and fiduciary funds and governmental and business-
type activities at the government-wide level. Chapters 1 and 2 provide overviews of
Governmental Accounting Standards Board (GASB) financial reporting require-
ments, and financial reporting requirements for specific fund types are discussed in
several chapters. This chapter presents the reporting requirements in more depth and
discusses contemporary financial reporting issues. Prior to examining reporting
requirements, a brief conceptual discussion of financial reporting is provided.

CONCEPTS RELATED TO FINANCIAL REPORTING

GASB Concepts Statement 11 identifies two objectives of government financial
reports: to provide information that can be used to assess a government’s account-
ability and to assist users in making economic, social, and political decisions. The

1 GASB, Codification, Appendix B.
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primary users of government financial reports are those external to government; prin-
cipally, citizens, legislative and oversight bodies, and creditors. For the financial
reports to be useful in meeting identified objectives, GASB indicates that the infor-
mation provided in the reports should be understandable, reliable, relevant, timely,
consistent, and comparable.

An important part of providing useful information is communicating the infor-
mation in a manner that is helpful to the user. GASB Concepts Statement 32 pro-
vides guidance regarding where and how items of information should appear in
financial reports to be the most useful. The areas identified for communicating items
of information are recognition in the financial statements, disclosures in the notes
to the financial statements, presentation as required supplementary information, or
presentation as supplementary information. GASB indicates that an item of infor-
mation that meets the definition of an element and is measurable with sufficient reli-
ability should be recognized in the financial statements. A note should be used if it
can help support an item recognized in the financial statement or provide informa-
tion that is essential to the user’s understanding of the item. An example of the rela-
tionship between recognized items and notes can be conveyed with the Investments
account. Without a note disclosure relating information on fair values and risk expo-
sure, the user is left without information that is relevant in assessing the quality and
management of the government’s investments.

Required supplementary information (RSI) and supplementary information are
used to communicate information that is essential and useful, respectively. Without
RSI the financial statements and related notes cannot be placed in the correct con-
text. Examples of RSI include the budget to actual schedules (Chapter 3) and sev-
eral pension disclosures (Chapter 8). Other supplementary information is useful but
not essential in understanding the financial statements and related notes. Much of
the supplementary information is found in the statistical section of the comprehen-
sive annual financial report (CAFR).

As indicated, before an item can be recognized in the financial statements it must
meet the definition of an element. GASB Concept Statement 4,3 provides for seven
financial statement elements. The elements are assets, liabilities, deferred outflows
of resources, deferred inflows of resources, net position, outflows of resources, and
inflows of resources. Since governments use two bases of accounting, GASB defines
the elements in terms that will allow for recognition under both modified accrual
and accrual accounting. For example, an outflow of resources can mean an expen-
diture or an expense.

The GASB concept statements primarily serve the needs of standard-setters, pro-
viding them with guidance in writing standards that form the basis for the type and
display of information found in the financial reports discussed in the remainder of
the chapter.

THE GOVERNMENTAL REPORTING ENTITY

The average citizen—including accountants whose only experience has been with
business organizations—has only a vague knowledge and little understanding of the
overlapping layers of general purpose and special purpose governments that have
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3 Ibid.
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Chapter 9 Financial Reporting of State and Local Governments 355

some jurisdiction over us wherever we may live and work. Illustration 8–1, for exam-
ple, shows that different levels of general purpose governments can levy taxes on
property. The school funds in that illustration show that taxes are also levied by spe-
cial purpose governments (an independent school district in that illustration). Omit-
ted from the illustration, for the sake of brevity, are taxes levied by any special
districts. Special districts are defined by the Bureau of the Census as “independent
special-purpose governmental units (other than school districts) that exist as sepa-
rate entities with substantial administrative and fiscal independence from general-
purpose local governments.”4 About 42 percent of the local governments in the
United States are classified as special districts.5

Although the Census definition stresses the independence of special districts,
in many instances they were created to provide a vehicle for financing services
demanded by residents of a general purpose government that could not be
financed by the general purpose government because of constitutional or statutory
limits on the rates or amounts it could raise from taxes, other revenue sources,
and debt. Building authorities are examples of special districts created as a financ-
ing vehicle.

In addition to independent special districts, certain governmental activities are
commonly carried out by commissions, boards, and other agencies that are not con-
sidered as independent of a general purpose government by the Bureau of the Census
but that may have some degree of fiscal and administrative independence from the
governing board of the general purpose government. In past years, some governments
included in their annual reports the financial statements of such semi-independent
boards and commissions and even certain of the special districts, whereas other gov-
ernments excluded them.

To improve uniformity in reporting and to promote the preparation of financial
reports consistent with GASB Concepts Statement 1, GASB Codification, Section
2100 provides authoritative guidance on defining the reporting entity, and Section
2600 presents guidance on reporting entity and component unit presentations and
disclosure. GASB Codification, Section 2100 also provides guidance for reporting
certain affiliated organizations, such as fund-raising foundations. These sections pro-
vide the basis for the following discussion.

Defining the Financial Reporting Entity
Elected officials of state and local governments (primary governments) are account-
able to their constituents. That accountability extends not only to the financial per-
formance of the primary government, but also to any organizations that are
financially dependent on the primary government or over which the primary gov-
ernment can impose its will. Thus, GASB takes the position that governmental finan-
cial reporting should report on all governments and organizations for which elected
officials are accountable. Collectively, these governments and organizations are
referred to as the financial reporting entity. Before proceeding further with the expla-
nation of a financial reporting entity, it is important to more formally define the
terms primary government and financial reporting entity.

A primary government is a state government or general purpose local government.
It can also be a special purpose government that has a separately elected governing

4 U.S. Department of Commerce, Bureau of the Census, 2002 Census of Governments, vol. 1, no. 1
(Washington, D.C.: U.S. Government Printing Office), p. vii.
5 http://www.census.gov/govs/cog/GovOrgTab03ss.html.
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body, is legally separate, and is fiscally independent of other state or local govern-
ments. A legally separate organization has an identity of its own as an “artificial per-
son” with a personality and existence distinct from that of its creator and others. A
fiscally independent organization has the authority to determine its budget, levy its
own taxes, and set rates or charges; and issue bonded debt without approval of
another government.

GASB defines a financial reporting entity as a primary government, organiza-
tions for which the primary government is financially accountable, and other orga-
nizations for which the nature and significance of their relationship with the primary
government are such that exclusion would cause the reporting entity’s basic finan-
cial statements to be misleading. A primary government is generally the basis for
the financial reporting entity. However, other types of governments can be the basis
for a financial reporting entity if they issue separate financial statements. Examples
of other types of governments that may serve as their own reporting entity are com-
ponent units, government joint ventures, jointly governed organizations, or other
stand-alone governments.

A primary government is financially accountable for another organization if the
primary government appoints a voting majority of the organization’s governing board
and it is (a) able to impose its will on the organization or (b) there is a potential for
the organization to provide specific financial benefits to, or impose specific finan-
cial burdens on, the primary government. The ability of the primary government to
impose its will on an organization exists if the primary government can significantly
influence the programs, projects, or activities of, or the level of services performed
or provided by, the organization. A financial benefit or burden relationship exists if
the primary government (a) is entitled to the organization’s resources; (b) is legally
obligated or has otherwise assumed the obligation to finance the deficits of, or pro-
vide financial support to, the organization; or (c) is obligated in some manner for
the debt of the organization. Additionally, a primary government may be financially
accountable for organizations with separately elected governing boards, governing
boards appointed by other governments, or a jointly appointed board that is fiscally
dependent on the primary government.

Component Units
Other organizations included as part of the financial reporting entity are called com-
ponent units. Not-for-profit organizations, for-profit firms, or a nonprimary govern-
ment can be component units of the financial reporting entity. A component unit
is defined as a legally separate organization for which the elected officials of the
primary government are financially accountable. A component unit can also be
another organization for which the nature and significance of its relationship with
the primary government is such that exclusion would cause the reporting entity’s
financial statements to be misleading or incomplete. Because the reporting entity
must include the component unit’s financial information in its financial statements,
the GASB has provided that the information can be included by blending the infor-
mation or discretely presenting the information.

To assist in determining whether an organization should be included as a com-
ponent unit of the reporting entity, the GASB has developed the flowchart in Illus-
tration 9–1. In addition to assisting in determining whether a component unit
should be included in the financial statements, the flowchart also assists in deter-
mining whether the component unit information should be blended or discretely
presented.
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ILLUSTRATION 9–1 Decision Process for Inclusion or Exclusion of Potential Component Unit (PCU)

Notes:
A. A legally separate, tax-exempt organization should be reported as a component unit of a reporting entity if all of the following criteria are met: (a) The economic resources

received or held by the separate organization are entirely or almost entirely for the direct benefit of the primary government, its component units, or its constituents; (b) the
primary government or its component units is entitled to or has the ability to otherwise access a majority of the economic resources received or held by the separate organi-
zation; (c) the economic resources received or held by an individual organization that the specific primary government, or its component unit, is entitled to or has the abil-
ity to otherwise access are significant to that primary government.

B. A potential component unit (PCU) for which a primary government (PG) is financially accountable may be fiscally dependent on another government. An organization
should be included as a component unit (CU) of only one reporting entity. Professional judgment should be used to determine the most appropriate reporting entity. A pri-
mary government that appoints a voting majority of the governing board of a component unit of another government should make the disclosures required for related orga-
nizations.

Source: GASB, Codification, Sec. 2100.901.

Blended presentation is when the component unit’s financial data for its funds
and activities are reported with the same fund types and activities of the primary
government. For example, if a component unit has special revenue funds the funds
should be reported in the same manner as special revenue funds for the primary gov-
ernment. A separate column should be used in the governmental funds financial
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358 Part One State and Local Governments

statements if the fund is considered major; if the fund is not major it should be
aggregated with other nonmajor funds. At the government-wide level the compo-
nent unit special revenue fund data should be reported in the Governmental Activ-
ities column. One exception is that the General Fund data of a component unit
cannot be combined with the General Fund data of the primary government.
Instead, the component unit General Fund data should be reported as a special rev-
enue fund (major or nonmajor).6 As shown in the flowchart, blending is required
when the component unit is, in substance, a part of the primary government. An
example of such an occurrence is a building authority that was specifically estab-
lished to finance and construct capital assets for the primary government, with the
debt service for the capital assets provided by lease payments from the primary
government.

Discrete presentation is when financial data of the component unit are reported
in one or more columns, separate from the financial data of the primary government.
An integral part of this method of presentation is that major component unit sup-
porting information is required to be provided in the reporting entity’s basic finan-
cial statements by (a) presenting each major component unit in a separate column
in the reporting entity’s statements of net assets and activities, (b) including com-
bining statements of major component units in the reporting entity’s basic statements
after the fund financial statements, or (c) presenting condensed financial statements
in the notes to the reporting entity’s basic financial statements.

Reporting by Other Government Organizations
The financial reporting information in the remainder of the chapter is provided
from the perspective that the financial reporting entity is composed of a primary
government and its component units. However, the information would also apply
to other government organizations that issue separate financial reports. Examples
of such organizations would include governmental joint ventures, jointly governed
organizations, and other stand-alone governments. Additionally, if a component
unit chooses to provide financial statements separately from the financial report-
ing entity of which it is a part, it would also rely on the information provided in
this chapter.

A joint venture is a legal entity or other organization that results from a con-
tractual arrangement and that is owned, operated, or governed by two or more par-
ticipants as a separate and specific activity subject to joint control, in which the
participants retain (a) an ongoing financial interest or (b) an ongoing financial
responsibility.

A jointly governed organization is a regional government or other multi-
governmental arrangement that is governed by representatives from each of the
governments that create the organization, but that is not a joint venture because
the participants do not retain an ongoing financial interest or responsibility.

An other stand-alone government is a legally separate governmental organi-
zation that (a) does not have a separately elected governing body and (b) does not
meet the definition of a component unit. Other stand-alone governments include
some special purpose governments, joint ventures, jointly governed organizations,
and pools.

6 GASB, Codification, Sec. 2600.114. 
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GOVERNMENTAL FINANCIAL REPORTS

Once the reporting entity has been determined in accordance with the criteria dis-
cussed in the preceding section, persons responsible for preparing financial reports
for the reporting entity should follow the guidance given in currently effective
authoritative literature to determine the content of financial reports to be issued for
external users. Chapter 2 contains a summary of the standards set forth for the con-
tent of the comprehensive annual financial report (CAFR) of a state or local gov-
ernmental reporting entity. Chapters 3 through 8 elaborate on the application of those
standards to accounting and financial reporting for each of the funds and government-
wide activities. Although much of the discussion in preceding chapters concerns gen-
eral purpose external financial reporting, the needs of administrators, legislators, and
other users not properly classifiable as “external” have been given some attention.
In the following paragraphs, the discussion in preceding chapters is briefly summa-
rized and placed in perspective.

Need for Periodic Reports
Individuals concerned with the day-to-day operations and activities of governmental
funds should be familiar with much of the data processed by the accounting infor-
mation system because it results from the events and transactions with which they
are involved. However, it is easy for these individuals to become overconfident of
their understanding of the data with which they are daily involved. Past events are
not always as remembered, and the relative significance of events changes over time.
Similarly, administrators at succeedingly higher levels in the organization may feel
that participation in decision making and observation of the apparent results of past
decisions obviate the necessity for periodic analysis of accounting and statistical
reports prepared objectively and with neutrality. The memory and perceptions of
administrators at higher levels are also subject to failure. Therefore, it is generally
agreed that it is useful for financial reports to be prepared and distributed at inter-
vals throughout a fiscal period as well as at period-end.

Interim Financial Reports
Government administrators have the greatest need for interim financial reports,
although members of the legislative branch of the government (particularly those on
its finance committee) may also find interim reports useful. Although the particular
statements and schedules that should be prepared on an interim basis are a matter of
local management preference, the authors believe the following interim schedules pro-
vide the minimum useful information for budgetary and cash management purposes.

1. Schedule of actual and budgeted revenue (for the General Fund and special rev-
enue funds and other funds for which budgets have been legally adopted).

2. Schedule of actual and budgeted expenditures (for the General Fund and special
revenue funds and other funds for which budgets have been legally adopted).

3. Comparative schedule of revenue and expense (for each enterprise and internal
service fund).

4. Combined schedule of cash receipts, disbursements, and balances—all funds.
5. Forecast of cash positions—all funds.

Other statements and schedules, in addition to those just listed, may be needed,
depending on the complexity and scope of a government’s activities. A statement of
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investments held and their cost and fair values is an example of an additional state-
ment that may be useful. Schedules of past-due receivables from taxes, special
assessments, and utility customers may also be needed at intervals. Interim reports
of government-wide activities can be done only if the information system can cap-
ture the information.

Complete interim reports should be prepared and distributed at regular intervals
throughout a fiscal period, generally monthly, although small governments that have
little financial activity may find a bimonthly or quarterly period satisfactory. Partial
interim reports dealing with those items of considerable current importance should
be prepared and distributed as frequently as their information would be of value.
For example, reports of the fair values of investments and of purchases and sales
may be needed by a relatively small number of users on a daily basis during certain
critical periods.

Annual Financial Reports
Governmental annual financial reports are needed by the same individuals and
groups receiving interim reports. They are also often required to be distributed to
agencies of higher governmental jurisdictions and to major creditors. Other users
include citizens and citizen groups; news media; financial underwriters; debt insur-
ers; debt rating agencies; debt analysts; libraries; other governments; associations of
governmental administrators, accountants, and finance officers; and college profes-
sors and students.

Most larger governments prepare a comprehensive annual financial report
(CAFR). The CAFR is the government’s official annual report prepared and pub-
lished as a matter of public record. A CAFR provides information beyond the min-
imum requirements of general purpose external financial reporting, which includes
management’s discussion and analysis (MD&A), basic financial statements and
related notes (government-wide and fund), and required supplementary information
(RSI). In addition, it includes individual fund and combining financial statements,
schedules, narrative explanations, a statistical section, and other material manage-
ment deems relevant. For CAFRs containing audited financial statements, the audi-
tor’s report should also be included.

Introductory Section

As discussed in Chapter 1, the introductory section of a CAFR generally includes
the table of contents, a letter of transmittal, and other material deemed appropriate
by management.

The letter of transmittal should cite legal and policy requirements for the report.
The introductory section may also include a summary discussion of factors relating
to the government’s service programs and financial matters. Matters discussed in the
introductory section should not duplicate those discussed in the MD&A. Because
the MD&A is part of the information reviewed (but not audited) by the auditor, it
presents information based only on facts known to exist as of the reporting date.
Since the introductory section is generally not covered by the auditor’s report, it may
present information of a more subjective nature, including prospective information
such as forecasts or expectations.

Financial Section

The financial section should contain sufficient information to disclose fully and pre-
sent fairly the financial position and results of financial operations during the fiscal
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year. GASB Codification, Section 2200 identifies the minimum content for the finan-
cial section of a CAFR as consisting of the:

1. Auditor’s report (discussed in Chapter 12)
2. MD&A
3. Basic financial statements

a. Government-wide financial statements
(1) Statement of net assets (see Illustration A1–1)
(2) Statement of activities (see Illustration A1–2)

b. Fund financial statements
(1) Governmental funds

(a) Balance sheet (see Illustration A1–3)
(b) Statement of revenues, expenditures, and changes in fund balances (see

Illustration A1–5)
(2) Proprietary funds

(a) Statement of net assets (see Illustration A1–7)
(b) Statement of revenues, expenses, and changes in fund net assets (see

Illustration A1–8)
(c) Statement of cash flows (see Illustration A1–9)

(3) Fiduciary funds (including component units that are fiduciary in nature)
(a) Statement of fiduciary net assets (see Illustration A1–10)
(b) Statement of changes in fiduciary net assets (see Illustration A1–11)

c. Notes to the financial statements
4. Required supplementary information other than MD&A, including, but not lim-

ited to, the budgetary comparison schedule (see Illustration 3–5)
5. Combining statements and individual fund statements and schedules

State and local governments may provide in the financial section of the CAFR
combining financial statements for nonmajor funds of each fund type and individ-
ual fund statements for the General Fund or for a nonmajor fund that is the only
fund of a given type (for example, a debt service fund that is the only fund of that
type). The GASB requires that all “lower” level statements, such as combining state-
ments, be prepared and displayed in the same manner as “higher” level statements,
such as the governmental funds financial statements.

Examples of all required basic financial statements were provided in Chapter 1;
however, no example is provided in Chapter 1 for an MD&A. An example of an
MD&A from the City and County of Denver is presented as Appendix B of this
chapter. As shown in Appendix B, the MD&A should provide an overview of the
government’s financial activities and financial highlights for the year. The MD&A
should provide a narrative explanation of the contents of the CAFR, including the
nature of the government-wide and fund financial statements, and the distinctions
between those statements. The remainder of the MD&A should describe the gov-
ernment’s financial condition, financial trends of the government as a whole and of
its major funds, budgetary highlights, and activities affecting capital assets and
related debt. Finally, the MD&A should discuss economic factors, budget, and tax
rates for the next year.

Statistical Section

In addition to the output of the accounting information system presented in the finan-
cial section of the governmental annual report, statistical information reflecting
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social and economic data, financial trends, and the fiscal capacity of the government
are needed by users interested in better understanding the activity and condition of
the government. GASB indicates that generally the statistical section should present
information in five categories to assist the user in understanding and assessing a
government’s economic condition.7 To be most useful, the 10 most recent years of
data should generally be included (unless otherwise indicated) in the schedules used
to meet the requirements of the five categories defined by the GASB. Following are
descriptions of the five categories.

1. Financial trends information provides the user with information that is helpful
in understanding and assessing how a government’s financial position has
changed over time. Schedules in this category are prepared at both the fund level
and government-wide level. The focus is on showing the trend in fund balances
and net asset categories, including changes in net asset and fund balances.

2. Revenue capacity information assists the user with understanding and assessing
the government’s ability to generate its own revenues (own-source revenues), such
as property taxes and user charges. The schedules presented should focus on the
government’s most significant own-source revenues. Suggested schedules provide
information on the revenue base (sources of revenue), revenue rates (including
overlapping tax rate information), the principal revenue payors, and property tax
levy and collection information.

3. Debt capacity information is useful in understanding and assessing the govern-
ment’s existing debt burden and its ability to issue additional debt. Four types of
debt schedules are recommended—ratios of outstanding debt to total personal
income of residents, information about direct and overlapping debt, legal debt lim-
itations and margins, and information about pledged revenues.

4. Demographic and economic information assists the user in understanding the
socioeconomic environment in which the government operates and provides infor-
mation that can be compared over time and across governments. Governments
should present demographic and economic information that will be most rele-
vant to users, such as information on personal income, unemployment rates, and
employers.

5. Operating information is intended to provide a context in which the govern-
ment’s operations and resources can be better understood. This information is
also intended to assist users of financial statements in understanding and assess-
ing the government’s financial condition. At a minimum, three schedules of
operating information should be presented—number of government employees,
indicators of demand or level of service (operating indicators), and capital asset
information.

Some of the information in the statistical section has been discussed previously.
For example, reporting the ratio of debt per capita, as well as the computation of
legal debt limit, legal debt margin, and direct and overlapping debt and future debt
service requirements, are all illustrated and discussed in Chapter 6. Other informa-
tion listed by the GASB as recommended for presentation in the statistical section
of the CAFR is generally self-explanatory.
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7 GASB, Codification, Sec. 2800.

wiL79603_ch09_353-406.qxd  1/2/09  10:14 PM  Page 362 ntt MC OS10:Desktop Folder:TEMPWORK:January 2009:MHBR093_02-01-09:ch09:



PREPARATION OF BASIC FINANCIAL STATEMENTS

The basic financial statements that must be presented to meet minimum general pur-
pose financial reporting requirements were described earlier in this chapter. Although
examples of the basic statements of the City and County of Denver are provided in
the appendix of Chapter 1, it is instructive to illustrate preparation of those state-
ments for the Town of Brighton, the hypothetical town used for illustrative purposes
in several of the preceding chapters. The prior chapters provided illustrative journal
entries for fund and government-wide activities for the fiscal year ending December
31, 2011, as follows:

Chapter Illustrative Entries for

4 General Fund/governmental activities
5 Capital projects fund/governmental activities
6 Serial bond debt service fund/governmental activities

Term bond debt service fund/governmental activities
7 Supplies fund (an internal service fund)

Water utility fund (an enterprise fund)

Recall from Chapter 7 that the Business-type Activities column of the government-
wide statements simply reports information for the enterprise funds (internal service
fund information is reported in the Governmental Activities column). Further, enter-
prise funds report using the same measurement focus (flow of economic resources)
and basis of accounting (accrual) as the government-wide financial statements. Thus,
unlike governmental activities, which use a different measurement focus and basis of
accounting than governmental funds, there is no need for a separate set of account-
ing records to record government-wide business-type transactions. The accounting
information reported in enterprise funds can easily be aggregated for reporting at the
government-wide level. Since, in the case of the Town of Brighton, the water utility
fund is the only enterprise fund, its financial information will simply be reported in
the Business-type Activities column of the government-wide financial statements.
Internal service funds also use the same measurement focus and basis of accounting
as the government-wide financial statements. However, internal service funds are
generally reported in the Governmental Activities column. Recall that in Chapter 7
entries were made at both the fund level and the government-wide level to simplify
reporting and to avoid double counting transactions (recording in the governmental
fund and internal service fund) when reporting at the government-wide level.

The Governmental Activities column of the government-wide financial statements
for the Town of Brighton, presented later in this section, includes all pertinent finan-
cial information, other than budget related, arising from transactions of the General
Fund, the capital projects fund, the two debt service funds, and the internal service
fund. In addition, the direct expenses of the functions reported in the statement of
activities include depreciation on general capital assets assigned to those functions.
If general capital assets are shared by functions of government, depreciation is allo-
cated to the functions on a rational basis, such as square footage of usage for func-
tions that share public buildings.

All changes in government-wide net assets that occurred due to transactions dur-
ing fiscal year 2011 in the General Fund, capital projects fund, serial bond debt ser-
vice fund, term bond debt service fund, and internal service fund are reflected in the
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pre-closing general ledger trial balance for governmental activities presented in Illus-
tration 9–2. The amounts shown for certain accounts are assumed amounts that
reflect many transactions that were not illustrated in Chapter 4.

Before preparing the government-wide financial statements, an adjusting entry
should be made to record fiscal year 2011 depreciation expense for the general cap-
ital assets, as well as other appropriate adjusting entries. Using assumed amounts for
depreciation and assuming that depreciation is assigned to functions in the amounts
shown, the journal entry to record the adjusting entry for depreciation in the gov-
ernmental activities general journal is as follows:

The pre-closing trial balance presented in Illustration 9–2 provides all of the
information needed for the Governmental Activities column of the government-
wide financial statements, including the effects of the preceding adjusting entry for
depreciation.

364 Part One State and Local Governments

Debits Credits

Governmental Activities:

Expenses—General Government . . . . . . . . . . . . . . . . . . . . . . . . . 114,746

Expenses—Public Safety . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 229,493

Expenses—Public Works . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 672,288

Expenses—Health and Welfare . . . . . . . . . . . . . . . . . . . . . . . . . . 95,622

Expenses—Parks and Recreation . . . . . . . . . . . . . . . . . . . . . . . . . 133,871

Accumulated Depreciation—Buildings. . . . . . . . . . . . . . . . . . . . . 527,240

Accumulated Depreciation—Equipment . . . . . . . . . . . . . . . . . . . 428,980

Accumulated Depreciation—Improvements 
Other than Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 289,800

ILLUSTRATION 9–2

TOWN OF BRIGHTON
Pre-Closing Trial Balance

Governmental Activities General Ledger
December 31, 2011

Debits Credits

Cash $     239,363

Taxes Receivable—Delinquent 706,413

Estimated Uncollectible Delinquent Taxes $     126,513

Interest and Penalties Receivable 13,191

Estimated Uncollectible Interest and Penalties 3,091

Inventory of Supplies 69,100

Investments 83,316

Land 1,239,600

Buildings 15,545,248

Accumulated Depreciation—Buildings 10,971,847

Equipment 6,404,477
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Illustrative closing entries for the temporary accounts of the governmental activ-
ities were deferred in earlier chapters. The complete closing entry to close all tem-
porary accounts of the governmental activities general ledger follows the pre-closing
trial balance.
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ILLUSTRATION 9–2 (Continued )

Debits Credits

Accumulated Depreciation—Equipment 4,063,944

Improvements Other than Buildings 16,693,626

Accumulated Depreciation—Improvements Other than Buildings 5,148,162

Vouchers Payable 434,400

Accrued Interest Payable 40,500

Due to Federal Government 126,520

Due to State Government 39,740

Internal Balances 128,500

Current Portion of Long-term Debt 60,000

Bonds Payable 2,640,000

Net Assets—Invested in Capital Assets, Net of Related Debt 17,830,018

Net Assets, Restricted for Debt Service 77,884

Net Assets, Unrestricted 453,900

Program Revenues—General Government—Charges for Services 213,200

Program Revenues—Public Safety—Charges for Services 186,480

Program Revenues—Public Works—Charges for Services 124,320

Program Revenues—Parks and Recreation—Charges for Services 82,464

Program Revenues—Public Safety—

Operating Grants and Contributions 100,000

Program Revenues—Health and Welfare—
Operating Grants and Contributions 184,100

Program Revenues—Public Safety—Capital Grants and Contributions 300,000

General Revenues—Property Taxes 2,599,636

General Revenues—Sales Taxes 485,000

General Revenues—Interest and Penalties on Delinquent Taxes 11,400

General Revenues—Miscellaneous 28,400

General Revenues—Property Taxes—Restricted for Debt Service 117,000

General Revenues—Sales Taxes—Restricted for Debt Service 31,200

General Revenues—Investment Earnings—Restricted for Debt Service 3,145

Expenses—General Government 763,096

Expenses—Public Safety 1,534,928

Expenses—Public Works 1,691,188

Expenses—Health and Welfare 945,947

Expenses—Parks and Recreation 553,371

Expenses—Interest on Tax Anticipation Notes 13,500

Expenses—Interest on Notes Payable 1,000

Expenses—Interest on Long-term Debt 114,000

Totals $46,611,364 $46,611,364
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The governmental activities closing entry is given as follows:

In addition to the closing entry just shown, entries are required to reclassify the
three net asset accounts to their correct amounts as of December 31, 2011. A com-
parison of the pre-closing trial balance (see Illustration 9–2) to the Governmental
Activities column of the statement of net assets as of December 31, 2010 (see Illus-
tration 4–1), shows that the balances of the two accounts Net Assets—Invested in
Capital Assets, Net of Related Debt and Net Assets—Restricted for Debt Service in
the pre-closing trial balance are the same as those reported at the end of the prior
year. The fact that the balances are the same tells the reader that these accounts have
not yet been updated to reflect changes in either general capital asset transactions
and related debt or changes in net assets restricted for debt service.

366 Part One State and Local Governments

Debits Credits

Governmental Activities:

Program Revenues—General Government—
Charges for Services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 213,200

Program Revenues—Public Safety—
Charges for Services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 186,480

Program Revenues—Public Works—
Charges for Services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 124,320

Program Revenues—Parks and Recreation—
Charges for Services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 82,464

Program Revenues—Public Safety—Operating 
Grants and Contributions . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Program Revenues—Health and Welfare—Operating 
Grants and Contributions . . . . . . . . . . . . . . . . . . . . . . . . . . 184,100

Program Revenues—Public Safety—Capital 
Grants and Contributions . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000

General Revenues—Property Taxes . . . . . . . . . . . . . . . . . . . . . . . 2,599,636

General Revenues—Sales Taxes . . . . . . . . . . . . . . . . . . . . . . . . . 485,000

General Revenues—Interest and Penalties 
on Delinquent Taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,400

General Revenues—Miscellaneous . . . . . . . . . . . . . . . . . . . . . . . 28,400

General Revenues—Property Taxes—
Restricted for Debt Service. . . . . . . . . . . . . . . . . . . . . . . . . . 117,000

General Revenues—Sales Taxes—
Restricted for Debt Service. . . . . . . . . . . . . . . . . . . . . . . . . . 31,200

General Revenues—Investment Earnings—
Restricted for Debt Service. . . . . . . . . . . . . . . . . . . . . . . . . . 3,145

Net Assets—Unrestricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,150,685

Expenses—General Government . . . . . . . . . . . . . . . . . . . . . . . 763,096

Expenses—Public Safety . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,534,928

Expenses—Public Works . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,691,188

Expenses—Health and Welfare . . . . . . . . . . . . . . . . . . . . . . . . 945,947

Expenses—Parks and Recreation . . . . . . . . . . . . . . . . . . . . . . . 553,371

Expenses—Interest on Tax Anticipation Notes . . . . . . . . . . . . . . 13,500

Expenses—Interest on Notes Payable . . . . . . . . . . . . . . . . . . . . 1,000

Expenses—Interest on Long-term Debt. . . . . . . . . . . . . . . . . . . 114,000
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From the information in the trial balance, the total amount of capital assets, net
of accumulated depreciation, as of December 31, 2011, is calculated as $19,698,998.
Therefore, the correct balance of Net Assets—Invested in Capital Assets, Net of
Related Debt is $16,998,998 ($19,698,998, less related debt of $2,700,000), a
decrease of $831,020 during the year. During the year capital debt increased by
$1,200,000 (from $1,500,000 to $2,700,000) and accumulated depreciation increased
$1,254,020 (including $8,000 on internal service fund depreciable assets). The
increase in debt and the increase in accumulated depreciation would decrease the
account Net Assets—Invested in Capital Assets, Net of Related Debt a total of
$2,454,020. Yet it has already been shown that the value of the account only
decreased $831,020; therefore, there must have been asset acquisitions of $1,623,000
($2,454,020 in decreases adjusted for $1,623,000 in increases equals $831,020). The
amount $1,623,000 can be verified by analyzing the transactions showing that the
Town of Brighton Fire Station (see Entry 15 in Chapter 5) was completed during
the year at a cost of $1,493,000, and $130,000 of capital assets were acquired by
the internal service fund (see Entry 3b in Chapter 7).

Based on the assets reported in the combined debt service funds balance sheet
presented in Illustration 6–7, assets reported in the governmental activities trial bal-
ance must include amounts totaling $124,229 for cash, investments, and taxes receiv-
able that are restricted for debt service. However, accrued interest payable of $40,500
will be paid from these assets. Thus, the correct balance for Net Assets—Restricted
for Debt Service as of December 31, 2011, must be $83,729 ($124,229 less $40,500),
an increase of $5,845 from its current balance of $77,884.

Based on the foregoing analysis, the journal entries to reclassify the governmen-
tal activities net asset accounts to the appropriate amounts are given as:

The Town of Brighton’s government-wide statement of net assets and statement
of activities are presented in Illustrations 9–3 and 9–4. Compared with the trial bal-
ance shown in Illustration 9–2, it is apparent that the financial statements are highly
condensed. For example, taxes receivable, interest and penalties receivable, and inter-
est receivable are reported as a single receivables amount, net of related estimated
uncollectible amounts. Detail of the receivables and uncollectibles should be dis-
closed in the notes to the financial statements. Similarly, because the detail of cap-
ital assets, including depreciation expense and accumulated depreciation, should be
disclosed in the notes to the financial statements, it is acceptable to report the aggre-
gate net amount for capital assets on a single line. The town has also decided to
report all current liabilities, except for the current portion of long-term debt, as a
single amount for vouchers payable and accrued liabilities. Such highly condensed
reporting is consistent with the GASB’s objective to “enhance the understandability
and usefulness of the general purpose external financial reports of state and local
governments” by providing an overview of the financial condition and results of
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Debits Credits

Governmental Activities:

Net Assets—Invested in Capital Assets Net of Related Debt. . . . . . . . 831,020

Net Assets—Unrestricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 831,020

Net Assets—Unrestricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,845

Net Assets—Restricted for Debt Service . . . . . . . . . . . . . . . . . . . 5,845
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activities of the government as a whole, in addition to more detailed fund financial
statements and detailed disclosures in the notes to the financial statements.8

As shown in Illustrations 9–3 and 9–4, the two government-wide financial state-
ments should also report amounts for discretely presented component units. Because
the Town of Brighton has no component units, only primary government informa-
tion is presented. To minimize line-item detail in the financial statements and thus
make the financial statements easier to understand, immaterial amounts for specific
items may be reported with the amounts for broadly similar items. For example, in
the Town of Brighton’s Statement of Activities, it would have been acceptable to
report the relatively small amount of revenue from interest and penalties on delin-
quent taxes as part of revenues from property taxes.

Fund Financial Statements
In addition to the MD&A and government-wide financial statements, the Town of
Brighton would prepare several required fund financial statements. The latter include

368 Part One State and Local Governments

8 GASBS 34, par. 1.

TOWN OF BRIGHTON
Statement of Net Assets

December 31, 2011

Primary Government

Governmental Business-type Component
Activities Activities Total Units (None)

Assets

Cash $     239,363 $     13,655 $     253,018

Receivables (net) 590,000 77,900 667,900

Investments 83,316 696,000 779,316

Inventory of supplies 69,100 24,700 93,800

Capital assets (net) 19,698,998 2,983,050 22,682,048

Total assets 20,680,777 3,795,305 24,476,082

Liabilities

Vouchers payable and 
accrued liabilities 641,160 62,815 703,975

Internal balances 128,500 (128,500) –0–

Current portion of long-
term debt 60,000 60,000

Bonds payable 2,640,000 1,745,230 4,385,230

Total liabilities 3,469,660 1,679,545 5,149,205

Net Assets

Invested in capital assets, 
net of related debt 16,998,998 1,237,820 18,236,818

Restricted for debt 
service 83,729 682,025 765,754

Unrestricted 128,390 195,915 324,305

Total net assets $17,211,117 $2,115,760 $19,326,877

ILLUSTRATION 9–3
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369

ILLUSTRATION 9–4

TOWN OF BRIGHTON
Statement of Activities

For the Year Ended December 31, 2011

Net (Expenses) Revenues and
Program Revenues Changes in Net Assets

Operating Capital Primary Government
Charges for Grants and Grants and Governmental Business-type Component

Functions/Programs Expenses Services Contributions Contributions Activities Activities Total Units (None)

Primary government:

Governmental activities:

General government $   763,096 $   213,200 $    (549,896) $    (549,896)

Public safety 1,534,928 186,480 $100,000 $300,000 (948,448) (948,448)

Public works 1,691,188 124,320 (1,566,868) (1,566,868)

Health and welfare 945,947 184,100 (761,847) (761,847)

Parks and recreation 553,371 82,464 (470,907) (470,907)

Interest on long-
term debt 114,000 (114,000) (114,000)

Interest on notes 14,500 (14,500) (14,500)

Total governmental 
activities 5,617,030 606,464 284,100 300,000 (4,426,466) (4,426,466)

Business-type activities: 
Water 614,960 727,120 7,000 $ 119,160 119,160

Total primary government $6,231,990 $1,333,584 $284,100 $307,000 (4,426,466) 119,160 (4,307,306)

General revenues:

Taxes:

Property taxes levied for general purposes 2,599,636 2,599,636

Property taxes levied for debt service 117,000 117,000

Sales taxes 485,000 485,000

Sales taxes for debt service 31,200 31,200

Investment earnings for debt service 3,145 44,500 47,645

Interest and penalties on delinquent taxes 11,400 11,400

Miscellaneous 28,400 28,400

Total general revenues 3,275,781 44,500 3,320,281

Increase (decrease) in unrestricted net assets (1,150,685) 163,660 (987,025)

Net assets, January 1, 2011 18,361,802 1,952,100 20,313,902

Net assets, December 31, 2011 $17,211,117 $2,115,760 $19,326,877
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a balance sheet—governmental funds and a statement of revenues, expenditures, and
changes in fund balances—governmental funds. The town would also prepare propri-
etary fund financial statements for the Supply Fund and the Town of Brighton Water
Utility Fund. The statement of net assets; statement of revenues, expenses, and changes
in fund net assets; and statement of cash flows for the funds were provided in Chapter
7 as Illustrations 7–6, 7–7, and 7–8, and thus are not shown again in this chapter.

Illustration 9–5 presents the Balance Sheet—Governmental Funds for the Town
of Brighton. The Fire Station Capital Projects Fund meets the criteria of a major
fund (see the glossary for the definition of this term and the criteria for determin-
ing whether a fund is a major fund). Since the Fire Station Capital Projects Fund
has no assets or liabilities at December 31, 2011, it does not appear in the Town of
Brighton Balance Sheet—Governmental Funds shown in Illustration 9–5. Therefore,
no major funds are shown on the balance sheet, other than the General Fund. The
nonmajor funds are combined in a single column headed Other Governmental Funds.
The Town of Brighton’s Statement of Revenues, Expenditures, and Changes in Fund
Balances is shown in Illustration 9–6. Because all governmental funds had activity
during the year, they are all included in the operating statement. The two nonmajor
funds (the Serial Bond Debt Service Fund and the Term Bond Debt Service Fund)
are combined under the column headed Other Governmental Funds.
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TOWN OF BRIGHTON
Balance Sheet

Governmental Funds
December 31, 2011

Other Total
General Governmental Governmental 

Fund Funds Funds

Assets

Cash $145,800 $  39,313 $185,113

Receivables (net) 588,400 1,600 590,000

Investments 83,316 83,316

Total assets 734,200 124,229 858,429

Liabilities and Fund Balances

Liabilities:

Vouchers payable 405,800 405,800

Due to other governments 166,260 166,260

Due to other funds 5,000 5,000

Total liabilities 577,060 577,060

Fund Balances:

Reserved for encumbrances 70,240 70,240

Unreserved reported in:

General Fund 86,900 86,900

Debt service 124,229 124,229

Total fund balances 157,140 124,229 281,369

Total liabilities and 
fund balances $734,200 $124,229 $858,429

ILLUSTRATION 9–5
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Required Reconciliations
GASB requires that the financial information reported in the governmental funds
balance sheet be reconciled to that reported in the Governmental Activities column
of the government-wide statement of net assets. Similarly, the information reported in
the governmental funds statement of revenues, expenditures, and changes in fund bal-
ances must be reconciled to that reported as governmental activities in the government-
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TOWN OF BRIGHTON
Statement of Revenues, Expenditures, and Changes in Fund Balances

Governmental Funds
For Year Ended December 31, 2011

Fire Station Other Total
General Capital Projects Governmental Governmental 

Fund Fund Funds Funds

Revenues

Property taxes $2,599,636 $117,000 $2,716,636

Interest and penalties 11,400 11,400

Sales taxes 485,000 31,200 516,200

Licenses and permits 213,200 213,200

Fines and forfeits 310,800 310,800

Intergovernmental 284,100 $ 300,000 584,100

Charges for services 82,464 82,464

Investment earnings 3,145 3,145

Miscellaneous 28,400 28,400

Total revenues 4,015,000 300,000 151,345 4,466,345

Expenditures

Current:
General government 649,400 649,400
Public safety 1,305,435 1,305,435
Public works 1,018,900 1,018,900
Health and welfare 850,325 850,325
Parks and recreation 419,500 419,500
Miscellaneous 14,200 14,200

Debt service:

Interest 1,000 111,000 112,000

Capital outlay 1,493,000 1,493,000

Total expenditures 4,257,760 1,494,000 111,000 5,862,760

Excess (deficiency) of revenues 
over expenditures (242,760) (1,194,000) 40,345 (1,396,415)

Other Financing Sources (Uses)

Proceeds of long-term capital debt 1,200,000 1,200,000

Interfund transfers in (out) (91,500) (6,000) 6,000 (91,500)

Total other financing sources (uses) (91,500) 1,194,000 6,000 1,108,500

Net change in fund balances (334,260) 0 46,345 (287,915)

Fund balances, January 1, 2011 491,400 0 77,884 569,284

Fund balances, December 31, 2011 $   157,140 $            0 $124,229 $  281,369

ILLUSTRATION 9–6
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wide statement of activities. The need for reconciliation arises from the use of dif-
ferent measurement focuses and bases of accounting, as discussed at several points
in prior chapters. Because enterprise funds are reported on the accrual basis, using
the economic resources measurement focus, usually there will be no need for a rec-
onciliation between the enterprise fund financial information and that of business-
type activities at the government-wide level.

Items that typically differ between governmental fund statements and govern-
mental activities at the government-wide level, and thus should be reconciled,
include:

1. Capital outlays that are reported as expenditures in governmental funds but as
capital assets at the government-wide level.

2. Disposition of capital assets that are reported as an other financing sources in
governmental funds but as reductions of capital assets and gains/losses at the
government-wide level.

3. Depreciation on capital assets that is not reported in governmental funds but is
reported as expenses and contra-assets at the government-wide level.

4. Issuance of long-term debt that is reported as other financing sources in govern-
mental funds but as an increase in general long-term liabilities at the government-
wide level.

5. Retirement of long-term debt that is reported as an expenditure in governmen-
tal funds but as a reduction of general long-term liabilities at the government-
wide level.

6. Some revenues that do not provide current financial resources are not recognized
in governmental funds but are recognized at the government-wide level.

7. Reporting expenses on an accrual basis at the government-wide level.
8. Interfund transfers between governmental funds, which are not reported at the

government-wide level.
9. Adjusting for internal service funds’ assets, liabilities, operating income (loss),

and transfers.

372 Part One State and Local Governments

TOWN OF BRIGHTON
Reconciliation of the Balance Sheet—Governmental Funds to the Statement of Net Assets

December 31, 2011

Total fund balances—governmental funds $     281,369

Amounts reported for governmental activities in the statement of net
assets are different because:

Capital assets used in governmental activities are not financial 
resources and therefore are not reported in the funds. 19,698,998

Long-term liabilities, including bonds payable, are not due and payable 
in the current period and therefore are not reported in the funds. (2,700,000)

The assets and liabilities of the internal service fund are included 
in governmental activities in the statement of net assets. (28,750)

Accrued interest payable is not due in the current period and therefore is
not included in the funds. (40,500)

Net assets of governmental activities $17,211,117

ILLUSTRATION 9–7
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Illustration A1–4 reconciles the City and County of Denver’s total fund balance
for governmental funds to the net assets of governmental activities, while Illustra-
tion A1–6 reconciles changes in governmental fund balances to changes in govern-
mental activities net assets. GASB standards permit reconciliations to be provided
on the face of the governmental fund basic financial statements or in accompanying
schedules.

The reconciliation for the Town of Brighton’s balance sheet of governmental funds
(Illustration 9–5) to the statement of net assets (Illustration 9–3) is presented in Illus-
tration 9–7. Illustration 9–8 presents the reconciliation of the statement of revenues,
expenditures, and changes in fund balance for the governmental funds (Illustration
9–6) to the statement of activities (Illustration 9–4).

CURRENT FINANCIAL REPORTING TOPICS AND ISSUES

The area of government financial reporting is dynamic, with new topics and issues
constantly arising. For those interested in the financial topics and issues facing state
and local governments, the GASB Web site (www.gasb.org) provides a great deal of
information, including information about ongoing projects and its due process doc-
uments. Three topics not currently addressed by the GASB, but which are of inter-
est to government entities, are popular reporting, other comprehensive basis of
accounting, and international government standards. These three topics are touched
on in the remainder of the chapter.
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TOWN OF BRIGHTON
Reconciliation of the Statement of Revenues, Expenditures, and Changes in Fund

Balances—Governmental Funds to the Statement of Activities 
For the Year Ended December 31, 2011

Net change in fund balances—governmental funds $   (287,915)

Amounts reported for governmental activities in the statement 
of activities are different because:

Governmental funds report capital outlays as expenditures. 
However, in the statement of activities, the cost of those assets 
is allocated over their estimated useful lives as depreciation 
expense. This is the amount by which capital outlays 
exceeded depreciation. 246,980

Bond proceeds provide current financial resources to governmental 
funds, but issuing debt increases long-term liabilities in the state-
ment of net assets. This is the amount of proceeds. (1,200,000)

Some expenses reported in the statement of activities do not require 
the use of current financial resources and therefore are not 
reported as expenditures in governmental funds. (3,000)

Interfund transfers between the governmental funds and the 
internal service fund are reported in governmental funds. 91,500

Internal service funds are used by management to charge the costs 
of certain activities to individual funds. The net revenue of the 
internal service fund is reported with governmental activities. 1,750

Change in net assets of governmental activities $(1,150,685)

ILLUSTRATION 9–8
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Popular Reporting
Although the CAFR has evolved to meet the diverse information needs of financial
report users (i.e., citizens, legislative and oversight bodies, and investors and credi-
tors), it is widely recognized that most citizens are unable to read and comprehend
the CAFR. To better communicate financial results to citizens, a growing number
of governments prepare and distribute popular reports that provide highly con-
densed financial information, budget summaries, and narrative descriptions. They
are usually short in length and employ a variety of graphical techniques to enhance
understandability. Popular reports are intended to supplement the CAFR, not replace
it. Since they do not present minimum data required for complete and fair presen-
tation, popular reports are considered “summary data” and are unaudited.9 Both the
GASB and the Government Finance Officers Association (GFOA), however, recog-
nize the value of popular reports. The GASB has published a commissioned research
report on popular reporting,10 and the GFOA has established an award program for
excellence in popular reporting. The award for excellence in popular reporting
focuses on report characteristics such as reader appeal, understandability, distribu-
tion, and the ability of the popular report to achieve an overall goal of usefulness
and quality.

Other Comprehensive Basis of Accounting (OCBOA)
Chapters 1–9 of the textbook have focused on GAAP for state and local govern-
ments. However, a large number of state and local governments do not maintain inter-
nal accounting records on a GAAP basis and many do not report using GAAP. One
individual indicates that he believes that up to 75 percent of state and local govern-
ments do not use GAAP for internal and/or external reports.11 In place of GAAP,
many of these governments use an other comprehensive basis of accounting
(OCBOA). As defined by Statement of Auditing Standards No. 62, OCBOA includes
five bases of accounting other than GAAP.12 The OCBOA most commonly used by
state and local governments are cash basis, modified cash basis, and regulatory basis
of accounting.

Some of the reasons given for using OCBOA instead of GAAP include:
OCBOA accounting records are easier to understand and maintain, the financial
statements are easier to prepare and may be easier for users to understand, and
the accounting and reporting is less costly than GAAP. However, use of OCBOA
does not preclude the need to present information similar to that reported under
GAAP. For example, if a government is using a cash or modified cash basis of

374 Part One State and Local Governments

9 Audit standards issued by the American Institute of Certified Public Accountants permit auditors to
express their opinion that a popular report (and other forms of summary data) is fairly stated in relation
to the basic financial statements from which it is derived. Current AICPA guidance does not permit
auditors to express an opinion on whether popular reports are fairly presented in conformity with GAAP.
10 Frances H. Carpenter and Florence C. Sharp, Research Report, “Popular Reporting: Local Government
Financial Reports to the Citizenry” (Norwalk, CT: GASB, 1992).
11 Michael A. Crawford, AICPA Practice Aid Series, Applying OCBOA in State and Local Governmental
Financial Statements, edited by Leslye Givarz (New York, NY: AICPA, 2003).
12 American Institute of Certified Public Accountants, Professional Standards, AU section 623 (New
York: AICPA, 2008).
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accounting, it is expected to comply with presentation of financial statement
requirements set forth in GAAP, including presentation of government-wide and
fund financial statements, notes to the financial statements, and required supple-
mentary information, such as management’s discussion and analysis.13 Readers
interested in a more comprehensive discussion of OCBOA are referred to the fol-
lowing resources: AICPA’s Professional Standards; Applying OCBOA in State and
Local Governmental Financial Statements; and the Auditing and Accounting
Guide, State and Local Governments.

International Accounting Standards
As in the corporate sector, the public sector also has an international accounting
standards-setting body. The International Public Sector Accounting Standards Board
(IPSASB) issues International Public Sector Accounting Standards (IPSAS) that have
been adopted by over 60 national governments.14 The purpose of the IPSASB is to
provide high quality public sector accounting standards that can be used by govern-
ments and other public sector organizations around the world. Similar to its coun-
terpart, the International Accounting Standards Board (IASB), the IPSASB uses due
process in the issuance of standards. Prior to being issued, the proposed standard is
made available for public comment in exposure draft form. Comments are consid-
ered by the Board prior to the issuance of the final standard. The IPSASB has issued
over 25 standards.15

The IPSASB supports efforts to achieve international convergence of all
accounting standards. It is the IPSASB’s belief that a uniform set of standards
used globally by businesses and public sector entities will increase the quality and
transparency of financial reporting.16 However, given the differences that exist in
public sector entities, it may be difficult to achieve international convergence
among the public sector entities, much less between the public sector and busi-
ness entities.17 As with the IASB, IPSASB faces the problem that countries may
be selectively adopting and implementing IPSASs. Not adopting standards in their
entirety runs counter to the IPSASB objective of providing quality and transpar-
ent reporting.
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13 American Institute of Certified Public Accountants, Audit and Accounting Guide, State and Local
Governments (New York: AICPA, 2008).
14 www.ipsasb.org.
15 Ibid.
16 International Federation of Accountants, “International Public Sector Accounting Standards Board,”
Fact Sheet issued by IFAC. Retrieved from www.ipsasb.org.
17 Alan Rob and Susan Newberry, “Globalization: Governmental Accounting and International Financial
Reporting Standards,” Socio-Economic Review 5 (2007), pp. 725–754.
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Converting Accounting Information from the
Modified Accrual to the Accrual Basis of
Accounting
As mentioned in Chapter 4, there are two basic approaches to obtaining the infor-
mation necessary to prepare the government-wide financial statements. The first
method is the dual-track approach used in this textbook, which requires an account-
ing information system capable of capturing two bases of accounting, the modified
accrual basis and the accrual basis. The second approach, not as conceptually desir-
able, is to maintain one set of records on the modified accrual basis and, at the end
of the reporting period, analyze all transactions occurring over the period and pre-
pare a worksheet that converts the modified accrual basis transactions to the full
accrual basis. It is this second approach that is used by a number of governments,
since most existing accounting information systems only provide for reporting gov-
ernmental funds on a modified accrual basis. To familiarize readers with the work-
sheet process, a brief introduction is provided.

The point of the worksheet is to convert account balances derived under the
modified accrual basis of accounting to account balances on an accrual basis.
Converting and extending the account balances provides management with the
balances needed to prepare the government-wide statement of activities and state-
ment of net assets. The conversion is accomplished through a series of adjust-
ments to a total governmental funds pre-closing trial balance. The types of
adjustments made to the modified accrual balances are similar to the adjustments
found in the reconciliation process shown in Illustrations 9–7 and 9–8. Some of
the transactions requiring adjustments include:

1. Converting capital acquisitions from expenditures to capital assets.
2. Recording sales of capital assets.
3. Accounting for the depreciation of capital assets.
4. Converting issuance of debt from an operating statement account to a liability.
5. Converting payment of debt from an operating statement account to a liability

adjustment.
6. Recording any accruals for expenses that are deferred under modified accrual,

since the payment is not legally due (e.g., interest due on long-term debt).
7. Adjusting assets and liabilities, and including the change in net assets for inter-

nal service funds.
8. Eliminating interfund receivables and payables among governmental funds (such

as a special revenue fund and the General Fund) and between governmental funds
and internal service funds. Any remaining balance represents activity between the
governmental funds and enterprise funds (business-type activities) and is trans-
ferred to an account titled Internal Balances. Internal Balances may have a debit
or credit balance. When reported in the actual financial statement, Internal
Balances between governmental and business-type activities are offsetting.

9. Interfund transfers in and interfund transfers out occurring among governmental
funds, and between governmental funds and internal service funds, must be
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eliminated. Any remaining balance represents the transfers between governmental
and business-type activities. When reported in the actual financial statement,
transfers between governmental and business-type activities are offsetting.

A worksheet conversion example, using the Town of Brighton, is presented in
Illustration A9–1. Since Brighton uses the dual-track approach to record keeping, it
would not need to prepare a worksheet. However, the reader’s familiarity with the
Town of Brighton makes it easier to see how a worksheet conversion would work
for a government that does not keep records on both the modified and accrual basis
of accounting. The top portion of the worksheet presents the pre-closing trial
balances for all governmental funds as of December 31, 2011. At the bottom of the
worksheet are those accounts that would not appear in the governmental funds using
the modified accrual basis but would appear under the accrual basis used by
governmental activities. Examples of such accounts include capital asset and long-
term debt accounts. Under the worksheet approach, the governmental activities
accounts are only adjusted once a year, at the time the annual financial statements
are prepared; thus the balances in the worksheet represent the beginning balances,
unadjusted for any activity during the 2011 fiscal year. For ease of explanation the
following liberties have been taken with the worksheet—revenue information has
been consolidated since no adjustments need to be made to revenues, and capital
asset accounts have been consolidated into a single capital assets (net) account. The
reader should keep in mind the following points concerning the worksheet:

1. Through the conversion process expenditures are adjusted to expenses.
2. Adding the fund balance (top portion) and the net asset balance (bottom portion)

yields the total net asset balance needed for the statement of net assets.
3. The total net asset balance is separated into the three components for reporting

in the statement of net assets.
4. Revenues are identified as general or program for reporting in the statement of

activities.
5. No worksheet entries are made in the fund journals. However, entries should be

made in the worksheet to update account balances for governmental activities.

The following key provides information concerning the figures presented in the
adjustment column. An identification (ID) letter is used for tracing purposes.

a. Adjusts the capital projects expenditure into a capital asset (Chapter 5).
b. Records the annual depreciation on capital assets (Chapter 9).
c. Adjusts the Other Financing Sources—Proceeds of Bonds to a long-term lia-

bility (Chapter 5).
d. Records the accrual of interest on serial bond debt (Chapter 6).
e. Incorporates the internal service fund activity (Chapter 7, Illustrations 7–2 

and 7–3).
f. Transfers net Due from Other Funds and Due to Other Funds balances to Inter-

nal Balances (Chapter 4).
g. Eliminates interfund transfers between governmental funds (Chapters 4 and 6)

and between governmental funds and internal service funds (Chapters 4 and 7).
h. Reclassifies miscellaneous expenditures to interest expense on notes ($13,500)

and general government expense ($700). Note: At the government-wide level,
Expenditure—Interest represents $114,000 interest on bonded debt and $14,500
interest on notes (see Chapter 4, and Chapter 5).
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ILLUSTRATION A9–1

TOWN OF BRIGHTON
Conversion Worksheet

For the Year Ended December 31, 2011

Fund Balances Adjustments Statement of Activities Statement of Net Assets

Fund Accounts Debit Credit ID Debit ID Credit Debit Credit Debit Credit

Cash 185,113 e 54,250 239,363

Taxes Receivable—Delinquent 706,413 706,413

Estimated Uncollectible Delinquent Taxes 126,513 126,513

Interest and Penalties Receivable 13,191 13,191

Estimated Uncollectible Interest and Penalties 3,091 3,091

Due from Other Funds 25,000 f 25,000

Inventory of Supplies e 69,100 69,100

Investments 83,316 83,316

Vouchers Payable 405,800 e 28,600 434,400

Due to Federal Government 126,520 126,520

Due to State Government 39,740 39,740

Due to Other Funds 30,000 f 30,000

Fund Balance 569,284 569,284

Revenues 4,463,200 4,463,200

Revenues—Interest 3,145 3,145

Other Financing Sources—Bond Proceeds 1,200,000 c 1,200,000

Other Financing Sources—
Interfund Transfers In 6,000 g 97,500 e 91,500

Expenditures—General Government 649,400 b,h 115,446 e 1,750 763,096

Expenditures—Public Safety 1,305,435 b 229,493 1,534,928

Expenditures—Public Works 1,018,900 b 672,288 1,691,188

Expenditures—Health and Welfare 850,325 b 95,622 945,947

Expenditures—Parks and Recreation 419,500 b 133,871 553,371

Expenditures—Miscellaneous 14,200 h 14,200

Expenditures—Construction 1,493,000 a 1,493,000

Expenditures—Interest 112,000 d,h 16,500 128,500

Other Financing Uses—Interfund 
Transfers Out 97,500 g 97,500

Total 6,973,293 6,973,293
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ILLUSTRATION A9–1 (Continued)

Government-wide
Government-wide Accounts Beginning Balances

Capital Assets (net) 19,330,018 a,b,e 368,980 19,698,998

Accrued Interest Payable 37,500 d 3,000 40,500

Bonds Payable 1,500,000 c 1,200,000 2,700,000

Net Assets 17,792,518 17,792,518

Total 19,330,018 19,330,018

Interfund Loan Payable e 123,500 123,500

Internal Balances f 5,000 5,000

Total 3,083,050 3,083,050 5,617,030 4,466,345 20,810,381 21,961,066

Change in Net Assets 1,150,685 1,150,685

Total 5,617,030 5,617,030 21,961,066 21,961,066
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Management’s Discussion and Analysis (MD&A)—
City and County of Denver
Management of the City and County of Denver (City) offers readers of the basic
financial statements this narrative overview and analysis of the financial activities
of the City for the fiscal year ended December 31, 2007. Readers are encouraged to
consider the information presented here in conjunction with additional information
that is furnished in the letter of transmittal. The focus of the information herein is
on the primary government.

FINANCIAL HIGHLIGHTS
• The City’s assets exceeded its liabilities at the close of the fiscal year by

$2,943,159,000 (net assets). Of this amount, $502,329,000 (unrestricted net assets)
may be used to meet the City’s ongoing obligations.

• The City’s total net assets increased by $138,136,000.
• As of close of the current fiscal year, the City’s governmental funds reported com-

bined ending fund balances of $650,486,000, a decrease of $51,995,000 from the
prior year. Approximately 69.5 percent of the fund balance (unreserved fund bal-
ance) is available for spending at the government’s discretion.

• At the end of the current fiscal year, unreserved/undesignated fund balance of the
General Fund was $154,774,000, which represents 18.8 percent of total General
Fund expenditures, including transfers out.

• The City’s total bonded debt increased by $267,008,000 during the year. Decreases
occurred in general obligation bonds and revenue bonds ended the year higher
than in the previous year.

OVERVIEW OF THE FINANCIAL STATEMENTS
This discussion and analysis is intended as an introduction to the City’s basic finan-
cial statements. The basic financial statements comprise three components (1) gov-
ernment-wide financial statements, (2) fund financial statements, and (3) notes to
the basic financial statements. In addition to the basic financial statements, also pro-
vided are required and other supplementary information.

Government-wide Financial Statements
The government-wide financial statements are designed to provide readers with a broad
overview of the City’s finances, in a manner similar to a private-sector business.

The Statement of Net Assets presents information on all of the City’s assets and
liabilities, with the difference between the two reported as net assets. Over time,
increases or decreases in net assets may serve as a useful indicator of whether the
financial position of the City is improving or deteriorating.

The Statement of Activities reports how the City’s net assets changed during the
most recent year. All changes in net assets are reported as soon as the underlying
event giving rise to the change occurs, regardless of the timing of related cash flows.
Thus, revenues and expenses are reported in this statement for some items that will
only result in cash flows in future fiscal periods (e.g., uncollected taxes and earned
but unused vacation and sick leave).
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The governmental activities reflect the City’s basic services, including police, fire,
public works, sanitation, economic development, and culture and recreation. Sales and
property taxes finance the majority of these services.

The business-type activities reflect private-sector–type operations, such as Waste-
water Management; the Denver Airport System, including Denver International Air-
port (DIA); and Golf Courses, where fees for services typically cover all or most of
the cost of operations, including depreciation.

The government-wide financial statements include not only the City itself (referred
to as the primary government), but also other legally separate entities for which the
City is financially accountable. Financial information for most of these component units
is reported separately from the financial information presented for the primary gov-
ernment itself. A few component units, although legally separate, function essentially
as an agency of the City and, therefore, are included as an integral part of the City.

Fund Financial Statements

A fund is a grouping of related accounts used to maintain control over resources that
have been segregated for specific activities or objectives. The City uses fund account-
ing to ensure and demonstrate compliance with finance-related legal requirements. All
of the funds of the City can be divided into three categories: governmental funds, pro-
prietary funds, and fiduciary funds.

Governmental funds are used to account for essentially the same functions
reported as governmental activities in the government-wide financial statements.
Governmental fund financial statements focus on near term inflows and outflows of
spendable resources, as well as on the balances left at year-end that are available for
spending. Consequently, the governmental fund financial statements provide a
detailed short-term view that helps the reader determine whether there are more or
fewer financial resources that can be spent in the near future to finance the City’s
programs. Because this information does not encompass the long-term focus of the
government-wide statements, additional information is provided that reconciles the
governmental fund financial statements to the government-wide statements explain-
ing the relationship (or differences) between them.

The City maintains 22 individual governmental funds. Information is presented sep-
arately in the governmental fund balance sheet and in the governmental fund statement
of revenues, expenditures, and changes in fund balances for the General Fund, Human
Services special revenue fund, and Bond Projects capital projects fund, each of which
are considered to be major funds. Data from the other 19 governmental funds are com-
bined into a single aggregated presentation. Individual fund data for these nonmajor gov-
ernmental funds are provided in the form of combining statements elsewhere in this report.

The City adopts an annual appropriated budget for the General Fund and Human Ser-
vices special revenue fund. A budgetary comparison schedule has been provided to
demonstrate compliance with these budgets.

The City maintains two different types of proprietary funds: enterprise funds and
internal service funds. Enterprise funds are used to report the same functions pre-
sented as business-type activities in the government-wide financial statements. The
City uses enterprise funds to account for its Wastewater Management, Denver Air-
port System, Environmental Services, and Golf Course funds. Internal Service funds
are an accounting device used to accumulate and allocate costs internally among the
City’s various functions. The City uses internal service funds to account for its fleet
of vehicles, workers’ compensation self-insurance, paper and printing supplies inven-
tory, and asphalt plant operations. The internal service funds provide services which
predominantly benefit governmental rather than business-type functions. They have
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been included within governmental activities with an adjustment to reflect the con-
solidation for internal service fund activities related to the enterprise funds in the
government-wide financial statements.

Proprietary funds provide the same type of information as the government-wide
financial statements, only in more detail. The proprietary fund financial statements
provide separate information for Wastewater Management and the Denver Airport
System, both of which are considered to be major funds of the City. Data for the
other two enterprise funds and all of the internal service funds are combined into
their respective single aggregated presentations. Individual fund data for the non-
major enterprise funds and all of the internal service funds are provided in the form
of combining statements elsewhere in this report.

The City uses fiduciary funds to account for assets held on behalf of outside parties,
including other governments. When these assets are held under the terms of a formal
trust agreement, a private-purpose trust fund is used.

Agency funds generally are used to account for assets that the City holds on behalf
of others as their agent. Pension trust funds account for the assets of the City’s employee
retirement plans.

Fiduciary funds are not reflected in the government-wide financial statements because
the resources of those funds are not available to support the City’s own programs. The
accounting used for fiduciary funds is much like that used for proprietary funds.

The notes to the basic financial statements provide additional information that is
essential to a full understanding of the data provided in the government-wide and fund
financial statements.

Other information in addition to the basic financial statements and accompanying
notes is presented in the form of certain required supplementary information concern-
ing the City’s budgetary comparison schedules.

The combining statements supplementary information referred to earlier in con-
nection with nonmajor funds, internal service funds, and non-major component units
is presented immediately following the budgetary comparison required supplemen-
tary information.

GOVERNMENT-WIDE FINANCIAL ANALYSIS
As noted earlier, net assets may serve over time as a useful indicator of a government’s
financial position. In the case of the City, assets exceeded liabilities by approximately
$2,943,159,000 at the close of the most recent fiscal year.

A portion of the City’s net assets, $502,329,000 (17.1%), is unrestricted and may be
used to meet the City’s ongoing financial obligations. These are net assets that are nei-
ther restricted by external requirements nor invested in capital assets.

Net assets of $1,487,984,000 (50.6%) reflects investment in capital assets (e.g., land,
buildings, infrastructure, machinery, and equipment) less any related debt used to acquire
those assets that is still outstanding. The City uses these capital assets to provide ser-
vices to citizens; consequently, these assets are not available for future spending.
Although the City’s investment in its capital assets is reported net of related debt, it
should be noted that the resources needed to repay this debt must be provided from other
sources, since the capital assets themselves cannot be used to liquidate these liabilities.

Net assets of the City also include $952,846,000 of restricted net assets. These are assets
representing resources subject to external restrictions as to how they may be used by the City.

Denver International Airport’s 2006 financial statements have been restated to cor-
rect certain capital asset and aviation fuel tax revenue accounts.
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Table 1 reflects the City’s net assets (dollars in thousands) as of December 31, 2007,
and 2006.

At December 31,2007, the City reported positive balances in all three categories
of net assets for both the government as a whole and the separate governmental and
business-type activities.

Table 2 reflects the City’s Changes in Net Assets (dollars in thousands) for the years
ended December 31, 2007, and 2006.
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CHART 1 Expenses and Program Revenues—Governmental Activities (expressed in millions)

Gen
er

al

Gov
er

nm
en

t
Pub

lic

Saf
ety Pub

lic

W
or

ks Hum
an

Ser
vi

ce
s

Hea
lth

Par
ks

 an
d

Rec
re

ati
on

Cul
tu

ra
l

Acti
vi

tie
s

Com
m

un
ity

Dev
elo

pm
en

t

Eco
no

m
ic

Opp
or

tu
ni

ty

In
ter

es
t–

Lon
g-

ter
m

 D
eb

t

$500,000

$450,000

$400,000

$350,000

$300,000

$250,000

$200,000

$150,000

$100,000

$50,000

$0

Expense

Program Revenue

TABLE 1

Governmental Business-type Total Primary 
Activities Activities Government

2007 2006 2007 2006 2007 2006
as Restated as Restated

Current and other assets $1,034,379 $1,057,199 $1,694,321 $1,402,558 $2,728,700 $2,459,757
Capital assets 2,206,531 2,134,848 3,960,366 3,893,809 6,166,897 6,028,657

Total assets 3,240,910 3,192,047 5,654,687 5,296,367 8,895,597 8,488,414

Long-term debt outstanding 1,338,974 1,416,253 4,058,210 3,739,855 5,397,184 5,156,108
Other liabilities 342,234 310,259 213,020 217,024 555,254 527,283

Total liabilities 1,681,208 1,726,512 4,271,230 3,956,879 5,952,438 5,683,391

Net assets

Invested in capital assets, net 
of related debt 1,170,496 922,261 317,488 304,488 1,487,984 1,226,749

Restricted 274,159 168,361 678,687 586,880 952,846 755,241
Unrestricted 115,047 374,913 387,282 448,120 502,329 823,033

Total net assets $1,559,702 $1,465,535 $1,383,457 $1,339,488 $2,943,159 $2,805,023
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TABLE 2

Governmental Business-type Total Primary 
Activities Activities Government

2007 2006 2007 2006 2007 2006
as Restated as Restated

Revenues
Program revenues:

Charges for services $ 217,028 $ 212,217 $ 622,674 $ 596,600 $ 839,702 $ 808,817

Operating grants and 
contributions 211,580 188,010 97,515 94,076 309,095 282,086

Capital grants and 
contributions 26,016 57,906 12,332 36,390 38,348 94,296

General revenues:

Property tax 227,188 217,119 — — 227,188 217,119

Sales tax 455,436 420,693 — — 455,436 420,693

Facilities development 
admission tax 10,092 9,761 — — 10,092 9,761

Lodgers tax 49,651 43,258 — — 49,651 43,258

Motor vehicle ownership tax 16,963 15,884 — — 16,963 15,884

Occupational privilege tax 42,751 41,502 — — 42,751 41,502

Public Service 20,578 18,890 — — 20,578 18,890

Specific ownership tax 1,434 60 — — 1,434 60

Telephone tax 9,918 11,074 — — 9,918 11,074

Investment income 39,990 26,287 87,885 62,814 127,875 89,101

Convention Center revenue 13,930 — — — 13,930 —

Other revenues 26,379 35,442 33 66 26,412 35,508

Total revenues 1,368,934 1,298,103 820,439 789,946 2,189,373 2,088,049

Expenses
General government 262,209 214,976 — — 262,209 214,976

Public safety 475,728 435,094 — — 475,728 435,094

Public works 79,496 103,687 — — 79,496 103,687

Human services 132,535 112,754 — — 132,535 112,754

Health 45,345 47,776 — — 45,345 47,776

Parks and recreation 63,778 64,003 — — 63,778 64,003

Cultural activities 89,967 86,490 — — 89,967 86,490

Community development 47,098 31,964 — — 47,098 31,964

Economic opportunity 26,280 20,362 — — 26,280 20,362

Interest on long-term debt 54,592 55,772 — — 54,592 55,772

Wastewater management — — 76,298 66,488 76,298 66,488

Denver airport system — — 679,022 631,617 679,022 631,617

Other enterprise funds — — 18,889 13,355 18,889 13,355

Total expenses 1,277,028 1,172,878 774,209 711,460 2,051,237 1,884,338

Increase in net assets 
before transfers 91,906 125,225 46,230 78,486 138,136 203,711

Transfers 2,261 2,073 (2,261) (2,073) — —

Capital asset transfer — (30,571) — 30,571 — —

Increase in net assets 94,167 96,727 43,969 106,984 138,136 203,711

Net assets—January 1, as restated 1,465,535 1,368,808 1,339,488 1,232,504 2,805,023 2,601,312

Net assets—December 31 $1,559,702 $1,465,535 $1,383,457 $1,339,488 $2,943,159 $2,805,023
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CHART 2 Revenues by Source—Governmental Activities

CHART 3 Expenses and Program Revenues—Business-type Activities (expressed in millions)

CHART 4 Revenues by Source—Business-Type Activities
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Governmental activities increased the City’s net assets by $94,167,000 for the year
ended December 31, 2007. Key elements of the increase are as follows:
• Property tax and use taxes totaled 81.8 percent of all tax revenues and 49.8 per-

cent of all governmental activities’ revenues. Property tax recorded in the Gen-
eral Fund, special revenue funds, and debt service funds totaled $227,188,000 for
an increase of $10,069,000 (4.6%). Sales and use tax revenues of $455,436,000
were up $34,743,000 (8.3%) compared to 2006, reflecting a growing economy.

• The City received $23,570,000 more in operating grants and contributions in 2007
compared to 2006.

• General government expenses in 2007 were $262,209,000 (20.5%) of total
expenses. Public safety expenses were $475,728,000 (37.2%) of total expenses.
Public works’ expenses were $79,496,000 (6.2%) of total expenses.

• Human services’ expenses were $132,535,000 (10.4%) of total expenses. The
remainder of the governmental activities expenses is comprised of health with
$45,345,000 (3.6%), parks and recreation with $63,778,000 (5.0%), cultural activ-
ities with $89,967,000 (7.0%), community development with $47,098,000 (3.7%),
economic opportunity with $26,280,000 (2.1%), and interest on long-term debt of
$54,592,000 (4.3%).

Business-type activities increased the City’s net assets by $43,969,000. Key ele-
ments of this increase are as follows:

• Total revenues of $820,439,000 were $30,493,000 (3.9%) higher compared to
prior-year amounts primarily due to increases in charges for services in the Den-
ver Airport System fund and increases in investment and interest income.

• Total expenses of $774,209,000 increased by $62,749,000 (8.8%) when compared
to the prior year, mostly due to higher expenses in the Denver Airport System
fund of $47,405,000 during 2007. Wastewater Management expenses in 2007
totaled $76,298,000 (9.9%) of total business-type activities. Denver Airport Sys-
tem expenses totaled $679,022,000 (87.7%) of business-type activities. The
remaining $18,889,000 (2.4%) of expenses in business-type activities were related
to Environmental Services and Golf activities.

FINANCIAL ANALYSIS OF THE GOVERNMENT’S FUNDS
As noted earlier, the City uses fund accounting to ensure and demonstrate compli-
ance with finance-related legal requirements.

Governmental Funds
The focus of the City’s governmental funds is to provide information on current year
revenue, expenditures, and balances of spendable resources. Such information is use-
ful in assessing the City’s financing requirements. In particular, unreserved fund bal-
ance may serve as a useful measure of a government’s net resources available for
spending at the end of the fiscal year.

As of December 31, 2007, the City’s governmental funds reported combined end-
ing fund balances of $650,486,000, a decrease of $51,995,000 in comparison with
the prior year. Approximately 69.4 percent ($451,731,000) of the total fund balance
amount constitutes unreserved fund balance, which is available for spending at the
City’s discretion. The remainder of fund balance is reserved to indicate that it is not
available for new spending because it has already been committed (1) to pay debt
service ($80,052,000) (2) for emergency use ($31,240,000), (3) for notes receivable
($80,546,000), and (4) for a variety of other purposes ($6,917,000).
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The General Fund is the chief operating fund of the City. As of December 31,
2007, unreserved fund balance of the General Fund was $154,774,000, while total
fund balance was $195,591,000. As a measure of the General Fund’s liquidity, it may
be useful to compare both unreserved fund balance and total fund balance to total
fund expenditures. Unreserved fund balance represents 18.8 percent of total General
Fund expenditures, including transfers out, while total fund balance represents 23.7
percent of the same amount.

The total fund balance of the City’s General Fund increased by $9,935,000 (5.4%)
during the year ended December 31, 2007. The key factor in this increase is that
total revenues including transfers in, were higher than expenditures, including trans-
fers out, by $9,921,000.

Certain revenues in the General Fund that increased from 2006 to 2007 include:

• Property tax revenues increased by $4,074,000. The TABOR amendment to the state
constitution limits municipal property tax revenue growth to the sum of prior year
inflation plus growth in the current year.

• Sales and use taxes earned were higher by $21,014,000. The increase in sales and use
tax reflects stronger growth in economy-driven tax collections for 2007.

• The motor vehicle ownership and registration tax collections were higher by
$1,079,000 due to an increase in the tax rate and fees charged.

• Investment and interest income increased by $7,146,000 primarily due to higher inter-
est rates and increased equity.

• Transfers in increased by $7,608,000 primarily due to increases in the Convention
Center transfer to the General Fund. Portions of revenues from lodger’s tax, short-
term car rental, and prepared food and beverage taxes are used to repay the debt on
the Convention Center. Excess funds are transferred to the General Fund. Strong activ-
ity in these areas has led to this growth.

Significant revenues in the General Fund that decreased from 2006 to 2007 include:

• The Highway User Tax Fund collections were lower by $936,000 due to lower fuel
excise tax collections in 2007.

• Recorder fee revenue decreased by $552,000 due to lower mortgage refinance activ-
ity and increased foreclosures in 2007.

The Denver economy grew slowly in 2007. The City saw increases in employment,
construction, tourism, and conventional travel. Other areas of change in the General Fund
included:

• Public safety expenditures increased by $25,640,000, primarily as a result of collec-
tive bargaining increases averaging 3 percent for uniformed officers, increases in jail
medical costs, and the City’s continuing efforts to hire new police recruits.

• Public works expenditures increased by $10,847,000, primarily due to almost $10 mil-
lion in increased costs related to major snowstorms in January 2007 and December
2006 snowstorms that resulted in 2007 expenditures.

• General government increased by $11,040,000, primarily due to the consolidation to
technology services operations into one department from several other areas and the
consolidation of functions into a new department of Finance.

The Human Services special revenue fund had a total fund balance of $20,993,000,
of which $2,044,000 is reserved for long-term debt and the Human Services share of the
TABOR reserve. The net decrease in fund balance of $3,635,000 during the current year
in the Human Services special revenue fund was mainly due to an increase of
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$17,339,000 in Human Services operating expenditures. This increase in expenditures
was partially offset by an increase of $1,473,000 in property tax revenues related to
Human Services, and an increase of $6,051,000 in intergovernmental revenues.

A decrease in fund balance in the Bond Projects fund of $40,064,000 primarily
reflects the capital outlay for the new justice center and parking garage. Capital out-
lays increased by $23,848,000 in 2007.

Proprietary Funds
The City’s proprietary funds provide the same type of information found in the gov-
ernment-wide financial statements, but in more detail.

Total net assets of Wastewater Management were $480,469,000 and those for the
Denver Airport System were $873,990,000. Net assets for all enterprise funds
increased $44,151,000. Other significant factors concerning the finances of the enter-
prise funds can be found in the discussion of the City’s business-type activities.

GENERAL FUND BUDGETARY HIGHLIGHTS
Differences between the General Fund original budget and the final amended bud-
get include a revision to both the projected revenues and expenditures.

Original revenue estimates for 2007 were based on moderate growth in the econ-
omy. The projection was for modest sales and use tax growth of 3.9 percent above
2006 amounts and an overall growth rate in the General Fund of 5.4 percent. The
revenue forecast was revised upward slightly by a total amount of $5,745,000 (0.7%)
during 2007. The major revisions by individual revenue type are listed below.

Major upward revisions in the revenue estimates include:

• No revisions were made to the original 2007 sales and use tax estimates of
$145,200,000. At the time, collections were reflecting a 4.6 percent increase over
2006 actual collections, right on target with what was originally budgeted.

• An increase in lodgers’ tax forecast of $1,775,000 (14.9%) due to projected rate
increases and occupancy rates over original 2007 projections.

• There were no revisions made to the original estimate for property tax collections,
which represented a 5.3 percent increase over 2006.

• An increase in the Highway User’s Trust Fund revenues of $704,000 (3.6%) to
reflect actual collections halfway through 2007.

• An increase for licenses and permits revenue of $387,000 (1.8%) due to modest
increases in parking meter sacking permits and street occupancy permits.

• An increase in the estimate for internal services and indirect cost reimbursements
of $3,424,200 (5.3%) to reflect the increased reimbursement from the Wastewater
fund for the extraordinary snow removal costs in 2007.
Major reductions to the 2007 revenue estimates include:

• A decrease in the estimate of fines and forfeitures revenues by $707,000
(1.9%), mainly due to reductions in expected photo radar traffic fine collec-
tions and parking fines.

• Fees were revised downward by $2,287,700 (3.9%) due to revised projections in
Public Service Franchise fees.

In 2007, the original projection anticipated a use of fund balance of $6,432,000,
after assuming that approximately $14,000,000 of appropriations would be unspent at
the end of the year. Because revenues increased moderately in conjunction with con-
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tinued strong internal restrictions on spending, the projected fund balance for 2007 was
revised to show a use of only $3,096,000, again after accounting for the $14,000,000.

Differences between the final amended budget and actual revenues and expenditures
are briefly summarized in the following paragraphs. The final amended General Fund
budget includes revenues that are reimbursements from other funds for expenditures spent
on their behalf (such as utility payments). These expenditures and revenues totaling
$17,018,000 have been eliminated from the General Fund revenue and expense actuals
amount for analysis purposes.

General Fund revenues, including transfers in, after accounting for the $17,018,000
elimination entry discussed above, were approximately $15,173,000 higher than the
revised budget primarily due to higher than anticipated revenues in several areas. Spe-
cific major variances to budget included:

• Revenue from sales and use tax collections were above the revised forecast by
$2,977,000 (.7%).

• The transfer of excise tax into the General Fund was $3,938,000 (18.2%) above fore-
cast due to higher than expected revenues, as well as a one-time transfer of the excess
revenues after debt obligations on the Convention Center were paid.

• Public service tax revenues of $20,578,000 were budgeted in the Charges for Services
category while actual revenues were posted to Taxes.

After elimination of the $17,018,000 in internal expenditures, General Fund budget
basis expenditures including transfers out were approximately $26,479,000 less than the
final amended budget. This amount includes the $14,000,000 of expected unspent appro-
priation. Other major components of this variance include larger than expected vacancy
savings in technology services, savings resulting from a re-negotiated contract mid-year
in public works, savings in utility costs, and savings in annual rental payments due to
lower than budgeted lease payments.

CAPITAL ASSETS AND BONDED DEBT ADMINISTRATION
Capital Assets
The City’s capital assets for its governmental and business-type activities as of Decem-
ber 31, 2007, were $6,166,897,000 (net of accumulated depreciation). This investment in
capital assets includes land, buildings and improvements, equipment and other, park
facilities, and infrastructure (including streets, alleys, traffic signals and signs, and
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TABLE 3

Governmental Business-type Total Primary 
Activities Activities Government

2007 2006 2007 2006 2007 2006
as Restated as Restated

Land and construction in progress $   348,010 $   291,890 $   561,324 $   493,598 $   909,334 $   785,488
Buildings and Improvements 1,533,493 1,495,345 4,574,411 4,441,609 6,107,904 5,936,954
Equipment and other 241,380 224,135 620,326 600,478 861,756 824,613
Collections 75,094 75,422 — — 75,094 75,422
Infrastructure 1,007,409 956,679 — — 1,007,409 956,679
Less accumulated depreciation (998,855) (908,623) (1,795,745) (1,641,876) (2,794,600) (2,550,499)

Total $2,206,531 $2,134,848 $3,960,366 $3,893,809 $6,166,897 $6,028,657

wiL79603_ch09_353-406.qxd  1/2/09  10:14 PM  Page 389 ntt MC OS10:Desktop Folder:TEMPWORK:January 2009:MHBR093_02-01-09:ch09:



bridges) of governmental activities. Infrastructure-type assets of business-type activities
are reported as buildings and improvements. The City’s capital assets by activity at Decem-
ber 31, 2007, and 2006, are shown in Table 3 (dollars in thousands):

Major capital asset activity for the year ended December 31, 2007, included the
following:
Governmental Activities:

• Completion of the Justice Center Parking Garage—$10,600,000.
• Completion of the Stapleton Fire Station South—$4,100,000.
• Completion of the Zoological Bird Prop Center—$5,100,000.

Business-type Activities:

• Additions to the Storm Collection system—$44,100,000.
• Additions to the Sanitary Collection system—$11,400,000.

Additional information on the City’s capital asset activity for the year can be found
in the notes to basic financial statements.

Bonded Debt
At December 31, 2007, the City had total bonded indebtedness of $4,957,789,000. Of
this amount, $422,924,000 comprises debt backed by the full faith and credit of the
City. The remainder of the City’s debt, $4,534,865,000, represents bonds and commer-
cial notes secured by specified revenue sources (i.e., revenue bonds of the Denver Air-
port System, Wastewater Management, and excise tax revenues bonds). Outstanding
debt by activity at December 31, 2007, and 2006, was as follows (dollars in thousands):

The City’s general obligation debt is rated AA� by Standard & Poor’s and Fitch
rating agencies and Aa1 by Moody’s Investors Service.

During 2007, the City issued $8,860,500 in General Obligation Mini-Bonds, Series
2007, for the purpose of financing a portion of the City’s new Justice System Facilities.

The Denver Airport System’s senior lien debt is rated by Standard & Poor’s,
Moody’s, and Fitch at A�, A1, and A�, respectively.

During 2007, the Denver Airport System had the following bond and commercial
paper activity:

• On November 14, 2007, the Airport issued $208,025,000 and $148,500,000 of
Airport System Revenue Bonds Series 2007F1-F4 and 2007G1-G2 bonds in auc-
tion rate mode and variable rate mode, respectively, for the purpose of current
refunding a portion of the 1997E bonds.

• On October 4, 2007, the Airport issued $31,950,000 and $47,400,000 of Airport
System Revenue Bonds Series 2007D2 and 2007E in a fixed rate mode for the
purpose of funding new money for capital improvement projects.
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Governmental Business-type Total Primary 
Activities Activities Government

2007 2006 2007 2006 2007 2006

General obligation bonds $422,924 $473,671 $             — $ — $   422,924 $   473,671
Revenue bonds 304,105 313,920 4,230,760 3,903,190 4,534,865 4,217,110

Total $727,029 $787,591 $4,230,760 $3,903,190 $4,957,789 $4,690,781

TABLE 4
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• On October 3, 2007, the Airport substituted the Letter of Credits for the 1992F,
19992G, and 2002C Airport System Revenue bonds.

• On August 29, 2007, the Airport issued $188,350,000, and $24,250,000, and
$34,635,000 of Airport System Revenue Bonds Series 2007A, 2007B, and 2007C
in a fixed rate mode for purposes of refunding Commercial Paper Notes, advance
refunding of the 2003B bonds, and new money for capital improvement projects.

• On August 29, 2007, the Airport issued $147,815,000 of Airport System Revenue
Bonds Series 2007D in a fixed rate mode for the purpose of funding new money
for capital improvement projects.

• In April of 2007, the Airport drew on the Airport System Subordinate Commer-
cial Paper 2006A notes with an outstanding principal of $30 million and was
refunded on August 29, 2007, with the 2007A and 2007B bonds.

Additional information on the City’s bonded debt for the year can be found in
Note III-G in the notes to the basic financial statements.

ECONOMIC FACTORS AND NEXT YEAR’S BUDGET
The 2008 budget assumes moderate growth in the local economy. The 2008 forecast
for General Fund revenues are to increase by $26,478,600 (3.2%) from 2007 esti-
mated revenues. Highlights of the 2008 General Fund budget are as follows:

• Total 2008 General Fund expenditures are budgeted at $867,831,000, which is
$27,008,000 (3.2%) more than the revised 2007 expenditures.

• Sales and use tax revenue is projected to grow $21,120,000 (5.1%) from 2007.
This growth figure reflects expectations that the economy will continue to grow
in Denver but at a slower pace than 2007.

• The General Fund portion of the 2008 lodger’s tax is forecast to increase by 15.2
percent from the revised 2007 estimate. Tourism, the major driver of lodger’s tax,
is expected to stay strong in 2008.

• The excise tax convention center transfer for 2008 is $3,825,000 (17.7%) lower
than the revised 2007 estimate. This is primarily due to a one-time transfer of
excess fund balance in 2007 that won’t occur in 2008.

• Personnel costs include an estimated 2.25 percent salary increase for most Career
Service employees for 2008 at the time of their performance evaluation.

• The 2008 budget also includes $2,623,102 for the third year of a bonus program
for Career Service employees. This was reduced by City Council during the bud-
get approval process and the difference applied to merit.

• In addition to the projected increases for police, fire, and sheriffs due to the
approved collective bargaining agreements, the 2008 budget includes an increase
for the Crime Prevention and Control Commission as required by ordinance and
funding to operate the new district courtroom being added by the State.

• The budget for 2008 also contains an increase of $3 million to fund the 2008 pri-
mary and general elections in the Clerk and Recorder budget.

During 2007, unreserved and undesignated fund balance in the General Fund
increased to $154,774,000. In addition to revenues being higher than anticipated,
the primary reason for the increase was the change in the way open encumbrances
are accounted for at the end of the year. These open encumbrances were closed
in 2007 and will be re-encumbered in 2008, reducing the fund balance by an
equal amount in 2008.
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9–1. What is a special district and why might a government create one or more
special districts?

9–2. What is the difference between a note to the financial statements and required
supplementary information?

9–3. A city manager was overheard saying, “Since we don’t release them to the
public, I don’t see any value in taking the time to prepare interim reports.”
Explain why you agree or disagree with this statement.

9–4. What is a financial reporting entity and what organizations generally make up
a financial reporting entity?

9–5. Explain the difference between a primary government and a component unit.
9–6. The controller is considering whether a component unit should be presented

in the financial statements as a discrete or a blended component unit. What
should be considered in making the decision?

9–7. Explain the difference between a CAFR and general purpose external
financial reports.

9–8. Assuming that a government has governmental, proprietary, and fiduciary funds,
identify the nine financial statements that must be prepared for the CAFR.

9–9. Give examples of items (transactions) that would require reconciliation of total
governmental fund balances to net assets of governmental activities.

Questions

Selected
References

392 Part One State and Local Governments

Component unit, 356
Financially accountable, 356
Financial reporting entity, 356
Joint venture, 358
Jointly governed organizations, 358

Key Terms

REQUESTS FOR INFORMATION
This financial report is designed to provide a general overview of the City’s finances for all
those with an interest in the government’s finances. Questions concerning the information
provided in this report or requests for additional financial information should be addressed
to the Controller’s Office, 201 West Colfax Avenue, Dept. 1109, Denver, CO 80202. The
report is available online at www.denvergov.org.

Other comprehensive basis of 
accounting, (OCBOA), 374

Other stand-alone government, 358
Popular reports, 374
Primary government, 355
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9–10. What is OCBOA and why would a government choose to use OCBOA rather
than GAAP?

9–1 Identification of Component Units. Following are descriptions of several rela-
tionships between primary governments and other organizations.*

Required

Using just the information provided, indicate whether you believe the primary
government should include the organization as a component unit. Please explain
your answer.
a. ABC organization operates within Mason County. The organization is legally

separate and has a separately elected board. ABC organization determines and
approves its own operating budget. The capital budget is submitted by ABC
to Mason County for modification and approval.

b. The Atkins Convention and Visitor’s Bureau is a not-for-profit organization
funded by a hotel tax levied by the City of Atkins. By city statute, the hotel tax
is set by the city and can be used only by the Convention and Visitor’s Bureau.

c. The Sports Authority of Dawson County is a legally separate organization
with its own elected board. It annually presents its budget to the Dawson
County Commission for commissioners’ input and recommendations. The
Sports Authority incorporates those recommendations it deems beneficial.

d. The County Aviation Authority has issued bonds that are guaranteed by the
City of Middle Falls. The Aviation Authority will use its revenues to service
the debt. Middle Falls believes that the probability it will have to cover any
debt service requirements related to the Aviation Authority bonds is remote.

e. Help for Kids is a not-for-profit organization that receives funding from Alice
County. Each year Help for Kids is required to submit its audited financial
statements and approved budget to Alice County. County commissioners
review the financial statements and budgets to ensure that the resources pro-
vided by the county are being used in an approved manner.
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* Information used in this case is adapted from information provided in the GASB
Comprehensive Implementation Guide (Norwalk, CT, 2008).

Cases

9–2 MD&A and Statistical Tables. The MD&A for the 2007 City and County of
Denver CAFR is included as Appendix B in this chapter. On the following pages
are selected tables from the statistical section of the 2007 CAFR. Use the
MD&A and the provided statistical tables to complete this case.

Required

a. What are the two primary governmental activity revenue sources? What per-
centage of the governmental activities revenue is from each of these sources?

b. Property taxes tend to be a large part of local government tax revenue. Using
information from the MD&A and the trend information provided by the sta-
tistical tables, discuss whether you believe property tax revenue will be a sta-
ble revenue source for Denver in the next two to three years. Your discussion
should include any strengths and weaknesses you have found.

c. Denver also appears to rely heavily on sales taxes. Using the information from
the MD&A and the trend information from the statistical tables provided, dis-
cuss whether you believe sales taxes will be a stable revenue source for Den-
ver in the next two to three years. Your discussion should include any strengths
and weaknesses you have found.
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Governmental Activities Tax Revenues by Source
Last Six Fiscal Years*

(dollars in thousands—modified accrual basis of accounting)

Taxes 2002 2003 2004 2005 2006 2007
Facilities development admission tax $ 7,729 $ 8,181 $ 7,637 $ 9,174 $ 9,761 $ 10,092
Lodgers tax 27,340 27,333 28,036 32,725 43,258 49,651
Motor vehicle ownership tax 14,894 15,476 16,655 16,815 15,884 16,963
Occupational privilege tax 41,026 41,191 40,138 41,500 41,502 42,751
Property tax 139,400 148,410 179,826 212,778 217,119 227,188
Public service1 12,526 14,766 16,196 18,666 18,890 20,578
Sales tax 394,160 385,361 381,891 412,288 420,693 455,436
Specific ownership tax 57 58 59 62 60 64
Taxicab operators tax 71 31 35 — — —
Telephone tax 9,376 9,075 7,422 9,175 11,074 9,918
Total primary government taxes $646,579 $649,882 $677,895 $753,183 $778,241 $832,641

1 Public service taxes were reclassed in 2007 from charges for services.
Note: 2005, 2006, and 2007 property taxes include taxes of $28,439,000, $28,725,000, and $28,990,000 for Fire and Police Pension Association. This was previously disclosed in the agency funds.
*The requirement for statistical data is ten years; only six years are available at this time.

Sales Tax by Category
Last Ten Calendar Years 
(dollars in thousands)

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007
Apparel stores $   8,819 $   9,964 $ 10,375 $ 10,682 $ 10,699 $ 10,676 $ 14,380 $ 15,207 $ 15,179 $ 16,474
General merchandise 16,433 17,581 18,500 17,970 17,755 18,077 16,583 16,356 16,892 16,209
Food stores 9,115 9,917 9,641 10,234 9,649 9,441 15,420 15,845 16,729 16,210
Eating and drinking establishments 51,340 56,665 58,424 60,022 61,427 62,948 53,763 56,824 60,252 60,097
Home furnishings, electronics and appliances 60,149 67,335 75,208 76,908 65,422 71,162 17,727 20,255 21,268 21,543
Building materials and farm tools 33,917 36,795 38,984 40,847 45,944 42,225 35,058 39,322 39,353 35,826
Auto dealers and supplies 57,267 68,289 75,824 77,657 70,827 71,332 40,394 38,860 38,093 38,350
Service stations — — — — — — 14,597 13,390 13,702 11,942
Public utilities — — — — — — 21,928 24,598 25,068 24,503
Manufacturing — — — — — — 31,124 33,720 35,808 34,033
Information producers and distributors — — — — — — 34,329 37,376 39,768 36,164
Other retail stores 134,166 128,956 176,840 146,777 112,437 99,500 28,409 27,543 25,506 44,383
All other outlets — — — — — — 58,179 77,783 73,075 64,332
Total $371,206 $395,502 $463,796 $441,097 $394,160 $385,361 $381,891 $417,079 $420,693 $420,066

City direct sales tax rate 3.5% 3.5% 3.5% 3.5% 3.5% 3.5% 3.5% 3.5% 3.5% 3.5%

Note: Beginning in 2003 data were tracked by NAICS code rather than SIC code and the number of categories was expanded in order to provide more detail when tracking revenues. This change was not done retroactively,
so data in 2003 and prior have no corresponding NAICS information for these categories.

Source: Denver Treasury Division.
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Assessed Value and Estimated Actual Value of Taxable Property
Last Ten Fiscal Years

(dollars in thousands)

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007
Vacant property $    84,025 $  104,289 $    95,301 $   107,816 $    98,117 $   157,090 $ 141,131 $   185,080 $ 172,889 $ 198,284
Residential property 2,075,084 2,575,404 2,645,155 3,359,931 3,432,857 3,583,839 3,669,393 3,840,654 3,933,051 4,394,658
Commercial property 1,746,816 2,252,828 2,284,608 2,830,244 2,868,476 3,107,218 3,134,198 3,304,533 3,340,741 4,372,532
Industrial property 89,939 102,992 102,015 110,394 109,900 121,464 116,022 122,717 120,660 130,130
Agricultural property 71 325 332 39 35 77 40 288 49 113
Oil and gas property — — 21 1,828 935 898 761 929 1,043 1,279
Personal property 650,090 703,529 743,538 760,173 705,114 726,988 728,422 728,843 715,287 779,600
State assessed property 403,686 559,155 620,867 715,041 785,876 734,170 743,202 760,124 750,830 784,031
Total taxable 

assessed value $ 5,049,711 $ 6,298,522 $ 6,491,837 $ 7,885,466 $ 8,001,310 $ 8,431,744 $ 8,533,169 $ 8,943,168 $ 9,034,550 $10,660,627

Total direct tax rate 80.814 67.299 67.321 58.745 59.855 64.162 64.402 66.202 66.948 66.897
Estimated actual

taxable value $31,562,099 $39,279,855 $40,422,071 $52,321,631 $53,268,701 $61,738,950 $62,867,794 $65,842,159 $66,999,158 $76,813,114
Assessed value as a 

percentage of 
estimated actual value 16.0% 16.0% 16.1% 15.1% 15.0% 13.7% 13.6% 13.6% 13.5% 13.9%

Note: The TABOR amendment, which was approved by Colorado voters in 1992, requires all assessors to use only the market approach in valuing residential property. For commercial real property, the income approach is
generally the appropriate method to use in estimating value. Under Colorado law, all assessors must reappraise real property every two years; this occurs in every odd-numbered year (2003, 2005, 2007, etc). If home sales
have been very active, and home prices have been increasing, then the property value and assessment for many types and styles of homes typically will increase during these reappraisals. Property tax is determined by the
mill levy, which is set in December of each year by the taxing authorities in Denver (the school district, city council, special districts, etc.).

Taxable assessed values are reported net of tax-exempt property.

Source: Abstract of Assessment documents.
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Property Tax Levies and Collections
Last Ten Fiscal Years

(dollars in thousands)

General Fund Total Collections to Date

Percentage
Prepaid Amounts Amount of Levy Prepaid Collections in 

Taxes Collected within the Collected in and Collected Subsequent Percentage
Levied Fiscal Year of the Levy Year Due In Year Due Years1 Amount of Levy Cancellations2

1998 $58,231 $711 $57,309 99.64% $120 $58,140 99,84% $91
1999 61,938 483 61,167 99.54 (178) 61,472 99.25 78
2000 63,456 445 62,549 99.27 317 63,311 99.77
2001 67,297 574 66,033 98.97 132 66,739 99.17
2002 69,763 563 67,394 97.41 1,247 69,204 99.20
2003 72,151 529 70,800 98.86 (163) 71,166 98.63
2004 73,536 462 72,317 98.97 (31) 72,748 98.93
2005 75,646 561 74,192 98.82 (63) 74,690 98.74
2006 79,818 571 78,698 99.31 — 79,268 99.31
2007 63,216 437 n/a 0.69 — —

1 Net of adjustments based upon the appeals process.
2 Taxes are determined to be uncollectable after six (6) years from the date of becoming delinquent and are cancelled as authorized by C.R.S. 39-10-114(2)(b).
Note: The property tax is certified by the City’s Assessor on or before December 15 of each year, unless there is a special election. Property taxes are due and considered earned on January 1 following the year levied.
The first and second halves become delinquent on March 1 and June 16, respectively.

Source: Denver Treasury Division.

Demographic and Economic Statistics
Last Ten Calender Years

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007
Population 501,700 507,500 554,636 564,606 562,657 567,431 572,526 579,744 582,474 592,052
Personal income (expressed in millions) $17,852 $19,247 $21,746 $23,535 $23,729 $24,239 $25,551 $26,622 $28,902 n/a
Per capita personal income $35,583 $37,925 $39,208 $41,684 $42,173 $42,717 $44,629 $45,920 $50,193 n/a
School enrollment 68,893 69,776 70,956 72,437 72,617 72,489 72,901 73,018 73,399 73,873
Unemployment rate 4.10% 3.10% 3.00% 3.50% 5.90% 6.00% 5.60% 5.00% 4.30% 3.90%

Sources: Bureau of Economic Analysis, Denver Public Schools, and U.S. Department of Commerce.
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9–3 Internet Case—Popular Reports. You have just been hired as an accountant
for a large metropolitan city in the eastern part of the country. Your first assign-
ment is to assist the finance director in the preparation of a “popular report.”
The city has long been concerned with the difficulty that most citizens have in
understanding its comprehensive annual financial report. The finance director
tells you that she saw Hillsborough County, Florida’s popular report at a con-
ference and was quite impressed.

Required

a. Obtain a copy of Hillsborough County’s popular report by going to
www.hillsclerk.com (Hint: Click on Clerk Services and Financial Information,
then Annual Report Summary.) Also, try to obtain popular reports of other
local governments by using an Internet search engine.

b. Evaluate the usefulness of the popular reports you are able to obtain from the
perspective of a citizen. In particular, focus on financial accounting informa-
tion. Do you have adequate information to determine whether the government
has a strong financial position and condition? Does the government report
any nonfinancial performance information? Explain.

9–1 Examine the CAFR. Utilizing the CAFR obtained for Exercise 1–1 and your
answers to the questions asked in Exercise 1–1 and the corresponding exercises
in Chapters 2 through 8, comment on the following:
a. Analysis of Introductory Section. Does the report contain all of the introduc-

tory material recommended by the GASB? Is the introductory material pre-
sented in such a manner that it communicates significant information
effectively—do you understand what the government is telling you? On the
basis of your study of the entire report, list any additional information you
believe should have been included in the introductory section and explain why
you believe it should have been included. On the basis of your study of the
entire report, do you think the introductory material presents the information
fairly? Comment on any information in the introductory section you feel is
superfluous, and explain why.

b. Analysis of Financial Statements.
1. Do the statements, notes, and schedules in the financial section present the

information required by the GASB? Are Total columns provided in the
basic financial statements and schedules for the primary government and
the reporting entity? If so, are the Total columns for the current year com-
pared with Total columns for the prior year? Are the basic financial state-
ments and notes cross-referenced to each other? Are they cross-referenced
to the statements and schedules of individual funds?

2. Review your answers to the questions asked in Exercises 3–1 and 4–1 in light
of your study of subsequent chapters of the text and your analysis of all por-
tions of the annual report. If you believe your earlier answers were not entirely
correct, change them in accord with your present understanding of generally
accepted accounting principles and proper disclosure of the financial position
and financial operations of a governmental reporting entity.

3. Review your answers to Exercise 5–1 and all subsequent exercises in this
series in light of knowledge you have gained since you prepared the answers.
If any of your earlier answers should be changed, change them.

c. Analysis of Statistical Section. Does the statistical section present information
in the five categories defined by the GASB? What tables and schedules are

Exercises and
Problems
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presented for each category? Does the information provided in each category
appear to meet the purpose of the category? Explain your response.

d. GFOA Certificate of Achievement. Does the report include a copy of a
GFOA Certificate of Achievement for Excellence in Financial Reporting or
refer to the fact that the government has received one? If the report has been
awarded a certificate, does your review indicate it was merited? If the report
has not been awarded a certificate, does your review indicate that the report
should be eligible for one?

e. Service Potential of the CAFR. Specify the most important information
needs that a governmental annual report should fulfill for each of the
following:
1. Administrators.
2. Members of the legislative branch.
3. Interested residents.
4. Creditors or potential creditors.
In what ways does the CAFR you have analyzed meet the information needs
you have specified for each of the four groups, assuming that members of
each group make an effort to understand reports equivalent to the effort you
have made? In what way does the report fail to meet the information needs
of each of the four groups?

9–2 Multiple Choice. Choose the best answer.

1. Which of the following fund type(s) uses the accrual basis of accounting?
a. Special revenue.
b. Internal service.
c. Pension trust.
d. Both b and c.

2. Which of the following items would generally be reported as a program rev-
enue in the Governmental Activities column of the government-wide state-
ment of net assets?
a. Fines and forfeits.
b. Property taxes.
c. Sales taxes.
d. Interest and penalties.

3. Which of the following fund type(s) utilizes the modified accrual basis of
accounting?
a. Enterprise.
b. Permanent.
c. Agency.
d. Both b and c.

4. When a general obligation bond is sold at a premium, the premium should
be reported:
a. In the Governmental Activities column of the government-wide statement

of net assets.
b. In the balance sheet for governmental funds.
c. In the Business-type Activities column of the government-wide statement

of net assets.
d. Premium on bonds sold is not reported in the financial statements of a

government.
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5. A general capital asset with a book value of $1,300 was sold for $1,275.
Which of the following properly reflects the reporting of the sale?
a. The cash proceeds of the sale would be reported as an other financing

source on the General Fund’s statement of revenues, expenditures, and
changes in fund balance.

b. The loss on the sale would be reported in the Governmental Activities
column of the government-wide statement of activities.

c. The cash proceeds of the sale would be reported in the Business-type
Activities column of the government-wide statement of activities.

d. Both a and b.
6. The members of the Library Board of the City of Fayetteville are appointed

by the City of Fayetteville City Council, which has agreed to finance any
operating deficits of the library. Under these conditions:
a. The city is a primary government.
b. The library is a component unit.
c. Financial information of the library should be reported as part of the

reporting entity by discrete presentation.
d. All of the above.

7. Debt service for a general obligation bond would be reported in a (an):
a. Enterprise fund.
b. Private-purpose trust fund.
c. Debt service fund.
d. Permanent fund.

8. The comprehensive annual financial report (CAFR) of a governmental
reporting entity should contain a statement of revenues, expenditures, and
changes in fund balances for:

Governmental Proprietary 
Funds Funds

a. Yes No
b. Yes Yes
c. No Yes
d. No No

9. The comprehensive annual financial report (CAFR) of a governmental
reporting entity should contain a statement of cash flows for:

Governmental Proprietary 
Funds Funds

a. Yes No
b. Yes Yes
c. No Yes
d. No No

10. The activities of a central data processing department that charges for data
processing services it provides to other departments of a certain city should
be recorded in:
a. An enterprise fund.
b. A special revenue fund.
c. The General Fund.
d. An internal service fund.

Chapter 9 Financial Reporting of State and Local Governments 399
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9–3 Multiple Choice. Choose the best answer.
1. Some governments have begun to provide highly condensed financial infor-

mation, budget summaries, and narrative descriptions, in addition to their tra-
ditional CAFR. This type of report is generally referred to as a (an):
a. Popular report.
b. MD&A.
c. Operating budget.
d. General purpose financial report.

2. The City of Gourman’s employee pension fund would be included in which
of the following financial statements?
a. Government-wide statement of net assets.
b. Statement of fiduciary net assets.
c. Statement of cash flows.
d. Both a and b.

3. Which of the following terms would be used when describing a primary 
government?
a. Fiscally independent.
b. Legally separate organization.
c. Separately elected governing body.
d. All of the above.

4. Which of the following criteria regarding the relationship between a legally
separate, tax-exempt organization and a primary government would lead to
the separate organization being reported as a component unit?
a. The primary government appoints the voting majority of the separate

organization’s board of directors.
b. The primary government is entitled to or has the ability to otherwise

access a majority of the economic resources received or held by the sep-
arate organization.

c. The economic resources received or held by an individual organization
that the specific primary government is entitled to or has the ability to
otherwise access are significant to that primary government.

d. All of the above criteria must be met.
5. Which of the following is not part of the minimum requirements for general

purpose external financial reporting?
a. Combining financial statement for nonmajor funds.
b. Basic financial statements.
c. Management’s discussion and analysis (MD&A).
d. Required supplementary information, other than MD&A.

6. A comprehensive annual financial report (CAFR) generally would include
all of the following sections except:
a. Financial section.
b. Audit section.
c. Statistical section.
d. Introductory section.

7. In a governmental funds balance sheet, prepared in conformity with GAAP,
a separate column is provided for each:
a. Fund type.
b. Major fund.
c. Government.
d. Significant fund.
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8. Which of the following might be included as a reconciling item in recon-
ciling governmental fund financial statements to the government-wide
financial statements?
a. Bond issuances are reported as an other financing source in a govern-

mental fund but as a long-term liability in the government-wide finan-
cial statements.

b. Acquisition of capital assets is reported as an expenditure in the gov-
ernmental fund financial statements but as capital assets in the govern-
ment-wide financial statements.

c. Some expenses reported in the government-wide financial statements are
not reported as expenditures in the governmental fund financial statements.

d. All of the above.
9. Which of the following is not one of the categories of the statistical section

recommended by the GASB?
a. Demographic and economic information.
b. Operating information.
c. Pro forma financial information.
d. Debt capacity information.

10. Which of the following is generally considered an other comprehensive
basis of accounting (OCBOA) acceptable for governments?
a. Cash.
b. Budgetary.
c. Accrual.
d. Reserve cash.

9–4 Comprehensive Set of Transactions. The City of Lynnwood was recently
incorporated and had the following transactions for the fiscal year ended
December 31, 2011.
1. The city council adopted a General Fund budget for the fiscal year. Rev-

enues were estimated at $2,000,000 and appropriations were $1,990,000.
2. Property taxes in the amount of $1,940,000 were levied. It is estimated that

$9,000 of the taxes levied will be uncollectible.
3. A General Fund transfer of $25,000 in cash and $300,000 in equipment

(with accumulated depreciation of $65,000) was made to establish a central
duplicating internal service fund.

4. A citizen of Lynnwood donated marketable securities with a fair value of
$800,000. The donated resources are to be maintained in perpetuity with
the city using the revenue generated by the donation to finance an after
school program for children, which is sponsored by the parks and recre-
ation function. Revenue earned and received as of December 31, 2011,
was $40,000.

5. The city’s utility fund billed the city’s General Fund $125,000 for water and
sewage services. As of December 31, the General Fund had paid $124,000
of the amount billed.

6. The central duplicating fund purchased $4,500 in supplies.
7. Cash collections recorded by the general government function during the

year were as follows:

Property taxes $1,925,000
Licenses and permits 35,000
User charges 28,000
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8. During the year the internal service fund billed the city’s general govern-
ment function $15,700 for duplicating services and it billed the city’s util-
ity fund $8,100 for services.

9. The city council decided to build a city hall at an estimated cost of $5,000,000.
To finance the construction, 6 percent bonds were sold at the face value of
$5,000,000. A contract for $4,500,000 has been signed for the project; how-
ever no expenditures have been incurred as of December 31, 2011.

10. The general government function issued a purchase order for $32,000 for
computer equipment. When the equipment was received, a voucher for
$31,900 was approved for payment and payment was made.

Required

Prepare all journal entries to properly record each transaction for the fiscal year
ended December 31, 2011. Use the following funds and government-wide activ-
ities, as necessary:

General Fund GF
Capital projects fund CPF
Internal service fund ISF
Permanent fund PF
After School Fund (a special revenue fund) SRF
Enterprise fund EF
Governmental activities GA

Each journal entry should be numbered to correspond with each transaction. Do
not prepare closing entries.

Your answer sheet should be organized as follows:

AmountsTransaction Fund or Account
Number Activity Title Debits Credits

9–5 General Fund Adjustments. The City of Allenton has engaged you to exam-
ine its June 20, 2011, financial statements. You are the first CPA ever engaged
by the city and you find that the city’s accounting staff is unfamiliar with GAAP
accounting and reporting requirements. Following is the pre-closing trial bal-
ance of the General Fund as of June 30, 2011.

Debits Credits

Cash $   460,000
Taxes Receivable—Current 169,200
Estimated Uncollectible Taxes—Current $     18,000
Taxes Receivable—Delinquent 38,000
Estimated Uncollectible Taxes—Delinquent 30,200
Equipment 66,000
Donated Land 120,000
Estimated Revenues 1,320,000
Appropriations 1,378,000
Expenditures—Principal 90,000
Expenditures—Other 1,152,000
Bonds Payable 200,000
Revenues 1,384,000
Accounts Payable 76,000
Budgetary Fund Balance 58,000
Fund Balance 387,000

$3,473,200 $3,473,200
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Additional information is as follows:
1. The estimated uncollectible amount of $18,000 for current-year taxes receiv-

able was determined to be adequate. The tax year coincides with the fiscal year.
2. The city purchased $66,000 of equipment during the year.
3. The Expenditures—Principal account reflects the annual retirement of gen-

eral obligation bonds issued in 2010. Interest payments of $12,000 for this
bond issue are included in the Expenditures—Other account.

4. The General Fund’s outstanding purchase orders as of June 30, 2011, totaled
$11,300. These purchase orders were not recorded in the books.

5. The balance in the Revenues account included a credit of $100,000 for a note
issued to a bank to obtain cash in anticipation of property tax collections,
and a credit of $120,000 for donated land to be used by public works. As of
June 30, 2011, the note was still outstanding.

Required

The foregoing information disclosed by your examination was recorded only in
the General Fund even though a debt service fund is used to account for debt,
using resources provided by the General Fund. Prepare the adjusting journal
entries necessary to correct the General Fund and to record information for the
debt service fund, assuming the financial statements are to be prepared in con-
formity with GAAP.

9–6 Matching. Section A provides a list of transactions or events that occurred dur-
ing the year, followed by Section B, a list of the possible effects each trans-
action or event has on adjusting net asset accounts at year-end, assuming that
all temporary accounts have already been closed to the account Net Assets—
Unrestricted.

Section A

____1. Depreciation was recorded for the year.
____2. A fully depreciated computer was sold for $50.
____3. Bonds issued to construct the new library were retired.
____4. Construction expenditures were incurred for the new fire substation.
____5. Cash was set aside for future debt retirement.

Section B

a. Restricted Net Assets is increased and Unrestricted Net Assets is decreased.
b. Restricted Net Assets is decreased and Unrestricted Net Assets is increased.
c. Invested in Capital Assets, Net of Related Debt is increased and Unrestricted

Net Assets is decreased.
d. Invested in Capital Assets, Net of Related Debt is decreased and Unrestricted

Net Assets is increased.
e. None of the above.

Required

Identify how the net asset categories would need to be adjusted for each of the
transactions. For the statement in Section A, select the appropriate answer from
Section B.

9–7 Change in Net Assets of Governmental Activities. You have been provided
with the following information concerning operating activity for Leesburg
County. For the year ended June 30, 2011, the net change in total governmen-
tal fund balances was $131,700, and the change in net assets of governmen-
tal activities was $(1,934,300). During the year, Leesburg issued $3,000,000
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in general obligation bonds at a premium of 101. The bonds are to be used
for a construction project. The county acquired $1,250,000 in capital assets
and sold capital assets with a book value of $563,000 for $550,000. At the
beginning of the period accrued liabilities were $470,000 and at the end of
the period they totaled $446,000. Depreciation on capital assets totaled
$595,000. Revenue accrued for the period but not available for use totaled
$298,000.

Required

Using the information provided, prepare a reconciliation of the change in govern-
mental fund balance to the change in net assets of governmental activities.

9–8 Governmental Funds Statement of Revenues, Expenditures, and Changes in
Fund Balance. You have recently started working as the controller for a small
county. The county is preparing its financial statements for the comprehensive
annual financial report and you have been given the following statement for
review. You know that in addition to the General Fund the county has three other
funds.

Required

After reviewing the statement, you realize it is not in the GASB format. To help
your staff correct the statement, please make a list of the modifications or cor-
rections that should be made to the statement so it can be presented in the
proper format.

Statement of Revenues, Expenses, and Changes in Fund Balances
Governmental Funds 

for the Year Ended December 31, 2011
(000s omitted)

Other 
General Governmental 

Fund Funds

Revenue and other financing sources:
Taxes $10,156
Licenses and permits 612
Charges for services 985
Intergovernmental revenue 2,657 $ 1,437
Fines and forfeits 422
Debt proceeds 5,919
Miscellaneous revenues 325 23

Total Revenues and Other Financing Sources 15,157 7,379

Expenses and other financing uses:
General government and debt service 3,187 961
Public safety and capital outlay 6,257 689
Public works and capital outlay 3,269 2,310
Parks and recreation and capital outlay 2,088 1,748
Transfers out 604

Total Expenses and Other Financing Uses 15,405 5,708

Net Change in Fund Balances $(248) $1,671
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TOWN OF FREAZ
Pre-Closing Trial Balance

As of June 30, 2011
(000s omitted)

Debits Credits

Cash $      3,639
Investments 7,299
Taxes Receivable—Delinquent 5,788
Estimated Uncollectible Delinquent Taxes $ 49
Due from Other Funds 645
Due from Other Governments 6,343
Land 8,720
Buildings 25,680
Accumulated Depreciation—Buildings 8,021
Infrastructure 85,768
Accumulated Depreciation—Infrastructure 45,603
Machinery & Equipment 28,720
Accumulated Depreciation—Machinery & Equipment 13,785
Accounts Payable 7,764
Accrued Liabilities 4,765
Due to Other Funds 748
Current Portion of Long-term Debt 8,600
Bonds Payable 28,700
Net Assets—Invested In Capital Assets,

Net of Related Debt 44,179
Net Assets—Restricted for Debt Service 2,123
Net Assets—Unrestricted 7,678
Program Revenues—General Government— 4,411

Charges for Services
Program Revenues—Public Safety—

Charges for Services 996
Program Revenues—Parks & Recreation—

Charges for Services 359
Program Revenues—General Government—

Operating Grants & Contributions 307
Program Revenues—Public Works—

Capital Grants & Contributions 1,680
General Revenues—Property Taxes 13,665
General Revenues—Interest & Penalties 746
General Revenues—Interest Income 345
Expenses—General Government 2,468
Expenses—Public Safety 11,577
Expenses—Public Works 5,311
Expenses—Parks & Recreation 1,817
Expenses—Interest on Long-term Debt 749

$ 194,524 $ 194,524

9–9 Government-wide Financial Statements. Following is the governmental activ-
ities pre-closing trial balance for the Town of Freaz. Freaz is a relatively small
town and, as a result, it has only governmental funds (i. e., it uses no propri-
etary funds). There are no component units. To complete the financial state-
ments for its annual report, the town must prepare a government-wide statement
of net assets and a statement of activities.
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Required

Using the trial balance provided by the town, prepare a government-wide state-
ment of activities and a statement of net assets. Restricted net assets for debt ser-
vice increased $87 (000s omitted) for the period.

9–10 Converting from Modified Accrual to Accrual Accounting. The Village of
Rodale keeps its governmental fund accounting records on a modified accrual
basis. At the end of the fiscal year, the village accountant must convert the
modified accrual information to accrual information to allow for preparation
of the government-wide financial statements. Following are several transactions
identified by the accountant that will require conversion.
1. At the end of the year, depreciation expense of $674,300 was recorded on

buildings and equipment.
2. Year-end salaries amounting to $39,123 were accrued.
3. During the year the village acquired a vehicle at a cost of $21,369 and depre-

ciable office equipment at a cost of $7,680. (Note: the village uses a Build-
ings and Equipment account.)

4. The village made the final $50,000 payment on a long-term loan. Interest
related to the loan was $2,250, half of which had been accrued at the end
of the prior fiscal year.

5. The records indicate that the Due from Other Funds balance is $720. Of this
amount, $480 is due from the Water Utility Fund for service provided by the
general government; the remainder is due from a special revenue fund for
services provided by the Police Department. The amount Due to Other Funds
balance is $950, which the General Fund owes to the Water Utility Fund for
water received.

Required

Prepare modified accrual to accrual adjustments for all of the transactions iden-
tified in Items 1–5. Your answer sheet should be organized as follows. In the first
column, identify the account titles that will be affected by the adjustment. Use
the second column to identify whether the account title provided is a modified
accrual account or an accrual account. The adjustment columns should record
the amount of the debit or credit that would need to be made to adjust informa-
tion from modified accrual to accrual. Keep in mind that some transactions may
not be recorded under modified accrual; in such cases, the debit and credit ad-
justments affect only accrual accounts since the adjustments are reflected at the
government-wide level only.

Modified Accrual/ Adjustment
Account Affected Accrual Account Debit Credit
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Chapter Ten

Analysis of
Governmental
Financial Performance
Learning Objectives

After studying this chapter, you should be able to:

1. Explain the importance of evaluating governmental financial performance.

2. Distinguish among and describe key financial performance concepts, such as:
financial position, financial condition, and economic condition.

3. Explain the relationships among environmental factors, organizational factors,
and financial factors in determining governmental financial condition.

4. Identify, calculate, and interpret key ratios that measure financial performance.

5. Analyze financial performance using government-wide statements.

6. Describe how benchmarks can aid financial analysis.

Many of the municipal financial crises in the 20th century were caused by fiscal
mismanagement, deficient financial reporting, and a lack of transparency in how
governmental financial decisions were made. New York City; Cleveland, Ohio;
Orange County, California; Miami, Florida; and Washington, D.C., at one time were
textbook cases for what not to do. However, government managers took action and
strengthened internal controls to emerge from near bankruptcies, bond defaults, or
receiverships by public boards. Combined efforts on the part of users, preparers,
attestors, and bond raters have led to higher quality governmental accounting prin-
ciples, government auditing standards, and programs designed to recognize excel-
lence in financial reporting and reduce the incidence of municipal financial crises.

THE NEED TO EVALUATE FINANCIAL PERFORMANCE

Despite improvements in financial accountability tools and increased public scrutiny
of state and local governments, the first decade of the 21st century has brought new
fiscal crises to light. Some crises continue to result from poor or criminal decisions,
such as the City of San Diego’s public-employee pension fund’s billion-dollar deficit,1

but other crises have resulted from natural disasters, such as Hurricane Katrina in

1Alan Rappeport, “SEC Settles Fraud Charges with San Diego’s Auditor,” CFO.com, Section: Today in
Finance, December 11, 2007.
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New Orleans,2 and demographic shifts, as experienced by the City of Detroit, whose
population has declined to half of what it was in the 1950s.3 Other local govern-
ments have or will file for bankruptcy to fend off creditors in times of declining
revenues; for example, Vallejo, California, in response to spiraling public employee
salaries coupled with a plummeting housing market,4 and Jefferson County, Alabama,
as a result of complicated hedge and swap transactions that increased sewer interest
costs beyond what could be covered by revenue from sewer customers.5

Preventing financial crises such as those just mentioned requires an early-warning
system to identify trends or practices that may adversely impact the long- and short-
term solvency of a government. To be useful, early-warning systems and other ana-
lytical tools must be built on a comprehensive, conceptual framework of government
financial management that includes performance indicators that can be tracked over
time and compared to targeted goals. Although, arguably, all users of government
financial statements need a full set of information about the entity, user groups usually
focus on just the indicators and concepts that most closely correspond to their areas
of interest or responsibility.

Ensuring that the government has the financial capacity to sustain desired ser-
vices is the primary reason for managers to monitor financial performance. Gov-
ernment managers need business skills in order to assess financial performance and
thwart off disaster from environmental factors. Managers need analytical tools and
data as they adjust the size and structure of public service delivery systems.

Decision makers external to the government also need to assess government per-
formance as they decide whether to locate businesses in a city, work for public entities,
or invest in municipal bonds. Bond investors and creditors have an interest in assess-
ing the government’s ability to make future interest and principal payments, even in
the face of adverse economic trends or other events (for example, natural disasters).
Knowing that managers are employing a system to track financial trends provides
investors and creditors with added confidence in the quality of the government’s
financial management, particularly if such trend data are shared with credit analysts.
Credit analysts also have an interest in the government’s ability to provide services
in the long run, since experience has shown that, in times of fiscal crisis, expendi-
tures for vital services often take priority over debt service payments.

Oversight bodies have responsibility for monitoring and, in some cases, establish-
ing the fiscal policies of governments for which they have oversight responsibility.
Some states, for example, impose uniform financial accounting and reporting systems
that all municipalities within the state must follow. Oversight bodies typically have
responsibilities to monitor executives’ compliance with laws and regulations.

Although citizens should have an interest in the government’s overall financial
performance, often their interests lie more narrowly with a particular program, or
rising tax rates or service fees. Moreover, citizens’ interests usually are represented
through intermediaries such as the media, taxpayer watchdog groups, special inter-
est groups, and groups that serve the public interest. In Part II of the text, titled
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2 “Three Years after Katrina, Innovation Is Too Scarce; Tracking Recovery in New Orleans,” USA Today,
August 26, 2008, p. 12A.
3 Keith Crain, “We Can Still Be a Great Region with Less,” Crain’s Detroit Business, September 24,
2007, p. 8.
4 Carolyn Jones, “Vallejo Votes to Declare Chapter 9 Bankruptcy,” San Francisco Chronicle, May 7,
2008.
5 “Bankruptcy Is No Easy Out for Jefferson County’s Sewer Bond Crisis, but County Must Be Prepared
for It,” The Birmingham News, April 8, 2008.
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“Accountability for Public Funds,” we explore how federal oversight, external audit-
ing, and budgeting for performance all work to reduce the likelihood of government
fiscal crises.

GOVERNMENT FINANCIAL PERFORMANCE CONCEPTS

In an effort to meet the needs of financial statement users, such as citizens and tax-
payers, the Governmental Accounting Standards Board (GASB) produced a set of
guides to financial statements.6 In the first guide, titled What You Should Know about
Your Local Government’s Finances, the GASB points out that government managers
need to demonstrate to citizens that they are financially accountable for raising enough
resources to remain financially viable and to spend those resources responsibly. The
unique relationship between involuntary tax financing and the provision of public
goods and government services requires special care to assess whether government
has met its duty to be accountable to citizens. In a related outreach effort to the ana-
lyst user community (broadly defined), the GASB produced a user guide titled An
Analyst’s Guide to Government Financial Statements7 in which it points out that the
process of drawing meaning from financial statement data is an art form, not a science.
As indicated by these user guides, different people are interested in different aspects
of financial health, and those doing the analyzing must focus on the concepts that
are most relevant for their purposes.

Prior to examining systems for evaluating financial performance, it is important
to distinguish among key terms related to accountability: financial position, finan-
cial condition, and economic condition.

Financial Position versus Financial Condition
Various definitions have been developed for the terms financial position and finan-
cial condition. An early GASB research study notes that financial position “tends
to be a shorter-run concept compared with financial condition.”8 The GASB study
further notes that “financial position for governmental funds focuses on assets and
liabilities that require cash or are normally converted to cash in the near future and
can generally be determined from the financial statements alone.”9 Thus, financial
position is closely related to the concept of liquidity. By contrast, the GASB study
defines financial condition as follows:

The probability that a government will meet both its financial obligations to creditors,
consumers, employees, taxpayers, suppliers, constituents, and others as they become
due and its service obligations to constituents, both currently and in the future.10
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6 Dean M. Mead, What You Should Know about Your Local Government’s Finances: A Guide to
Financial Statements (Norwalk, CT: GASB, 2000). Related guides, also by Dean M. Mead, include
What You Should Know about Your School District’s Finances: A Guide to Financial Statements (2001)
and What Else You Should Know about a Government’s Finances (2005).
7 Dean M. Mead, An Analyst’s Guide to Government Financial Statements (Norwalk, CT: GASB), 
p. 105.
8 Robert Berne, Research Report, “The Relationship between Financial Reporting and the Measure-
ment of Financial Condition” (Norwalk, CT: GASB, 1992), pp. 16–17.
9 Ibid., p. 17.
10 Ibid .
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Another view of financial condition is provided by the International City/County
Management Association (ICMA). In the aftermath of New York City’s debt default
in the 1980s, the ICMA published in 1980 a set of five handbooks that dealt with
evaluating financial condition. These handbooks resulted from a three-year research
project funded by a National Science Foundation grant. The 2003 update of a sub-
sequent handbook that consolidates the concepts from the original handbooks pro-
vides an excellent discussion of the concepts that comprise their use of the term
“financial condition.”11 The 2003 handbook’s definition of financial condition incor-
porates four types of solvency: cash solvency—a government’s ability to generate
enough cash over a 30- or 60-day period to pay its bills; budgetary solvency—a
government’s ability to generate enough revenue over its normal budgetary period to
meet its expenditures and not incur deficits; long-run solvency—a government’s
ability in the long-run to pay all the costs of doing business such as expenditures in
the annual budget and those that appear only in the years in which they must be
paid; and service-level solvency—a government’s ability to provide services at the
level and quality that are required for the health, safety, and welfare of the commu-
nity and that its citizens desire.

The ICMA’s term cash solvency is the component of financial condition that is
most closely related to the GASB’s definition of financial position; that is, both terms
focus on the shorter-term, balance sheet concept addressing whether the government
is able to meet its current obligations. Definitions of both the GASB study and the
ICMA handbook make it clear that financial condition includes the ability to main-
tain existing or provide increasing service levels. This concept is related to the
accountability concept of interperiod equity, a term the GASB defines as determin-
ing “whether current-year revenues are sufficient to pay for the services provided
that year and whether future taxpayers will be required to assume burdens for ser-
vices previously provided.”12 Excessive shifting of the burden to pay for current ser-
vices to future taxpayers may threaten the government’s ability to sustain the current
level of services or to expand services to meet future population growth.

Economic Condition
In its long-term economic condition project, the GASB has tentatively decided 
to replace the term financial condition with a broader concept—economic 
condition—defined as

a composite of a government’s financial health and its ability and willingness to meet its
financial obligations and its commitments to provide services.13

Conceptually, economic condition includes three components: financial position—the
status of a government’s asset, liability, and net asset accounts, as displayed in its basic
financial statements; fiscal capacity, a government’s ongoing ability and willingness
to raise revenues, incur debt, and meet its financial obligations as they come due; and
service capacity, a government’s ongoing ability and willingness to supply the capi-
tal and human resources needed to meet its commitments to provide services.
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11 Karl Nollenberger, Evaluating Financial Condition: A Handbook for Local Government, 4th ed.
(Washington, DC: International City/County Management Association, 2003); a revision of the original
1980 text by Sanford M. Groves and Maureen G. Valente.
12 Governmental Accounting Standards Board, Concepts Statement No. 1, “Objectives of Financial
Reporting” (Norwalk, CT: GASB, 1987), par. 61.
13 Governmental Accounting Standards Board, Action Report (Norwalk, CT: GASB, January 2002), p. 2.
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These definitions are part of Phase I of GASB’s economic condition project. Phase
II resulted in GASBS 44, Economic Condition Reporting: The Statistical Section,14

the first comprehensive look at the statistical section of the comprehensive annual
financial report (CAFR) since National Council on Governmental Accounting
(NCGA) Statement No. 1 was issued in 1979. This statement improves the under-
standability, comparability, and, hence, usefulness of the financial statements by
incorporating new information; providing guidance to all types of governments, not
just general-purpose governments; and restructuring the amount and type of infor-
mation from 15 required schedules to five categories of information. The scope of
Phase III of the economic condition project is to consider whether any additional
information should be required or encouraged for inclusion in a government’s finan-
cial report, as well as what information should be included in a separately issued
document.15

This project is certain to elicit different opinions on whether financial and eco-
nomic performance information should be included in CAFRs. Issues include the
demand for such information, the level of auditor’s review of information, compa-
rability across similar entities, and the role of the GASB in setting standards on the
inclusion of economic performance indicators in financial reports. GASB’s service
efforts and accomplishments (SEA) project is discussed in more detail in Chapter
13 on budgeting of governmental services.

INTERNAL FINANCIAL TREND MONITORING

As mentioned earlier in this chapter, the ICMA has a set of handbooks that can be
used to track the financial performance of governments. It calls the tool described
in those handbooks the financial trend monitoring system. Credit market analysts,
particularly analysts with the major rating agencies, have developed proprietary (in-
house) approaches for evaluating the general obligation creditworthiness of govern-
ments that issue bonds. Although evaluation objectives differ slightly between
internal and external evaluation systems and among the approaches used by exter-
nal users, both types of systems focus on many of the same kinds of factors. Pre-
sumably, these systems can be useful as well for legislative and oversight bodies and
citizen groups.

Illustration 10–1 shows the framework the ICMA developed for internal man-
agers to use in evaluating financial condition. The financial trend monitoring sys-
tem (FTMS) is comprised of environmental, organizational, and financial factors
that influence a government’s financial condition, and that are measured by vari-
ous indicators. The ICMA provides a large number of potentially useful indicators
grouped into the factors corresponding to the environmental, organizational, and
financial dimensions shown in Illustration 10–1. Some local governments that par-
ticipated in field testing, as well as other governments, continue to use the FTMS
to monitor their financial condition. The FTMS, together with various publications
of the municipal credit market, has long been the main source of guidance for
monitoring and evaluating governmental financial condition, including how to use
financial and other information for these purposes. Examining changes in indicators
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14 Governmental Accounting Standards Board, Statement No. 44, Economic Condition Reporting: The
Statistical Section, an amendment of NCGA Statement 1 (Norwalk, CT: GASB, May 2004).
15 Governmental Accounting Standards Board, See Project Pages: Economic Condition Reporting—
Phase III at www.gasb.org.
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over time and relationships among indicators can yield useful information on
financial issues, such as whether revenue trends are adequate to meet expenditure
trends and the adequacy of financial reserves to withstand revenue shortfalls or
unforeseen expenditure requirements. However, making a reasonable judgment
about the financial condition of a particular entity requires a sound understanding
of how environmental factors influence the demand for and capacity to supply ser-
vices, how organizational factors influence fiscal policy given a particular level or
trend in the demand for and capacity to supply services, and how to measure the
financial outcomes of the entity’s fiscal policy. Each of these sets of factors is dis-
cussed at some length prior to moving to the identification, calculation, and inter-
pretation of financial ratios.
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ILLUSTRATION 10–1 Factors Affecting Financial Condition

Source: Karl Nollenberger, Evaluating Financial Condition: A Handbook for Local Government, 4th ed. (Washington, DC: International City/County Management
Association, 2003), p. 5.
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Environmental Factors
The ICMA identifies five environmental factors that influence the demand for gov-
ernmental services and the resources that are available to meet those demands (see
Illustration 10–1). At issue is whether resources are adequate to meet citizens’
demand for services. Each of the environmental factors are briefly described next.

Community Needs and Resources

This factor consists of indicators (see Illustration 10–1) that determine the demand
for services, such as population demographics (growth, density, and composition),
median age, and percentage of households below the poverty level, as well as the
capacity to provide services, such as personal income per capita, property values,
employment (level, diversity, and types), and level of business activity. Some indi-
cators affect both the demand for and the capacity to provide services; for example,
a low personal income per capita generally is correlated with both high demand and
low capacity, whereas high personal income is correlated with low demand and high
capacity. The reason for this two-sided effect may be that personal income itself is
the result of other indicators such as the employment base, educational level, and
median age. Thus, even when evaluating indicators within a single factor, the indi-
cators are often interrelated, making it difficult to assess any single indicator in iso-
lation. These difficulties notwithstanding, the more diversified and stable the
employment base, the higher the property values and personal income, and the more
robust the business activity (for example, building permits, bank deposits, and retail
sales), the lower the demand for and the higher the capacity to provide services will
be. Population and related demographics such as growth, composition by age, hous-
ing patterns, and location (urban, rural, or suburban) also may strongly affect the
demand for and capacity to provide services. A constant enigma in public finance is
that the greater the need for services, the lower is the capacity to provide them, and
vice versa.

Illustration 10–2 presents the trend, description, and analysis of one of the com-
munity needs and resources indicators of the City of Columbia, Missouri: Indicator
35, Rate of Employment. This information is taken from its Trend Manual for the
years 1998 through 2007. The City of Columbia was a test city for the ICMA finan-
cial condition research project in the late 1970s and has since continued to use the
trend-monitoring system to monitor its financial condition. It appears that unem-
ployment rates jumped considerably in FY 2007 and, at 3.5 percent, are approach-
ing the national rate of 5.0 percent. Based on the city’s own analysis, most of the
fluctuation is associated with national manufacturing firms located in Columbia,
although manufacturing jobs comprise less than 10 percent of the city’s work force.

Intergovernmental Constraints

Most local governments operate under various legal constraints imposed by the state
government. Moreover, the federal government imposes constraints as a condition
for receiving federal financial assistance. Among the state-imposed constraints may
be legal limitations on the ability of local governments to raise revenues and issue
debt. If such limitations exist, the current levels of revenues and debt subject to such
limits should be compared to the authorized limits. Of particular importance is con-
sideration of the extent to which legal limits may impede needed acquisition of cap-
ital assets and future growth in services. In addition to revenue raising constraints
and debt limits, local governments are often burdened with unfunded mandates by
higher level governments to provide specified services.
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414 Part One State and Local Governments

ILLUSTRATION 10–2 Indicator 35—Rate of Employment

Warning Trend:

Increasing rate of unemployment or a decline in number of jobs provided within a community.

Formulation:

Unemployment rate and number of jobs in the community.

Unemployment Unemployment Jobs in
Fiscal Rate Rate Community—
Year Local National Civilian Labor Force

1998 1.4% 4.4% 78,108
1999 0.7% 4.1% 83,257
2000 1.1% 3.9% 81,453
2001 1.7% 5.6% 83,744
2002 1.8% 5.8% 85,452
2003 2.0% 5.9% 89,315
2004 2.5% 5.5% 88,800
2005 3.0% 5.0% 90,700
2006 2.9% 4.5% 93,900
2007 3.5% 5.0% 95,100

* The national and the local unemployment rates reflect rates obtained in the month of December.

Description:

Unemployment and jobs in the community are considered together because they are closely related; for purposes of this
discussion, they are referred to as “employment base.” In addition, for comparative purposes, the national unemployment rate is
included. Employment base is important because it is directly related to the levels of the business activity and personal income.
Changes in the number of jobs provided by the community are a measure of and an influence on business activity. Changes in
the rate of employment of the community’s citizens are related to changes in personal income and thus, are a measure of and an
influence on the community’s ability to support its local business sector.

If the employment base is growing, if it is sufficiently diverse to provide against short-run economic fluctuation, or downturn
in one sector, and if it provides sufficient income to support the local business community, then it will have a positive influence
on the city's financial condition. A decline in employment base as measured by the number of jobs, or the lack of employment,
can be an early warning sign that overall economic activity will decline and thus, that governmental revenues may decline (or at
least not increase at the expected rate), particularly sales tax revenues.
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Disaster Risk

The need to consider and plan for natural disasters is incumbent on all top gov-
ernmental officials. Certainly, no place is immune from such events, although
some locations are more vulnerable than others. The question that should be asked
is: What would happen if a major earthquake or hurricane were to strike or a
terrorist attack were to occur? Related questions that need to be asked are these:
(1) Does the city have sufficient insurance and reserves to cover possible losses?
(2) Does the government have sufficient resources (and a plan) for evacuation,
protection against looting, and cleanup? In addition to natural disasters, it can be
equally difficult to prepare and budget for man-made disasters, for example,
chemical spills from industry.

Political Culture

This perhaps is the most difficult of all factors to measure but is certainly criti-
cally important to determining how the administration will react to the other envi-
ronmental factors in shaping the government’s fiscal policy. Political culture
includes such factors as form of government (e.g., mayor-council—weak or strong,
council-manager, commission) and the entity’s economic, political, and social his-
tory. The entity’s history may reveal underlying community philosophies regarding
willingness to support higher taxes, issuances of long-term debt, and increased
social services.

External Economic Conditions

Obviously, no local or state government operates independently of the regional and
national economy. Regional economic activity affects local business activity, employ-
ment, and income by influencing the demand for manufactured, agricultural, and ser-
vice products as well as the levels of wholesale and retail sales. Similarly, inflation
at the national level influences regional and local prices, including wages and the
cost of debt financing. More recently, the national subprime mortgage crisis affected
the number and prices of home sales at the local level. Although consideration of
external economic conditions is essential to assessing the local economy, the link-
ages are generally difficult to pinpoint and quantify.

Chapter 10 Analysis of Governmental Financial Performance 415

ILLUSTRATION 10–2 (Continued)

Analysis:

The unemployment rate for Columbia has varied from a high of 3.5 percent to a low of 0.7 percent, with the reported 2007 rate
at 3.50 percent, while the number of jobs has increased 21.75 percent for the period shown. This compares to a national
unemployment rate in the same period ranging from a high of 5.9 percent to a low of 3.9 percent. During the past couple of
years listed, the gap between the national unemployment rate and Columbia’s unemployment rate is narrowing. The current
economic factors have had an impact on the economy in Columbia.

Although the unemployment base has been sufficiently diverse to cushion against temporary economic downfalls in any
particular sector, most employment fluctuations have been associated with national manufacturing firms located in Columbia.
Such jobs comprise slightly less than 10 percent of the City’s total work force and have been affected by the current economic
factors on a national level.

Staff is monitoring this trend. The REDI Corporation has been working to increase employment opportunities in the area with
the creation of an Industrial Land Committee. Other employment opportunities are in the works, such as the Discovery Ridge
Incubator project.

Source: City of Columbia, Missouri, 1998–2007 Trends Manual, pp. 350–351.
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Organizational Factors

Management Practices and Legislative Policies

As indicated by their pivotal location in Illustration 10–1, management practices and
legislative policies play a crucial role in determining fiscal policy in response to the
environmental factors just discussed. Sound financial management and the political
will to resist easy solutions can minimize financial problems that might otherwise
result from factors such as economic downturns, plant closings, or natural disasters.
Financial crises often build over a number of years during economic recessions.
Politicians may be either unwilling or unable to curtail expenditures for services in
response to revenue shortfalls. Results of past policies, such as heavy reliance on
debt or an excessive labor force, may make it difficult or infeasible to reduce expen-
ditures sufficiently in the short run. Short-run solutions, such as deferring needed
maintenance, curtailing capital expenditures, or underfunding pensions, may lead to
even more serious problems in the future. Thus, sound financial management means
planning for adverse environmental conditions or events and devising long-run solu-
tions when problems do occur. Although management practices and legislative poli-
cies are critical determinants of financial condition, they are among the most difficult
factors to measure. Evidence of mismanagement or management practices that sus-
tain an operating deficit include using reserves, short-term borrowing, internal bor-
rowing, sale of assets, or one-time accounting changes to balance the budget. Other
signs of deficient fiscal policies include deferring pension liabilities, deferring main-
tenance expenditures, failing to fund employee benefits, and ignoring full-life costs
of capital assets.16

Financial Factors
Examples of governmental fund financial ratios typically used in assessing financial
condition in the ICMA trend monitoring system are shown in Illustration 10–3.
Although the ratios contained in Illustration 10–3 represent what the authors con-
sider key ratios, they are not intended to represent all ratios that might be useful in
evaluating financial condition. In fact, the ICMA handbook provides for a total of
27 financial indicators across the six financial factors shown on the right-hand side
of Illustration 10–1. These ratios were developed before GASBS 34 and, as such,
focus on information available from the fund financial statements. As described later
in the chapter, information about the condition of general capital assets, including
infrastructure, and general long-term liabilities is now available in government-wide
financial statements and related notes.

The data to calculate the financial ratios shown in Illustration 10–3 are readily
obtainable from most CAFRs. Except for population, which is usually disclosed in
the statistical section, data for most of the ratios can be obtained from the statement
of revenues, expenditures, and changes in fund balances—governmental funds (see
Illustration A1–5) and the balance sheet—governmental funds (see Illustration
A1–3). Data for the remaining ratios usually can be found in the notes to the finan-
cial statements.

In calculating most of the ratios, some analysts prefer to utilize General Fund data
only, whereas others utilize combined data for all governmental fund types. This deci-
sion depends, in part, on how large the General Fund is relative to all governmental
fund types. In calculating operating revenues, capital project fund revenues should be

416 Part One State and Local Governments

16 Nollenberger, Evaluating Financial Condition, pp. 147–54.
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ILLUSTRATION 10–3 Selected Financial Ratios Based On CAFR Governmental Funds Information

Suggestions for
Indicator Computation1 Analysis

Revenues Measures:
Revenues per capita

One-time revenues

Expenditures Measures:
Expenditures by function

Employees per capita

Operating Position Measures:
Fund balances

Liquidity

Debt Indicators:
Long-term debt

(or population or personal income)

Debt service

Unfunded Liability Measures:
Pension obligations

Postemployment benefits

If per capita operating revenues are
decreasing, the government may not be able
to maintain existing service levels unless it
finds new sources of revenue.
Continual use of one-time revenues, such as
grants, interfund transfers or use of reserves,
can disguise an imbalance between operating
revenues and expenditures.

Determine which functions are increasing and
if the increase represents increased services or
new services. Are there sufficient revenues to
pay for these?
If personnel costs (as measured by the
number of employees) are increasing at a
greater rate than the population base,
determine why this is happening.

Declining unreserved fund balances as a
percentage of net operating revenues can
affect a government’s ability to withstand
financial emergencies.
If this measure of a government’s cash
position is less than 1 then determine if this is
a temporary situation or whether causes,
such as receivables, may persist, leading to
long-term solvency concerns.

An increase in this ratio may be an indication
that the government’s ability to repay the
debt is diminishing, assuming the
government depends on property taxes from
the population to repay the debt.
Debt service on net direct debt that exceeds
20 percent of operating revenues is
considered a potential problem.

An increasing amount of net pension
obligation is a negative signal that should be
investigated to determine if the trend of not
funding annual pension cost is expected to
continue.
An increasing ratio over time indicates the
potential difficulty for a government to be
able to cover the cost of promises made 
to retirees for benefits other than 
pensions.

Operating revenues2

Population

One-time revenues
Operating revenues2

Operating expenditures for one function
Operating expenditures

Number of municipal employees
Population (or households)

Unreserved fund balances
Operating revenues2

Cash and short-term investments
Current liabilities

Net direct bonded long-term debt
Assessed valuation

Net direct debt service
Operating revenues2

Liability for postemployment benefits
Number of municipal employees

Pension obligations
Salaries and wages
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excluded since the capital project fund is not an operating fund. For purposes of cal-
culating revenues and expenditures in these ratios, other financing sources are often
added to revenues and other financing uses are often added to expenditures. The
government-wide financial statements offer additional opportunities for analysis of
financial factors relating to the governmental entity as a whole and are discussed next.

ANALYZING GOVERNMENT-WIDE FINANCIAL STATEMENTS

The CAFR provides information about the government as a whole that should assist
citizens, bond analysts, governing boards, and other financial statement users to
answer questions that are not easily answered with disaggregated fund financial state-
ments. The management’s discussion and analysis and two accrual-based government-
wide financial statements that focus on the flow of total economic resources in and
out of the government offer a level of analysis about the real cost of government ser-
vices, the means of financing them, and the financial condition of the government
as a whole.

One firm that stepped up to describe and report ratios designed to take advantage
of aggregated information was Crawford & Associates, P.C., a public accounting firm
that developed a financial analysis and rating tool to use in measuring a govern-
ment’s financial health and success. The firm suggests 18 performance indicators
that measure financial position, financial performance, and financial capability from
basic financial statements. A brief description of the questions best answered by these
ratios is presented here, along with Crawford & Associates’s “plain English” state-
ment of the questions to be addressed by the performance measure.17

418 Part One State and Local Governments

17 Crawford & Associates, P.C., The Performeter® (Oklahoma City, OK, 2008). See its Web site at
crawfordcpas.com.

Source: Adapted from Karl Nollenberger, Evaluating Financial Condition: A Handbook for Local Government (Washington, DC: ICMA, 2003). This handbook provides work-
sheets and an electronic spreadsheet that guides the user in defining the terms used in these ratios.
1 Express amounts in constant dollars; that is, adjust for inflation using the consumer price index (CPI). See the U.S. Bureau of Labor Statistics Web site at www.bls.gov/cpi for
how to access and use the CPI.
2 Operating revenues are those that are available for general government operations, such as tax revenues, revenues from fees and user charges, and other local revenues, but
excluding revenues restricted to capital improvements and special purpose revenues. Nollenberger suggests that when presenting this indicator in a report, you should define
the terms used for the reader (p. 17).

ILLUSTRATION 10–3 (Continued)

Capital Plant Indicators:
Maintenance effort

(e.g., miles of sidewalks or square feet of buildings)

Capital outlay

If maintenance expenditures per
unit of general capital assets is not
relatively stable over time, this may
be a sign that the capital assets are
deteriorating.
If a decline in the relationship
between expenditures for general
capital assets to operating
expenditures persists over three
years, the government may be
deferring the replacement of
capital assets, which adversely
affects delivery of government
services.

Expenditures for maintenance of general capital assets
Quantity of assets

Capital outlay from operating funds
Operating expenditures
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Financial Position Ratios:
1. Unrestricted Net Assets. How do our rainy day funds look?
2. General Fund Budgetary Fund Balance. How does our budgetary carryover posi-

tion look?
3. Capital Asset Condition. How much useful life do we have left in our capital assets?
4. Pension Plan Funding. Will we be able to pay our employees when they retire?
5. Debt to Assets. Who really owns the government entity?
6. Current Ratio. Will our employees and vendors be pleased with our ability to pay

them on time?
7. Quick Ratio. How is our short-term cash position?

Financial Performance Ratios:
8. Change in Net Assets. Did our overall financial condition improve, decline, or re-

main steady over the past year?
9. Interperiod Equity. Who paid for the cost of operating the city—current, past, or

future tax and rate payers?
10. Sales Tax Growth. What is the state of our local economy?
11. BTA Self-Sufficiency. Did current year business-type activities (BTA), such as util-

ities, pay for themselves?
12. Debt Service Coverage. Were our revenue bond investors pleased with our ability

to pay them on time?

Financial Capability Ratios:
13. Revenue Dispersion. How much of our revenue is beyond our direct control?
14. Debt Service Load. How much of our annual budget is loaded with disbursements

to pay off long-term debt?
15. Bonded Debt per Capita. What is our long-term general obligation debt burden on

our taxpayers?
16. Available Legal Debt Limit. Will we be able to issue more long-term general

bonded debt, if needed?
17. Property Taxes per Capita. What is our property tax burden on our taxpayers?
18. Sales Tax Rate. Will our citizens be likely to approve an increase in sales tax

rates, if needed?

Illustration 10–4 provides additional descriptions of the above ratios, along with
formulas for calculating them. Other ratios that capture these dimensions are change
in overall financial position, reported as a percentage of total net assets, and levels
of reserves or deficits, employing expenses as a denominator instead of revenues.
Chaney, Mead, and Schermann suggest these ratios, as well as general revenues
minus transfers as a percentage of expenses, to measure financial performance. They
also recommend change in net assets plus interest expense as a percentage of interest
expense as an additional solvency measure.18

Despite the complexity of evaluating government-wide financial condition, there
are recognizable signals of fiscal stress. These include (1) a decline or inadequate
growth in revenues relative to expenses, (2) a decline in property values, (3) a decline
in economic activity (such as increasing unemployment, declining retail sales, and
declining building activity), (4) erosion of capital plant, particularly infrastructure,
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18 Barbara A. Chaney, Dean M. Mead, and Kenneth R. Schermann, “The New Governmental Financial
Reporting Model,” Journal of Government Financial Management, Spring 2002, pp. 27–31. In this
article, the authors calculate and compare these ratios for two cities with similar population size.
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ILLUSTRATION 10–4 Financial Indicators Using the CAFR

Performance 
Measures Description Ratio

Financial Position:
1. Unrestricted net assets A measure of the adequacy of the amount of Unrestricted net assets 

the government’s total unrestricted net assets Total revenue
or level of deficit at the measurement date.*

2. General Fund budgetary A measure of the adequacy of the amount of Unreserved GF balance 
fund balance the government’s General Fund (GF) budgetary GF revenue (net of internal transfers and

basis fund balance (deficit) at the measurement excluding special and extraordinary 
date. items)

3. Capital asset condition A measure of the extent to which the Accumulated depreciation 
government’s total depreciable capital assets, Average cost of depreciable capital 
on average, are reaching the end of their useful assets
lives, and, therefore, may need replacement.*

4. Pension plan funding A measure of the funding status of a single Fair value of plan assets
employer or agent multi-employer pension Actuarial accrued liability
plan of the government.

5. Debt to assets A measure of the degree to which the Total liabilities
government’s total assets have been funded Total assets
with debt as of the measurement date.*

6. Current ratio A measure of the government’s ability to pay Current assets 
its short-term obligations as they become due.* Current liabilities

7. Quick ratio A more conservative measure of the Unrestricted cash and cash equivalents
government’s liquidity that focuses on Current liabilities
unrestricted cash and cash equivalents.

Financial Performance:
8. Change in net assets A measure of the change in the overall Total ending net assets (governmental

financial condition of the government that and BTA) � Total beginning net assets
includes governmental and business-type 
activities (BTA) but not fiduciary activities or 
discretely presented component units.

9. Interperiod equity A measure of whether the government has Net revenues (gross revenues plus/minus
lived within its means for the year.* internal transfers/special/extraordinary items)

Total expenses

10. Sales tax growth A measure of the state of the local  Change in sales and use tax revenue 
economy by comparing current revenue (current – prior year)
collected to the prior year. Prior-year sales and tax use tax revenue

11. BTA self-sufficiency A measure of the extent to which the BTA service charge revenues
government’s business-type activities (BTA) BTA total expenses
are funded with current-year service charge 
revenues, rather than prior year resources or 
subsidies from other funds.

12. Debt service coverage A measure of the extent the government met Net revenues (or cash
its debt service requirements on revenue bonds flows from operations)
from net operating revenues available Principal and interest payment on debt
for such debt service.

*Calculate for governmental activities and business-type activities separately and then for the total.
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(5) increased levels of unfunded pension and other postemployment obligations, and
(6) inadequate capital expenditures. Warning signals such as these, particularly if
several exist simultaneously, may indicate a potential fiscal crisis unless the gov-
ernment takes action to increase revenues or decrease spending.

USE OF BENCHMARKS TO AID INTERPRETATION

Regardless of how the ratios are calculated, the more difficult task is how to interpret
the ratios to make an informed judgment about a government’s financial condition.
Checking each ratio in Illustration 10–3 and 10–4 against a target or acceptable range
is a critical step in the process of analyzing financial performance. Benchmarking is
a very useful tool in the continual process of monitoring performance of “the plan,”
allowing for identification of needed improvements in the delivery of government
services. Chapter 13 further develops the concept of continuous improvement and
presents tools for comparing actual to budgeted performance of a government.

A benchmark, broadly defined, is any target, range, or “red flag” that provides an
analyst with a basis for comparison in order to draw conclusions about whether per-
formance indicators suggest good or bad news. Appropriate benchmarks for compar-
isons can be found inside or outside of the government. Internal monitoring of trends
over time within an organization is the most common method of assessing whether
the government has performed better or worse than prior years. According to the Gov-
ernment Finance Officers’ Association (GFOA), a government’s past performance is
usually the most relevant context for analyzing current-year financial data19 and, at a
minimum, five years of data should be compared. The ICMA’s Financial Management
Trend System is a good example of a tool that has been used by many governments
since its development in the 1980s as a way to compare current-period ratios to those
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ILLUSTRATION 10–4 (Continued)
Financial Capability:
13. Revenue dispersion A measure of the exposure to potential Non-tax revenue sources

financial difficulties resulting from reliance on Total revenue (excluding special or
revenue sources beyond the direct control of extraordinary items)
the government.

14. Debt service load A measure of the extent to which the Principal and interest payment on debt
government’s noncapital expenditures or cash Total noncapital cash outlays
flows are comprised of payment of principal 
and interest on long-term debt.*

15. Bonded debt A measure of the government’s bonded debt General bonded debt
per capita burden on its taxpayers. Population

16. Available legal A measure of the government’s capacity to General bonded debt
debt limit issue general bonded debt. Legal debt limit

17. Property taxes A measure of the government’s property tax Property tax levy
per capita burden on its taxpayers. Population

18. Sales tax rate A measure of the government’s capacity to Percentage sales tax rate 
raise additional sales tax if needed.

*Calculate for governmental activities and business-type activities separately and then for the total.

Source: Crawford & Associates, P. C., The Performeter ® 2008. See www.crawfordcpas.com.

19 Government Finance Officers’ Association, Recommended Practice: The Use of Trend Data and
Comparative Data for Financial Analysis (2003). Available at www.gfoa.org.
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ILLUSTRATION 10–5 Indicator 16—Excess of Revenues over Expenditures: General Fund

Warning Trend:
Increasing amount of General Fund operating deficits as a percent of operating revenues and transfers.

Formulation:

General Fund
Operating Surplus/

General Fund Operating (Deficit) as a
Fiscal Operating Revenues & Percentage of Operating 
Year Surplus/(Deficit)* Transfers† Revenues & Transfers

1998 $ 323,804 $43,532,800 0.74%
1999 ($1,431,390) $43,416,652 –3.30%
2000 $ (122,068) $43,891,836 –0.28%
2001 $3,011,397 $48,665,665 6.19%
2002 $ 803,846 $51,593,618 1.56%
2003 $1,891,263 $54,210,002 3.49%
2004 $1,745,541 $58,238,591 3.00%
2005 ($1,147,015) $60,917,104 –1.88%
2006 $1,213,384 $66,716,295 1.82%
2007 $487,116 $70,693,991 0.69%

*Not including encumbrances or appropriated fund balance.
†Operating revenues and transfers: General Fund revenues plus operating transfers from other funds and increase in obligations under capital leases and appropriated
fund balance where applicable.

Description:
An operating deficit will occur as operating expenditures exceed operating revenues. However, this does not necessarily mean
the budget will be out of balance. Reserves (fund balances) and transfers are sometimes used to cover the difference. Continuing
use of reserves and the unjustifiable transfer of funds to balance the deficit may indicate a revenue/expenditure problem.

The existence of an operating deficit in one year is not cause for concern, but frequent and increasing deficits can indicate
that current revenues are not supporting current expenditures, and that serious problems may lie ahead.

General Fund operating (deficits)/surpluses
Operating revenues and transfers
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of prior years for a variety of performance indicators. Illustration 10–5 shows the use
of time-series trend monitoring by the City of Columbia, Missouri, for one indicator
of financial condition—Excess of Revenues over Expenditures for the General Fund
over a 10-year period. A narrative description of the ratio is provided as well as the
mathematical formulation of the ratio. Graphical display of the trend in addition to
data tables assists the analyst in drawing conclusions about the government’s perfor-
mance. Providing a “warning trend” helps the reader understand whether increasing
or decreasing trends are positive or negative signals. Illustration 10–5 also presents
benchmark information from outside the government. A section called “Credit Indus-
try Benchmarks” provides metrics and ranges that reflect credit analysts’ assessment
of what is appropriate for a government of this type.

Illustration 10–6 presents a comprehensive look at all the financial and economic
indicators the City of Columbia, Missouri, tracks over time with a rating of whether
that indicator is reflecting a positive trend or a negative trend, whether it is fluctuat-
ing over a reasonable range or is stable, or whether it needs to be closely monitored.
These qualitative labels, positive or negative, are drawn from the ICMA FTMS authors’
experience with many governments over time. A caveat to keep in mind in using exter-
nal benchmarks is that comparison groups may not always be appropriate. A good
example is that in a few states, local school districts are legally part of the government
of the city in which they are located, whereas in most states school districts are inde-
pendent governments. In some governments population may be the best denominator
for a per capita ratio and in others households are more appropriate.

In addition to analyzing ratios, one should evaluate the stability, flexibility, and
diversity of revenue sources; budgetary control over revenues and expenditures; ade-
quacy of insurance protection; level of overlapping debt; and growth of unfunded
employee-related benefits. Socioeconomic and demographic trends should also be
analyzed, including trends in employment, real estate values, retail sales, building
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ILLUSTRATION 10–5 (Continued)

Credit Industry Benchmarks:
A current year operating deficit would be considered a minor warning signal, and the reasons and manner of funding would be
carefully examined before it was even considered a negative factor. However, the following situations would be looked at with
considerably more attention and would probably be considered negative factors:
1. Two consecutive years of operating fund deficits.
2. A current year deficit greater than the previous year’s deficit.
3. A current operating fund deficit in two or more of the last five years.
4. An abnormally large deficit (5% to 10% of operating revenues) in any one year.

Analysis:
For the period shown, there have been three years (FY 1999, FY 2000, and FY 2005) where there was a deficit. Each year the
City plans to draw down on fund balance through the appropriations of fund balance, always making sure a 16 percent balance
is maintained. While the deficit is significant, it should be noted that the amount is still considerably below the amount
budgeted for appropriated fund balance ($2,378,624). For FY 2001 management worked toward keeping the deficit at a
minimum. The appropriated fund balance for FY 2007 is $3,773,196. Management and the City Council will continue to closely
monitor this indicator. The City is exploring additional avenues for increasing the revenue base.

According to Fiscal and Budget Policies adopted by Council, the City will calculate an unreserved, undesignated fund balance
equal to 16 percent of expenditures for the adopted budget. These funds will be used to avoid cash flow interruptions, generate
interest income, and assist in maintaining what is considered an investment grade bond rating capacity.

Source: City of Columbia, Missouri, 1998–2007 Trends Manual, pp. 284–85. Full report available at http://www.gocolumbiamo.com/finance/services/financial_reports.
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ILLUSTRATION 10–6 Columbia Financial Trend Monitoring System: Summary FY 1998–FY 2007

State of Indicator*

Community
General Fund/ Enterprise/Internal Needs and

Indicator Description of Indicator Governmental Funds Service Funds Resources

Chart A Columbia Financial Trend Monitoring
System: Warning Trends/Factors

Revenues:

Chart B Impact of Inflation on City Revenues �

1 Revenues per Capita: General Fund �

2-A Restricted Revenues: Governmental Funds �

2-B Restricted Revenues: Enterprise Funds ~
3 Intergovernmental Revenues: General Fund �

4 Elastic Tax Revenues: General Fund �

5 Operating Transfers from Other Funds: 
General Fund ~

6 Temporary Revenues: Governmental Funds ~
7 Property Tax Revenues: General Fund �

8 Uncollected Property Taxes: General Fund �

9 Service Charges Coverage: General Fund ~
10 Revenues—Budgeted vs. Actual: General Fund ~

Expenditures:

Chart C Impact of Inflation on City Expenditures � �

11-A Expenditures per Capita: General Fund �

11-B Expenses per Capita: Enterprise Funds ~
12-A Employees per Capita: General Fund �

12-B Employees per Capita: Enterprise Funds & 
Internal Service Funds �

13 Fixed Costs: All Funds � �

14 Fringe Benefits Monitor Monitor
15 Expenditures: General Fund Over/Under Budget �

Operating Position:

16 Excess of Revenues over Expenditures: 
General Fund ~

17 Enterprise Retained Earnings/Loss ~
18 General Fund Balances �

19-A Liquidity: General Fund ~
19-B Liquidity: Enterprise Funds ~
20-A Revenues to Expenditures: Governmental 

Funds & Expendable Trust Funds ~
20-B Revenues to Expenses: Proprietary 

Funds & Nonexpendable Trust Funds Monitor

Debt Structure:

21-A Current Liabilities: General Fund ~
21-B Current Liabilities: Enterprise Fund ~
22-A General Obligation Long-term Debt: 

per Assessed Valuation �

*State of Indicator: � Positive trend; � Negative trend; ~ Fluctuating trend over a reasonable range; � Stable trend; Monitor � Needs to be closely monitored.
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permits, population, personal income, and welfare. Much of this information is con-
tained in the statistical section of the CAFR; the remainder can be obtained from
the U.S. Bureau of the Census publications available in most university libraries and
from its Web site, www.census.gov.

Sources of Governmental Financial Data
Currently, there are no comprehensive benchmark values based on up-to-date financial
data available for easy-to-use comparisons. Raw data, such as that compiled by the
GFOA in its Financial Indicators Database from CAFRs submitted to the Certificate
of Excellence in Financial Reporting program, must be converted to useful geographic
and population strata benchmarks. Benchmark data can be expected to become more
readily available as demand increases and suppliers with resources to process raw data
into useful information step up to meet that demand for comparative information.

The Performeter® tool developed by Crawford & Associates to assist governments
in building a composite reading of their financial health each year can be used not
only to compare the government to itself over time, but also to other governments.
External information already reflected in the tool includes suggested ratings and weights
based on the firm’s experience with governmental clients primarily in Oklahoma.20 The
value of these variables can change as more data on these performance measures by

20 A sample Performeter® analysis of the City of Edmond, OK, and a Performeter® evaluation sum-
mary are available at www.crawfordcpas.com/tools/html/tools_index.php.

ILLUSTRATION 10–6 (Continued)

22-B General Obligation Long-term Debt: per Capita �

23-A Debt Service: General Obligation Bonds �

23-B Debt Service: Revenue Bonds Monitor

Unfunded Liabilities:

24 Pension Assets Monitor Monitor
25 Accumulated Employee Leave ~ ~

Condition of Capital Plant:

26-A Maintenance Effort: Streets & Sidewalks ~
26-B Maintenance Effort: Water & Electric Utilities ~
27 Capital Outlay: General, Internal Service, & 

Enterprise Funds Monitor ~
28 Depreciation: Enterprise & Internal 

Service Funds �

Community Needs & Resources:

29 Population �

30 Median Age �

31 Household Effective Buying Income �

32 Public Assistance Recipients Monitor
33 Property Value �

34 Residential Development ~
35 Employment Base ~

36-A Business Activity: Business License Accounts �

36-B Business Activity: Retail Sales �

Source: City of Columbia, Missouri, 1998–2007 Trends Manual, pp. 231–232.
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various governmental entities are available. Illustration 10–7 shows an evaluation of
the financial performance of a sample city. A value for each performance measure
is computed based on the government-wide financial statements and fund statements,
where applicable (underlying data not presented here). A rating is assigned to that
performance measure with reference to the suggested ratings at levels 1–5–10. That
rating is weighted by a factor of 1, 2, or 3 to arrive at a score for each performance
measure. Those scores are totaled and divided by the maximum possible points (max-
imum rating of 10 times the suggested weights � 350 for this illustration) and
expressed as a rating from 1 to 10, again with 10 being the highest overall rating
available. As more governments make performance measures accessible to citizens
on government Web sites, it is likely comparisons to similar governments will be
made. Clearly, there is danger in attaching too much importance to a single measure
of financial performance for a government; however, the attraction of a single mea-
sure is in enticing the reader or analyst to investigate the underlying factors and indi-
cators that make up that signal.

426 Part One State and Local Governments

ILLUSTRATION 10–7 Performeter® Evaluation—Sample City

Performance Suggested Suggested Suggested Suggested
Measures Rating Rating Rating Computation Rating Weight Score

1 5 10

Financial 
Position:

1. Unrestricted net assets 0% 30% 50% 32.7% 5.5 3 16.5
2. GF budgetary fund 

balance 0% 10% 30% 8.7% 4.5 2 9
3. Capital asset condition 25% 50% 75% 54% 6.5 1 6.5
4. Pension plan funding 85% 95% 105% 97% 6 1 6
5. Debt to assets �90% 50% �10% 25.6% 8 1 8
6. Current ratio 1.00 2.00 3.00 11.39 10 3 30
7. Quick ratio 0.5 1.00 2.00 1.90 9.5 2 19

Financial 
Performance:

8. Change in net assets �10% 0% 10% 5.9% 8 3 24
9. Interperiod equity 90% 95% 100% 120.8% 10 2 20

10. Sales tax growth 5% 1% 0% 1% 5 2 10
11. BTA self-sufficiency 85% 95% 105% 90.6% 3 3 9
12. Debt service coverage �0.75 1.25 2.00 3.35 10 3 30

Financial 
Capability:
13. Revenue dispersion 10% 50% 90% 37.9% 4 1 4
14. Debt service load �35% 20% �5% 29.3% 4 2 8
15. Bonded debt per capita $1,000 $500 $0 $523 5 1 5
16. Available legal debt limit 0% 50% 100% 55% 5.5 2 11
17. Property taxes per capita $ 100 $ 50 $0 $ 47 5.5 1 5.5
18. Sales tax rate 5.00% 3.50% 2.00% 3.5% 5 2 10

Total: Total 35 231.15

Max. Possible 350

Reading: 6.60

Source: Special thanks to Michael Crawford of Crawford & Associates, PC, Oklahoma City, OK, for permission to use this example from The Performeter® for educational purposes.
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Credit Analyst Models
As discussed earlier in this chapter, credit analysts are concerned with assessing a gov-
ernment’s ability to pay interest and principal when due. Credit analysts typically exam-
ine the same kinds of information that internal managers use in evaluating financial
condition. Of course, internal managers have access to all information generated by
the government for as far back as data have been retained, whereas credit analysts have
access only to what management provides or what they require from management.
Thus, internal managers have an informational advantage with respect to their own
government. Credit analysts with the major bond rating agencies (Moody’s Investors
Service, Standard & Poor’s, and Fitch, Inc.) or with companies that insure bonds
against default may have an informational advantage with respect to benchmark infor-
mation, in that they have data from thousands of entities whose bonds are rated or
insured. Moreover, these analysts develop extensive multiple-year libraries, including
budgets and CAFRs, for the entities whose bonds are rated or insured, and they often
visit the entity for discussions with management. Analysts with investment firms
(underwriters and brokers) tend to collect and process much less information than do
bond rating and insurer organizations. Rather, these analysts rely in part on agency rat-
ings to help them properly determine the credit risk of municipal bonds.

The rating agencies are recognized as one of the primary groups of users of gov-
ernmental financial reports, particularly, comprehensive annual financial reports
(CAFR). They use financial measures discussed earlier in the chapter built on audited
numbers in the government-wide and fund financial statements, management’s dis-
cussion and analysis, notes to the financial statements, and statistical information in
the last section of the CAFR. Five factors that Moody’s Investors Service considers
important in assessing current financial condition and long-term solvency of a gov-
ernment are: (1) debt, (2) finances, (3) the debt’s legal security, (4) economy and
demographics, and (5) management strategies. Signals that management is strong
include conservative budgeting techniques, fund balance policies, debt planning, suc-
cession and contingency planning, strategic planning for economic development, and
timely disclosure of audited financial information.21

Raters form their initial assessment of the financial worthiness of the government
based on these factors and signals, then compare them to similar governments in
arriving at a rating for a municipal bond (e.g., Aaa, Aa, A, Baa, Ba). Each rating
agency has its own strategies and may emphasize different factors in its analysis
based on its experience. Moody’s Investors Service makes some benchmark data,
such as medians of selected ratios, categorized by type of government (e.g., city,
county, school district) and size (e.g., population), available in Special Comment
reports published by Moody’s Public Finance Group.22

It should be noted that bond ratings are often viewed, particularly by investors, as
crude indicators of long-term financial condition. For example, a Moody’s Aaa rat-
ing indicates a city is likely in better financial condition than a city with a Baa rat-
ing (the lowest investment grade rating) but a user is unable to tell how much better
from the ratings. Furthermore, ratings assigned to general obligation (GO) bonds
often apply to all GO bonds of the same issuer, although GO bonds issued with state
credit backing or other credit enhancement may carry a higher rating than the ordi-
nary GO bonds of the same issuer.
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21 Moody’s Investors Service, The Six Critical Components of Strong Municipal Management: Manager-
ial Methods to Promote Credit Enhancement, March 2004, p. 1.
22 Moody’s Investors Service, “Moody’s Public Finance Group 2004 Regional Ratings National Medians,”
(September 2004).
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This chapter describes the evaluation of financial condition. Continued sound
financial condition indicates quality financial management and good financial per-
formance. Achieving strong financial performance, however, does not ensure effi-
cient and effective operating performance. Although it is difficult to provide an
adequate level of services without sufficient financial resources, achieving efficient
and effective use of productive resources requires innovative budgeting and man-
agement techniques. We defer discussion of these techniques until Chapter 13. In
reading Chapter 13, keep in mind the importance of maintaining sound financial
condition if service levels are to be sustained.

428 Part One State and Local Governments

Benchmarking, 421
Budgetary solvency, 410
Cash solvency, 410
Economic condition, 410

Financial condition, 409
Financial position, 409
Fiscal capacity, 410
Long-run solvency, 410

Service capacity, 410
Service-level 

solvency, 410
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10–1. Describe some typical causes of municipal financial crises. How could an
effective monitoring system reduce the risk of a financial crisis?

10–2. Which of the following terms best represents a broad concept of financial
health encompassing the government’s ability and willingness to meet its
financial obligations and commitments to provide services: financial position,
financial condition, or economic condition? Explain the other two terms.

10–3. The International City/County Management Association (ICMA) describes
four types of solvency within the concept of financial condition. Identify
each type and explain why each is important to the long-term financial health
of a government.

Selected
References

Questions
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10–4. Describe how citizens can use the financial trend monitoring system (FTMS)
of the ICMA to assess the financial condition of their local government.

10–5. Describe how a taxpayer might assess the financial solvency and viability of
a government using government-wide financial statements prepared accord-
ing to generally accepted accounting principles.

10–6. Explain what assessment can be made from the ratio unrestricted net assets
as a percentage of total revenue that cannot be made from the ratio unre-
served fund balances as a percentage of total revenues.

10–7. Explain how organizational factors, such as management practices and 
legislative policies, affect a government’s financial condition.

10–8. Should citizens be concerned if the pension plan funding measure decreases
over time? Why?

10–9. Identify some financial indicators or ratios that are designed to measure the
short-term financial position of a governmental entity. Why are these mea-
sures not as useful in assessing long-term financial or economic condition?

10–10. “Credit or bond analysts are interested only in the financial condition of the
government when determining bond ratings.” Do you agree or disagree with
this statement? Explain.

10–1 NASRA and the GASAC. You are an accountant with the national office of the
National Association of State Retirement Administrators (NASRA) and have just
been appointed by the membership as its representative to the Governmental
Accounting Standards Advisory Council (GASAC) for a four-year term. In prepa-
ration for the first of the three meetings this year, the outgoing representative for
NASRA has suggested that you familiarize yourself with the following:
a. The mission of the NASRA and its reason for joining the GASAC in 1992.
b. The other 28 member associations of the GASAC and whether they rep-

resent users, preparers, attestors, or other groups interested in government
financial reporting.

c. The status of the City of San Diego’s pension fund crisis or scandal.

Required

Use the Internet to gather information about the three areas listed above.
Prepare a written summary of the information you obtain so you can review
it with the outgoing representative. Include in your summary an evaluation
of whether or not these are important issues for any of the other GASAC
members.

10–2 Internet Case—Municipal Credit Analysts. For the fiscal year 2007, the City
and County of Denver, Colorado, had approximately $4.9 billion in bonded
debt. You are a senior accountant in the controller’s office of the City and
County of Denver and have been asked to make a presentation at the next coun-
cil meeting about how the bond rating agencies use information from the com-
prehensive annual financial report (CAFR) to determine the city’s bond ratings.

Required

a. What is the bond rating assigned to the City and County of Denver by each
of the three major bond rating agencies—Standard and Poor’s, Fitch, and
Moody’s? (Hint: refer to the Long-term Debt Notes to the Financial State-
ments available at www.denvergov.org.)
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Cases

wiL79603_ch10_407-444.qxd  1/2/09  10:13 PM  Page 429 ntt MC OS10:Desktop Folder:TEMPWORK:January 2009:MHBR093_02-01-09:ch 10:



b. Determine if the ratings assigned to the City and County of Denver by the
rating agencies are high, average, or low by referring to the Web sites of
each of the rating agencies.

c. What information from the CAFR would the rating agencies have used in
assigning a bond rating to the City and County of Denver? What other
information might the rating agencies find useful?

10–3 Financial Trends. You are a new city council person for the City of Scotts-
dale, Arizona. You are aware that several cities have been in the news
recently for financial crises for which the council or board is being held
accountable. The governing bodies have been criticized for not being aware
of the negative signals and trends that obviously contributed to challenging
financial situations. Although you were assured at the first few council
meetings that the city was overall in good financial shape, you want to be
sure you “do your homework” and assess the financial condition of the city
for yourself.

You know that the City of Scottsdale, Arizona, prepares a Financial Trends
report each year based on the ICMA’s Financial Trends Monitoring System
and that it posts this on its Web site at www.scottsdaleaz.gov.

Required

a. Go to the city’s Web site and view a copy of the Financial Trends report.
(Hint: Look in the Finance, Demographics, Economics areas of the Web
site under Budget and Finance. Examine the five-year trend information
and make a list of any indicators that are negative.)

b. Prepare a list of questions for the next city council meeting. Your ques-
tions should help you focus on whether you and the other council mem-
bers should be concerned about any negative trends.

10–4 Analysis of Overall Performance. The City of Edmond, Oklahoma, uses the
Crawford Performeter® as a financial analysis tool and presents the results of
this analysis in its Managements’s Discussion and Analysis in the annual
audited financial statements. For the year ended June 30, 2006, values for the
following indicators were presented for the city as a whole:

Performeter Rating Computation
Benchmark for 2006

Rating: 10 5

Unrestricted net assets as a
percentage of annual revenue 50% 30% 32%

Percentage of assets funded
with outstanding debt <10% 50% 40%

Change in net assets 10% 0% 14%
Interperiod equity—percentage

of current year expenses funded
by current year revenues 100% 95% 129%

Required

a. Use Illustration 10–7 in the text and assign a rating to each of the ratios
provided (from 1 � lowest or worst to 10 � highest or best), calculate a
score using the suggested weights provided, and compute an overall rating
of the financial health and performance of this city for FY 2006.
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b. Describe in your own words whether this city is in good or bad shape based
on these indicators. Do the ratios point to areas to which the city should
pay particular attention in the future?

c. What other information would you find useful in analyzing the financial
performance of this city for this year?

10–1 Examine the CAFR. Utilizing the CAFR obtained for Exercise 1–1 and your
answers to the questions asked in Chapters 1 through 9, assess the financial
condition of the government. For purposes of this project, financial condition
is broadly defined as a city’s ability to provide an adequate range of services
on a continuing basis. Specifically, it refers to a city’s ability to (1) main-
tain existing service levels, (2) withstand major economic disruptions, and
(3) meet the demands of a changing society in a dynamic economy. Examine
the following issues and questions.
a. Analysis of revenues and revenue sources.

(1) How stable and flexible are the city’s revenue sources in the event of
adverse economic conditions?

(2) Is the revenue base well diversified, or does the city rely heavily on
one or two major sources?

(3) Has the city been relying on intergovernmental revenues for an exces-
sive portion of its operating expenditures?

(4) What percentage of total expenses of governmental activities is cov-
ered by program revenues? By general revenues?

(5) Do any extraordinary or special items reported in the statement of
activities deserve attention?

b. Analysis of reserves.
(1) Are the levels of financial reserves (i.e., fund balances, contingency

funds, and unrestricted net assets) adequate to meet unforeseen oper-
ational requirements or catastrophic events?

(2) Is insurance protection adequate to cover losses due to lawsuits or dam-
age to property?

(3) Is an adequate amount of cash and securities on hand, or could the city
borrow quickly to cover short-term obligations?

c. Analysis of expenditures and expenses.
(1) Do any components of expenditures and, at the government-wide level,

expenses exhibit sharp growth?
(2) Is adequate budgetary control being exercised over expenditures?
(3) How does the growth pattern of operating expenditures and expenses

over the past 10 years compare with that of revenues?
d. Analysis of debt burden.

(1) What has been the 10-year trend in general obligation long-term debt
relative to trends in population and revenue capacity?

(2) Are significant debts of other governments (e.g., a school district, a
county) supported by the same taxable properties? What has been the
trend for this “overlapping” debt?

(3) Are there significant levels of short-term operating debt? If so, has the
amount of this debt grown over time?

(4) Are there any significant debts (e.g., lease obligations, unfunded pen-
sion liabilities, accrued employee benefits) or contingent liabilities?

(5) Are any risky investments such as derivatives disclosed in the notes to
the financial statements? Are the types of investments adequately
explained, and are their risks adequately disclosed?
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wiL79603_ch10_407-444.qxd  1/2/09  10:13 PM  Page 431 ntt MC OS10:Desktop Folder:TEMPWORK:January 2009:MHBR093_02-01-09:ch 10:



e. Socioeconomic factors.
What have been the trends in demographic and economic indicators, such
as real estate values, building permits, retail sales, population, income per
capita, percent of population below the poverty level, average age, average
educational level, employment and unemployment, and business licenses?
(Note: Many of these items and other potentially useful information can
be obtained from the County and City Data Book published by the U.S.
Bureau of the Census. See your university library or get selected data from
the Census Bureau’s Web site www.census.gov.)

f. Potential “red flags” or warning signs.
(1) Decline in revenues.
(2) Decline in property tax collection rate.

(a) Less than 92 percent of current levy collected?
(b) Property taxes more than 90 percent of the legal tax limit?
(c) Decreasing tax collections in two of the last three years?

(3) Expenditures increasing more rapidly than revenues.
(4) Declining balances of liquid resources and fund balances.

(a) General Fund deficit in two or more of the last five years?
(b) General Fund balance less than 5 percent of General Fund rev-

enues and other financial sources?
(5) Reliance on nonrecurring (i.e., special item) revenues to support

current-period operations.
(6) Growing debt burden.

(a) Short-term debt more than 5 percent of operating revenues?
(b) Two-year trend of increasing short-term debt?
(c) Short-term interest and current-year debt service on general oblig-

ation debt more than 20 percent of operating revenues?
(d) Debt per capita ratio 50 percent higher than four years ago?

(7) Growth of unfunded pension and other employee-related benefits such
as compensated absences and postemployment health care benefits.

(8) Deferral of needed maintenance on capital plant.
(9) Decrease in the value of taxable properties, retail sales levels, or dis-

posable personal income.
(10) Decreasing revenue support from federal or state government.
(11) Increasing unemployment.
(12) Unusual climatic conditions or the occurrence of natural disasters.
(13) Ineffective management and/or dysfunctional political circumstances.

Required

a. Calculate, insofar as possible, the financial ratios in Illustrations 10–3 and
10–4 of the text. Evaluate the ratios in terms of the red flags and bench-
marks provided in Illustrations 10–6 and 10–7 and long-term trend data
for each ratio, if available. List any assumptions you made.

b. Locate any additional data that you think may be useful in assessing the
financial condition of this city; for example, see the U.S. Census Bureau’s
Web site at www.census.gov and the Web sites of cities you consider com-
parable in size or other attributes to this city.

c. Prepare a report on the results of your analysis. The report should have an
appendix providing a few graphs and/or tables to support your analysis. In
particular, graphs showing revenues, expenditures, and key debt ratios for
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the past 10 years and selected demographic and socioeconomic trends are
helpful. You may want to include some of the ratios calculated in part b in
an appendix. Be succinct and include only data relevant to your analysis.
Organize your report along the lines of the ratios evaluated in part a.

10–2 Multiple Choice. Choose the best answer.
1. Which of the following groups or parties generally has taken the most ini-

tiative to evaluate the financial condition of a city?
a. Citizens.
b. Managers.
c. Credit market analysts.
d. Legislative and oversight bodies.

2. Which of the following terms or concepts focuses primarily on a government’s
ability to generate enough cash over a 30- or 60-day period to pay its bills?
a. Interperiod equity.
b. Financial condition.
c. Budgetary solvency.
d. Cash solvency.

3. Which of the following environmental factors reveals the entity’s underly-
ing philosophies regarding willingness to support higher taxes, issuances of
long-term debt, and increased social services?
a. Political culture.
b. Community needs and resources.
c. External economic conditions.
d. Management practices and legislative policies.

4. The group of factors that largely determines how fiscal policy is influenced
by environmental factors is:
a. Natural disasters and emergencies.
b. Unfunded liabilities.
c. External economic conditions.
d. Management practices and legislative policies.

5. Which of the following would be an effective means of benchmarking?
a. Comparing the city’s key ratios to those of special purpose governments

in the area.
b. Comparing current-period ratios to published medians of the same ratios

for cities of similar size or in the same geographic region.
c. Comparing key ratios to published medians of the same ratios for larger

cities in other parts of the country.
d. Comparing current-period ratios to estimates for future periods.

6. Which of the following conditions could signal impending fiscal stress?
a. Decreasing unemployment.
b. Increasing property values.
c. Decreasing revenues relative to expenditures.
d. Decreasing levels of unfunded pension obligations and other postem-

ployment retirement benefits.
7. Credit rating agencies such as Moody’s, Standard & Poor’s, and Fitch exam-

ine factors in which of the following four major groups when assessing
creditworthiness for purposes of rating tax-supported bonds?
a. Economic, financial, administrative/political, education.
b. Economic, financial, debt, administrative/political.
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c. Economic, scope of services, financial, debt.
d. Economic, financial, debt, education.

8. Which of the following statements is correct regarding the relationship
between financial condition and economic condition?
a. Economic condition is a broader term that includes concepts embedded

in the term financial condition.
b. Financial condition as defined by the ICMA incorporates cash solvency,

budgetary solvency, long-run solvency, and service-level solvency, mak-
ing it broader than the term economic condition.

c. Financial condition and economic condition relate to the government’s
ability to meet its short-term obligations.

d. None of the above.
9. Which of the following suggests a government that is relying primarily on

revenues it directly controls?
a. Property taxes, 20%; charges for services, 70%; grants and contribu-

tions, 5%; investment income, 5%.
b. Property taxes, 20%; charges for services, 60%; grants and contribu-

tions, 10%; investment income, 10%.
c. Property taxes, 40%; charges for services, 40%; grants and contribu-

tions, 10%; investment income, 10%.
d. Property taxes, 60%; charges for services, 5%; grants and contributions,

30%; investment income, 5%.
10. Which of the following best defines financial position:

a. The probability that a government will meet its financial obligations and
sustain services in the future.

b. Current-year revenues are sufficient to pay for the services provided this
year.

c. A composite of a government’s financial health and its ability and will-
ingness to provide services.

d. Current assets are sufficient to pay current liabilities.

10–3 Financial Condition. Write the letters a through o on a sheet of paper. Beside
each letter, put a plus (�) if a high or increasing value of the item is gener-
ally associated with stronger financial condition, a minus (�) if a high or
increasing value of the item is generally associated with a weaker financial
condition, and NE if the item generally has no effect on the financial condi-
tion or the direction of the effect cannot be predicted.

10–4 Benchmarks. Examine the following tables from the 2009 Financial Trend
Monitoring Report for the Town of Oakdale that reports on fiscal year
2008. The performance indicators selected are total revenue and revenue

434 Part One State and Local Governments

a. Unfunded pension liability.
b. Level of overlapping debt.
c. Reserves for self-insurance.
d. Potential for natural disasters.
e. Level of business activity.
f. Median age of citizens.
g. Unemployment rate.
h. Restrictions on revenues.

i. Personal income per capita.
j. Inflation rate.
k. Percentage of households below

the poverty level.
l. Bank deposits.
m. Property values.
n. Population growth.
o. Political party of the mayor.
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per capita. The town provides three reference groups with which to compare
Oakdale: Aaa-rated municipalities, comparison municipalities, and the state
median. Since local government budgeting in this state is driven by the prop-
erty tax levy cap, this is a key variable in comparing municipalities.

Aaa-Rated FY08 Total FY08 Rev State Comparison FY08 Total FY08 Rev State
Municipality Revenue per Cap Rank Municipality Revenue per Cap Rank

Delta $ 49,794,904 $4,342 12 Dover $356,895,723 $3,521 27
Monroe 111,784,312 3,683 21 Oakdale 175,058,152 3,065 45
Schoolcraft 47,219,656 3,605 24 Cook 71,477,390 2,954 51
Dover 356,895,723 3,521 27 Lakeview 245,812,303 2,932 53
Bentley 103,338,507 3,307 33 Frankenmuth 76,196,553 2,863 63
Oakdale 175,058,152 3,065 45 Walden 59,310,311 2,850 65
Harris 59,373,338 2,986 48 Superior 161,444,163 2,726 80
Cook 71,477,390 2,954 51 Cedar 89,441,958 2,644 97
Lakeview 245,812,303 2,932 53 Pittsfield 169,322,957 2,531 116
Caro 49,726,361 2,926 55 Lodi 99,100,870 2,338 168
Frankenmuth 76,196,553 2,863 63 Huron 120,977,460 2,169 210
Walden 59,310,311 2,850 65 Pineview 116,134,368 2,151 217

FY08 Total FY Rev
Aaa-Rated Revenue per Cap Oakdale

Median $ 73,836,972 $3,026 Aaa-Rated LQ 1.01
Comparison
RG Median 118,555,914 2,788 Comparison RG LQ 1.10
State Median 23,487,291 2,314 State LQ 1.32

where RG � reference group
LQ � location quotient showing how much above or below the median this

government is.

Required

a. Prepare a histogram or bar graph that shows Oakdale in relation to the
three reference groups, Aaa-rated median, comparison reference group, and
state median for FY 2008 total revenue and a separate graph for FY 2008
revenue per capita.

b. Evaluate the financial performance of Oakdale for FY 2008. Use infor-
mation from the tables and the graph you prepared for Part a to support
your analysis.

c. What other performance measures would you like to see before you con-
clude the town is in good or bad shape for the fiscal year shown?

10–5 Financial Trend Monitoring System—Reserves. The City of Scottsdale,
Arizona, provides the following report on the following page about its reserve
policies on page 12 of its October 2007 financial trends booklet.

Required

a. Refer to Illustration 10–1. To which categories of factors affecting finan-
cial condition do you believe this statement belongs?

b. Assess the adequacy of this note. Do you need more information to under-
stand how the reserve financial policy affects the city’s financial condi-
tion? Explain.
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436 Part One State and Local Governments

Reserve Policies (excerpt from 2007 Financial Trends for the City of
Scottsdale, Arizona)
37. All fund designations and reserves will be evaluated annually for long-

term adequacy and use requirements in conjunction with development
of the City’s balanced five year financial plan.

38. General Fund Stabilization Reserve of 10 percent of annual general gov-
ernmental (General and Transportation funds) operating expenditures
will be maintained for unforeseen emergencies or catastrophic impacts
to the City. Funds in excess of 10 percent, but not to exceed $5 million,
may be used for economic investment in the community when justified
by the financial return to the City.

39. Debt Service Reserve will be funded with secondary property taxes,
levied by City Council, sufficient to pay the bonded indebtedness for
General Obligation bond principal and interest. A debt service sinking
fund will be maintained to account for these restricted revenues and debt
payments, as well as any additional debt amounts deemed to be advis-
able and necessary for any public or municipal purposes. An excise tax
debt reserve will be funded at no less than the annual debt service for
all currently outstanding (1%) excise tax–supported debt.

40. Water and Sewer Fund Reserves will be maintained to meet three objec-
tives: 1) to ensure adequate funding for operations; 2) to ensure infra-
structure repair and replacement; and 3) to provide working capital to
provide level rate change for customers.
a. An Operating Reserve will be funded not to exceed 90 days of bud-

geted system operating expenditures to provide sufficient expenditure
flexibility during times of unusual weather resulting in variations in
average consumption and associated operating expenses.

b. A Replacement and Extension Reserve will be maintained, per bond
indenture requirements, to meet the minimum requirement of 2% of
all tangible assets of the system to ensure replacement of water and
sewer infrastructure.

c. In addition, Working Capital will be funded based upon a multi-
year financial plan to provide adequate cash for water and sewer
capital improvements and to level the impact of rate increases upon
our customers.

41. Solid Waste Management Fund Reserve will be funded not to exceed 90
days of budgeted system operating expenditures to provide contingency
funding for costs associated with solid waste disposal. Costs may include
site purchase, technology applications, or intergovernmental investment
to maximize the value of waste disposal activities.

42. Aviation Fund Reserve will be funded not to exceed 90 days of bud-
geted system operating expenditures to provide contingency funding for
costs associated with airport operations. Costs may include site pur-
chase, technology applications, or intergovernmental investment to max-
imize the value of airport activities.

43. Self-Insurance Reserves will be maintained at a level, which, together
with purchased insurance policies, will adequately indemnify the City’s
property, liability, and health benefit risk. A qualified actuarial firm
shall be retained on an annual basis in order to recommend appropriate
funding levels, which will be approved by Council.
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44. Fleet Management Reserve will be maintained based upon lifecycle
replacement plans to ensure adequate fund balance required for system-
atic replacement of fleet vehicles and operational contingencies. Operat-
ing departments will be charged for fleet operating costs per vehicle class
and replacement costs spread over the useful life of the vehicles.

45. Contingency Reserves to be determined annually will be maintained to off-
set unanticipated revenue shortfalls and/or unexpected expenditure
increases. Contingency reserves may also be used for unanticipated and/or
inadequately budgeted events threatening the public health or safety. Use
of contingency funds should be utilized only after all budget sources have
been examined for available funds, and subject to City Council approval.
Source: City of Scottsdale AZ Financial Trends, October 2007, pp. 12.

10–6 Factors Affecting Financial Condition. The transmittal letter from the chief
financial officer to the mayor and city council of Detroit that accompanies the
City of Detroit’s Comprehensive Annual Financial Report for the Year Ended
June 30, 2004, includes the following:

Economic Considerations
This is not an easy time for Detroit. But, we are not alone. The latest numbers
tell us that around the world, a quarter of the world’s urban centers are declin-
ing in population—twice the number of just a decade ago.

Nationally, the economy continues to be troubled. We are fighting two foreign
wars that have diverted billions of dollars away from domestic programs at a
time when the need for those programs have (sic) grown. Gasoline prices are
reaching record levels that could seriously impact the auto industry. The federal
government is running record deficits.

The federal government is systematically cutting assistance to local units of
government across a broad range of programs such as community development
block grants, homeless assistance, and others. For example, the funding under
the federal COPS program to hire new police declined from $2.5 million to un-
der $150,000 in three years.

Closer to home, Michigan’s economy continues to be one of the weakest in the
nation, ranking 49th out of 50 states in unemployment. For Detroit, this has
meant deep cuts in income taxes and state revenue sharing.

In Detroit, rising health care and pension costs are costing the City $200 mil-
lion more than they did just three years ago at a time when our revenues are
falling. In the past three years—
• Health care costs have risen $78 million or 46%.
• Pension costs have risen by $120 million.
Source: City of Detroit, MI 2004 Comprehensive Annual Financial Report, pp. I 6–7.

Required

a. Which of the environmental, organizational, and financial factors from the
ICMA’s financial trend monitoring system (see Illustration 10–1) are iden-
tified in this excerpt from the City of Detroit’s letter of transmittal?

b. Take the perspective of a taxpayer and member of a citizen watchdog
agency in the city. Prepare a memo to the chief financial officer of the city
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in which you request specific financial ratios to be calculated and pre-
sented so you can better assess the financial condition of the city. Use the
transmittal letter provided to guide your choice of ratios.

c. Review the letter of transmittal in the most recent copy of the compre-
hensive annual financial report for the city. Is there a similar section on
“Economic Considerations”? Comment on why there may be differences
in presentation between two years.

10–7 Government-wide Financial Analysis. Condensed government-wide finan-
cial information from the comprehensive annual financial report for the Com-
monwealth of Pennsylvania for the fiscal year ended June 30, 2007, is
provided below.

Required

a. Identify significant trends that appear in the condensed statement of net
assets and statement of activities that are useful in analyzing the financial
condition of the commonwealth (or state). Comment on whether these
changes appear to be positive, negative, or neutral.

b. Write a brief memo to a state legislator from the perspective of a staff assis-
tant that discusses the financial position and results of operations for FY 2006
and FY 2007 for the commonwealth based on these two government-wide
financial statements. Use ratios in your memo to support your positions
where appropriate given the limited set of information provided in this prob-
lem. (Note: the full CAFR is available at the commonwealth’s Web site at
www.state.pa.us under “Budget.”)

The following presents condensed financial statement information from the
statement of net assets (amounts in billions):

438 Part One State and Local Governments

Governmental Business-type
Activities Activities Total

2007 2006 Change 2007 2006 Change 2007 2006 Change

Assets:
Cash and investments $12.6 $11.1 $1.5 $7.0 $6.2 $0.8 $19.6 $17.3 $2.3
Capital assets (net) 23.9 22.8 1.1 0.1 — 0.1 24.0 22.8 1.2
All other assets 6.2 6.1 0.1 1.3 1.4 (0.1) 7.5 7.5 —

Total assets 42.7 40.0 2.7 8.4 7.6 0.8 51.1 47.6 3.5

Liabilities:
Accounts payable 4.5 4.1 0.4 0.6 0.5 0.1 5.1 4.6 0.5
All other current liabilities 4.3 4.0 0.3 1.5 1.4 0.1 5.8 5.4 0.4

Total current liabilities 8.8 8.1 0.7 2.1 1.9 0.2 10.9 10.0 0.9

Bonds payable 7.7 7.1 0.6 — — — 7.7 7.1 0.6
All other long-term liabilities 1.9 2.2 (0.3) 2.7 2.4 0.3 4.6 4.6 —

Total long-term liabilities 9.6 9.3 0.3 2.7 2.4 0.3 12.3 11.7 0.6

Total liabilities 18.4 17.4 1.0 4.8 4.3 0.5 23.2 21.7 1.5

Net assets:
Invested in capital assets,

net of related debt 20.0 19.1 0.9 0.1 — 0.1 20.1 19.1 1.0
Restricted 4.0 3.9 0.1 3.5 3.3 0.2 7.5 7.2 0.3
Unrestricted (deficit) 0.3 (0.4) 0.7 — — — 0.3 (0.4) 0.7

Total net assets $24.3 $22.6 $1.7 $3.6 $3.3 $0.3 $27.9 $25.9 $2.0
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The following presents condensed financial statement information from the statement
of activities (amounts in billions):

Governmental Business-type
Activities Activities Total

2007 2006 Change 2007 2006 Change 2007 2006 Change

Revenues:
Program revenues:

Charges for sales and services $ 4.3 $ 5.1 $(0.8) $7.3 $7.2 $ 0.1 $11.6 $12.3 $(0.7)
Operating grants and contributions 17.3 16.5 0.8 0.6 0.4 0.2 17.9 16.9 1.0
Capital grants and contributions — 0.1 (0.1) — — — — 0.1 (0.1)

Total program revenues 21.6 21.7 (0.1) 7.9 7.6 0.3 29.5 29.3 0.2

General revenues:
Taxes and investment income 29.0 27.7 1.3 — — — 29.0 27.7 1.3

Total general revenues 29.0 27.7 1.3 — — — 29.0 27.7 1.3

Total revenues 50.6 49.4 1.2 7.9 7.6 0.3 58.5 57.0 1.5

Expenses:
Governmental activities:

Direction and supportive services 1.2 2.2 (1.0) — — — 1.2 2.2 (1.0)
Protection of persons and property 4.5 4.4 0.1 — — — 4.5 4.4 0.1
Public education 12.6 11.8 0.8 — — — 12.6 11.8 0.8
Health and human services 24.4 24.1 0.3 — — — 24.4 24.1 0.3
Economic development 1.7 1.4 0.3 — — — 1.7 1.4 0.3
Transportation 3.9 3.2 0.7 — — — 3.9 3.2 0.7
Recreation and cultural enrichment 0.6 0.6 — — — — 0.6 0.6 —
Interest 0.3 0.4 (0.1) — — — 0.3 0.4 (0.1)

Business-type activities:
State lottery — — — 3.0 2.7 0.3 3.0 2.7 0.3
Unemployment compensation — — — 2.1 2.0 0.1 2.1 2.0 0.1
Liquor control — — — 1.3 1.2 0.1 1.3 1.2 0.1
Workers’ compensation — — — 0.6 0.4 0.2 0.6 0.4 0.2
Tuition payment — — — 0.3 0.1 0.2 0.3 0.1 0.2

Total expenses 49.2 48.1 1.1 7.3 6.4 0.9 56.5 54.5 2.0

Excess/(deficiency) before transfers 1.4 1.3 0.1 0.6 1.2 (0.6) 2.0 2.5 (0.5)
Transfers 0.3 0.5 (0.2) (0.3) (0.5) 0.2 — — —

Increase (decrease) in net assets 1.7 1.8 $(0.1) 0.3 0.7 $(0.4) 2.0 2.5 $(0.5)

Net assets, beginning 22.6 20.8 3.3 2.6 25.9 23.4

Net assets, ending $24.3 $22.6 $3.6 $3.3 $27.9 $25.9
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10–8 Comparative Ratios. The government-wide financial statements for the City
of Arborland for a three-year period are presented on the following pages.

Additional information follows:
Population: Year 2011: 30,420, Year 2010: 28,291, Year 2009: 26,374. Debt
limit remained at $20,000,000 for each of the three years. Net cash from
operations is generally 80 percent of total revenues each year.

Required

a. Which of the financial performance measures in Illustration 10–4 can be
calculated for the City of Arborland based on the information that is pro-
vided?

b. Calculate those ratios identified in part a for FY 2011. Show your com-
putations.

c. Provide an overall assessment of the City of Arborland’s financial condi-
tion using all the information provided, both financial and nonfinancial.
Use information from the prior years to form your assessment.

440 Part One State and Local Governments
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CITY OF ARBORLAND
Statements of Net Assets

As of December 31 
(in thousands)

2011 2010 2009

Business- Business- Business-
Governmental type Governmental type Governmental type

Activities Activities Total Activities Activities Total Activities Activities Total

Assets

Current assets:

Cash $  5,540 $  1,800 $  7,340 $  4,531 $  1,663 $  6,194 $  3,452 $  1,487 $ 4,939

Investments 733 291 1,024 638 181 819 769 179 948

Receivables (net) 2,747 1,809 4,556 2,947 1,608 4,555 1,865 1,472 3,337

Prepaid expenses 253 8 261 251 6 257 171 5 176

Inventories 26 58 84 101 48 149 167 49 216

Total current assets 9,299 3,966 13,265 8,468 3,506 11,974 6,424 3,192 9,616

Capital assets:

Land 2,180 2,101 4,281 2,070 1,804 3,874 1,971 1,604 3,575

Depreciable assets 37,600 14,455 52,055 37,183 17,775 54,958 39,347 14,801 54,148

Accumulated depreciation (15,039) (3,681) (18,720) (16,732) (9,776) (26,508) (19,680) (7,402) (27,082)

Total capital assets (net) 24,741 10,774 35,515 22,521 9,803 32,324 21,638 9,003 30,641

Total assets 34,040 14,740 48,780 30,989 13,309 44,298 28,062 12,195 40,257

Liabilities

Accounts payable 1,580 467 2,047 412 376 788 1,633 295 1,928

Deferred revenue 32 32 30 30 42 42

Other, current 1,754 200 1,954 1,443 190 1,633 1,489 170 1,659

Total current liabilities 3,366 667 4,033 1,885 566 2,451 3,164 465 3,629

Bonds payable 15,900 6,500 22,400 16,900 7,500 24,400 15,900 6,500 22,400

Total liabilities 19,266 7,167 26,433 18,785 8,066 26,851 19,064 6,965 26,029

Net Assets

Invested in capital assets, 
net of related debt 9,104 4,027 13,131 7,945 3,065 11,010 5,366 2,067 7,433

Restricted for:

Capital projects 140 — 140 151 — 151 130 — 130

Debt service 933 — 933 1,033 — 1,033 818 — 818

Unrestricted (deficit) 4,597 3,546 8,143 3,075 2,178 5,253 2,683 3,163 5,846

Total net assets $14,774 $  7,573 $22,347 $12,204 $  5,243 $17,447 $  8,997 $  5,230 $14,227
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CITY OF ARBORLAND
Statement of Activities

For the Year Ended December 31, 2011 
(in thousands)

Net (Expense) Revenue and
Program Revenues Changes in Net Assets

Operating Capital
Charges for Grants and Grants and Governmental Business-type

Functions/Programs Expenses Services Contributions Contributions Activities Activities Total

Governmental Activities:

General government $  5,716 $   531 $     — — $ (5,185) — $  (5,185)

Judicial 1,926 716 99 — (1,111) — (1,111)

Public safety 7,958 1,530 168 — (6,260) — (6,260)

Health and sanitation 2,804 524 — — (2,280) — (2,280)

Culture and recreation 2,166 554 — $495 (1,117) — (1,117)

Road maintenance 2,455 5 1,619 — (831) — (831)

Interest on long-term debt 948 — — — (948) — (948)

Total governmental activities 23,973 3,860 1,886 495 (17,732) — (17,732)

Business-type activities 2,895 5,218 — 7 — $2,330 2,330

Total government $26,868 $9,078 $1,886 $502 (17,732) 2,330 (15,402)

General Revenues:

Property taxes 17,296 17,296

Grants and contributions not restricted to specific programs 2,190 2,190

Investment earnings 716 716

Special item—gain on sale of land 100 — 100

Total general revenues and special items 20,302 20,302

Change in net assets 2,570 2,330 4,900

Net assets—January 1 12,204 5,243 17,447

Net assets—December 31 $14,774 $7,573 $ 22,347
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CITY OF ARBORLAND
Statement of Activities

For the Year Ended December 31, 2010 (in thousands)

Net (Expense) Revenue and
Program Revenues Changes in Net Assets

Operating Capital
Charges for Grants and Grants and Governmental Business-type

Functions/Programs Expenses Services Contributions Contributions Activities Activities Total

Governmental Activities:

General government $  4,133 $   148 — — $ (3,985) — $ (3,985)

Judicial 1,737 209 $  17 — (1,511) — (1,511)

Public safety 5,239 1,943 30 — (3,266) — (3,266)

Health and sanitation 2,129 147 — — (1,982) — (1,982)

Culture and recreation 3,762 322 — $350 (3,090) — (3,090)

Road maintenance 1,055 — 501 — (554) — (554)

Interest on long-term debt 804 — — — (804) — (804)

Total governmental activities 18,859 2,769 548 350 (15,192) — (15,192)

Business-type activities 4,287 4,290 — 10 — $     13 13

Total government $23,146 $7,059 $548 $360 (15,192) 13 (15,179)

General Revenues:

Property taxes 13,619 13,619

Grants and contributions not restricted to specific programs 3,664 3,664

Investment earnings 916 916

Special item—gain on sale of land 200 — 200

Total general revenues and special items 18,399 — 18,399

Change in net assets 3,207 13 3,220

Net assets—January 1 8,997 5,230 14,227

Net assets—December 31 $12,204 $5,243 $17,447
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CITY OF ARBORLAND
Statement of Activities

For the Year Ended December 31, 2009
(in thousands)

Net (Expense) Revenue and
Program Revenues Changes in Net Assets

Operating Capital
Charges for Grants and Grants and Governmental Business-type

Functions/Programs Expenses Services Contributions Contributions Activities Activities Total

Governmental Activities:

General government $  3,922 $   109 $ — — $  (3,813) — $ (3,813)

Judicial 1,601 198 57 — (1,346) — (1,346)

Public safety 4,113 1,723 10 — (2,380) — (2,380)

Health and sanitation 2,096 216 — — (1,880) — (1,880)

Culture and recreation 3,484 364 — $ 320 (2,800) — (2,800)

Road maintenance 1,438 — 460 — (978) — (978)

Interest on long-term debt 948 — — — (948) — (948)

Total governmental activities 17,602 2,610 527 320 (14,145) — (14,145)

Business-type activities 2,637 3,708 — 20 $1,091 1,091

Total government $20,239 $6,318 $527 $ 340 $(14,145) 1,091 (13,054)

General Revenues:

Property taxes 13,100 13,100

Grants and contributions not restricted to specific programs 2,990 2,990

Investment earnings 681 681

Special item—gain on sale of land 150 — 150

Total general revenues and special items 16,921 — 16,921

Change in net assets 2,776 1,091 3,867

Net assets—January 1 6,221 4,139 10,360

Net assets—December 31 $   8,997 $5,230 $14,227

444
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Chapter Eleven

Accounting and
Reporting for the
Federal Government
Learning Objectives

After studying this chapter, you should be able to:

1. Describe the financial management structure of the federal government.

2. Describe the process for establishing generally accepted accounting principles for
the federal government.

3. Explain the concepts underlying federal accounting and financial reporting.

4. Describe government-wide financial reporting for the federal government.

5. Describe federal agency performance and financial reporting requirements.

6. Contrast and compare budgetary accounting with proprietary accounting.

7. Record budgetary and proprietary journal entries and prepare financial
statements for federal agencies.

8. Contrast and compare accounting for state and local governments with federal
agencies.

The federal government of the United States of America is the largest reporting entity
in the world and is growing. Total outlays of all federal agencies grew from $107 bil-
lion in 1962 to $2.8 trillion in 2007, and are projected to be $3.4 trillion in 2013.1 In
FY 2007 $443 billion of the federal outlays (or 16%) went to state and local govern-
ments in the form of grants.2 Other grants are made to not-for-profit organizations to
operate a wide variety of programs to meet public needs.

Federal elected officials and managers are accountable for public funds raised to
meet the cost of government services today, as they have been from as far back as
1789, when a federal accounting structure was first put into place. The professional
accounting consultants to the first and second Hoover Commissions generally are given
credit for being among the first to provide direction to the effort to improve federal
government accounting in the late 1940s to mid-1950s.

1 A table of federal government outlays by agency for 1962–2013 (est.) is available at
www.whitehouse.gov/omb/budget/fy2009pdf/hist.pdf, Table 4.1, p. 74.
2 Budget of the U.S. Government, Fiscal Year 2009, State-by-State Tables, Table 8–3, Trends in Federal
Grants to State and Local Governments, is available at www.whitehouse.gov/omb/budget/fy2009/bis.html.
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Major institutional change in the last three decades is providing the impetus for even
greater change in federal accounting. Among these changes are the Federal Managers
Fiscal and Integrity Act (FMFIA) of 1982, the Chief Financial Officers Act (CFO) of
1990, the creation of the Federal Accounting Standards Advisory Board (FASAB) in
1990, the Government Performance and Results Act of 1993 (GPRA), the Government
Management Reform Act of 1994 (GMRA), the Federal Financial Management
Improvement Act of 1996, the Reports Consolidation Act of 2000, and the Account-
ability of Tax Dollars Act (ATDA) of 2002.

Systems put in place to demonstrate accountability for federal funds are similar to
those used by state and local governments, as described in Chapters 1 through 10.
Budgetary accounting is integrated with financial reporting to demonstrate compli-
ance with annual budgets, and accrual-based entity-wide statements are also produced
to give citizens information about the financial condition and sustainability of the
government. In this chapter, accountability issues focusing on the federal government
as a whole are discussed, followed by the unique aspects of accounting for federal
agencies.

FEDERAL GOVERNMENT FINANCIAL MANAGEMENT STRUCTURE

The U.S. government is a complex set of branches, offices, and departments, as can
be seen in Illustration 11–1, as well as independent establishments and government
corporations, such as the U.S. Postal Service, the Securities and Exchange Commis-
sion, and the Central Intelligence Agency (not shown).3 The United States Code (31
U.S.C. §3512) requires the head of each executive agency to establish, evaluate, and
maintain adequate systems of accounting and internal control. To help ensure that fed-
eral agencies establish and maintain effective financial management systems, Congress
enacted the Federal Financial Management Improvement Act of 1996 (FFMIA).
The act states:

To rebuild the accountability and credibility of the Federal Government, and restore public
confidence in the Federal Government, agencies must incorporate accounting standards
and reporting objectives established for the Federal Government into their financial
management systems so that all the assets and liabilities, revenues, and expenditures or
expenses, and the full costs of programs and activities of the Federal Government can be
consistently and accurately recorded, monitored, and uniformly reported throughout the
Federal Government.4

The FFMIA further requires that each agency “shall implement and maintain finan-
cial management systems that comply substantially with federal financial management
systems requirements, applicable federal accounting standards, and the U.S. Govern-
ment Standard General Ledger at the transaction level.”5 At the present time, 24 major
agencies of the federal government must submit two reports annually to the Office of
Management and Budget: (1) the audited financial statements, required by the CFO
Act of 1990 (P.L. 101-576) as amended by the GMRA of 1994, and (2) performance
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3 There are also federally chartered corporations, such as the Federal Home Loan Mortgage Corpora-
tion (Freddie Mac), and the Federal National Mortgage Association (Fannie Mae), that are shareholder
owned. Financial information about these entities is not included in the financial statements of the
U.S. government because they do not meet the criteria for a federal entity, as described in Statement
of Federal Financial Accounting Concepts (SFFAC) No. 1, “Entity and Display.”
4 Public Law 104-208, 104th Congress, Federal Financial Management Improvement Act of 1996, Sec.
802(a)(5).
5 Ibid., Sec. 803(a).
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and accountability reports (PARs) that provide financial and performance information
useful in assessing the agency’s performance relative to its mission. For agencies not
covered by the CFO Act, the Accountability of Tax Dollars Act of 2002 (P.L. 107-289),
requires those entities to submit performance and accountability reports to the Office
of Management and Budget (OMB). For efficiency purposes, the Reports and Con-
solidation Act of 2000 (P.L. 106-531) permits agencies to combine these reports.6

Federal statutes (Budget and Accounting Procedures Act of 1950 and the Chief Finan-
cial Officers (CFO) Act of 1990) assign responsibility for establishing and maintaining

6 Office of Management and Budget Circular A–136, Financial Reporting Requirements, revised June
3, 2008.

ILLUSTRATION 11–1 The United States Government

Source: 2007 Financial Report of the United States Government, Management’s Discussion and Analysis, p. 14.
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a sound financial management structure for the federal government as a whole to
three principal officials: the Comptroller General of the United States, the Secretary
of the Treasury, and the Director of the Office of Management and Budget (OMB).
These three principals set up a Joint Financial Management Improvement Program
(JFMIP) to carry out responsibilities for improving the quality of financial manage-
ment assigned to them. The principals established a permanent standards-setting orga-
nization, the Federal Financial Accounting Standards Board. By 2004, the principals
were satisfied that financial management policy and oversight processes could be
streamlined and delegated responsibilities to the OMB’s Office of Federal Financial
Management (OFFM), the Office of Personnel Management, and the Chief Financial
Officers Council (CFOC). The JFMIP no longer meets as a stand-alone organization.

Responsibilities assigned to each of the three principal officials, as well as the Direc-
tor of the Congressional Budget Office, are discussed briefly, followed by an exami-
nation of cooperative efforts of these officials to enhance the quality of federal
financial management.

Comptroller General
The Comptroller General of the United States is the head of the Government Account-
ability Office (GAO), an agency of the legislative branch of the government. The
Comptroller General is appointed by the President with the advice and consent of the
Senate for a term of office of 15 years. Since 1950, the United States Code (31 U.S.C.
§3511) has assigned to the Comptroller General responsibility for prescribing the
accounting principles, standards, and related requirements to be observed by each exec-
utive agency in the development of its accounting system.

Just as the appropriational authority of state and local governments rests in their
legislative bodies, the appropriational authority of the federal government rests in the
Congress. The Congress is, therefore, interested in determining that financial and bud-
getary reports from executive, judicial, and legislative agencies are reliable; that agency
financial management is timely and useful; and that legal requirements have been met
by the agencies. Under the assumption that the reports of an independent audit agency
would aid in satisfying these interests of the Congress, the GAO was created as the
audit arm of the Congress itself. The standards of auditing followed by the GAO in
financial and performance audits are discussed in some detail in Chapter 12.

Secretary of the Treasury
The Secretary of the Treasury is the head of the Department of the Treasury, a part of
the executive branch of the federal government. The Secretary of the Treasury is a
member of the Cabinet of the President, appointed by the President with the advice
and consent of the Senate to serve an indefinite term of office. The Department of the
Treasury was created in 1789 to receive, keep, and disburse monies of the United
States, and to account for them. The Internal Revenue Service, Bureau of Customs,
and other agencies active in the enforcement of the collections of revenues due the
federal government are parts of the Department of the Treasury, as are the Bureau of
the Mint, the Bureau of Engraving and Printing, the Bureau of Public Debt, the Office
of Treasurer of the United States, and the Financial Management Service. The Secre-
tary of the Treasury is responsible for the preparation of reports that will inform the
President, the Congress, and the public on the financial condition and operations of
the government (31 U.S.C. §3513).

An additional responsibility of the Secretary of the Treasury is the maintenance of
a system of central accounts of the public debt and cash to provide a basis for con-
solidation of the accounts of the various executive agencies. The Department of the
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Treasury’s Financial Management Service (FMS) maintains the U.S. Government Stan-
dard General Ledger (USSGL) subject to the approval of the OMB. The USSGL incor-
porates both proprietary and budgetary accounts and is based on a standardized 4-digit
coding system for assets (1000), liabilities (2000), net position (3000), budgetary
(4000), revenue and other financing sources (5000), expenses (6000), and gains/
losses/miscellaneous items (7000), with flexibility so that agency-specific accounts
may be incorporated.7

Director of the Office of Management and Budget
The Director of the Office of Management and Budget is appointed by the President
and is a part of the Executive Office of the President. He or she is the direct repre-
sentative of the President and has the authority to control the size and nature of appro-
priations requested of each Congress. Congressional requirements for the budget have
a number of accounting implications in addition to the explicit historical comparisons
that necessitate cooperation among the OMB, the Department of the Treasury, and the
GAO. Implicit in the requirements for projections of revenues and receipts is the man-
date that the OMB coordinate closely with the Council of Economic Advisers in the
use of macroeconomic forecasts (the study of the economic system in its aggregate).
Pursuant to the Chief Financial Officers Act, an Office of Federal Financial Manage-
ment was established within the OMB, headed by a controller appointed by the Pres-
ident. The Director of the OMB is required to prepare and update each year a five-year
financial plan for the federal government. The OMB issues circulars and bulletins relat-
ing to the financial reporting and management of federal agencies.

Director of the Congressional Budget Office
The Congressional Budget and Impoundment Control Act of 1974 established House
and Senate budget committees, created the Congressional Budget Office (CBO), struc-
tured the congressional budget process, and enacted a number of other provisions to
improve federal fiscal procedures. The Director of the CBO is appointed to a four-year
term by the Speaker of the House of Representatives and the President pro tempore
(for the time being) of the Senate. The CBO gathers information for the House and
Senate budget committees with respect to the budget (submitted by the executive
branch), appropriation bills, and other bills providing budget authority or tax expendi-
tures.8 The CBO also provides the Congress information concerning revenues, receipts,
estimated future revenues and receipts, changing revenue conditions, and any related
information-gathering and analytic functions assigned to the CBO. Although not one
of the three principals designated by federal statute as responsible for the quality of
federal accounting and reporting, the CBO participates in and funds federal account-
ing standards-setting.

GENERALLY ACCEPTED ACCOUNTING PRINCIPLES 
FOR THE FEDERAL GOVERNMENT

Although accounting principles and standards were prescribed for many years by Title
2 of the General Accounting Office Policy and Procedures Manual for Guidance of
Federal Agencies, not all federal agencies complied with that guidance. To establish an
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7 Financial Management Service, United States Government Standard General Ledger (USSGL), August,
2008. See www.fms.treas.gov.ussgl.
8 A tax expenditure is a revenue loss attributable to provisions of federal tax laws that allow special
exclusion, exemption, or deduction from gross income, or that provide a special credit, a preferential
rate of tax, or a deferral of tax liability.
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improved and more generally accepted structure for setting accounting principles and
standards, the three principal sponsors of the JFMIP signed a memorandum of under-
standing in October 1990, creating the Federal Accounting Standards Advisory Board
(FASAB). The board utilizes a due process similar to that of FASB and GASB. There
are four federal members and six nonfederal members on the board. Members may
serve two five-year terms.

According to OMB Circular A–134, “Financial Accounting Principles and Stan-
dards” (par. 2):

The role of the FASAB is to deliberate upon and make recommendations to the Principals
on accounting principles and standards for the Federal Government and its agencies. The
MOU [memorandum of understanding] states that if the Principals agree with the
recommendations, the Comptroller General and the Director of OMB will publish the
accounting principles and standards.

Since its inception, the FASAB has issued five Statements of Federal Financial
Accounting Concepts (SFFAC), 32 Statements of Federal Financial Accounting Stan-
dards (SFFAS), and several reports, interpretations, technical releases, bulletins, and
staff implementation guides. These statements provide general and specific accounting
and financial reporting standards on a variety of topics, including assets; liabilities;
inventory and related property; property, plant, and equipment; revenues and other
financial sources; direct loans and loan guarantees; managerial cost accounting con-
cepts, and supplementary stewardship reporting. This chapter provides only an
overview of these standards; detailed discussion of the standards can be found at
FASAB’s Web site at www.fasab.gov. The authoritative status of SFFASs is made clear
by OMB Circular A–134 (par. 5.b):

SFFASs shall be considered generally accepted accounting principles (GAAP) for Federal
agencies. Agencies shall apply the SFFASs in preparing financial statements in
accordance with the requirements of the Chief Financial Officers Act of 1990. Auditors
shall consider SFFASs as authoritative references when auditing financial statements.

Hierarchy of Accounting Principles and Standards
Additional recognition of the authoritative status of FASAB standards as “federal
GAAP” came in April 2000 when the American Institute of Certified Public Accoun-
tants expanded its GAAP hierarchy to include the federal government and its agencies
in Rule 203 of the Code of Professional Conduct.9 SAS No. 91 identifies the follow-
ing as federal GAAP hierarchy.

Category
a. FASAB Statements and Interpretations, plus AICPA and FASB pronouncements

if made applicable to federal governmental entities by a FASAB Statement or
Interpretation.

b. FASAB Technical Bulletins and the following pronouncements if specifically
made applicable to federal governmental entities by the AICPA and cleared by
the FASAB: AICPA Industry Audit and Accounting Guides and AICPA State-
ments of Position.

c. AICPA AcSEC Practice Bulletins if specifically made applicable to federal gov-
ernmental entities and cleared by the FASAB and Technical Releases of the
Accounting and Auditing Policy Committee of the FASAB.
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9 Statement on Auditing Standards No. 91, “Federal GAAP Hierarchy” (New York: American Institute
of Certified Public Accountants, April 2000).
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d. Implementation guides published by the FASAB staff and practices that are
widely recognized and prevalent in the federal government, as well as other
accounting literature.

CONCEPTUAL FRAMEWORK

Accounting standards recommended by the FASAB and issued by the Comptroller
General and the OMB for federal agencies are intended to be consistent with a con-
ceptual framework the FASAB is developing. In this respect, the FASAB is following
the general pattern established by the FASB, which attempts to issue standards con-
sistent with its several Statements of Financial Accounting Concepts, and the GASB,
which looks to its concepts statements.

Concepts Statements
To date, the FASAB has issued five concepts statements: Statement of Federal Finan-
cial Accounting Concepts (SFFAC) No. 1, “Objectives of Federal Financial Reporting”;
SFFAC No. 2, “Entity and Display”; SFFAC No. 3, “Management’s Discussion and
Analysis”; SFFAC No. 4, “Intended Target Audience and Qualitative Characteristics for
the Consolidated Financial Report of the United States Government”; and SFFAC No.
5, “Definitions of Elements and Basic Recognition Criteria for Accrual-Basis Finan-
cial Statements.”

Objectives

SFFAC No. 1 is considerably broader in scope than either the FASB’s or GASB’s con-
cepts statements on objectives. The FASAB sets standards for internal management
accounting and performance measurement, as well as for external financial reporting.
SFFAC No. 1 identifies four objectives of federal financial reporting: (1) budgetary
integrity, (2) operating performance, (3) stewardship, and (4) adequacy of systems and
controls. Budgetary integrity pertains to accountability for raising monies through taxes
and other means in accordance with appropriate laws, and expenditures of these monies
in accordance with budgetary authorization. Accountability for operating performance
is accomplished by providing report users information on service efforts and accom-
plishments: how well resources have been managed in providing services efficiently,
economically, and effectively in attaining planned goals. Stewardship relates to the fed-
eral government’s accountability for the general welfare of the nation. To assess stew-
ardship, report users need information about the “impact on the country of the
government’s operations and investments for the period and how, as a result, the gov-
ernment’s and the nation’s financial conditions have changed and may change in the
future” (par. 134). Finally, financial reporting should help users assess whether finan-
cial management systems and controls “are adequate to ensure that (1) transactions are
executed in accordance with budgetary and financial laws and other requirements, are
consistent with the purposes authorized, and are recorded in accordance with federal
accounting standards, (2) assets are properly safeguarded to deter fraud, waste, and
abuse, and (3) performance measurement information is adequately supported” (par.
146). SFFAC No. 1 also identifies four major groups of users of federal financial
reports: citizens, Congress, executives, and program managers. Given the broad role
the FASAB has been assigned, future standards recommended by the board may focus
on cost accounting systems and controls, the use of financial information in service
efforts and accomplishments measures, and the principles of financial accounting and
reporting.

Chapter 11 Accounting and Reporting for the Federal Government 453

wiL79603_ch11_445-492  1/3/09  6:20 PM  Page 453 User-S198 Macintosh HD:Users:user-s198:Desktop:Temp Work:JAN-09:3rd Jan 2009:Wilson



Reporting Entity

SFFAC No. 2, “Entity and Display,” specifies the types of entities that should provide
financial reports, establishes guidelines for defining each type of reporting entity, iden-
tifies the types of financial statements each type of reporting entity should provide,
and suggests the types of information each type of statement should convey.10

As discussed in Chapter 9 for state and local governments, accountability report-
ing is facilitated by including as part of the reporting entity all separate entities
for which there is financial accountability or financial interdependence. SFFAC No. 2
discusses three perspectives from which the federal government can be viewed for
accounting and reporting purposes: organizational, budget, and program. From the
organizational perspective, the government is viewed as a collection of depart-
ments and agencies that provide governmental services. From the budget perspec-
tive, the government is viewed as a collection of expenditure (appropriations or
funds) or receipt budget accounts. Budget accounts are generally quite broad in
scope and are not the same as the Standard General Ledger accounts used for
accounting purposes. A budget account may cover an entire organization, or a
group of budget accounts may aggregate to cover an organization. From the program
perspective, the government is viewed as an aggregation of programs (or functions)
and activities.

Most programs are financed by more than one budget account, and some programs
are administered by more than one organization. Similarly, some organizations admin-
ister multiple programs. Thus, in defining the reporting entity, it is necessary to con-
sider the interacting nature of the perspectives. SFFAC No. 2 also addresses the nature
of the financial statements that should be included in the financial report of a report-
ing entity and the recommended format and content of the financial statements. Thus,
it provides clear and strong direction to the FASAB in setting accounting and report-
ing standards for the federal government.

Management’s Discussion and Analysis (MD&A)

SFFAC No. 3 provides guidance for the MD&A included in the Performance and
Accountability Report (PAR). The MD&A is described as an “important vehicle for
(1) communicating managers’ insights about the reporting entity, (2) increasing the
understandability and usefulness of the PAR, and (3) providing accessible informa-
tion about the entity and its operations, service levels, successes, challenges, and
future.”11 One difference between the FASAB’s concept statement on the MD&A and
the GASB’s MD&A requirement is that federal agencies should address the reporting
entity’s performance goals and results in addition to financial activities.

Target Audience

SFFAC No. 4 expands the audiences for the consolidated financial report of the U.S.
government described in SFFAC No. 1 to include: (1) citizens, (2) citizen intermedi-
aries, (3) Congress, (4) federal executives, and (5) program managers. The FASAB
suggests the first two, citizens and their intermediaries, are the primary audiences. This
statement indicates that the consolidated financial report should be “general purpose”—
directed to external users and made available on a timely basis.
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10 Paraphrased from FASAB, Report Number 1, Reporting Relevant Financial Information, “Overview of
Federal Financial Accounting Concepts and Standards” (Washington, DC: 1996), p. 11.
11 Statement of Federal Financial Accounting Concepts No. 3,“Management’s Discussion and Analy-
sis,” Federal Accounting Standards Advisory Board, April 1999, p. i.

wiL79603_ch11_445-492  1/3/09  6:20 PM  Page 454 User-S198 Macintosh HD:Users:user-s198:Desktop:Temp Work:JAN-09:3rd Jan 2009:Wilson



Elements and Recognition Criteria

SFFAC No. 5 provides definitions of the basic elements of accrual-based financial
statements—assets, liabilities, net position, revenues, and expenses. In addition,
the statement establishes that for an item to be recognized on the face of a finan-
cial statement, it must meet the definition of an element and be measurable.

Funds Used in Federal Accounting
FASAB’s standards do not focus on fund accounting, but Congress regularly passes
laws that create, define, and modify funds for various purposes. Fund accounting is
needed for federal agencies to demonstrate compliance with requirements of legisla-
tion for which federal funds have been appropriated or otherwise authorized to carry
out specific activities and for financial reporting.

Two general types of funds are found in federal government accounting: (1) those
used to account for resources derived from the general taxation and revenue powers
of the government or from business operations of the government and (2) those used
to account for resources held and managed by the government in the capacity of
custodian or trustee; Six kinds of funds are specified within the two general types:

1. Funds derived from general taxing and revenue powers and from business opera-
tions:
General Fund
Special funds
Revolving funds
Management funds

2. Funds held by the government in the capacity of custodian or trustee:
Trust funds
Deposit funds

A brief description of each fund follows.

General Fund

The General Fund is credited with all receipts that are not dedicated by law and is
charged with payments out of appropriations of “any money in the Treasury not oth-
erwise appropriated” and out of general borrowings. Strictly speaking, there is only
one General Fund in the entire federal government. The Financial Management Ser-
vice of the Department of the Treasury accounts for the centralized cash balances (as
it receives and disburses all public monies), the appropriations control accounts, and
unappropriated balances. On the books of an agency, each appropriation is treated as
a fund with its own self-balancing group of accounts; these agency “appropriation
funds” are subdivisions of the General Fund.

Special Funds

Special funds are established to account for receipts of the government that are ear-
marked by law for a specific purpose but that are not generated from a cycle of oper-
ations for which there is continuing authority to reuse such receipts (as is true for
revolving funds). The term and its definition are very close to that of the classifica-
tion “special revenue funds” used in accounting for state and local governments.

Revolving Funds

A revolving fund is credited with collections, primarily from other agencies and
accounts, that are earmarked by law to carry out a cycle of business-type operations
in which the government is the owner of the activity. This type of fund is quite simi-
lar to internal service funds.
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Management (Including Working) Funds

These are funds in which there are merged monies derived from two or more appro-
priations in order to carry out a common purpose or project but not involving a cycle
of operations. Management funds include consolidated working funds that are set up
to receive (and subsequently disburse) advance payments, pursuant to law, from other
agencies or bureaus.

Trust Funds

Trust funds are established to account for receipts that are held in trust for use in car-
rying out specific purposes and programs in accordance with agreement or statute. In
contrast to revolving funds and special funds, the assets of trust funds are frequently
held over a period of time and may be invested in order to produce revenue. For exam-
ple, the assets of the Social Security and Medicare Funds are invested in U.S. securi-
ties. The corpus of some trust funds is used in business-type operations. In such a case,
the fund is called a trust revolving fund. Congress uses the term “trust fund” to describe
some funds that in state and local governmental accounting would be called special
revenue funds. An example is the Highway Trust Fund. Other federal trust funds, such
as those used to account for assets that belong to Native Americans, are true trust
funds.

Deposit Funds

Combined receipt and expenditure accounts established to account for receipts held in
suspense temporarily and later refunded or paid to some other fund or receipts held
by the government as a banker or agent for others and paid out at the discretion of the
owner are classified within the federal government as deposit fund accounts. They are
similar in nature to the agency funds established for state and local governments.

REQUIRED FINANCIAL REPORTING—U.S. GOVERNMENT-WIDE

In FY 1997, the Department of the Treasury began issuing an annual Financial Report
of the United States Government that follows FASAB standards and is audited by the
Government Accountability Office. Prototype “Consolidated Financial Statements” had
been issued since the early 1980s; however, the Government Performance and Results
Act of 1993 expanded the requirements of the Chief Financial Officers Act of 1990
and required that 24 federal agencies be audited and comprehensive government-wide
financial statements be prepared within three years. The first 11 years of audits of the
U.S. government’s Consolidated Financial Statements resulted in a disclaimer of opin-
ion by the Comptroller General of the United States. The most recent disclaimer
(p. 32) read as follows:

While significant progress has been made in improving financial management since the
U.S. government began preparing consolidated financial statements 11 years ago, three
major impediments continue to prevent us from rendering an opinion on the accrual basis
consolidated financial statements: (1) serious financial management problems at the
Department of Defense, (2) the federal government’s inability to adequately account for
and reconcile intragovernmental activity and balances between federal agencies, and
(3) the federal government’s ineffective process for preparing the consolidated financial
statements. Until the problems outlined in our audit report are adequately addressed, they
will continue to have adverse implications for the federal government and American
taxpayers.12
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12 FY 2007 Consolidated Financial Report of the United States Government is available at
www.fms.treas.gov/fr/index.html.
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Given the difficulties that agencies have experienced in complying with federal
GAAP, it may be surprising that 19 of 24 agencies did receive unqualified opinions
and all 24 CFO Act agencies reported by the 45-day financial audit deadline.

Although federal accounting has improved at a rapid rate, attributed in part to con-
gressional mandate and the increasingly high professional skills and dedication of gov-
ernmental accountants, auditors, and agency managers, serious financial management
issues remain in the federal agencies, departments, and government corporations that
“roll up” into the consolidated, government-wide financial statements of the U.S. gov-
ernment. Keeping in mind that the Comptroller General was not able to render an opin-
ion on the federal government’s consolidated financial statements, it is helpful to see the
“big picture” in the government-wide statements before studying GAAP and reporting
for federal agencies. The comparative balance sheets for the United States government
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UNITED STATES GOVERNMENT
Balance Sheets 

as of September 30, 2007, and September 30, 2006

(In billions of dollars) 2007 2006

Assets:
Cash and other monetary assets $ 128.0 $ 97.9

Accounts and taxes receivable, net 87.8 68.8

Loans receivable, net 231.9 220.8

Inventories and related property, net 277.1 281.3

Property, plant, and equipment, net 691.1 688.5

Securities and investments 99.8 83.8

Other assets 65.4 55.4

Total assets 1,581.1 1,496.5

Stewardship property, plant, and equipment*

Stewardship Land* and Heritage Assets*

Liabilities:
Accounts payable 66.2 58.4

Federal debt securities held by the public and accrued interest 5,077.7 4,867.5

Federal employee and veteran benefits payable 4,769.1 4,679.0

Environmental and disposal liabilities 342.0 305.2

Benefits due and payable 133.7 129.3

Insurance program liabilities 70.9 72.8

Loan guarantee liabilities 69.1 66.4

Other liabilities 258.2 234.3

Total liabilities 10,786.9 10,412.9

Contingencies and Commitments*

Net position

Earmarked funds 614.1 419.2

Non-earmarked funds (9,819.9) (9,335.6)

Total net position (9,205.8) (8,916.4)

Total liabilities and net position $ 1,581.1 $ 1,496.5

ILLUSTRATION 11–2

The notes (not shown here) are an integral part of these financial statements.
*Described in notes, no amount reported here.
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for FY 2006 and FY 2007, as shown in Illustration 11–2, report a $9.2 trillion deficit
in net position on September 30, 2007. The cost of government operations in FY 2007
exceeded revenues for the year by $276 billion, as seen in the Statement of Operations
in Illustration 11–3, which led to the increase in the net position deficit from the prior
year. Students are directed to the GAO’s resource for understanding the U.S. Govern-
ment’s annual financial report (see references at the end of this chapter).

REQUIRED FINANCIAL REPORTING—GOVERNMENT AGENCIES

The Chief Financial Officers (CFO) Council and OMB provide guidance for federal
agencies in meeting the financial and performance management requirements of vari-
ous federal statutes. The form and content of these reports have changed over the years,
but in a 2008 revision to OMB Circular A–136, “Financial Reporting Requirements,”
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ILLUSTRATION 11–3

UNITED STATES GOVERNMENT
Statements of Operations and Changes in Net Position 

for the Years Ended September 30, 2007, and September 30, 2006 

2007 2006

Non- Non-
earmarked Earmarked earmarked Earmarked

(In billions of dollars) Funds Funds Consolidated Funds Funds Consolidated

Revenue:
Individual income tax and tax withholdings $ 1,152.6 $ 847.2 $ 1,999.8 $ 1,045.7 $ 800.4 $ 1,846.1
Corporation income taxes 367.2 367.2 350.0 — 350.0
Unemployment taxes 39.3 39.3 — 41.4 41.4
Excise taxes 15.3 52.2 67.5 24.5 49.6 74.1
Estate and gift taxes 26.0 26.0 27.4 — 27.4
Customs duties 18.2 18.2 24.7 — 24.7
Other taxes and receipts 57.9 21.7 79.6 42.8 17.2 60.0
Miscellaneous earned revenues 29.7 29.7 17.1 — 17.1
Intragovernmental interest 192.7 192.7 — 185.3 185.3
Total revenue 1,666.9 1,153.1 2,820.0 1,532.2 1,093.9 2,626.1
Eliminations (192.7) (185.3)
Consolidated revenue 2,627.3 2,440.8

Net cost:
Net cost 1,622.6 1,286.9 2,909.5 1,635.6 1,265.7 2,901.3
Intragovernmental interest 192.7 192.7 185.3 — 185.3
Total net cost 1,815.3 1,286.9 3,102.2 1,820.9 1,265.7 3,086.6
Eliminations (192.7) (185.3)
Consolidated net cost 2,909.5 2,901.3

Intragovernmental transfers (327.6) 327.6 (343.8) 343.8
Other—Unmatched transactions and balances 6.7 6.7 11.0 11.0

Net operating (cost)/revenue (469.3) 193.8 (275.5) (621.5) 172.0 (449.5)

Net position, beginning of period (9,335.6) 419.2 (8,916.4) (8,714.1) 247.2 (8,466.9)
Prior period adjustments—changes in 

accounting principles (15.0) 1.1 (13.9) — — —
Net operating (cost)/revenue (469.3) 193.8 (275.5) (621.5) 172.0 (449.5)

Net position, end of period $(9,819.9) $ 614.1 $(9,205.8) $(9,335.6) $419.2 $(8,916.4)

The accompanying notes (not shown here) are an integral part of these financial statements.
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federal agencies are required to prepare a consolidated performance and accountabil-
ity report (PAR) that includes the annual performance report (APR) required by the
Government Performance and Results Act (GPRA) of 1994, annual financial state-
ments, management reports on internal control and other accountability issues, and the
Inspector General’s assessments of management and performance challenges. Building
on the experience of agencies that combined various reports (as permitted under the
Reports Consolidation Act of 2000), the CFO Council and OMB felt it was most effi-
cient to bundle required financial and performance management information in the PAR
to demonstrate accountability to the President, Congress, and the public. Federal agen-
cies prepare the PAR annually but are also required to submit unaudited interim reports
to OMB on a quarterly basis within 21 days of the end of each quarter, although
FY 2009 is a pilot year that substitutes business days for calendar days.

A pilot program was underway at the time of publication that allows federal agen-
cies an alternative to the consolidated PAR. These agencies will prepare an agency
financial report (AFR), an annual performance report (APR) that meets the GPRA
requirements, and a citizen’s report that contains key performance and financial infor-
mation from the PAR presented in a concise, easy-to-understand format. All federal
agencies are encouraged to prepare a citizen’s report as a tool to make financial and
performance information more transparent and accessible to Congress and the public.

In the sections that follow, we discuss the four sections of the PAR: (1) manage-
ment’s discussion & analysis, (2) performance reports, (3) financial statements, and
(4) other accompanying information.

Management’s Discussion and Analysis
SFFAS No. 15 (April 1999) requires that an MD&A be included in a federal agency’s
PAR. The conceptual basis for the role and importance of this statement was described
earlier in the chapter with the discussion of the five FASAB concepts statements. This
standard requires the MD&A to provide a clear description of the entity’s mission and
organizational structure; performance goals, objectives, and results; financial state-
ments; and systems, controls, and legal compliance. The MD&A is considered required
supplementary information and serves as a brief overview of the entire PAR.

Performance Reports
This section of the PAR contains the annual performance report (APR), which pro-
vides information on the agency’s actual performance and progress in achieving the
goals in its strategic plan and performance budget. There is no prescribed format for
this report; however, OMB Circular A–11, “Preparation, Submission, and Execution of
the Budget,” provides guidance on what should be included in the report. The perfor-
mance budget which is included in the APR is used as the basis for preparing the Pres-
ident’s budget for the year that is then submitted to Congress for approval.

Financial Statements
OMB Circular A–136 specifies essentially the same financial statements recommended
by SFFAC No. 2. It also provides detailed descriptions and instructions for completing
each part of each statement. These statements include the following:

1. Balance sheet
2. Statement of net cost
3. Statement of changes in net position
4. Statement of budgetary resources
5. Statement of custodial activity
6. Statement of social insurance (for specified programs)
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Each of these statements is discussed briefly in the following paragraphs. The FY
2007 principal financial statements of the U.S. Department of the Interior are presented
in Illustrations 11–4 through 11–9. The statements consolidate the various units of the
Department of the Interior, such as the Bureau of Indian Affairs, the National Park
Service, the U.S. Fish and Wildlife Service, the Bureau of Land Management, the
Bureau of Land Reclamation, the U.S. Geological Survey, the Minerals Management
Services, and the Office of Surface Mining. The department received an unqualified
audit opinion from the public accounting firm KMPG for FY 2007.13.

Balance Sheet

The U.S. Department of the Interior’s Balance Sheet for FY 2007 is presented in Illus-
tration 11–4. Agencies have considerable latitude regarding the level of aggregation to
be used in preparing the financial statements. Agencies can use either a single-column
(consolidated) format or a multicolumn format displaying financial information for
component units or lines of business. If consolidated reporting is used, a separate col-
umn presenting the intraentity transactions (for example, eliminations of intercompo-
nent unit receivables and payables) in the consolidating statements underlying the
consolidated statements is required. As shown, when consolidated financial informa-
tion is provided, comparative totals for the prior year must be presented for the bal-
ance sheet, the statement of budgetary resources, and the statement of custodial activity.

Assets A streamlined format is required in which entity assets are combined with
nonentity assets but intragovernmental assets are reported separately from govern-
mental assets. Entity assets are those the reporting entity has authority to use in its
operations, whereas nonentity assets are held by the entity but are not available for
the entity to spend. An example of a nonentity asset is federal income taxes collected
and held by the Internal Revenue Service for the U.S. government. Nonentity assets
should be disclosed in the notes. Intragovernmental assets (liabilities) are claims
by (against) a reporting entity that arise from transactions among federal entities.
Governmental assets (liabilities) arise from transactions of the federal government
or an entity of the federal government with nonfederal entities.

SFFAS No. 1 provides specific standards relating to Cash, Fund Balance with Trea-
sury, Accounts Receivable, Interest Receivable, and various other asset categories. In
most federal agencies Fund Balance with Treasury is used rather than Cash to indi-
cate that the agency has a claim against the U.S. Treasury on which it may draw to
pay liabilities. Only a few large federal departments and agencies, such as the Depart-
ment of Defense, are authorized to write and issue checks directly against their bal-
ances with the Treasury. Most departments and agencies must request that the Treasury
issue checks to pay their liabilities. If a federal agency does have the right to maintain
one or more bank accounts, bank balances would be reported as Cash.

Consistent with the manner in which business entities report inventories, SFFAS No.
3, “Accounting for Inventory and Related Property,” distinguishes inventory from con-
sumable supplies. Inventory is defined as “tangible personal property that is (1) held
for sale, (2) in the process of production for sale, or (3) to be consumed in the pro-
duction of goods for sale or in the provision of services for a fee” (p. 4). Inventory
may be valued at either historical cost or latest acquisition cost. Supplies to be con-
sumed in normal operations are reported as operating materials and supplies. Several
SFFASs establish standards for property, plant, and equipment (PP&E). Included in
this term are several items. General PP&E is used to provide general government goods
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13 Complete versions of these statements are available at www.doi.gov/pfm/finstate/index.html.
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U.S. DEPARTMENT OF THE INTERIOR
Consolidated Balance Sheet

as of September 30, 2007 and 2006
(dollars in thousands)

FY 2007 FY 2006

ASSETS
Intragovernmental Assets:

Fund Balance with Treasury $ 34,776,671 $ 33,409,382
Investments, Net 7,322,545 8,094,833
Accounts and Interest Receivable 1,421,879 440,510
Loans and Interest Receivable, Net 2,827,301 2,631,887
Other 529 529

Total Intragovernmental Assets 46,348,925 44,577,141

Cash 756 825
Investments, Net 163,354 188,100
Accounts and Interest Receivable, Net 1,947,017 2,478,037
Loans and Interest Receivable, Net 127,285 181,137
Inventory and Related Property, Net 255,413 280,859
General Property, Plant, and Equipment, Net 17,930,798 17,491,901
Other 209,972 234,987

Total Assets $66,983,520 $65,432,987

Stewardship Assets*

LIABILITIES
Intragovernmental Liabilities:

Accounts Payable $590,852 $44,946
Debt 858,007 1,056,572
Other

Resources Payable to Treasury 2,030,690 2,094,244
Advances and Deferred Revenue 794,349 1,309,798
Custodial Liability 819,984 1,061,879
Other Liabilities 582,984 501,075

Total Intragovernmental Liabilities 5,676,866 6,068,514

Accounts Payable 1,076,948 1,109,655
Loan Guarantee Liability 41,434 92,380
Federal Employee and Veteran Benefits 1,363,633 1,387,423
Environmental and Disposal Liabilities 147,514 153,466
Other

Contingent Liabilities 354,678 614,468
Advances and Deferred Revenue 741,258 747,359
Payments Due to States 639,507 812,588
Other Liabilities 937,076 952,122

Total Liabilities 10,978,914 11,937,975
Commitments and Contingencies*
Net Position

Unexpended Appropriations—Earmarked Funds 335,545 336,691
Unexpended Appropriations—Other Funds 3,774,190 3,890,857
Cumulative Results of Operations—Earmarked Funds 49,148,058 47,234,344
Cumulative Results of Operations—Other Funds 2,746,813 2,033,120

Total Net Position 56,004,606 53,495,012
Total Liabilities and Net Position $66,983,520 $65,432,987

ILLUSTRATION 11–4

The accompanying notes (not shown here) are an integral part of these financial statements.
*Described in notes, no amounts reported here.
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and services, as well as military weapon systems and space exploration equipment.
Heritage assets are multi-use heritage assets and stewardship land. These include
PP&E, such as the Washington Monument, that possess educational, cultural, or nat-
ural characteristics, and national parks.

Early SFFASs addressed general accounting and reporting of PP&E as well as the
unique aspects of national defense PP&E, heritage assets, and stewardship land. More
recent SFFASs reflect the evolution of FASAB deliberations and conclusions that infor-
mation about these assets is essential to the fair presentation of the financial position
of a federal agency and should be reclassified into categories that are well defined in
the professional accounting literature and familiar to report users. SFFAS No. 23,
“Eliminating the Category National Defense Property, Plant, and Equipment” (2003),
does just what its title implies and reclassifies these assets as general PP&E that are
capitalized and depreciated (except for land). SFFAS No. 29, “Heritage and Steward-
ship Land” (2005), requires that these assets be accounted for as basic financial infor-
mation with a note on the balance sheet that discloses information about them, but
without any asset dollar amount shown. The notes will disclose information such as a
description of major categories of heritage, multi-use heritage, and stewardship land;
physical units added and withdrawn during the year; methods of acquisition and with-
drawal; and condition information.

Liabilities SFFAS No. 1 and SFFAS No. 2 provide specific accounting standards for
Accounts Payable, Interest Payable, and Other Current Liabilities. Liabilities covered by
budgetary resources (funded) and liabilities not covered by budgetary resources
(unfunded) are combined on the face of the balance sheet. Liabilities covered by bud-
getary resources are those for which monies have been made available either through
congressional appropriations or current earnings of the entity. Liabilities not covered by
budgetary resources result from the receipt of goods or services in the current or prior
periods but for which monies have not yet been made available through congressional
appropriations or current earnings of the entity. Examples of the latter are liabilities for
accrued leave, capital leases, and pensions. These should be disclosed in the notes.

SFFAS No. 5, “Accounting for Liabilities of the Federal Government,” establishes
standards for liabilities not covered in SFFAS No. 1 and No. 2. The statement defines
a liability as “a probable future outflow or other sacrifice of resources as a result of
past transactions or events” (par. 19). SFFAS No. 5 provides recognition criteria for lia-
bilities arising from exchange and nonexchange transactions, government-related or
acknowledged events, contingencies, capital leases, federal debt, pension and other
postemployment benefits, and insurance and guarantee programs. SFFAS No. 5 also
requires disclosure in the notes to the financial statements of the condition and esti-
mated cost to remedy deferred maintenance on PP&E. In addition, it provides stan-
dards for measurement and recognition of expenses and liabilities related to
environmental cleanup and closure costs from removing general PP&E from service.

Net Position The fund balances of the entity’s funds are reported in the balance sheet
as net position. The components of net position are unexpended appropriations,
the amount of the entity’s appropriations represented by undelivered orders and
unobligated balances, and cumulative results of operations, the net difference
between expenses/losses and financing sources, including appropriations, revenues, and
gains, since the inception of the activity. Cumulative results of operations would also
include any other items that would affect the net position, including, for example, the
fair market value of donated assets and assets (net of liabilities) transferred to or from
other federal entities without reimbursement.
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Statement of Net Cost

Illustration 11–5 presents the Department of the Interior’s statement of net cost. This
statement shows the components of the net cost of the reporting entity’s operations,
both for the entity as a whole and for each of its responsibility centers or segments.
Responsibility segments should align directly with the major goals and outputs
described in the entity’s strategic plans required by the Government Performance and
Results Act. If the reporting entity has a complex organizational structure, it may need
to provide supporting schedules in the notes to the financial statements to provide net
cost information for its major programs and activities.

Statement of Changes in Net Position

The Department of the Interior’s consolidated statement of changes in net position is
shown in Illustration 11–6. The purpose of this statement is to communicate all changes
in the reporting entity’s net position: cumulative results of operations and unexpended
appropriations. Net cost of operations is obtained from the bottom of the consolidated
statement of net cost (see Illustration 11–5) and includes gross costs less any exchange
(earned) revenues. Further changes in net position result from additions or deductions,
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ILLUSTRATION 11–5

U.S. DEPARTMENT OF THE INTERIOR
Statement of Net Cost 

for the years ended September 30, 2007 and 2006
(dollars in thousands)

FY 2007 FY 2006

Resource Protection
Costs $ 4,459,531 $ 3,946,834
Less: Earned Revenue 793,422 1,136,759

Net Cost 3,666,109 2,810,075
Resource Use

Costs 3,438,415 3,942,639
Less: Earned Revenue 1,294,116 1,327,167

Net Cost 2,144,299 2,615,472
Recreation

Costs 2,593,722 1,780,694
Less: Earned Revenue 338,687 370,645

Net Cost 2,255,035 1,410,049
Serving Communities

Costs 5,091,113 6,518,561
Less: Earned Revenue 454,591 904,395

Net Cost 4,636,522 5,614,166
Reimbursable Activity and Other

Costs 2,626,815 3,295,714
Less: Earned Revenue 1,690,094 2,340,934

Net Cost 936,721 954,780
Total

Costs 18,209,596 19,484,442
Less: Earned Revenue 4,570,910 6,079,900

Net Cost of Operations $13,638,686 $13,404,542

The notes (not shown here) are an integral part of these financial statements.
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as appropriate, of prior-period adjustments (due to material errors or accounting
changes), change in cumulative results of operations, and unexpended appropriations.

Statement of Budgetary Resources

The statement of budgetary resources for the Department of the Interior (see Illustra-
tion 11–7) presents the availability of budgetary resources and the status of those
resources at year-end. This statement is derived from the entity’s budgetary general
ledger and is designed to show consistency between budgetary information presented
in the financial statement and the budget of the U.S. government. OMB Circular A–11,
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ILLUSTRATION 11–6

U.S. DEPARTMENT OF THE INTERIOR
Statement of Changes in Net Position 

for the years ended September 30, 2007 and 2006 
(dollars in thousands)

Consolidated Consolidated
FY 2007 FY 2006

Unexpended Appropriations
Beginning Balance $ 4,227,548 $ 4,179,242

Adjustments: Change in Accounting Principles 28,399
Beginning Balance, as adjusted 4,255,947 4,179,242

Budgetary Financing Sources
Appropriations Received, General Funds 10,315,165 10,622,534
Appropriations Transferred In/Out 3,477 115,387
Appropriations—Used (10,443,253) (10,531,369)
Other Adjustments (21,601) (158,246)

Net Change (146,212) 48,306
Ending Balance—Unexpended Appropriations $ 4,109,735 $ 4,227,548

Cumulative Results Of Operations
Beginning Balance $ 49,267,464 $ 46,274,948

Adjustments: Changes in Accounting Principles (444,487)
Beginning Balance, as adjusted 48,822,977 46,274,948

Budgetary Financing Sources
Appropriations—Used 10,443,253 10,531,369
Royalties Retained 4,440,187 4,389,813
Non-Exchange Revenue 915,883 1,250,146
Transfers In/Out without Reimbursement 398,419 (194,285)
Donations and Forfeitures of Cash and Cash Equivalents 35,705 32,702
Other Budgetary Financing Sources (14,621) 7,541
Other Adjustments (768) (29)

Other Financing Sources
Donations and Forfeitures of Property 7,951 6,545
Transfers In/Out without Reimbursement (65,622) (99,591)
Imputed Financing from Costs Absorbed by Others 550,193 472,847

Total Financing Sources 16,710,580 16,397,058
Net Cost of Operations (13,638,686) (13,404,542)
Net Change 3,071,894 2,992,516
Ending Balance—Cumulative Results of Operations 51,894,871 49,267,464
Total Net Position $ 56,004,606 $ 53,495,012

The notes (not shown here) are an integral part of these financial statements. Columns that break the consolidated totals into 
earmarked and all other amounts for each year are omitted for the sake of brevity.
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U.S. DEPARTMENT OF THE INTERIOR
Combined Statement of Budgetary Resources

for the years ended September 30, 2007 and 2006
(dollars in thousands)

Total Budgetary Accounts

FY 2007 FY 2006

Budgetary Resources:

Unobligated Balance, Beginning of fiscal year: $   6,185,985 $   5,710,929

Recoveries of Prior Year Unpaid Obligations 503,631 484,943

Budget Authority:

Appropriation 16,405,771 16,124,453

Spending Authority from Offsetting Collections:

Earned:

Collected 4,804,761 5,479,124

Change in Receivables from Federal Sources (52,531) (2,997)

Change in Unfilled Customer Orders:

Advance Received (501,618) (306,820)

Without Advance from Federal Sources 22,782 (104,540)

Total Budget Authority 20,679,165 21,189,220

Nonexpenditure Transfers, Net, Anticipated and Actual (671,663) 438,207

Temporarily Not Available Pursuant to Public Law — (16,617)

Permanently Not Available (36,895) (186,788)

Total Budgetary Resources $ 26,660,223 $ 27,619,894

Status of Budgetary Resources:
Obligations Incurred:

Direct $ 16,457,065 $ 16,380,951

Reimbursable 4,478,735 5,052,958

Total Obligations Incurred 20,935,800 21,433,909

Unobligated Balance Available:

Apportioned 5,499,829 5,987,182

Exempt from Apportionment 66,727 58,325

Total Unobligated Balance Available 5,566,556 6,045,507

Unobligated Balance Not Available 157,867 140,478

Total Status of Budgetary Resources $ 26,660,223 $ 27,619,894

Obligated Balance:
Obligated Balance, Net:

Unpaid Obligations, Brought Forward, Beginning of Fiscal Year $   8,839,925 $   8,557,216

Less: Uncollected Customer Payments from Federal Sources 

Brought Forward, Beginning of Fiscal Year (1,117,227) (1,224,762)

Total Unpaid Obligated Balances, Net, Beginning of Fiscal Year 7,722,698 7,332,454

Obligations Incurred, Net 20,935,800 21,433,909

Less: Gross Outlays (20,178,744) (20,666,259)

Less: Recoveries of Prior Year Unpaid Obligations, Actual (503,631) (484,943)

Change in Uncollected Customer Payments from Federal Sources 29,749 107,537

Total, Unpaid Obligated Balance, Net, End of Period $   8,005,872 $   7,722,698

ILLUSTRATION 11–7
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“Preparation, Submission, and Execution of the Budget,” provides the definitions and
guidance for budgetary accounting and reporting. As shown in Illustration 11–7, the
equation for this statement is budgetary resources � status of budgetary resources.
Available budgetary resources include new budgetary authority for the period plus
unobligated budgetary authority carried over from the prior period and offsetting col-
lections, if any, plus or minus any budgetary adjustments. The Status of Budgetary
Resources section consists of obligations incurred (that is, budget authority expended
and amounts reserved for undelivered orders) plus any current budgetary authority that
is still available to finance operations of the current period or those of prior periods.
The lower portion of the statement of budgetary resources reconciles obligations
incurred during the period to total budgetary outlays for the period, after adjusting for
offsetting collections and budgetary adjustments, and the change in obligations during
the year is carried forward.

Effective for FY 2007, the previously required statement of financing is presented
as a note referred to as “Reconciliation of Net Cost of Operations to Budget,” rather
than a basic financial statement.

Statement of Custodial Activity

Entities that “collect nonexchange revenue for the General Fund of the Treasury, a trust
fund, or other recipient entities” prepare a statement of custodial activity (see Illustra-
tion 11–8). As shown in Illustration 11–8, the Department of the Interior’s statement
of custodial activity essentially reports on the agency’s fiduciary activities related to
how much has been collected and accrued and how the monies were distributed.

Statement of Social Insurance

Accounting for federal social insurance programs—Social Security, Medicare and Sup-
plementary Medical Insurance (Part B), Railroad Retirement benefits, Black Lung ben-
efits, and Unemployment Insurance is, not surprisingly, very complex. In general,
SFFAS No. 17 requires a liability to be recognized when payments are due and payable
to beneficiaries or service providers, and supplementary stewardship information is
required to facilitate assessing long-term sustainability of programs and the nation’s
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Total Budgetary Accounts

FY 2007 FY 2006

Obligated, Net, End of Period—by Component
Unpaid obligations $   9,093,349 $   8,839,925

Less: Uncollected Customer Payments from Federal Sources (1,087,477) (1,117,227)

Total, Unpaid Obligated Balance, Net, End of Period $   8,005,872 $ 7,722,698

Net Outlays:

Gross Outlays $ 20,178,744 $ 20,666,259

Less: Offsetting Collections (4,303,144) (5,172,304)

Less: Distributed Offsetting Receipts (5,769,483) 6,940,455)

Net Outlays (Receipts) $ 10,106,117 $   8,553,500

ILLUSTRATION 11–7 (Continued )

The accompanying notes (not shown here) are an integral part of these financial statements. Columns showing nonbudgetary credit program financing accounts are omitted for
the sake of brevity.
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ability to raise resources from future program participants to pay for benefits proposed
to present participants. The FASAB acknowledges that although SFFAS No. 17 was a
major step forward in federal financial reporting, there is much more work to do in
properly accounting for social insurance. Social insurance is a unique blend of nonex-
change transactions, such as annual governmental assistance programs, and exchange
transactions, such as long-term pension programs.

SFFAS No. 25, “Reclassification of Stewardship Responsibilities and Eliminating
the Current Services Assessment,” directs four of five social insurance programs to
present a Statement of Social Insurance (SOSI). Although the fifth program, unem-
ployment insurance, does not present an SOSI, it does provide required supplementary
information (RSI). The SOSI presents (1) the actuarial present value for the projection
period of all future contributions and tax income received from or on behalf of cur-
rent and future participants; (2) the actuarial present value for the projection period of
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ILLUSTRATION 11–8

U.S. DEPARTMENT OF THE INTERIOR
Statement of Custodial Activity

for the years ended September 30, 2007 and 2006
(dollars in thousands)

FY 2007 FY 2006

Revenues on Behalf of the Federal Government

Mineral Lease Revenue

Rents and Royalties $10,004,182 $10,660,720

Onshore Lease Sales 286,345 275,031

Offshore Lease Sales 387,689 949,875

Strategic Petroleum Reserve 306,191 (18,466)

Total Revenue $10,984,407 $11,867,160

Disposition of Revenue
Distribution to Department of the Interior

National Park Service Conservation Funds $  1,049,000 $ 898,304

Bureau of Reclamation 1,471,612 1,651,813

Minerals Management Service 2,324,674 2,295,815

Bureau of Land Management 75,554 71,821

Fish and Wildlife Service 1,785 1,608

Distribution to Other Federal Agencies

Department of the Treasury 5,908,178 6,870,450

Department of Agriculture 77,367 73,531

Department of Commerce 1,000 25

Department of Energy 356,191 (18,466)

Distribution to Indian Tribes and Agencies 126,712 158,155

Distribution to States and Others 69,760 84,490

Change in Untransferred Revenue (491,816) (220,386)

Royalty Credits Redeemed 14,390 —

Total Disposition of Revenue $10,984,407 $11,867,160

Net Custodial Activity $              — $ —

The notes (not shown here) are an integral part of these financial statements.
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ILLUSTRATIVE STATEMENT OF SOCIAL INSURANCE
75-Year Projection as of January 1, 2011

(dollars in trillions)

2010 2009 2008 2007 2006
Actuarial present value of future benefits payments paid
during the 75-year projection period to or on behalf of:
1.Current participants who have not yet attained retirement age $xxx xxx xxx xxx xxx

1A. OASDI xxx xxx xxx xxx xxx
1B. HI xxx xxx xxx xxx xxx
1C. SMI xxx xxx xxx xxx xxx
1D. Other xxx xxx xxx xxx xxx

2. Current participants who have attained retirement age $xxx xxx xxx xxx xxx
2A. OASDI xxx xxx xxx xxx xxx
2B. HI xxx xxx xxx xxx xxx
2C. SMI xxx xxx xxx xxx xxx
2D. Other xxx xxx xxx xxx xxx

3. Those expected to become participants (i.e., new entrants) $xxx xxx xxx xxx xxx
3A. OASDI xxx xxx xxx xxx xxx
3B. HI xxx xxx xxx xxx xxx
3C. SMI xxx xxx xxx xxx xxx
3D. Other xxx xxx xxx xxx xxx

4. Subtotal—Benefit payments for the 75-year 
projection period $xxx xxx xxx xxx xxx

Less the actuarial present value of future contributions
and tax income received during the 75-year projection
period from or on behalf of:
5. Current participants who have not yet attained 

retirement age $xxx xxx xxx xxx xxx
5A. OASDI xxx xxx xxx xxx xxx
5B. HI xxx xxx xxx xxx xxx
5C. SMI xxx xxx xxx xxx xxx
5D. Other xxx xxx xxx xxx xxx

6. Current participants who have attained retirement age $xxx xxx xxx xxx xxx
6A. OASDI xxx xxx xxx xxx xxx
6B. HI xxx xxx xxx xxx xxx
6C. SMI xxx xxx xxx xxx xxx
6D. Other xxx xxx xxx xxx xxx

Actuarial present value of future contributions payments paid
during the 75-year projection period to or on behalf of:
7. Those expected to become participants (i.e., new entrants) $xxx xxx xxx xxx xxx

7A. OASDI xxx xxx xxx xxx xxx
7B. HI xxx xxx xxx xxx xxx
7C. SMI xxx xxx xxx xxx xxx
7D. Other xxx xxx xxx xxx xxx

8. Subtotal—Contributions and tax income
for the 75-year period $xxx xxx xxx xxx xxx

9. Excess of actuarial present values of future 
benefit payments over future contributions
and tax income for the 75-year projection period $xxx xxx xxx xxx xxx

ILLUSTRATION 11–9

Note: OASDI-Old-Age, Survivors, and Disability Insurance; HI=Hospital Insurance; and SMI=Supplementary Medical Insurance.
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estimated future scheduled expenditures paid to or on behalf of current and future par-
ticipants; and (3) the actuarial present value for the projection period of the estimated
future excess of contributions and tax income (excluding interest) over future sched-
uled expenditures. Information for the current year and separate estimates for each of
the preceding four years should be provided. Illustration 11–9 presents an example of
the SOSI from OMB Circular A–136, Section 3-SOSI. The Statement of Social Insur-
ance for the 2007 Financial Report of the U.S. Government received an unqualified
audit opinion for the first time and is available at www.fms.treas.gov/fr/index.html. The
FASAB has an agenda item (at the time of publication) addressing the point in time
that a liability for social insurance and related expense are recognized. Two differing
views are being discussed.

Required Supplemental Information

Many FASAB statements address required disclosures to be included in the notes to
the financial statements. Disclosures for stewardship PP&E, deferred maintenance on
PP&E, and stewardship investments are examples. Stewardship investments are
beneficial investments of the government in items such as nonfederal physical prop-
erty (property financed by the federal government but owned by state or local gov-
ernments), human capital, and research and development. There are other required
disclosures about environmental cleanup costs, detail of budgetary resources and obli-
gations, and incidental amounts of custodial collections and distributions that may not
warrant separate reporting in a statement of custodial activity.

Other Accompanying Information
The last section in the PAR provides information on a set of topics not covered in the
previous three sections. A summary table of the financial statement audit indicates the
type of audit opinion the agency received and includes a list of any material weak-
nesses and whether or not they were resolved. Another table summarizes management’s
assurances on internal controls over operations and financial reporting as required
under the Federal Managers Fiscal and Integrity Act of 1982 and discussed in OMB
Circular A–123, “Management’s Responsibilities for Internal Control.” The Inspector
General’s statements indicating the agency’s most serious management and perfor-
mance challenges are also found in this section.

DUAL-TRACK ACCOUNTING SYSTEM

Financial reports of federal agencies must be based on historical costs to indicate
whether an entity has complied with laws and regulations (e.g., 31 U.S.C. §1341).
Congressional policy as expressed in 31 U.S.C. §3512 and the Federal Financial
Management Improvement Act of 1996 calls for using cost information in budgeting
and in managing operations. This law also provides for using cost-based budgets,
at such time as may be determined by the President, in developing requests for
appropriations. All departments and agencies, therefore, should have budget and
accounting systems that have the capability to produce cost-based budgets. In this
context, cost is the value of goods and services used or consumed by a government
agency within a given period, regardless of when they were ordered, received, or
paid. In any given year, the obligations incurred may be less than, equal to, or
greater than the costs recognized for that period due to changes in inventories,
obligations, and so on. At the completion of a program, however, obligations and
costs are identical.
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The accounting system of a federal agency must provide information needed for
financial management as well as information needed to demonstrate that agency man-
agers have complied with budgetary and other legal requirements. Accordingly, fed-
eral agency accounting is based on a dual-track system, one track being a self-balancing
set of proprietary accounts intended to provide information for agency management
and the other track being the self-balancing set of budgetary accounts needed (1) to
ensure that available budgetary resources and authority are not overexpended or over-
obligated and (2) to facilitate standardized budgetary reporting requirements. Illustra-
tion 11–10 summarizes key differences between budgetary and proprietary track
accounting in terms of the timing of the recognition of events and transactions. The
use of the dual-track system is illustrated in the next section.

The basic budgetary authority for a federal agency can come from many different
sources. Only one of those sources is illustrated here—basic operating appropriations.14

The flow of budgetary authority generally follows a sequence of events described as
follows:

1. The Congressional appropriation is enacted into law and provides budget author-
ity to fund an agency’s operations for the year.
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14 The illustrative journal entries shown in this section are modeled on the account titles prescribed by
the U.S. Government Standard General Ledger except that we have added fiscal year designations
after certain accounts for instructional purposes. The financial statements that follow are based on
those specified by OMB Circular A–136.

ILLUSTRATION 11–10 Summary of Key Differences between Budgetary and Proprietary
Accounting in Recognition of Events That Constitute Transactions

Budgetary Accounting Proprietary Accounting

Entries are made for commitment of funds in Entries are not made for commitments.
advance of preparing orders to procure goods
and services.

Entries are made for obligation of funds at the Entries are not made for obligations.
time goods and services are ordered.

Entries are made to expend appropriations Goods and services that will last more than a
when goods and services chargeable to the year and otherwise meet the criteria to qualify
appropriation are received, regardless of when as assets are capitalized and expensed when
they are used and regardless of when they are consumed, regardless of what appropriation
paid. funded them and when they are paid.

Entries are only made against an appropriation Goods and services consumed in the current
for transactions funded by the appropriation. period for which payment is to be made from

one or more subsequent appropriations is
recognized as an expense in the current period.

Entries are not made against an appropriation Goods and services consumed in the current
for transactions not funded by period but paid for in prior periods are
the appropriation. expensed in the current period.

Source: U.S. General Accounting Office, GAO Accounting Guide: Basic Topics Relating to Appropriations and Reimbursables
(Washington, DC: GAO, 1990), p. 3–2.
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2. An apportionment, usually quarterly, is approved by the Office of Management
and Budget and may be used by the agency to procure goods and services for the
quarter.

3. The head of the agency or his or her designee authorizes an allotment of the appor-
tionment for procurement of goods and services.

4. Authorized agency employees reserve allotted budget authority in the estimated
amount of an order as a commitment prior to the actual ordering of goods and
services.

5. Obligation of the allotment occurs when a formal order for acquisition of goods
and services is placed, charging the allotment with the latest estimate of the cost of
goods or services ordered.

6. An expended appropriation occurs when goods or services have been received.

It should be noted that the term expended appropriation means that the budget author-
ity has been used and is no longer available to provide for goods and services. It does
not necessarily mean that cash has been disbursed; it may be that only a liability has
been incurred. A commitment (item 4) does not legally encumber an appropriation, but
its use is recommended for effective planning and fund control. Some agencies, how-
ever, use commitments only for certain spending categories.

As shown in Illustration 11–11, the full amount of an agency’s appropriation for the
year is reported as a budgetary resource that, at a given point during the period, is dis-
tributed among the budgetary accounts (shown under “Status of Resources” in Illus-
tration 11–11). As discussed earlier and in the following illustrative transactions,
budgetary authority normally flows down the accounts, culminating ultimately in
expended authority.

Illustrative Transactions and Entries
Consider the agency whose September 30, 2010, post-closing trial balance is shown
in Illustration 11–12. If this agency receives from Congress a one-year appropriation
for fiscal year 2011 (FY 2011) in the amount of $2,500,000, the Treasury’s Bureau of
Government Financial Operations would prepare a formal notice to the agency after
the appropriation act has been signed by the President. The following entries would be
made in the agency accounts:
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ILLUSTRATION 11–11 Relationship among Budgetary Accounts

Budgetary resources*

* Normal debit balance. ** Normal credit balance.

Status of resources**

Other appropriations

realized

�
Unapportioned authority

Apportionments

Allotments

Commitments

Undelivered orders

Expended authority
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The Other Appropriations Realized account is used in the U.S. Standard General
Ledger to distinguish basic operating appropriations from appropriation authority that
earmarks appropriations for specific purposes.

When the Office of Management and Budget approves the quarterly apportionment,
the agency would be notified. Assuming that the OMB approved apportionments of
$2,500,000 during FY 2011, the agency would record the apportionments as follows:15

If, during FY 2011, the agency head allotted to subunits within the agency the entire
apportionment, the event would be recorded in the agency accounts in the following
manner:
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Debits Credits

1a. Budgetary:

Other Appropriations Realized—2011 . . . . . . . . . . . . . . . . . . . . 2,500,000

Unapportioned Authority—2011 . . . . . . . . . . . . . . . . . . . . . . 2,500,000

1b. Proprietary:

Fund Balance with Treasury—2011  . . . . . . . . . . . . . . . . . . . . . . 2,500,000

Unexpended Appropriations—2011  . . . . . . . . . . . . . . . . . . . 2,500,000

ILLUSTRATION 11–12

FEDERAL AGENCY
Post-closing Trial Balance
As of September 30, 2010

Debits Credits

Proprietary Accounts:

Fund Balance with Treasury—2010 $ 675,000

Operating Materials and Supplies 610,000

Equipment 3,000,000

Accumulated Depreciation on Equipment $ 600,000

Accounts Payable 275,000

Unexpended Appropriations—2010 400,000

Cumulative Results of Operations 3,010,000

$4,285,000 $4,285,000

Budgetary Accounts:

Other Appropriations Realized—2010 $ 400,000

Undelivered Orders—2010 $ 400,000

$ 400,000 $ 400,000

15 OMB ordinarily does not have authority to withhold apportionments. If OMB does withhold a
portion of an apportionment, special accounts would be used.

2. Budgetary:

Unapportioned Authority—2011  . . . . . . . . . . . . . . . . . . . . . . . . . 2,500,000

Apportionments—2011  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,500,000
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All three entries—for the annual appropriation, for the apportionment by the OMB,
and for the agency allotments—would be made as of October 1, the first day of fis-
cal year 2011. Although journal entries are made the first day of the fiscal year, in
some years the appropriation bill might not have actually been enacted by that date.
The substance of the three entries is that agency managers had obligational spending
authority for the year totaling $2,500,000 to finance agency operations. As discussed
in Chapters 3 and 4 for state and local government accounting, federal agencies are
legally constrained to manage the activities of the agency so obligational authority is
not exceeded. It should also be noted that if the OMB should withhold any portion of
the annual appropriations, that amount would not be available to the agency. Further-
more, for single-year appropriations, any apportionments and allotments not expended
or obligated ordinarily must be returned to the U.S. Treasury at the end of the fiscal
year.

Commitments were recorded during FY 2011 in the amount of $1,150,000. Oper-
ations of the example agency for FY 2011 are summarized in the following journal
entries:

Purchase orders and contracts for goods and services were issued in the amount of
$1,144,000 during the year.

Checks to vendors as of October 1 were requested from the Treasury. The Accounts
Payable were for materials received in fiscal year 2010 in the amount of $90,000 and
equipment received in the amount of $185,000. This event does not reduce the agency’s
Fund Balance with Treasury until the checks are actually issued by the Treasury.
Instead, most agencies would credit the account Disbursements in Transit until noti-
fied by the Treasury that the requested checks have been issued. Disbursements in
Transit is a current liability account since liabilities to vendors and creditors cannot be
considered settled until the checks have actually been issued. If this agency had been
one of the few with authority to issue checks directly, then Fund Balance with Trea-
sury would have been credited immediately. Since this agency is not assumed to have
check-writing authority, the following entry would be made:
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4. Budgetary:

Allotments—2011  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,150,000

Commitments—2011 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,150,000

5. Budgetary:

Commitments—2011  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,144,000

Undelivered Orders—2011  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,144,000

Debits Credits

3. Budgetary:

Apportionments—2011  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,500,000

Allotments—2011  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,500,000
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The agency received notification from the Treasury that the checks requested in
Transaction 6 had been issued. This notification would be recorded as follows:

Goods and equipment ordered in FY 2010 (prior fiscal year) are reported in Illus-
tration 11–12 in the net position account, Unexpended Appropriations—2010, a pro-
prietary account, as amounting to $400,000. A budgetary account Undelivered
Orders—2010 also exists in the same amount, as does its offsetting account Other
Appropriations Realized—2010. (All other budgetary accounts for 2010 were closed
at the end of that fiscal year because all unobligated appropriation authority expired
at year-end.) Assuming that all the goods and equipment ordered in 2010 were received
during the first quarter of FY 2011, one entry is necessary in the budgetary accounts
to show that fiscal 2010 obligations are now liquidated and that the prior-year appro-
priation is expended in the same amount. Entries in proprietary accounts are required
to record the debit to Unexpended Appropriations—2010 and the offsetting credit to
the Appropriations Used account, as well as debits to asset accounts and a credit to
Accounts Payable. These entries follow:

Operating materials and supplies were received from suppliers during FY 2011 at
an actual cost of $1,010,000, for which Undelivered Orders—2011 had been recorded
in the estimated amount of $1,005,000. Budgetary track and proprietary track entries
for these transactions are shown in Entries 9a and 9b. Because the actual cost of mate-
rials and supplies exceeded the estimated amount recorded previously as Undelivered
Orders—2011, the $5,000 excess must be debited to Allotments—2011 to record the
additional expenditure of obligational authority.
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Debits Credits

6. Proprietary:

Accounts Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 275,000

Disbursements in Transit—2010  . . . . . . . . . . . . . . . . . . . . . . . . 275,000

7. Proprietary:

Disbursements in Transit—2010 . . . . . . . . . . . . . . . . . . . . . . . . . . 275,000

Fund Balance with Treasury—2010 . . . . . . . . . . . . . . . . . . . . . . 275,000

8a. Budgetary:

Undelivered Orders—2010  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000

Expended Authority—2010 . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000

8b. Proprietary:

Operating Materials and Supplies  . . . . . . . . . . . . . . . . . . . . . . . 150,000

Equipment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000

Accounts Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000

Unexpended Appropriations—2010  . . . . . . . . . . . . . . . . . . . . . 400,000

Appropriations Used  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000
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Payrolls for FY 2011 amounted to $1,188,000. Utilities in the amount of
$120,000 were also approved for payment during the year. (The agency does not
record commitments for payrolls and other recurring operating expenses.) Checks
totaling $1,308,000 were requested from the Treasury for these expenses. The debit
in the first proprietary track entry is to the control account Operating/Program
Expenses. Obviously, each agency would have a subsidiary expense ledger or more
detailed expense accounts in its general ledger tailored to its specific needs. The
required entries are:

Materials and supplies used in the operating activities during FY 2011 amounted to
$1,620,000. The entries would be:

Accounts Payable in the amount of $1,410,000 (see Entries 8b and 9b) were
approved for payment and checks were requested from the Treasury. Of this
amount, $400,000 will be charged against the FY 2010 Fund Balance with Trea-
sury and $1,010,000 against the FY 2011 Fund Balance with Treasury. The
required entry is:

Chapter 11 Accounting and Reporting for the Federal Government 475

Debits Credits

9a. Budgetary:

Undelivered Orders—2011  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,005,000

Allotments—2011  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000

Expended Authority—2011 . . . . . . . . . . . . . . . . . . . . . . . . . . 1,010,000

9b. Proprietary:

Operating Materials and Supplies  . . . . . . . . . . . . . . . . . . . . . . . 1,010,000

Accounts Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,010,000

Unexpended Appropriations—2011  . . . . . . . . . . . . . . . . . . . . . 1,010,000

Appropriations Used  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,010,000

10a. Budgetary:

Allotments—2011 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,308,000

Expended Authority—2011  . . . . . . . . . . . . . . . . . . . . . . . . . 1,308,000

10b. Proprietary:

Operating/Program Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . 1,308,000

Disbursements in Transit—2011  . . . . . . . . . . . . . . . . . . . . . 1,308,000

Unexpended Appropriations—2011  . . . . . . . . . . . . . . . . . . . . 1,308,000

Appropriations Used  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,308,000

11. Proprietary:

Operating/Program Expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . 1,620,000

Operating Materials and Supplies  . . . . . . . . . . . . . . . . . . . . . 1,620,000
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The Treasury notified the agency that checks in the amount of $2,718,000 (includ-
ing $400,000 for Accounts Payable arising from fiscal year 2010—see Entry 12) had
been issued during FY 2011. Of the $2,318,000 charged against the FY 2011 Fund
Balance with Treasury, $1,010,000 was for operating materials and supplies (see Entry
9b), $1,188,000 was for payrolls, and $120,000 was for utilities expense.

Adjusting Entries
To prepare accrual-based financial statements, the following items were taken into
account: (1) payroll accrued for the last week of the fiscal year amounts to $27,000
and (2) invoices or receiving reports for goods received but for which payment has not
yet been approved total $105,000, of which $36,000 has been used in operations and
$69,000 remains in ending inventory. Because the obligations for the items in (1) and
(2) have become certain in amount and relevant expense accounts or inventory accounts
can be charged, the amounts should be shown in the financial statements as current
liabilities. This is reflected in the following journal entries. It is assumed that the goods
received had been previously obligated in the amount of $105,000, but no commitment
or obligation had been recorded for the accrued payroll. The required entries are:

Depreciation of equipment was computed as $300,000 for FY 2011. Inasmuch as
depreciation is not an expense chargeable against the appropriation, the accrual of
depreciation expense does not affect any of the appropriation, allotment, or obligation
accounts. However, it is recorded as in business accounting to measure the cost of
activities on an accrual basis. The credit to Accumulated Depreciation reduces the book
value of the equipment.
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13. Proprietary:

Disbursements in Transit—2010  . . . . . . . . . . . . . . . . . . . . . . . . 400,000

Disbursements in Transit—2011  . . . . . . . . . . . . . . . . . . . . . . . . 2,318,000

Fund Balance with Treasury—2010  . . . . . . . . . . . . . . . . . . . . 400,000

Fund Balance with Treasury—2011  . . . . . . . . . . . . . . . . . . . . 2,318,000

Debits Credits
12. Proprietary:

Accounts Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,410,000

Disbursements in Transit—2010  . . . . . . . . . . . . . . . . . . . . . . 400,000

Disbursements in Transit—2011  . . . . . . . . . . . . . . . . . . . . . . 1,010,000

14a. Budgetary:

Allotments—2011 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 27,000

Undelivered Orders—2011  . . . . . . . . . . . . . . . . . . . . . . . . . . . 105,000

Expended Authority—2011  . . . . . . . . . . . . . . . . . . . . . . . . . 132,000

14b. Proprietary:

Operating/Program Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . 63,000

Operating Materials and Supplies  . . . . . . . . . . . . . . . . . . . . . . 69,000

Accounts Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 105,000

Accrued Funded Payroll and Benefits  . . . . . . . . . . . . . . . . . . 27,000

Unexpended Appropriations—2011  . . . . . . . . . . . . . . . . . . . . 132,000

Appropriations Used  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 132,000
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Although not illustrated here, federal agencies also accrue some expenses such as
accrued annual leave that will be funded by future-period appropriations. These
unfunded accrued expenses require entries in the proprietary track but require no
entries in the budgetary track. The effect of these unfunded expenses is to reduce
the balance of Cumulative Results of Operations since the expenses are not offset
by a financing source.

Illustrative Financial Statements
After entries just illustrated have been made, the federal agency balance sheet at the
end of FY 2011 and the other required statements can be prepared. As discussed ear-
lier in this chapter, OMB Circular A–136 prescribes the form and content of financial
statements required to be prepared by most executive agencies and departments. The
content of each agency’s annual financial statement and examples of the basic finan-
cial statements were provided as Illustrations 11–4 through 11–9 earlier in this chapter.

In this section, basic financial statements are shown (see Illustrations 11–14 through
11–16) for the simple federal agency whose transactions were just discussed. These
statements include a balance sheet, a statement of changes in net position, and a state-
ment of budgetary resources. Since the example federal agency used in this chapter
had no material custodial activities, no statement of custodial activities is needed. The
agency also does not administer a social insurance program, so there is no need for a
statement of social insurance. The statement of net cost is omitted, and no supplemental
financial and management information is provided. In the case of an actual federal
entity, such as the Department of Defense, for example, there would be numerous
funds, programs, and organizational units and thus the need for consolidating and con-
solidated financial statements, as well as required supplemental information.

Prior to preparing the illustrative financial statements, as of and for the fiscal year
ended September 30, 2011, lapsed budgetary authority should be closed and a pre-
closing general ledger trial balance should be prepared such as that presented in Illus-
tration 11–13. Note that it is standard practice to prepare the U.S. Standard General
Ledger pre-closing trial balance after the expended and withdrawn budgetary author-
ity accounts have been closed but before the other temporary proprietary accounts are
closed. Closing of expended and withdrawn budgetary authority is discussed here.

Total credits to the Expended Authority—2011 account (Entries 9a, 10a, and 14a)
amounted to $2,450,000. Thus, the total unexpended budgetary authority at the end
of FY 2011 is $50,000 ($2,500,000�$2,450,000). Of the $50,000 unexpended
amount, $34,000 is reserved in the Undelivered Orders—2011 for goods or services
still on order at year-end. However, the $6,000 balance in Commitments—2011 and
$10,000 in Allotments—2011 have not been reserved and must be returned to Trea-
sury. The following journal entries are needed to record the lapse of obligational
authority for the $16,000 not obligated or reserved by fiscal year-end. As the first
entry in Entry 16a shows, unused commitments and allotments (as well as appor-
tionments if there had been a year-end balance) are closed to Other Appropriations
Realized—2011, as is the amount of appropriations that was expended. In addition,
the $400,000 balance in Expended Authority—2010 is closed to Other Appropria-
tions Realized—2010, which also has a $400,000 balance prior to closing. To establish
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Debits Credits
15. Proprietary:

Depreciation and Amortization  . . . . . . . . . . . . . . . . . . . . . . . . . 300,000

Accumulated Depreciation on Equipment  . . . . . . . . . . . . . . . 300,000
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a record of withdrawn appropriations, the second budgetary entry that follows should
also be made. In addition, temporary proprietary accounts would be closed as shown
in Entry 16b.

478 Part Two Accountability for Public Funds

Debits Credits
16a. Budgetary:

Commitments—2011  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000

Allotments—2011 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000

Expended Authority—2010 . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000

Expended Authority—2011 . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,450,000

Other Appropriations Realized—2010  . . . . . . . . . . . . . . . . . 400,000

Other Appropriations Realized—2011  . . . . . . . . . . . . . . . . . 2,466,000

Appropriations Realized but Withdrawn—2011  . . . . . . . . . . . 16,000

Restorations, Write-offs, and Withdrawals—2011  . . . . . . . . 16,000

16b. Proprietary:

Unexpended Appropriations—2011  . . . . . . . . . . . . . . . . . . . . 16,000

Fund Balance with Treasury—2011  . . . . . . . . . . . . . . . . . . . 16,000

ILLUSTRATION 11–13

FEDERAL AGENCY
Pre-closing Trial Balance

As of September 30, 2011

Debits Credits

Proprietary accounts:

Fund Balance with Treasury—2011 $   166,000

Operating Materials and Supplies 219,000

Equipment 3,250,000

Accumulated Depreciation on Equipment $   900,000

Disbursements in Transit—2011 0

Accounts Payable 105,000

Accrued Funded Payroll and Benefits 27,000

Unexpended Appropriations—2011 34,000

Cumulative Results of Operations 3,010,000

Appropriations Used—2010 400,000

Appropriations Used—2011 2,450,000

Operating/Program Expenses 2,991,000

Depreciation and Amortization 300,000

$6,926,000 $6,926,000

Budgetary accounts:

Appropriations Realized but Withdrawn—2011 $     16,000

Other Appropriations Realized—2011 34,000

Unapportioned Authority—2011 $              0

Apportionments—2011 0

Allotments—2011 0

Commitments—2011 0

Undelivered Orders—2011 34,000

Restorations, Write-offs, and Withdrawals—2011 16,000

$     50,000 $     50,000
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Accounting procedures also exist to reverse the second entry under Entry 16a to
the extent that the actual cost of goods or services received early in FY 2012 exceeds
the $34,000 estimated in Undelivered Orders. Essentially, a portion of the budgetary
authority that was withdrawn in Entry 16a would be restored in this case.

Temporary proprietary accounts should be closed to update the net position
accounts so the end-of-period balance sheet can be prepared. The necessary closing
entry would be:

The balance sheet for the example federal agency whose pre-closing trial balance
is shown in Illustration 11–13 is presented in Illustration 11–14. More complex agen-
cies usually prepare a consolidated balance sheet like the one shown in Illustration
11–4. The example federal agency is assumed to have only entity assets (those that
can be used for the agency’s operations) and, except for Fund Balance with Treasury,
the remaining assets are governmental. All liabilities (Accounts Payable and Accrued
Funded Payroll and Benefits) are assumed to be governmental. Furthermore, all lia-
bilities are covered by budgetary resources. As discussed earlier in this chapter, the
net position consists of only two items, Unexpended Appropriations ($34,000 reserved
for goods and services on order at year-end) and Cumulative Results of Operations.
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17. Proprietary:

Appropriations Used  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,850,000

Cumulative Results of Operations  . . . . . . . . . . . . . . . . . . . . . . . 441,000

Operating/Program Expenses . . . . . . . . . . . . . . . . . . . . . . . . . 2,991,000

Depreciation and Amortization  . . . . . . . . . . . . . . . . . . . . . . . 300,000

ILLUSTRATION 11–14

FEDERAL AGENCY
Balance Sheet

As of September 30, 2011

Assets

Intragovernmental:

Fund balance with Treasury $   166,000

Governmental:

Operating materials and supplies 219,000

Equipment (net of accumulated depreciation of $900,000) 2,350,000

Total assets $2,735,000

Liabilities

Governmental liabilities:

Accounts payable $   105,000

Accrued funded payroll and benefits 27,000

Total liabilities 132,000

Net Position

Unexpended appropriations 34,000

Cumulative results of operations 2,569,000

Total net position 2,603,000

Total liabilities and net position $2,735,000
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A statement of net cost for the U.S. Department of the Interior was presented in
Illustration 11–5. Because the federal agency used in our example is assumed to have
a simple organizational structure and no earned revenues, its statement of net cost would
be very simple; net cost would be the same as gross cost. Moreover, since the agency’s
net suborganization or program costs are reported on the first line of the statement of
changes in net position presented in Illustration 11–15, a statement of net cost would
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ILLUSTRATION 11–15

FEDERAL AGENCY
Statement of Changes in Net Position

For the Year Ended September 30, 2011

Cumulative Results Unexpended
of Operations Appropriations

Beginning balances $3,010,000 $     400,000

Prior period adjustments 0 0

Beginning balances, as adjusted 3,010,000 400,000

Budgetary financing sources:

Appropriations received 2,484,000

Appropriations used 2,850,000 (2,850,000)

Other financing sources

Total financing sources 5,860,000 34,000

Net cost of operations (��) Note A 3,291,000

Ending balances $2,569,000 $       34,000

Note A: These amounts are taken from the bottom line of the statement of net costs, which is not included here for sake of brevity.

ILLUSTRATION 11–16

FEDERAL AGENCY
Statement of Budgetary Resources

For the Year Ended September 30, 2011 (Note A)

Budgetary resources:

Budgetary authority (Note B) $2,484,000

Status of budgetary resources:

Obligations incurred (Note C) $2,484,000

Total status of budgetary resources $2,484,000

Change in obligated balance:

Unpaid obligations, beginning of year $ 400,000

Obligations incurred 2,484,000

Outlays (disbursements) (Note D) (2,850,000)

Unpaid obligations, end of year $ 34,000

(Net outlays section of statement omitted since there are no adjustments to outlays)

Note A: Comparative totals should also be presented for the prior year. Those totals are omitted in this example.
Note B: Total available budgetary authority for the current year was the $2,500,000 appropriation less $16,000 that expired.
Note C: Obligations incurred equals the expended authority of $2,450,000 plus $34,000 obligated for undelivered orders.
Note D: Outlays for the year include all authority expended during the year, $400,000 from 2010 and $2,450,000 from 2011.
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convey little additional information. Therefore, we do not include one here. While the
statement of changes in net position is quite simple, it is informative nonetheless.

The final statement presented for the simple federal agency in our example is a state-
ment of budgetary resources (see Illustration 11–16). The astute reader will note that
the equation applicable to the top portion of this statement is budgetary resources �
status of budgetary resources. Budgetary resources in this case are $2,884,000, con-
sisting of current-year appropriations of $2,500,000 less expired appropriations of
$16,000 plus $400,000 carried forward from prior-year appropriations to cover unde-
livered orders at the end of the prior year. Since there are no unobligated appropriations
that can be carried forward at year-end, the status of budgetary resources in this case
is simply the amount of budgetary resources expended ($2,450,000) plus $34,000 obli-
gated for goods on order at the end of FY 2011 that had not yet been expended. Out-
lays are reported in the bottom section of the statement of budgetary resources and are
the same as the total amount expended during the year, or $2,850,000 ($2,450,000
chargeable to the current-year appropriation and $400,000 chargeable to the prior-year
appropriation). Subtracting the excess of outlays ($2,850,000) over obligations incurred
($2,484,000) from the beginning obligated balance of $400,000 equals the ending obli-
gated balance of $34,000.

SUMMARY OF ACCOUNTING AND REPORTING FOR FEDERAL
GOVERNMENT AGENCIES

Illustration 11–17 provides a summary comparison of budgetary and proprietary
accounting procedures for state and local governments as compared with federal agen-
cies. Although some similarities exist, there are items specific to each level of gov-
ernment. As shown in Illustration 11–17, state and local governments do not account
for apportionments and most do not account for allotments. Federal agency account-
ing takes into consideration certain accruals (supplies used and depreciation) generally
ignored in state and local government accounting, although as mentioned in several
earlier chapters, the Governmental Accounting Standards Board (GASB) reporting
model requires the use of accrual accounting by state and local governments at the
government-wide level.

The head of each agency in the executive branch of the federal government has the
statutory responsibility for the establishment and maintenance of systems of account-
ing and internal control in conformity with principles, standards, and requirements
established by the Comptroller General, the Secretary of the Treasury, and the Direc-
tor of the OMB. Federal agency accounting is directed at providing information for
intelligent financial management of agency activities and programs to the end that they
may be operated with efficiency and economy, as well as providing evidence of adher-
ence to legal requirements. As emphasized by the headings of Illustration 11–17 and
by the discussions in earlier chapters, accounting for governmental funds presently
focuses on legal compliance. The focus of federal agency accounting, in contrast, is
broadened to include information needed for the management of agency resources (the
proprietary track) as well as for compliance with fund control requirements (the bud-
getary track). However, as discussed in Chapters 1–9 of this text, the authors have
introduced dual-track accounting for state and local government accounting to meet
the accrual accounting needs at the government-wide level while continuing to focus
on legal compliance within the governmental funds. International public sector
accounting standards (discussed in Chapter 9) consider funds an element of internal
control and not a focal point of external reporting.
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482 Part Two Accountability for Public Funds

1Funds that use modified accrual basis of accounting.
2As discussed in Chapter 3, some local governments utilize allotment accounting. In such cases, the credit in Entry 1 would be to Unallotted Appropriations, and in Entry 4
it would be necessary to record the debit to that account and the credit to Allotments.
3As illustrated by Entry 4 earlier in this chapter, and by Entry 5, some agencies opt to use the interim account Commitments to improve planning for procurement of goods
and services. If commitments are not recorded in advance of placing orders, the debit for the budgetary track would be to Allotments.
4As indicated in this chapter, the account credited here might be Disbursements in Transit rather than Fund Balance with Treasury.

State and Local Federal Agency

Government Funds
Item Compliance Track Only1 Budgetary Track Proprietary Track

1. Passage of appropriations Estimated Revenues Other Appropriations Realized Fund Balance with Treasury 
(and for state and local Appropriations Unapportioned Authority Unexpended Appropriations
governments, revenue) Budgetary Fund Balance
bills

2. Revenues accrued (at Taxes Receivable No equivalent for taxes;  Taxes Receivable 
expected collectible Estimated Uncollectible user charges, if any, Allowance for Uncollectible Taxes 
amount) Taxes Revenues recognized as billed Earned Income from the Public

3. Apportionment by OMB No equivalent Unapportioned Authority No entry
Apportionments

4. Allotment by agency No equivalent2 Apportionments No entry
head Allotments

5. Budget authority  No equivalent Allotments No entry
reserved prior to ordering Commitments
goods or services

6. Goods or services Encumbrances Commitments No entry
ordered Reserve for Undelivered Orders3

Encumbrances

7. Goods or services Reserve for Encumbrances Undelivered Orders Expense or asset account 
received Encumbrances Expended Authority Accounts Payable  

Expenditures Unexpended Appropriations
Accounts Payable Appropriations Used

8. Liability paid (expenditure Accounts Payable No entry Accounts Payable  
recorded in 7) Cash Fund Balance with Treasury4

9. Supplies used No entry No entry Operating/Program Expenses 
Inventory for Agency Operations

10. Physical inventory Inventory No entry Entry for (7) assumes perpetual 
(consumption method Expenditures inventory; would need entry 
assumed for state and GF Fund Balance for (10) if physical inventory 
local governments) Reserve for Inventory and book inventory differed

11. Depreciation computed No entry (computation No entry (Not an expenditure Depreciation and Amortization 
used for cost of appropriations; will never Accumulated Depreciation  
reimbursements and require a check to be drawn (on general property, plant, 
management on U.S. Treasury) and equipment but not 
information) certain military assets and 

stewardship assets)

12. Closing entries Appropriations Expended Authority Cumulative Results of Operations 
Estimated Revenues Other Appropriations Realized; Operating/Program Expenses 
Budgetary Fund Balance (Also must close any budgetary Appropriations Used

Revenues accounts associated with Cumulative Results of Operations
Encumbrances expired budget authority)
Expenditures
Budgetary Fund Balance

ILLUSTRATION 11–17 Comparison of Accounting for State and Local Governmental Funds and 
Federal Agencies (journal entries)
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Questions 11–1. Identify the principals of the Joint Financial Management and Improvement
Program (JFMIP) and identify in which branch of the federal government each
operates. What role does each one play in the federal accounting standards-
setting process?

11–2. Describe the institutional process for establishing generally accepted account-
ing principles for the federal government.

11–3. Discuss the conceptual framework of accounting for federal agencies and com-
pare it to the conceptual framework established by the GASB for state and local
governments.

11–4. Explain the differences among these accounts: (1) Estimated Revenues used by
state and local governments, (2) Other Appropriations Realized used by fed-
eral agencies in their budgetary track, and (3) Fund Balance with Treasury used
by federal agencies in their proprietary track.

11–5. “Net position for a federal agency is similar to net assets of a state or local
government.” Do you agree or disagree? Explain.

11–6. “The FASAB sets standards for federal agencies that relate to external finan-
cial reporting, much like the GASB sets standards for state and local govern-
ments for external financial reporting.” Do you agree or disagree with this
statement? Explain.

11–7. Describe financial reporting of the consolidated activities of the U.S. govern-
ment. Has the federal government received an unqualified audit opinion on its
consolidated financial statements? If not, provide some reasons why it has not.

11–8. Describe the dual-track system used in federal agency accounting. Compare
this to the system by the same name used in the discussion of state and local
government reporting under GASB standards in Chapters 1–9.
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11–9. Identify the budgetary accounts used in federal agency accounting and explain
the sequential flow of budgetary authority through the accounts in your own
words.

11–10. Name the financial statements that should be prepared for each federal agency
in conformity with OMB Circular A–136.

FOR IMMEDIATE RELEASE
November 20, 2007
Contact: OMB Communications, 202-395-7254

Federal Agencies Continue to Improve Financial Reporting Results 
and Eliminate Payment Errors

Washington, DC—For the third year in row, all major Federal agencies successfully met the 45-day
financial audit deadline as required by the rigorous reporting guidelines set by the Office of Man-
agement and Budget (OMB). Since 2001, agencies are required to complete the financial report 
45 days after the end of the Fiscal Year, compared to the previous five month (150 days) window for
completion. The accelerated deadline results in more immediate availability of financial information
to agency decision makers and requires agencies to employ rigorous disciplines throughout the year
to ensure readiness for year-end reporting.

In addition to timely reporting, the results from Fiscal Year 2007 show that the Federal government is
improving the validity of its financial information.

• Of the 24 major Federal agencies, 19 received clean opinions, one more than the 18 clean opinions
reported last year at this time.

• The total number of material weaknesses government-wide declined from 41 to 39. This is the fourth
year in a row that material weaknesses have declined, with a more than 35% decrease in weaknesses
since 2001.

• Five additional agencies received a clean opinion with no material weaknesses, including the Depart-
ments of Justice, the Interior, Energy, the Small Business Administration, and the U.S. Agency for
International Development. This brings the total number of agencies realizing this important accom-
plishment to 13, up from just seven in 2001.

The decrease in weaknesses this year is more notable in light of recent changes to government audit
guidelines that lower materiality thresholds and have the effect of characterizing more audit findings
as “material weaknesses.” In other words, while auditing standards are getting tougher, Federal agen-
cies are more than keeping pace by continuing to decrease the number of material findings.

• • •
Source: www.whitehouse.gov/omb/pubpress/index2007.html.
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11–1 OMB Press Release. The following press release from the Office of Manage-
ment and Budget was issued November 20, 2007.

Cases

Required

Choose a federal agency of the U.S. government and locate its annual financial report
for the most recent fiscal year from its agency Web site or a government site such
as www.fedworld.gov or www.firstgov.gov. Answer the following questions.
a. Did this agency receive an unqualified opinion for the most recent fiscal

year? If not, can you determine why?
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b. Examine the statements of net cost and changes in net position and deter-
mine the amount of operations that was funded by appropriations for this
fiscal year. Did the agency report a positive or negative change in net posi-
tion? Which elements of this financial statement were significantly differ-
ent from those of the prior year and might have contributed most to the
change in net position?

c. Does the agency integrate accountability reports with performance reports
produced under the Government Performance and Results Act?

11–2 Internet Case—FASAB. At the cutoff date for publication of this edition of
the text, 32 Statements of Federal Financial Accounting Standards (SFFASs)
have been issued. In addition, OMB Circular A–136 provides authoritative
guidance for the form and content of federal agency financial statements.

Required

Using the Internet, explore the FASAB (www.fasab.gov) and OMB (www.omb.gov)
Web sites and determine whether:
a. Any additional SFFASs have been issued. If so, list them by name and pro-

vide a short synopsis along with their effective dates.
b. Has the OMB updated Circular A–136? If so, how do the financial state-

ments required by the later circular compare to those required by Circular
A–136, as described and illustrated in this chapter? (Note: Previously issued
OMB bulletins on form and content of agency financial statements were
Bulletins Nos. 01-09, 97-01, and 94-01. Thus, the OMB may not intend to
make frequent changes in its reporting guidance.)

11–3 U.S. Government-wide Annual Report. Obtain the most recent audited
annual financial report of the U.S. government. It is available from the Gov-
ernment Accountability Office (GAO).

Required

a. Did the U.S. Government have a surplus or deficit for this year?
b. Was there an increase or decrease in the net position of the U.S. govern-

ment? How does that compare to last year?
c. Did the GAO give the federal government an unqualified, qualified, adverse,

or disclaimer of opinion?
d. What weaknesses or deficiencies did the Comptroller General of the GAO

note in his report?
e. What federal agencies received an unqualified opinion for this fiscal year?

(Hint: Read page 1 of the Management’s Discussion and Analysis.)
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11–1 Multiple Choice. Choose the best answer.

1. Federal statutes assign responsibility for establishing and maintaining a sound
financial structure for the federal government to which of the following:
a. Comptroller General of the United States.
b. Comptroller General, Secretary of the Treasury, and Director of the

Office of Management and Budget.
c. Secretary of the Treasury and the Comptroller General.
d. Federal Financial Accounting Standards Board.

2. The process for establishing generally accepted accounting principles
(GAAP) for federal agencies includes:

Exercises and
Problems
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a. A recommendation of the Federal Accounting Standards Advisory Board
(FASAB) to the three principals (sponsors) to issue a statement.

b. Approval of all six federal and three nonfederal members of the FASAB.
c. Approval by the Governmental Accounting Standards Board.
d. All of the above.

3. The hierarchy of accounting principles and standards for federal govern-
ment entities is described in:
a. The FASB’s pronouncements, both statements and technical bulletins.
b. The FASAB’s concepts statements and statements of federal financial

accounting standards (SFFAS).
c. The AICPA’s Statement of Auditing Standards No. 91, which amends SAS

No. 69.
d. The GASB’s Statement No. 34.

4. Objectives that are identified by Statement of Federal Financial Accounting
Concepts (SFFAC) No. 1 for federal financial reporting include all of the
following except:
a. Budgetary integrity.
b. Operating performance.
c. Stewardship.
d. Transparency.

5. Which of the following is a required basic financial statement for federal
agencies?
a. Statement of net cost.
b. Statement of cash flows.
c. Statement of financing.
d. Statement of budgetary revenues and expenditures.

6. Assuming that an agency’s unused appropriations expire at year-end but
appropriations continue in effect for obligated amounts (purchase orders,
etc.), which of the following budgetary accounts would likely be found in
the agency’s post-closing trial balance at year-end?
a. Commitments and Other Appropriations Realized.
b. Undelivered Orders and Other Appropriations Realized.
c. Expended Authority and Undelivered Orders.
d. Commitments and Undelivered Orders.

7. Which of the following is a correct mathematical relationship among pro-
prietary account balances?
a. Net Position equals Total Assets minus Total Liabilities.
b. Fund Balance with Treasury equals Unexpended Appropriations.
c. Cumulative Results of Operations equals Revenues and Financing

Sources minus Operating/Program Expenses.
d. Disbursements in Transit equals Fund Balance with Treasury minus

Accounts Payable and Other Current Liabilities.

8. Which of the following is required by OMB Circular A–136 in the basic
financial statements for a federal entity?
a. Statement of net assets.
b. Statement of changes in fund balances.
c. Statement of net cost.
d. Statement of activities.
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9. Which of the following is not a true statement about the difference between
accounting and reporting for federal government agencies versus state and
local governments?
a. The federal government uses a dual-track method of accounting for pro-

prietary accounts and budgetary accounts; state and local governments
also use budgetary accounting.

b. State and local governments use accrual accounting in the government-
wide statements as well as proprietary and fiduciary funds; federal agen-
cies use only the cash basis of accounting.

c. The budget is recorded in the general ledger of a state or local govern-
ment and a federal agency.

d. State and local governments do not account for apportionments and
most do not account for allotments.

10. Which of the following statements is true about the United States government-
wide financial report?
a. Since 1997, the financial statements of the U.S. government as a whole

have been audited by an external certified public accounting firm.
b. The majority of the 24 major federal agencies required to be audited

have received unqualified audit opinions by the OMB.
c. The Comptroller General of the United States has rendered a disclaimer

of opinion on the U.S. government’s consolidated financial statements
for as long as that office has audited those statements.

d. None of the above statements are true.
11–2 Fund Balance with U.S. Treasury. One amount is missing in the following

trial balance of proprietary accounts, and another is missing from the trial bal-
ance of budgetary accounts of a certain agency of the federal government. This
trial balance was prepared before budgetary accounts were adjusted, such as
returning unused appropriations. The debits are not distinguished from the
credits.

FEDERAL AGENCY
Pre-closing Trial Balance 

September 30, 2011

Proprietary accounts:

Accounts Payable $ 2,300,000

Accumulated Depreciation—Plant and Equipment 2,600,000

Appropriations Used 4,500,000

Fund Balance with Treasury—2011 ?

Operating Materials and Supplies 2,700,000

Cumulative Results of Operations—10/1/10 7,700,000

Operating/Program Expenses 4,150,000

Depreciation and Amortization 1,150,000

Plant and Equipment 8,900,000

Unexpended Appropriations—2011 2,100,000

Budgetary accounts:

Other Appropriations Realized—2011 ?

Expended Authority—2011 4,500,000

Undelivered Orders—2011 1,500,000

Apportionments—2011 600,000
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Required

a. Compute each missing amount in the pre-closing trial balance.
b. Compute the net additions (or reductions) to assets other than Fund Bal-

ance with Treasury during fiscal year 2011. Clearly label your computations
and show all work in good form.

11–3 Federal Agency Financial Statements. Using the data from Problem 11–2,
prepare the following:
a. In general journal form, entries to close the budgetary accounts as needed

and to close the operating statement proprietary accounts.
b. In good form, a balance sheet for the federal agency as of September 30,

2011. (Note: Assume that all assets are entity assets, Fund Balance with Trea-
sury is an intragovernmental asset, and all other assets are governmental.)

11–4 Statement of Net Cost. The Rural Assistance Agency operates three major pro-
grams as responsibility centers—the Food Bank, Housing Services, and Credit
Counseling. Clients pay a fee for services on a sliding scale based on income.
The following information is drawn from the accounting records of the agency
for the year ended September 30, 2011. Earned revenue from the three programs
was as follows: Food Bank, $2,611,900; Housing Services, $1,237,400; and
Credit Counseling, $87,000. Costs for the same period were: Food Bank,
$9,632,800; Housing Services, $7,438,500; and Credit Counseling, $2,391,000.

Required

Prepare a statement of net cost for the Rural Assistance Agency for the year ended
September 30, 2011.

11–5 Statement of Budgetary Resources. The trial balance of the Federal Science
Administration, as of August 31, 2011, follows:

Debits Credits

Budgetary Accounts

Other Appropriations Realized—2011 $4,894,855

Other Appropriations Realized—2010 1,210,210

Unapportioned Authority—2011 $ 200,000

Apportionments—2011 150,000

Allotments—2011 600,000

Commitments—2011 150,000

Undelivered Orders—2011 664,131

Expended Authority—2011 3,130,724

Expended Authority—2010 1,210,210

Total Budgetary Accounts $6,105,065 $6,105,065

Required

Prepare a statement of budgetary resources for the 11 months ended August 31,
2011, assuming that goods on order at the end of the prior year amounted to
$1,210,210.

11–6 Transaction Analysis and Statements. Congress authorized the Flood Con-
trol Commission to start operations on October 1, 2011.
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Required

a. Record the following transactions in general journal form as they should
appear in the accounts of the Flood Control Commission. Record all
expenses in the Operating/Program Expenses account.
(1) The Flood Control Commission received official notice that the one-

year appropriation passed by Congress and signed by the President
amounted to $7,000,000 for operating expenses.

(2) The Office of Management and Budget notified the Commission of
the following schedule of apportionments: first quarter, $2,000,000;
second quarter, $2,000,000; third quarter, $1,500,000; and fourth quar-
ter, $1,500,000.

(3) The Flood Control Commissioner allotted $1,000,000 for the first
month’s operations.

(4) Obligations were recorded for salaries and fringe benefits, $400,000;
furniture and equipment, $270,000; materials and supplies, $250,000;
and rent and utilities, $50,000. The Commission does not record com-
mitments prior to recording obligations.

(5) Payroll for the first two weeks in the amount of $170,000 was paid.
(6) Invoices approved for payment totaled $395,000; of the total, $180,000

was for furniture and equipment, $175,000 for materials and supplies,
and $40,000 for rent.

(7) A liability was recorded for the payroll for the second two weeks,
$160,000, and for the employer’s share of FICA taxes for the four
weeks, $23,000. (Note: Credit to Accrued Funded Payroll and 
Benefits.)

(8) Accounts payable totaling $189,000 were paid, which included lia-
bilities for materials and supplies, $149,000, and rent, $40,000.
Accrued Funded Payroll and Benefits in the amount of $183,000
were paid.

(9) Accruals recorded at month-end were salaries, $30,000, and utilities,
$10,000. Materials and supplies costing $60,000 were used during the
month. Depreciation of $2,500 was recorded on furniture and equip-
ment for the month. (Note: In practice, this would likely be done in
worksheet form for monthly reporting purposes.)

(10) Necessary closing entries were prepared as of October 31, 2011.
(Note: Again, for monthly statements, this would be a worksheet entry
only.)

b. Prepare the Balance Sheet of the Flood Control Commission as of October
31, 2011, assuming that all of the Commission’s assets are entity assets,
Fund Balance with Treasury is intragovernmental, and all other assets are
governmental.

c. Prepare the Statement of Changes in Net Position of the Flood Control
Commission for the month ended October 31, 2011.

d. Prepare the Statement of Budgetary Resources of the Flood Control Com-
mission for the month ended October 31, 2011.

11–7 DOT Audit Report and Transmittal Letter. The following excerpt is from
the Inspector General’s transmittal letter to the Secretary of the Department of
Transportation (DOT).

Chapter 11 Accounting and Reporting for the Federal Government 489

wiL79603_ch11_445-492  1/3/09  6:20 PM  Page 489 User-S198 Macintosh HD:Users:user-s198:Desktop:Temp Work:JAN-09:3rd Jan 2009:Wilson



490 Part Two Accountability for Public Funds

U.S. Department of Transportation
Office of the Secretary of Transportation Office of Inspector General

Date: November 13, 2007

Subject: ACTION: Report on Consolidated Financial
Statements for Fiscal Years 2007 and 2006, DOT FI-2005-009

From: Calvin L. Scovel III, Inspector General

To: The Secretary

I respectfully submit the Office of Inspector General report on the Department of Transportation (DOT)
Consolidated Financial Statements for Fiscal Years (FY) 2007 and 2006 (see Attachment). This year,
our audit concluded that DOT’s consolidated financial statements are fairly presented, in all material
respects, in conformity with generally accepted accounting principles. The clean (unqualified) opinion
signals to the public that the Department has successfully overcome last year’s qualified opinion on
the Construction in Progress (CIP) balance, which is a subcomponent of the Property, Plant, and Equip-
ment line item on the Department’s balance sheet.

Last year, KPMG LLP, under contract to us and under our supervision, rendered a qualified opinion
on the Federal Aviation Administration’s (FAA) FY 2006 financial statements because deficiencies in
FAA’s accounting for CIP prevented FAA from providing adequate support to verify that reported CIP
balances were reliable. Since FAA’s property, including CIP, represents about 95 percent of the Prop-
erty, Plant, and Equipment line item on the Department’s consolidated balance sheet, the Department’s
consolidated financial statements were similarly qualified. During FY 2007, FAA made a concerted
effort to revise the CIP account balance, resulting in a clean opinion this year.

The Department’s ability to regain a clean opinion on its consolidated financial statements would not
have occurred without your emphasis and personal commitment to improving financial management
practices, along with that of your senior leadership team, including the Acting FAA Administrator and
the departmental Chief Financial Officer. During the year, you made several inquiries about FAA’s CIP
and financial statement audit progress. Your consistent attention to this subject helped departmental
officials stay focused on their correction efforts.

The Department has undergone annual financial statement audits since FY 1992 and received the best
outcome yet in FY 2007—a clean audit opinion and only one material weakness (FAA’s continued
challenge in managing the property account). While the Department should be commended for this
accomplishment, it must remain vigilant in sustaining good financial management operations because
auditors continue to find significant deficiencies associated with financial transaction processing.
These deficiencies, if not properly addressed, could turn into material weaknesses in the future. The
following summarizes key challenges the Department continues to face.

• • •

Source: http://www.dot.gov/perfacc2007/igauditreport.htm.
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Required

a. Explain the role of an inspector general within a federal agency. Is an
opinion from this person considered an independent auditor’s opinion?

b. Describe how long it typically takes for financial statements to be made
available to the public and where these can be found. Did the DOT present
all the financial statements required by OMB Circular A–136 on time?

c. Look at the full text of the Inspector General’s report at the Web site indi-
cated at the bottom of the excerpt. Did the Department of Transportation
have any material weaknesses in internal controls or reportable conditions?
If so, did they result in a qualified or adverse audit opinion for the depart-
ment? Discuss.
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Chapter Twelve

Auditing of
Governmental and
Not-for-Profit
Organizations
Learning Objectives

After studying this chapter, you should be able to:

1. Explain the essential elements of financial audits by independent CPAs, including:

The objective(s) of financial audits.

The source and content of generally accepted auditing standards (GAAS).

Audit report formats and opinions.

The audit process.

2. Explain what is meant by generally accepted government auditing standards
(GAGAS), the source of GAGAS, and why and how GAGAS are broader than
GAAS.

3. Explain the types of audits performed under GAGAS, including financial audits,
attestation engagements, and performance audits.

4. Explain the essentials of a single audit, including:

The purpose and scope of a single audit.

Major program identification.

Audit work required.

Reports that must be submitted and when and to whom.

5. Describe the implications of the Sarbanes-Oxley Act of 2002 on governments
and not-for-profit organizations.

The auditing profession has undergone numerous changes in the past decade that
have affected how audits are conducted and how audit results are reported to the
public. Not only have the changes affected how audits are conducted under the Amer-
ican Institute of Certified Public Accountants’s (AICPA) generally accepted auditing
standards (GAAS), but they have also affected the Government Accountability
Office’s (GAO) generally accepted government audit standards (GAGAS) under
which governments and not-for-profits may be audited.
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FINANCIAL AUDITS BY INDEPENDENT CPAs

Financial statements of governmental entities, colleges and universities, health care
organizations, voluntary health and welfare organizations, and other not-for-profit
organizations are the representations of the officials responsible for the financial
management of the entity. In order for users of the financial statements to have the
assurance that the statements have been prepared in conformity with accounting and
financial reporting standards established by authoritative bodies, and that all mater-
ial facts have been disclosed, the statements should be accompanied by the report of
an independent auditor. Audits for this purpose are called financial audits. Audits or
engagements conducted for other purposes are discussed later in this section.

The auditor’s objective in performing a financial audit is to render a report
expressing his or her opinion that the financial statements are presented fairly. “Pre-
sent fairly” means in conformity with generally accepted accounting principles.
Auditors provide opinions on financial statements that are based on reasonable
assurance that the financial statements are free from material misstatements, which
is not the same as ensuring or guaranteeing that the statements are free of errors and
all fraud was detected.

Three levels of audit to which governments and not-for-profit entities may be sub-
ject are discussed in this chapter. The AICPA’s generally accepted auditing standards
(GAAS) for financial audits are discussed first. Since most readers will be familiar
with GAAS, attention will be focused on the unique aspects of auditing government
and not-for-profit entities under GAAS. A broader level of financial audit is pro-
vided by GAGAS, which largely incorporate and add to the GAAS standards. Finally,
the Single Audit Act is discussed. The single audit incorporates GAGAS and adds
program compliance audit and internal control requirements to the financial audit
standards provided by GAGAS. As can be seen, audit complexity increases as the
level of the audit goes from GAAS to GAGAS to a single audit.

Generally Accepted Auditing Standards
In the case of state and local governments, audits may be performed by independent
certified public accountants (CPAs) or by state or federal audit agencies. Generally,
not-for-profit organizations electing or required to have an audit are audited by CPAs.
In performing audits, CPAs are professionally and ethically obligated by Rule 202
of the American Institute of Certified Public Accountants’s (AICPA) Code of Pro-
fessional Conduct to follow generally accepted auditing standards (GAAS)—
standards set by the AICPA and promulgated in Statements on Auditing Standards.1

State or federal auditors, whether or not they are CPAs, are also required to follow
GAAS if GAAS are prescribed by law or policy for the audits they conduct.

GAAS have been summarized by the AICPA in the three general standards, three
standards of field work, and four standards of reporting shown in Illustration 12–1.
These 10 standards are amplified by numerous Statements on Auditing Standards
published in codified form in the AICPA’s Professional Standards. Recently, State-
ments on Auditing Standards 104 through 111 have been published. These standards,
referred to as the risk assessment suite, are intended to guide auditors to areas of
greatest risk. The intent is to enhance auditors’ application of the audit risk model.

494 Part Two Accountability for Public Funds

1 The Public Company Accounting Reform and Investor Protection Act (the Sarbanes-Oxley Act of
2002, H.R. 3763, July 25, 2002) creates a federal oversight board with the authority to set and
enforce generally accepted auditing standards for auditors of public companies.
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Application of the risk model is enhanced through the standards’ requirement that
auditors:

1. Obtain a more in-depth understanding of the entity and its environment, includ-
ing its internal control.

2. Conduct a more rigorous assessment of the risk of material misstatement.
3. Improve the link between the assessment of risk and the nature, timing, and extent

of any further procedures performed.

As will be seen, properly assessing risk is important at all levels of audit.
Failure to follow GAAS can result in severe sanctions, including the loss of the

auditor’s license to practice as a CPA and expulsion from the AICPA. It is the audi-
tor’s duty to adhere to auditing standards, and it is his or her technical qualifications
and independence from the entity being audited that add credibility to reported finan-
cial information and increase financial statement users’ confidence in the information.

Format of the Audit Report
Illustration 12–2 shows an alteration to the standard audit report provided for 
an unqualified audit opinion on an entity’s financial statements. The illustration

Chapter 12 Auditing of Governmental and Not-for-Profit Organizations 495

ILLUSTRATION 12–1 Generally Accepted Auditing Standards (GAAS)—AICPA

General Standards

1. The audit is to be performed by a person or persons having adequate technical training and
proficiency as an auditor.

2. In all matters relating to the assignment, an independence in mental attitude is to be main-
tained by the auditor or auditors.

3. Due professional care is to be exercised in the performance of the audit and the preparation
of the report.

Standards of Field Work

1. The work must be adequately planned and assistants, if any, are to be properly supervised.
2. A sufficient understanding of the entity and its environment, including its internal control,

must be obtained to assess the risk of material misstatement of the financial statements
whether due to error or fraud, and to design the nature, timing, and extent of further audit
procedures.

3. Sufficient appropriate audit evidence must be obtained by performing audit procedures to
afford a reasonable basis for an opinion regarding the financial statements under audit.

Standards of Reporting

1. The report must state whether the financial statements are presented in accordance with
generally accepted accounting principles (GAAP).

2. The report must identify those circumstances in which such principles have not been consis-
tently observed in the current period in relation to the preceding period.

3. When the auditor determines that informative disclosures are not reasonably adequate, the
report must so state.

4. The report must contain either an expression of opinion regarding the financial statements,
taken as a whole, or state that an opinion cannot be expressed. When an overall opinion
cannot be expressed, the reasons therefore should be stated. In all cases where an auditor’s
name is associated with financial statements, the report should contain a clear-cut indication of
the character of the auditor’s work, if any, and the degree of responsibility the auditor is taking.

Source: AICPA, Professional Standards, 2008 AU 150.
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presented is a government example since a not-for-profit entity’s unqualified audit
report would appear similar to that of a corporate entity. Notice that for a govern-
ment the report must be altered to reflect the fact that a government may have
numerous units on which an opinion must be rendered. The standard GAAS report
includes an introductory paragraph, a scope paragraph, an opinion paragraph, and
an explanatory paragraph(s).

The introductory paragraph identifies the financial statements for which an opin-
ion is being given and indicates that the financial statements are the responsibility

496 Part Two Accountability for Public Funds

ILLUSTRATION 12–2 Unqualified Opinions on Basic Financial Statements Accompanied by Required
Supplementary Information and Supplementary Information

Independent Auditor’s Report

We have audited the accompanying financial statements of the governmental activities, the business-type activities, the
aggregate discretely presented component units, each major fund, and the aggregate remaining fund information of the
City of Example, Any State, as of and for the year ended June 30, 20X1, which collectively comprise the City’s basic finan-
cial statements as listed in the table of contents. These financial statements are the responsibility of the City of Example’s
management. Our responsibility is to express opinions on these financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of America. Those
standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial state-
ments are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts
and disclosures in the financial statements. An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial statement presentation. We believe that our
audit provides a reasonable basis for our opinions.

In our opinion, the financial statements referred to above present fairly, in all material respects, the respective financial
position of the governmental activities, the business-type activities, the aggregate discretely presented component units,
each major fund, and the aggregate remaining fund information of the City of Example, Any State, as of June 30, 20X1,
and the respective changes in financial position and, where applicable, cash flows thereof for the year then ended in con-
formity with accounting principles generally accepted in the United States of America.*

The [identify accompanying required supplementary information, such as management’s discussion and analysis and bud-
getary comparison information] on pages XX through XX and XX through XX are not a required part of the basic financial
statements but are supplementary information required by accounting principles generally accepted in the United States of
America. We have applied certain limited procedures, which consisted principally of inquiries of management regarding the
methods of measurement and presentation of the required supplementary information. However, we did not audit the
information and express no opinion on it.

Our audit was conducted for the purpose of forming opinions on the financial statements that collectively comprise the City
of Example’s basic financial statements. The [identify accompanying supplementary information, such as the introductory
section, combining and individual nonmajor fund financial statements, and statistical section] are presented for purposes of
additional analysis and are not a required part of the basic financial statements. The [identify relevant supplementary infor-
mation, such as the combining and individual nonmajor fund financial statements] have been subjected to the auditing
procedures applied in the audit of the basic financial statements and, in our opinion, are fairly stated in all material respects
in relation to the basic financial statements taken as a whole. The [identify relevant supplementary information, such as the
introductory section and statistical sections] have not been subjected to the auditing procedures applied in the audit of the
basic financial statements and, accordingly, we express no opinion on them.

[Signature]
[Date]

*If a government presents required budgetary comparison information as basic financial statements instead of as required supplementary information, the opinion
paragraph would be replaced with the following: “In our opinion, the financial statements referred to above present fairly, in all material respects, the respective financial
position of the governmental activities, the business-type activities, the aggregate discretely presented component units, each major fund, and the aggregate remaining
fund information of the City of Example, Any State, as of June 30, 20X1, and the respective changes in financial position and cash flows, where applicable, thereof and
the respective budgetary comparison for the [indicate the major governmental funds involved] for the year then ended in conformity with accounting principles generally
accepted in the United States of America.”

Source: American Institute of Certified Public Accountants, Audit and Accounting Guide, State and Local Governments (New York: AICPA, 2008), App. 14A, Example A–1.
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of management. In the case of a government, an opinion is given on each opinion
unit of the basic financial statements. The opinion units identified in the introduc-
tory paragraph should be familiar to students of this text, since many of the units
represent the columns found in the government-wide (governmental activities, business-
type activities, and discretely presented component units) and fund (each major
governmental and enterprise fund and any aggregate remaining fund information)
financial statements. For not-for-profit organizations, the opinion is provided on the
financial statements as a whole.

The scope paragraph identifies the standards used in performing the audit and,
perhaps more importantly, points out the limitations of an audit. This paragraph is
similar for both not-for-profit entities and governments.

In the opinion paragraph of Illustration 12–2, an opinion is provided that the
financial statements are presented fairly and in conformity with U.S. generally
accepted accounting principles. Notice that for governments an opinion must be pro-
vided for each of the opinion units cited in the introductory paragraph. Although
Illustration 12–2 indicates that all opinion units received unqualified opinions, the
auditor can provide different opinions for the different opinion units.

The final paragraphs are referred to as explanatory paragraphs and are used by
auditors to provide additional relevant information concerning the audit and the
audited entity. In Illustration 12–2, these paragraphs explain (1) that supplemental
information is not part of the basic financial statements, (2) whether the auditors
applied auditing procedures or certain limited procedures to the supplemental
information, and (3) whether the auditors express an opinion on the supplemental
information. Auditors may apply auditing procedures to combining and individual
nonmajor fund financial statements and, if engaged to do so, express an opinion as
to the fairness of that information. They may also apply certain limited procedures
to information required by the Governmental Accounting Standards Board (GASB),
such as the management’s discussion and analysis (MD&A) and budgetary compar-
ison information, but since such information is not audited, no opinion is offered on
that information. Other supplementary information in a comprehensive annual finan-
cial report (CAFR), such as the introductory section and statistical section, is not
subjected to auditing procedures and, accordingly, does not have an opinion
expressed on it. Not-for-profit organizations are not subject to GASB required or
other supplementary information disclosures. Currently, there are no Financial
Accounting Standards Board (FASB) required or other supplementary disclosures
applicable to not-for-profit organizations; therefore, an explanatory paragraph generally
would not be found in a not-for-profit audit.

Types of Opinions
If the auditor determines that the financial statements contain a departure from
GAAP, the effect of which is material, or there has been a material change between
periods in accounting principles, or in the method of their application, the auditor
may not express an unqualified opinion. It is also possible that the auditor cannot
express an unqualified opinion because the scope of the examination was affected by
conditions that precluded the application of one or more auditing procedures the
auditor considered necessary in the circumstances. If it is not appropriate for the
auditor to express an unqualified opinion, the auditor should consult relevant author-
itative pronouncements to determine whether a qualified or adverse opinion (see Illus-
tration 12–3) should be issued, or whether an opinion should be disclaimed. Expanded
discussion of the nature of each of these types of opinions and the conditions that would
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warrant the use of each is beyond the scope of this text. Interested readers are referred
to current collegiate auditing texts and to the pronouncements of the AICPA.2

The Audit Process
To determine what is GAAP for various entities, the auditor must first identify the
sources of literature describing accounting principles for the type of entity being
audited and then assess the weight of authority to give different pronouncements and
writings. The AICPA provides guidance in this process through the GAAP hierarchy
shown in Illustration 12–4. This chart ranks four categories of literature for each of
three types of entities: nongovernmental (i.e., businesses or not-for-profit organiza-
tions), state or local government, and federal government.

498 Part Two Accountability for Public Funds

2 A convenient source of information on currently effective pronouncements is a publication of the
American Institute of Certified Public Accountants: AICPA Professional Standards.

ILLUSTRATION 12–3 Report on Basic Financial Statements That Includes a Qualified Opinion on Major
Governmental Funds Because of a GAAP Departure*

Independent Auditor’s Report

[Same first and second paragraphs as in Illustration 12–2.]

Management has not adopted a methodology for reviewing the collectibility of taxes receivable in the [indicate the affected
major governmental funds] and, accordingly, has not considered the need to provide an allowance for uncollectible
amounts. Accounting principles generally accepted in the United States of America require that an adequate allowance be
provided for uncollectible receivables, which would decrease the assets and fund balances, and change the revenues in the
[indicate the affected major governmental funds]. The amount by which this departure would affect the assets, fund bal-
ances, and revenues of the [indicate the affected funds] is not reasonably determinable.**†

In our opinion, except for the effects of not providing an adequate allowance for uncollectible taxes receivable for the [indi-
cate the affected major governmental funds] as described in the preceding paragraph, the financial statements referred to
above present fairly, in all material respects, the respective financial position of the [indicate the affected major governmental
funds] of the City of Example, Any State, as of June 30, 20X1, and the respective changes in financial position thereof for
the year then ended in conformity with accounting principles generally accepted in the United States of America.

In addition, in our opinion, the financial statements referred to above present fairly, in all material respects, the respective
financial position of the governmental activities, the business-type activities, the aggregate discretely presented component
units, [indicate the major funds not affected by the qualification], and the aggregate remaining fund information of the City of
Example, Any State, as of June 30, 20X1, and the respective changes in financial position and, where applicable, cash flows
thereof for the year then ended in conformity with accounting principles generally accepted in the United States of America.

[Signature]
[Date]

*Paragraph A-l (of Appendix A-l of the Audit and Accounting Guide State and Local Governments) describes conditions that may make modifications to this report
necessary, such as when the financial statements include information from a prior period or when the auditor is reporting on RSI (required supplementary information)
or SI (supplementary information).
**Depending on the nature and magnitude of the GAAP departure, it is possible that the auditor’s opinion on the governmental activities also would be qualified, as
illustrated in Example A-10 (of Appendix A-l of the Audit and Accounting Guide State and Local Governments). Further, the same GAAP departure in the nonmajor
governmental funds could affect the auditor’s opinion on the aggregate remaining fund information. This example assumes that the auditor has concluded that the GAAP
departure is not material to the governmental activities opinion unit or to the aggregate remaining fund information opinion unit. Another auditor could make a different
professional judgment. (See paragraphs 14.07 and 14.08 of the Audit and Accounting Guide State and Local Governments). If a GAAP departure is material to more
than one opinion unit, the explanatory paragraph should explain the nature and effect of the departure on each affected opinion unit.
†If a government presents budgetary comparison information as basic financial statements instead of as required supplementary information, the explanatory paragraph
also should explain the effect of the GAAP departure on the budgetary comparison information. This example assumes that the government budgets on a cash basis, and
thus the GAAP departure would not affect the budgetary comparison information if it were presented as a basic financial statement.

Source: American Institute of Certified Public Accountants, Audit and Accounting Guide, State and Local Governments (New York: AICPA, 2008), App. 14A, Ex. A-5.
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Before any audit work is done, there should be a clear understanding of the scope
of each engagement by all interested parties. A written memorandum of the engage-
ment, or engagement letter, specifying the scope of the work to be done should
be prepared in advance and copies retained by both the auditor and auditee. A writ-
ten record of the agreement is essential for the protection of both parties. The need
for specific, written memorandums of the scope of engagements was forcefully pointed
out to independent public accountants by a number of well-known liability cases.

Entities can engage more than one audit firm to conduct annual audits. For exam-
ple, some government component units, such as airports, hospitals, and utilities, may
have their own governing boards and select their own auditor, yet meet the criteria
discussed in Chapters 2 and 9 for inclusion in the governmental reporting entity. The
principal auditor for the primary government must in this case decide whether to
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ILLUSTRATION 12–4 GAAP Hierarchy Summary

Established Accounting Principles

Nongovernmental Entities State and Local Governments Federal Governmental Entities

*As of the date of this section, the GASB had not organized such a group.

Source: American Institute of Certified Public Accountants, Statement on Auditing Standards No. 91, An Amendment to Statement on Auditing Standards No. 69, The Meaning
of Present Fairly in Conformity with Generally Accepted Accounting Principles in the Independent Auditor’s Report, 1, AU sec. 411 (New York: AICPA, 2008).

Category (a) FASB Statements and Interpretations,
APB Opinions, and AICPA
Accounting Research Bulletins

FASB Technical Bulletins, AICPA
Industry Audit and Accounting
Guides, and AICPA Statements of
Position, if cleared by the FASB

Consensus positions of the FASB
Emerging Issues Task Force and
AICPA Practice Bulletins

AICPA accounting interpretations,
“Qs and As” published by the FASB
staff, as well as industry practices
widely recognized and prevalent

GASB Statements and
Interpretations, plus AICPA and
FASB pronouncements if made
applicable to state and local
governments by a GASB
Statement or Interpretation

GASB Technical Bulletins, and
the following pronouncements
if specifically made applicable
to state and local governments
by the AICPA (and cleared by
the GASB): AICPA Industry
Audit and Accounting Guides
and AICPA Statements of
Position

Consensus positions of the
GASB Emerging Issues Task
Force* and AICPA Practice
Bulletins if specifically made
applicable to state and local
governments by the AICPA (and
cleared by the GASB)

Implementation guides (“Qs
and As”) published by the
GASB staff, as well as industry
practices widely recognized and
prevalent

FASAB Statements and
Interpretations, plus AICPA and
FASB pronouncements if made
applicable to federal
governmental entities by a FASAB
Statement or Interpretation

FASAB Technical Bulletins and
the following pronouncements 
if made applicable to federal
governmental entities by the
AICPA and cleared by the
FASAB: AICPA Industry Audit
and Accounting Guides and
AICPA Statements of Position

AICPA AcSEC Practice Bulletins if
specifically made applicable to
federal governmental entities
and cleared by the FASAB as well
as Technical Releases of the
Accounting and Auditing Policy
Committee of the FASAB

Implementation guides
published by the FASAB staff, as
well as practices that are widely
recognized and prevalent in the
federal government

Other accounting literature (not detailed here)

Category (b)

Category (c)

Category (d)
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make reference to the other auditor in his or her audit report or to assume respon-
sibility for the work performed by the other auditor without reference in the audit
report. If reference is made to the other auditor, the principal auditor’s report should
disclose the magnitude of the portion of the financial statements audited by the other
auditor. An audit report making reference to another auditor is not a qualified report
unless some other reason exists for qualification.

Auditing procedures deemed particularly applicable to audits of state and local
governments and not-for-profit entities by independent CPAs are published in the
AICPA Audit and Accounting Guides: State and Local Governments, Health Care
Organizations, and Not-for-Profit Organizations. The audit guides and other author-
itative auditing literature provide guidance to all auditors, not just independent CPAs,
whose function it is to examine financial statements, and the underlying records, for
the purpose of determining whether the statements present fairly the financial posi-
tion as of a certain date, changes in financial position, and cash flows for a fiscal
period, in conformity with generally accepted accounting principles.

The State and Local Governments guide emphasizes the importance of testing
for compliance with laws and regulations that may have a material effect on the
determination of financial statement amounts. The guide notes that the auditor is
required to design the audit to provide reasonable assurance that the financial state-
ments are free of material misstatement resulting from violations of laws and reg-
ulations, error, or fraud.3

Materiality for Government Audits
Determining the potential for misstatements on the financial statements to adversely
impact a user’s evaluation of the entity’s financial condition is an important part of
the auditing process. Auditors refer to materiality to indicate, in their judgment, the
level at which the quantitative or qualitative effects of misstatements will have a sig-
nificant impact on user’s evaluations. The AICPA’s Audit and Accounting Guide, State
and Local Governments requires auditors to make separate materiality determinations
for each opinion unit. Opinion units are (1) governmental activities, (2) business-
type activities, (3) aggregate discretely presented component units, (4) each major
governmental and enterprise fund, and (5) the aggregate remaining fund information
(nonmajor governmental and enterprise funds, the internal service fund type, and the
fiduciary fund types). The auditor’s report, then, will contain an opinion regarding
each opinion unit or assertions to the effect that an opinion on one or more opinion
units cannot be expressed. Specific guidance for evaluating materiality is in Chapter
14 of the Audit and Accounting Guide (pars. 14.04–14.11).

Required Supplementary Information
Auditors render an opinion on the fairness of the basic financial statements of gov-
ernments and, if engaged to do so, on the combining and individual fund presenta-
tions. Required supplementary information (RSI), such as the MD&A and budgetary
comparison schedules, are outside the scope of the financial statement audit. Audi-
tors apply certain limited procedures in connection with RSI to provide assurance
that they are fairly presented in relation to the basic financial statements. These pro-
cedures include inquiries about the methods used to prepare RSI and comparison of
RSI to information in the audited financial statements. The auditor may also perform
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3 American Institute of Certified Public Accountants, Audit and Accounting Guide, State and Local
Governments (New York: AICPA, 2008), pars. 4.39–4.48.
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a limited review of the introductory and statistical sections of a comprehensive annual
financial report (CAFR) and other supplementary information, although the level of
responsibility for this material is much less than for RSI.4

GOVERNMENT AUDITING STANDARDS

Audit standards that are to be followed by auditors of federal organizations, pro-
grams, activities, and functions are much broader in scope than GAAS. The Gov-
ernment Accountability Office under the direction of the Comptroller General of
the United States has developed government auditing standards. Generally
accepted government auditing standards (GAGAS)5 are set forth and
explained in the publication Government Auditing Standards; because of the color
of its cover, the document is generally referred to as the yellow book. It is impor-
tant for readers to understand that GAGAS may apply to audits of governments,
not-for-profits, or for-profit entities that receive federal funds. Additionally,
GAGAS may be required by nonfederal entities. For example, some states require
the use of GAGAS in audits of state funds. Therefore, GAGAS should apply when-
ever required by law or contract.

Generally accepted auditing standards (GAAS), shown in Illustration 12–1, are
used as a basis for government auditing standards. Reasons that the standards estab-
lished by the AICPA were deemed to be too narrow in scope for audits of recipients
of public funds are expressed in the introduction of the yellow book:

The concept of accountability for use of public resources and government authority is
key to our nation’s governing processes. Government officials entrusted with public
resources are responsible for carrying out public functions legally, effectively,
efficiently, economically, ethically, and equitably. Government managers are responsible
for providing reliable, useful, and timely information for accountability of government
programs and their operations. Legislators, government officials, and the public need to
know whether (1) government manages public resources and uses its authority properly
and in compliance with laws and regulations; (2) government programs are achieving
their objectives and desired outcomes; (3) government services are provided effectively,
efficiently, economically, ethically, and equitably; and (4) government managers are
held accountable for their use of public resources.6

The first edition (1972) of the yellow book presented a single set of auditing stan-
dards that were similar to GAAS. Subsequent revisions of the yellow book devel-
oped a progressively broader set of standards, reflecting the need to provide standards
for performance audits and attestation engagements in addition to financial audits.
The broader standards also reflect the unique auditing and operating environments
of government and not-for-profit organizations.
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4 See John H. Engstrom and Donald E. Tidrick, “Audit Issues Related to GASB Statement No. 34”
Public Budgeting and Finance, Fall 2001, pp. 63–78 for a discussion of the auditor’s responsibilities
for required supplementary information and other supplementary information, as well as American
Institute of Certified Public Accountants, Audit and Accounting Guide, State and Local Governments,
2008, pars. 14.49–14.56.
5 Another acronym often used to denote government auditing standards is GAS, which is the abbrevi-
ation for the publication Government Auditing Standards. These terms are used interchangeably;
however, the term GAGAS is used in this text.
6 Comptroller General of the United States, Government Auditing Standards, 2007 Revision
(Washington, DC: U.S. Government Accountability Office, 2007, par. 1.02).
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Types of Audits and Engagements
The yellow book describes audits and engagements that cover a broad range of finan-
cial or nonfinancial objectives. The GAGAS framework includes three types of audits
and services: financial audits, attestation engagements, and performance audits. Illus-
tration 12–5 lists the purposes and characteristics of these auditor services. Perfor-
mance audits are often performed by internal auditors or state audit agencies. An
engagement letter between the auditor and the organization should clearly specify
what type of audit is to be performed and which auditing standards will be followed.

Financial audits are all audits covered under GAAS, such as financial statement
audits, special reports (e.g., SAS 99 fraud reports), reviews of interim financial infor-
mation, letters to underwriters, compliance audits, and service organization audits. In
financial audits, the auditors express an opinion on the fairness of an entity’s finan-
cial statements as well as whether the statements conform to GAAP. Attestation
engagements include services related to providing various levels of assurance on
other financial or nonfinancial matters, such as internal control, compliance, MD&A
presentation, allowability and reasonableness of proposed contract amounts, final con-
tract costs, and reliability of performance measures. Performance audits or opera-
tional audits are independent assessments of the performance and the management of
the entity, program, service, or activity against objective criteria. Objectives include
assessing effectiveness and results, economy and efficiency, and internal controls and
compliance with laws and regulations.

The GAGAS field work and reporting standards for performance audits are unique
in that the objective of performance audits is to provide evidence to assess performance
of a governmental organization, program, activity, or function rather than to render a
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ILLUSTRATION 12–5 Types of Governmental Audits and Other Engagements

Financial Audits
The primary purpose of financial statement audits is to provide the reader with reasonable
assurance through an independent opinion (or disclaimer of opinion) that an entity’s financial
statements are presented fairly in accordance with recognized criteria (e.g., GAAP).

Attestation Engagements
The primary purpose of an attestation engagement is to provide an examination, a review, or an
agreed-upon procedure report on a subject matter or on an assertion about a subject matter.
• Examination—the purpose is to express an opinion on whether the subject matter examined is

based on (or in conformity with) the recognized criteria or the assertion being made is presented
(or fairly stated) based on the recognized criteria.

• Review—the purpose is to express a conclusion about whether any information indicates that the
subject matter reviewed is not based on (or not in conformity with) the recognized criteria, or the
assertion is not presented (or not fairly stated) based on the recognized criteria.

• Agreed-Upon Procedures—the purpose is specific to the procedures the auditor performs on an
agreed-to subject matter.

Performance Audits
The purposes of performance audits vary widely and include assessments of program effective-
ness, economy, and efficiency; internal control compliance; and prospective analyses.
• GAGAS performance audits are engagements that provide assurance or conclusions based on an

evaluation of sufficient and appropriate evidence using stated criteria.
• GAGAS performance audits provide reasonable assurance concerning the conclusions the auditor

reaches.

Source: Government Auditing Standards (Washington, DC: GAO, 2007), pars. 1.22–1.25.
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professional opinion. Thus, testing for compliance with laws and regulations, although
of critical importance in a financial audit, may be relatively less so if the audit objec-
tive in a performance audit is to assess the efficiency and effectiveness of a program
and there are no laws and regulations that would have a material effect on the program.

GAGAS Financial Audits
With the changes the AICPA has been making to generally accepted auditing stan-
dards, there are fewer major differences now than ever before between financial
audits conducted using GAAS and those using GAGAS. However, Illustration 12–6
shows that even though the two sets of standards may be more similar now than in
the past, differences remain. GAGAS has four general standards related to indepen-
dence, professional judgment, competence, and quality control and assurance. In
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ILLUSTRATION 12–6 Generally Accepted Government Auditing Standards (GAGAS) for Financial 
Audits—GAO

General Standards

1. Independence standard: The audit organization and the individual auditor must be free from personal, external, or organi-
zational impairments to independence.

2. Professional judgment: Auditors must use professional judgment in planning and performing audits and attestation
engagements and in reporting the results.

3. Competence: The staff assigned to perform the audit or attestation engagement must collectively possess adequate
professional competence for the tasks required.

4. Quality control and assurance: The audit organization must establish a system of quality and have an external peer review
at least once every 3 years.

Field Work Standards That Add to the GAAS Field Work Standards

1. Information should be communicated in writing to management of the entity, those charged with governance, and those
contracting for or requesting the audit. If the audit is performed pursuant to law or regulation for a legislative committee
with oversight of the auditee, auditors should communicate with the legislative committee.

2. Known findings and recommendations from previous engagements that directly relate to the current audit should be
considered in planning.

3. The audit should be designed to provide reasonable assurance of detecting material misstatements resulting from viola-
tions of contract or grant provisions or from abuse.

4. When the audit findings involve deficiencies, the elements (criteria, condition, cause and effect) of the findings should be
developed.

5. Documentation should be provided concerning evidence of supervisory review of work performed, any departures from
GAGAS that impact the audit, polices and procedures for audit documentation custody and retention, and the availability
of documentation to others.

Reporting Standards That Add to the GAAS Reporting Standards

1. When audits are conducted in accordance with GAGAS, a reference to GAGAS should be made in the audit report.
2. When the financial statement audit report contains an opinion or a disclaimer of opinion, a report on internal control

over financial reporting and on compliance with laws, regulations, and provisions of contracts and grants must be pro-
vided as part of the report or as a separate report.

3. Based on the audit work performed, a report should be made on significant deficiencies in internal control; all instances
of fraud and illegal acts; and violations of grant or contract provisions and abuse that are material.

4. The report may communicate significant matters, such as the entity’s fiscal sustainability (i.e., ability to continue operations).
5. If financial statements are restated, auditors should evaluate the timeliness and appropriateness of management’s disclo-

sures and actions regarding the restatements and report on the restatement.
6. When the report discloses deficiencies, the views of responsible officials concerning the audit report and any plans for

corrective action should be included in the report.
7. When applicable, the report should indicate that confidential or sensitive information has been omitted from the report

and the reason that such an omission is necessary.
8. Submission of reports should be made to appropriate officials, and audits should be made available to the public.

Source: Government Auditing Standards (Washington, DC: GAO, 2007).
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addition to the general standards, GAGAS adds five field work standards to those
required by GAAS and eight reporting standards to those required by GAAS.

General Standards

As shown in Illustrations 12–1 and 12–6, differences exist between GAAS and
GAGAS in standards although they address similar concepts. For example, consider
the general standards related to competence. The first GAAS general standard in Illus-
tration 12–1and the third GAGAS general standard in Illustration 12–6 both address
competency. However, the language from the GAGAS standard places responsibility
on audit organizations to ensure that assignments are performed by staff that collec-
tively have the knowledge, skills, and experience for the assignment; see GAGAS
(par. 3.41). A specific GAGAS requirement to ensure that auditors conducting audits
under GAGAS maintain their professional competence is that, every two years, each
auditor should complete at least 80 hours of continuing professional education (CPE)
that directly contributes to the auditor’s professional proficiency to perform such work
(par. 3.46). Of the 80 CPE hours, 24 hours should relate to government auditing, the
government environment, or the specific or unique environment in which the entity
operates (e.g., the not-for-profit environment). At least 20 of the CPE hours should
be completed in each year of the two-year period. The GAO provides complete guid-
ance concerning continuing education requirements in its publication Government
Auditing Standards: Guidance on GAGAS Requirements for Continuing Professional
Education, which is available through the GAO Web site (www.gao.gov).

To further ensure the quality of government audits, the fourth general standard in
GAGAS requires each audit organization to have an “appropriate internal quality
control system” and undergo an external peer review at least once every three years
by an audit organization independent of the audit organization being reviewed.7 The
purpose of the standard is to ensure that the audit organization has quality control
policies and procedures in place that will provide reasonable assurance that the orga-
nization and its employees are complying with applicable standards, laws, and reg-
ulations (par. 3.50). Once policies and procedures are in place, they must be
monitored and analyzed at least annually to ensure that systematic improvement is
being made (pars. 3.53–3.54).

Field Work Standards

The additional field work standards of financial audits contained in GAGAS empha-
size the importance of communication; follow-up on prior findings and recommen-
dations; detection of material misstatements; development of the elements of a
deficiency finding; and documentation. The first additional field work standard
relates to written communication. Due to the fact that more parties tend to be involved
in a GAGAS audit, communication during the planning process is important.

The third additional field work standard on detection of material misstatements
contains an item that is unique to GAGAS audits—abuse. According to par 4.12 of
the yellow book, “abuse involves behavior that is deficient or improper when com-
pared with behavior that a prudent person would consider reasonable and necessary
business practice given the facts and circumstances. Abuse also includes misuse of
authority or position for personal financial interests or those of an immediate or close
family member or business associate.” If abuse is detected, auditors may need to
apply additional audit procedures.
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7 Ibid., pars. 3.49–3.53.

wiL79603_ch12_493-528.qxd  1/3/09  9:11 PM  Page 504 User-S198 Macintosh HD:Users:user-s198:Desktop:Temp Work:JAN-09:3rd Jan 2009:Wi



The fourth additional field work standard relates to findings in internal control,
fraud, illegal acts, violations of provisions of contracts or grant agreements, or abuse.
The four elements of a deficiency finding that GAGAS indicate should be devel-
oped to ensure audit objectives are met are: criteria (the basis for determining a defi-
ciency, such as a law), condition (the deficiency as it currently exists), cause, and
effect or potential effect.

The fifth additional fieldwork standard relates to documentation. This is one area
that is frequently deemed deficient in reviews of GAGAS audits submitted to the
Federal Audit Clearinghouse. Audit documentation needs to be sufficient to enable
another auditor with no previous connection to the audit to review and understand
the documentation.

Reporting Standards

GAGAS reporting standards for financial audits incorporate the GAAS reporting
standards shown in Illustration 12–1. The additional GAGAS standards cover report-
ing on compliance, required communications, internal controls, report requirements,
and distribution. Some of the additional standards relate to reporting information that
is unique to government-awarded grants and contracts. For example, the yellow book
permits auditors to exclude reporting certain privileged and confidential information.
Other standards add to disclosure requirements. An example of additional disclosure
is “when auditors detect violations of provisions of contracts or grant agreements or
abuse that have an effect on the financial statements that is less than material but
more than inconsequential, they should communicate those findings in writing to
officials of the audited entity” (par. 5.16).

Ethics and Independence
The yellow book outlines basic ethical principles that should guide auditors who are
applying GAGAS. When auditors are considering the facts and circumstances of the
subject matter they are auditing, they should do so within the framework provided
by the ethical principles. The five fundamental ethical principles identified by
GAGAS are: public interest; integrity; objectivity; proper use of government infor-
mation, resources, and position; and professional behavior. Public interest refers to
consideration of the well-being of those being served by the auditor (par. 2.06). The
other ethical principles outlined by GAGAS are fairly self-explanatory. Ethical prin-
ciples should be considered throughout the audit.

Ethical principles are especially salient when the audit organization is consider-
ing whether it meets the GAGAS independence standard. The independence stan-
dard requires that the highest degree of integrity and objectivity be maintained by
any auditor (CPA, non-CPA, government financial auditor, or performance auditor)
performing audits of federal, state, and local governments and not-for-profit entities
that receive federal financial assistance so that the public is best served. The stan-
dard addresses independence issues when nonaudit work is performed for audited
entities. Nonaudit work is performed solely for the benefit of the entity request-
ing the work and does not provide a basis for conclusions, recommendations, or opin-
ions as would a financial audit, attestation engagement, or performance audit.

The independence standard uses an engagement-team focus that articulates a
principles-based approach with two overarching principles supplemented by seven
safeguards. The principles follow:
1. Auditors should not perform management functions or make management 

decisions.
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2. Auditors should not audit their own work or provide nonaudit services in situa-
tions where the nonaudit services are significant to the audit subject matter.

In general, providing routine advice or methodologies to assist management is
normal, so no safeguards need to be in place. Examples of routine services are par-
ticipating on committees in an advisory capacity; providing advice on establishing
internal controls; answering technical questions and providing training; and provid-
ing tools, such as best practices guides, benchmarking studies, and internal control
assessment methodologies that are then used by management. Certain other nonau-
dit services are prohibited, such as maintaining the basic accounting records, post-
ing transactions to the entity’s financial records, recommending a single individual
for a specific position, conducting an executive search, operating or supervising the
information technology system, and preparing the indirect cost proposal when the
costs to be recovered exceed $1 million.8

In addition to those nonaudit services that are clearly allowed and clearly disal-
lowed, other nonaudit services exist that may be performed without impairing inde-
pendence—if certain safeguards are in place. If the audit organization wishes to
perform these nonaudit services, the safeguards to be followed are:

1. Document consideration of the nonaudit services, including conclusions about the
impact on independence.

2. Establish in writing an understanding with the audited entity regarding the objec-
tives, scope of work, and product or deliverables of the nonaudit service; and
management’s responsibility for (a) the subject matter of the nonaudit services,
(b) the substantive outcomes of the work, and (c) making any decisions that
involve management functions related to the nonaudit service and accepting full
responsibility for such decisions.

3. Exclude personnel who provided the nonaudit services from planning, conduct-
ing, or reviewing audit work in the subject matter of the nonaudit service.

4. Do not reduce the scope and extent of the audit work below the level that would
be appropriate if the nonaudit service were performed by an unrelated party.9

Examples of nonaudit services permitted with appropriate safeguards are preparing
draft financial statements based on management’s trial balance, preparing draft notes to
the financial statements based on information provided by management, maintaining
depreciation schedules for which management has determined the key elements in the
calculations, proposing adjusting and correcting entries that management accepts, pro-
viding limited payroll services, preparing routine tax filings, assisting management in
evaluating potential candidates for employment, providing limited advice on informa-
tion technology, and reviewing the work of a specialist who has provided appraisals or
valuation services. Long-standing practice is that auditors should not serve on govern-
ing boards, make policy decisions, or supervise or maintain custody of an entity’s assets.

Guidance from the GAO provides that auditors should consider “substance over
form” in the nature and significance of the nonaudit services provided to an audit
entity and avoid those engagements where reasonable, well-informed people would
conclude that that auditor is not independent.10
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8 Office of Management and Budget, Circular A–133, Section 305(b).
9 Comptroller General of the United States, Government Auditing Standards, July 2007 Revision
(Washington, DC: U.S. Government Accountability Office, 2007, par. 3.30).
10 GAO-02-870G. Available at http://www.gao.gov/govaud/d02870g.pdf.
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SINGLE AUDITS

Federal grants-in-aid to state and local governments grew from $2.2 billion in 1950
to $428.2 billion in 2006. Although grants-in-aid originate from more than 1,000
different programs administered by more than 25 federal departments and agencies,
about 91 percent of the grants-in-aid in 2006 were made by five departments: the
Department of Health and Human Services (56.5 percent), Department of Trans-
portation (10.8 percent), Department of Housing and Urban Development (9.4 per-
cent), Department of Agriculture (5.8 percent), and the Department of Education
(8.4 percent).11

History of the Single Audit
Until the mid-1980s each federal agency established accounting, reporting, and audit-
ing requirements for each program it administered, and these requirements differed
from agency to agency. Furthermore, each agency had the right to make on-site
audits of grant funds and often did so. Since even relatively small local governments
might have several active federal grants (each with different accounting, reporting,
and auditing requirements), the amount of time spent keeping track of conflicting
requirements and providing facilities for a succession of different groups of auditors
became extremely burdensome. Efforts were made in the 1960s to standardize grant
accounting, reporting, and auditing requirements but with only modest success. In
1979, the Office of Management and Budget (OMB) required that audits be made
on an organizationwide basis, rather than on a grant-by-grant basis. This concept is
called the single audit. The OMB’s experience led to the enactment of the Single
Audit Act of 1984. The purposes of the act are to:

1. Improve the financial management of state and local governments with respect to
federal financial assistance programs,

2. Establish uniform requirements for audits of federal financial assistance provided
to state and local governments,

3. Promote the efficient and effective use of audit resources,
4. Ensure that federal departments and agencies rely upon and use audit work done

pursuant to the Single Audit Act.

Studies by the GAO found that the Single Audit Act of 1984 and the related
requirements imposed by OMB’s Circular A–133 had improved accountability over
federal assistance, strengthened the financial management of state and local gov-
ernments and not-for-profit organizations, and reduced the overall audit burden.
However, thousands of single audits were being imposed on small entities that in
aggregate represented only a small percentage of total federal assistance.

Single Audit Act Amendments of 1996
Recognizing the need to further improve the Single Audit Act, Congress passed the
Single Audit Act Amendments of 1996 (P.L. 104–156). These amendments include
one additional purpose: to reduce audit burdens on state and local governments,
Indian tribes, and not-for-profit organizations.
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11 U.S. Census Bureau, U.S. Dept. of Commerce, “Federal Aid to States for Fiscal Year 2006,” April
2008, www.census.gov/prod/2008pubs/fas-06.pdf, Figure 3.
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The 1996 amendments also:

1. Raised the threshold for a single audit from $100,000 to $300,000.
2. Extended the statutory requirement for single audit coverage to not-for-profit

organizations.
3. Established a risk-based approach for selecting programs for audit testing.
4. Improved the contents and timeliness of single audit reporting.
5. Increased administrative flexibility by giving OMB the authority to revise certain

audit requirements periodically12 without seeking further amendments to the Single
Audit Act.

The 1996 amendments essentially replaced the 1984 Act. A 1997 revision to Cir-
cular A–133, “Audits of States, Local Governments, and Non-Profit Organizations,”
provides uniform guidance for administering and conducting all single audits. The
2003 revision to OMB Circular A–133 raised the threshold for a single audit to
$500,000 of federal funds expended.

Determining Who Must Have a Single Audit
Illustration 12–7 provides a flowchart to determine whether an entity must have a single
audit or other type of audit. As Illustration 12–7 shows, nonfederal entities that expend
$500,000 or more in a year in federal awards must have a single audit or a program-
specific audit for that year. The election of a program-specific audit applies when an
auditee expends federal awards under only one program or a cluster of related pro-
grams, and the program’s (cluster’s) laws, regulations, or grant agreements do not
require an entitywide financial statement audit. A program-specific audit is usually
performed on the financial statements of the particular program and examines matters
related to the program such as internal controls and compliance with pertinent laws,
regulations, and agreements. In many cases a program-specific audit guide will be
available to provide detailed audit guidance for conducting the program-specific audit.

Nonfederal entities that expend less than $500,000 of federal awards during the fis-
cal year generally are exempt from federal audit requirements for that year. Nonethe-
less, any federal awarding agency may conduct or arrange for additional audits it deems
necessary. Such additional audits should be rare, should build upon work performed
for other audits, and should be paid for by the federal agency conducting or request-
ing the audit. Some states have voluntarily adopted federal GAGAS and single audit
requirements that may apply under state audit mandates, even if federal awards
expended are less than $500,000 and no other federal audit requirement exists. In other
states that do not mandate their own requirements for GAGAS audits or single audits,
annual audits of local governments and not-for-profit organizations, when required, are
performed in conformity with AICPA GAAS, discussed earlier in this chapter.

Circular A–133 defines a nonfederal entity as a state or local government, or non-
profit organization. Federal awards are defined as:

Federal financial assistance [defined by OMB as grants, loans, loan guarantees, property,
cooperative agreements, interest subsidies, insurance, food commodities, direct
appropriations, and other assistance] and federal cost-reimbursement contracts that
nonfederal entities receive directly from federal awarding agencies or indirectly from pass-
through entities. It does not include procurement contracts, under grants or contracts, used
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12 The OMB revises its Compliance Supplement regularly (e.g., March 2008). See http://www.
whitehouse.gov/OMB/circulars.
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to buy goods or services from vendors. Any audits of such vendors shall be covered by the
terms and conditions of the contract. Contracts to operate federal government owned,
contractor operated facilities are excluded from the requirements of this part.13

An important change made by the 1996 amendments is that the required audit
threshold is now based on federal awards expended rather than received, as was pre-
viously the case. Unfortunately, calculating federal awards expended is not as
straightforward as it might seem. The basic rule is that a federal award has been
expended at the point in time when the awarding agency has become at risk and the
nonfederal recipient has become accountable for how the award is being used. Risk
exposure and a duty of accountability normally arise when activity occurs that
requires the nonfederal entity to begin complying with laws, regulations, or con-
tractual provisions relating to the award. Typical examples are expenditure/expense
transactions (such as incurring labor costs, purchasing or using supplies, and paying
utility bills) associated with grants, cost-reimbursement contracts, cooperative agree-
ments, and direct appropriations; disbursement of funds by a pass-through entity to
a subrecipient; the receipt of property; the receipt or use of program income (such

Chapter 12 Auditing of Governmental and Not-for-Profit Organizations 509

13 Office of Management and Budget, OMB Circular No. A–133, “Audits of States, Local Govern-
ments, and Non-Profit Organizations” (Washington, DC: OMB, 2003), § ___.105.

ILLUSTRATION 12–7 Determining Applicability of the Single Audit
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as charges to program beneficiaries for services rendered and rental from program
facilities); and the distribution or consumption of food commodities. Amounts
expended would normally be determined using the entity’s basis of accounting. Thus,
either an expenditure or expense may enter into the calculation of federal awards
expended. Federal noncash assistance received, such as free rent (if received by a
nonfederal entity to carry out a federal program), food stamps, commodities, and
donated property, should be valued at fair value at the time of receipt or the assessed
value provided by the awarding federal agency.

If federal awards involve loan, loan guarantee, and insurance programs, the fed-
eral award expended is the amount to which the federal government is at risk for
the loans. Generally this will be the amount of loans made (or received) during the
year, plus any loan balances from previous years for which the federal government
imposes continuing compliance requirements, plus any interest subsidy, cash, or
administrative cost allowance received.14 To the extent that new and previously
issued loans may have been repaid during the year, adjustments would need to be
made. This is so because the federal awards expended under a loan or insurance
program represent the highest amount of risk exposure for the federal government
during the year. Thus, if the total loan balance varies during the year, the highest
loan balance outstanding at any point during the year is the amount of federal
awards expended.

Certain federal awards are excluded from the calculation of awards expended. For
example, Medicare and Medicaid payments for services provided are not included
in the calculation unless required by the state.15

Illustration 12–8 provides an example of how federal awards expended would be
calculated for a hypothetical direct loan program administered by a local government
or not-for-profit organization. Although neither the beginning nor ending loan bal-
ances exceed the $500,000 single audit threshold, records showed that at one point
during the year, the loan balance reached $520,000. Because at that point in time
the federal government was at risk for $520,000 and the nonfederal entity had com-
pliance duties for the $520,000 in loans outstanding, federal awards are deemed to
have been expended in the same amount. If this was the only federal program for
which awards were received during the year, the entity may have the option of hav-
ing a single audit or a program-specific audit.
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ILLUSTRATION 12–8 Determining Federal Awards Expended for a Hypothetical Direct 
Loan Program

Loan Activity Amounts Highest Balance

Balance, beginning of year $400,000
New loans during year 150,000

$520,000*
Loans repaid during year (100,000)
Balance, end of year $450,000

* Records indicate that $520,000 was the highest loan balance outstanding at any point during the year. Because the federal govern-
ment was at risk at one point during the year for $520,000, that is the amount of federal awards deemed to have been expended.

14 Ibid., § ____. 205(b).
15 Ibid., § ____. 205.
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Single Audit Requirements
The 1996 amendments to the Single Audit Act of 1984 mandate the following audit
requirements for the single audit:

1. An annual audit must be performed encompassing the nonfederal entity’s finan-
cial statements and schedule of expenditures of federal awards.

2. The audit must be conducted by an independent auditor in accordance with gen-
erally accepted government auditing standards (GAGAS) and cover the operations
of the entire nonfederal entity. Alternatively, a series of audits that cover depart-
ments, agencies, and other organizational units is permitted if the series of audits
encompasses the financial statements and schedule of expenditures of federal
awards for each such department, agency, or other organizational unit, which in
aggregate are considered to be a nonfederal entity. Independent auditor means an
external federal, state, or local auditor who meets the GAGAS independence stan-
dards or an independent public accountant.

3. The auditor must determine whether the financial statements are presented fairly
in all material respects with GAAP and whether the schedule of expenditures of
federal awards is presented fairly in relation to the financial statements taken as
a whole.

4. For each major program, the auditor must obtain an understanding of the internal
controls pertaining to the compliance requirements for the program, assess con-
trol risk, and perform tests of controls, unless the controls are deemed to be inef-
fective. (Note: OMB Circular A–133 requires the auditor to obtain an
understanding of and conduct testing of internal controls to support a low assessed
level of control risk; that is, as if high reliance will be placed on the internal con-
trols.) In addition, for each major program the auditor shall determine whether
the nonfederal entity has complied with laws, regulations, and contract or grant
provisions pertaining to federal awards of the program. Auditors test compliance
by determining if requirements listed for each program in the Circular A–133
Compliance Supplement published by the OMB have been met. Auditors are
required to use the Compliance Supplement, which details compliance auditing
requirements for many federal programs, listed by Catalog of Federal Domestic
Assistance (CFDA) title and number.

5. Circular A–133 assigns certain responsibilities to federal awarding agencies and
nonfederal entities that act as “pass-through” agents in passing federal awards to
subrecipient nonfederal entities.

Compliance Audits

As noted in item (4) above, Circular A–133 requires the auditor to express an opin-
ion that the auditee complied with laws, regulations, and grant or contract provisions
that could have a direct and material effect on each major program. To gather suf-
ficient evidence to support his or her opinion in such compliance audits, the audi-
tor tests whether each major program was administered in conformity with
administrative requirements contained in OMB Circular A–102, “Grants and Coop-
erative Agreements with State and Local Governments” or OMB Circular A–110,
“Uniform Administrative Requirements for Grants and Other Agreements with Insti-
tutions of Higher Education, Hospitals, and Other Nonprofit Organizations,” as
appropriate. The auditor also tests for compliance with the detailed compliance
requirements for major programs provided in the Circular A–133 Compliance
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512 Part Two Accountability for Public Funds

Supplement or other guidance provided by federal awarding agencies. The Compli-
ance Supplement identifies 14 generic compliance requirements, although not all the
requirements apply to every major program. Moreover, there are additional compli-
ance requirements specified for some programs. Generally, compliance requirements
relate to matters such as allowed and unallowed activities; allowed and unallowed
costs; eligibility of program beneficiaries; responsibilities of the nonfederal entity
regarding matching, level of effort, and earmarking; management of equipment and
real property acquired from federal awards; and required reporting.

Auditee Responsibilities

OMB Circular A–133 also details the responsibilities of auditees (nonfederal enti-
ties). Auditees are responsible for identifying all federal awards received and
expended, and the federal programs under which they were received. Identification
of the federal program includes the Catalog of Federal Domestic Assistance (CFDA)
title and number, award number and year, and name of the federal agency. In addi-
tion, auditees are responsible for maintaining appropriate internal controls and sys-
tems to ensure compliance with all laws, regulations, and contract or grant provisions
applicable to federal awards. Finally, auditees must prepare appropriate financial
statements and the schedule of expenditures of federal awards, ensure that audits are
properly performed and submitted when due, and follow up and take appropriate cor-
rective action on audit findings. The latter requirement includes preparation of a sum-
mary schedule of prior audit findings and a corrective action plan for current year
audit findings.

Selecting Programs for Audit
Illustration 12–9 shows the procedures and criteria for selecting major programs for
audit as described in Chapter 8 of the AICPA Audit Guide Government Auditing
Standards and Circular A–133 Audits. A major program is a federal award pro-
gram selected for audit using the procedures described below and shown in Illus-
tration 12–9 or by request of a federal awarding agency. Use of a risk-based
approach for selecting major programs for audit ensures that audit effort is con-
centrated on the highest risk programs. The risk-based approach is applied as follows:

1. Identify the “larger” federal programs and analyze them according to the Type A
criteria. Programs not meeting Type A criteria are identified as Type B programs.
Type A programs are determined using the following sliding scale:

Total Federal Awards Expended Threshold for Type A Program

$300,000 to $100 million Larger of $300,000 or 3% (.03) of total 
federal awards expended

More than $100 million to $10 billion Larger of $3 million or .3% (.003) of total 
federal awards expended

More than $10 billion Larger of $30 million or .15% (.0015) of 
total federal awards expended

2. Identify low-risk Type A programs: programs previously audited in at least one of
the two most recent audit periods as a major program, with no audit findings in
the most recent audit period; programs with no significant changes in personnel
or systems that would have significantly increased risk; and programs that, in the
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auditor’s professional judgment, are low risk, after considering such factors as the
inherent risk of the program, the level of oversight exercised by federal awarding
agencies and pass-through agencies, and the phase of a program in its life cycle.
New programs, for example, tend to be more risky than more mature programs.

3. Identify Type B programs that, based on the auditor’s professional judgment and
criteria discussed above, are high risk. The auditor is not expected to perform risk
assessments on relatively small federal programs. Risk assessments are performed
only for those Type B programs that exceed the larger of (a) $100,000 or .3% (.003)
of total federal awards expended when total federal awards expended are less than
or equal to $100 million or (b) $300,000 or .03% (.0003) of total federal awards
expended when total federal awards expended are more than $100 million.

4. At a minimum, audit as major programs all Type A programs not identified as low
risk and certain high-risk Type B programs, using one of the following options:
(a) audit at least half of the high-risk Type B programs, but this number need not

exceed the number of Type A programs identified as low risk; or
(b) audit one high-risk Type B program for each Type A program identified as

low risk.

Chapter 12 Auditing of Governmental and Not-for-Profit Organizations 513

ILLUSTRATION 12–9 Risk-Based Approach for Selecting Major Programs for Audit
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The percentage of coverage rule requires the auditing of as many major programs
as necessary to ensure that at least 50 percent of total federal awards expended are
audited. In addition to the possibility of reduced audit coverage resulting from indi-
vidual Type A programs being classified as low risk, Circular A–133 also provides
that the auditee itself can be classified as low risk and thereby receive even greater
reduction in audit coverage.16 An auditee that meets the rather stringent criteria pre-
scribed in Circular A–133 to be a low-risk auditee needs to have audited a suffi-
cient number of major programs to encompass only 25 percent of total federal
awards expended.

Reports Required for the Single Audit
The 1996 amendments require that all auditors’ reports for the single audit be
submitted to the federal clearinghouse designated by the OMB within the earlier of
30 days after receipt of the auditor’s report(s) or nine months after the end of the
audit period.17 Both the auditee and auditor have responsibilities for particular reports
that comprise the reporting package.

The reporting package consists of:

1. Financial statements and schedule of expenditures of federal awards.
2. Summary schedule of prior audit findings.
3. Auditors’ reports.
4. Corrective action plan.

The auditee is responsible for preparing all documents described in items (1),
(2), and (4) above. The auditor is responsible for preparing the various auditors’
reports in item (3) and for following up on prior year audit findings, including test-
ing the accuracy and reasonableness of the summary schedule of prior audit find-
ings. In addition, both the auditee and auditor have responsibilities for completing
and submitting the comprehensive data collection form that accompanies the report-
ing package to the clearinghouse. In general, the form provides for extensive
descriptive data about the auditee, the auditor, identification of types and amounts
of federal awards and major programs, types of reports issued by the auditor, and
whether the auditor identified internal control deficiencies or significant noncom-
pliance with laws, regulations, or grant provisions. Both a senior-level representa-
tive of the auditee and auditor must sign the data collection form, certifying its
accuracy and completeness.

Auditor’s Reports

OMB Circular A–133 specifies several reports that the auditor must submit for each
single audit engagement. These reports can be in the form of separate reports for
each requirement or a few combined reports. The auditor’s report on the financial
statements should indicate that the audit was conducted in accordance with GAAS
and GAGAS. Other auditor’s reports required by the single audit should indicate the
audits were conducted in accordance with GAAS, GAGAS, and provisions of

514 Part Two Accountability for Public Funds

16 An auditee is considered “low risk” if unqualified opinions have been received on annual single
audits with no deficiencies in internal control and no audit findings.
17 A three-page data collection form (SF-SAC) is sent electronically to the Federal Audit Clearinghouse,
Bureau of the Census, Department of Commerce. See http://harvester.census.gov/fac.
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Circular A–133. The required single audit reports, whether made as separate reports
or combined, must include:

1. An opinion (or disclaimer of opinion) as to whether the financial statements are
presented fairly in conformity with GAAP and whether the schedule of expendi-
tures of federal awards is presented fairly in relation to the financial statements
taken as a whole.

2. A report on internal controls related to the financial statements and major programs.
3. A report and an opinion on compliance with laws, regulations, and provisions of

grant or contract agreements that could have a material effect on the financial
statements. The report must also include an opinion on compliance matters
related to major programs audited that could have a direct and material effect on
each major program. Where applicable, include findings of noncompliance in the
separate schedule of findings and questioned costs, described in item (4) below.

4. A schedule of findings and questioned costs, containing the following:

(a) A summary of the auditor’s results, including such information as type of
opinion rendered on the financial statements, significant deficiencies relating
to internal control weaknesses, material noncompliance affecting the financial
statements, major programs audited, type of opinion on compliance for major
programs and significant deficiencies in internal control affecting major
programs, and a statement as to whether the auditee qualified as low risk.

(b) Findings related to the audit of the financial statements required to be
reported by the yellow book (GAGAS).

(c) Audit findings and questioned costs. Audit findings are discussed next.

Illustration 12–10 shows the relationship of the required auditor’s reports under
GAAS, GAGAS, and the Single Audit (OMB Circular A–133).
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ILLUSTRATION 12–10 Required Auditor’s Reports

1. Opinion on financial statements 
and supplementary schedule of 
expenditures of federal awards

2. Report on internal control over 
financial reporting and on 
compliance and other matters 
based on an audit of financial 
statements

3. Opinion on compliance with laws 
and regulations and internal control report
over compliance applicable to each 
major program

4. Schedule of findings and 
questioned costs

Source: Adapted from Table 12-1, AICPA Audit Guide, Government Auditing Standards and Circular A–133 Audits (New York:
AICPA, 2008).
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Reporting Audit Findings

As listed in item (4) above, auditors must prepare a schedule of findings and ques-
tioned costs. Audit findings reported in the schedule provide detail on matters such
as internal control weaknesses, instances of noncompliance, questioned costs, fraud
and illegal acts, material violations of contract and grant agreements, and material
abuse.

Regarding reporting on internal controls, item (4a) above uses the term
significant deficiency. This term is used in AICPA authoritative audit publica-
tions and has been adopted in the yellow book. In the context of GAGAS audits,
a significant deficiency in the design or operation of internal control could
adversely affect the entity’s ability to administer a federal award program in accor-
dance with GAAP. As a result, there is more than a remote possibility that a
significant misstatement in the financial statements could occur. A material
weakness is a significant deficiency of such magnitude that the internal control
components do not reduce the risk of detection or prevention of material misstate-
ment to an acceptably low level.

A questioned cost arises from an audit finding, generally relating to noncom-
pliance with a law, regulation, or agreement, whose costs are either not supported
by adequate documentation or appear unreasonable. Cost principles to be followed
by nonfederal entities in the administration of federal awards are prescribed by cir-
culars that define concepts such as direct and indirect costs, allowable and unallow-
able costs, and methods for calculating indirect cost rates. These circulars and cost
principles are described in Chapter 13.

In auditing a major program, Circular A–133 requires that known questioned costs
exceeding $10,000 shall be reported in the schedule of findings and questioned costs.
A known questioned cost is one that the auditor has specifically identified in per-
forming audit procedures. In evaluating the impact of a known questioned cost, the
dollar impact also includes a best estimate of “likely questioned costs.” Thus, the
auditor must also report known questioned costs if the likely questioned costs exceed
$10,000, even if the known dollar amount is zero. Nonmajor programs are not nor-
mally audited for compliance (except for audit follow-up of a program that was pre-
viously audited as a major program); however, if the auditor becomes aware of a
known questioned cost in a nonmajor program, he or she must also report it in the
schedule of findings and questioned costs.

Other Single Audit Requirements
The yellow book (GAGAS) requires that auditors make their audit working papers
available to other auditors and to oversight officials from federal awarding agencies
and cognizant agents for quality review purposes. Federal agency access also
includes the right to obtain copies of the working papers, which should be retained
for a minimum of three years.

OMB Circular A–133 provides that a cognizant agency for audit responsibilities
will be designated for each nonfederal entity expending more than $50 million a
year in federal awards. The cognizant agency will be the federal awarding agency
that provides the predominant amount of direct funding unless the OMB specifi-
cally designates a different cognizant agency. Among the cognizant agency’s
responsibilities are providing technical audit advice and liaison to auditees and
auditors, obtaining or conducting quality control reviews of selected audits made
by nonfederal auditors, communicating to affected parties the deficiencies
identified by quality control reviews (including, when necessary, referral of
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deficiencies to state licensing agencies and professional bodies for possible dis-
ciplinary action), and promptly communicating findings of irregularities and
illegal acts to affected federal agencies and appropriate federal law enforcement
agencies. Nonfederal entities expending less than $50 million in federal awards
are assigned an oversight agency. The oversight agency is the agency that makes
the predominant amount of direct funding to the nonfederal entity. An oversight
agency has responsibilities similar to a designated cognizant agency, but they are
less extensive.

Single Audit Quality18

In 2007 the Audit Committee of the President’s Council on Integrity and Efficiency
(PCIE) issued a report on the National Single Audit Sampling Project. The project
was the outgrowth of Congressional testimony indicating that there were concerns
about the quality of single audits. Given the large amount of taxpayer dollars that
are provided by the federal government to states, local governments, and not-for-
profit entities, it is imperative that quality audits be conducted to help ensure that
monies are being spent as intended. To help assure quality audits of government
funds, the project was charged with two purposes:

1. Determine the quality of single audits and establish a statistically based measure
of audit quality.

2. Recommend changes in single audit requirements, standards, and procedures to
improve the quality of single audits.

To add to the validity of the findings, a statistical sample was randomly
selected from audits submitted between April 1, 2003, and March 3, 2004. Results
of the statistical analysis led researchers to conclude that 48.6 percent of the
single audits were of acceptable quality. Another 16.0 percent were of limited reli-
ability (i.e., there were significant deficiencies), while 35.5 percent of the single
audits were unacceptable (i.e., there were material reporting errors and/or defi-
ciencies so severe that the opinion on at least one major program could not be
relied upon). The most prevalent problems discovered related to not documenting
an understanding of internal controls over compliance requirements (56.5 per-
cent), not documenting the testing of internal controls on at least some compli-
ance requirements (61.0 percent), and not documenting compliance testing of at
least some compliance requirements (59.6 percent). As can be seen, the problem
areas relate directly to and are unique to the single audit—major program com-
pliance requirements.

The project report recommended that all parties to the single audit process become
involved in helping to remedy the deficiencies found. Specifically, the first recom-
mendation is to revise and improve the single audit standards, the criteria related to
the single audit, and the guidance provided to auditors. Second, a minimum training
requirement needs to be established for those conducting single audits. Finally, atten-
tion needs to be given to the consequences of conducting and submitting an unac-
ceptable single audit. The AICPA, GAO, OMB, and other agencies are in the process
of addressing the recommendations made by the report.
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18 The information in this section is from the Report on National Single Audit Sampling Project, June
2007 (Washington, DC: President’s Council on Integrity and Efficiency, 2007).
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IMPACT OF SOX ON GOVERNMENTS AND NOT-FOR-PROFITS

The Sarbanes-Oxley (SOX) Act of 2002, Congress’s response to corporate account-
ing scandals of the late 1990s and early 2000s, applies to publicly held companies,
their public accounting firms, and other issuers.19 However, some states, such as
California, have passed SOX-type regulations for not-for-profit organizations
(NPOs), and Congress is considering increasing the reporting requirements of NPOs.

Indirectly, SOX has impacted governments and not-for-profits as the AICPA moves
to align the GAAS standards with those issued by the Public Company Accounting
Oversight Board (PCAOB). This alignment is reflected in the issuance of several new
auditing standards since the enactment of SOX. SOX has also indirectly affected all
entities by altering the funding status of the standards-setting bodies—FASB and
GASB. Finally, members of not-for-profit boards of directors and elected officials fre-
quently have business backgrounds. As a result, board members and officials are often
interested in applying SOX-related practices used in business to the not-for-profits
and governments they represent. Two areas where SOX can lead to improvements in
government and not-for-profit governance are audit committees and internal controls.

Best Practices—Audit Committees
The SOX legislation requires audit committees of public companies, subsets of the
board of directors, to (1) appoint and oversee the auditor, (2) resolve disagreements
between management and its auditor, (3) establish procedures to receive complaints
from employees who “blow the whistle” on those responsible for fraud, (4) ensure
auditor independence, and (5) review the audit report and other written communi-
cations. A state or local government or not-for-profit organization that establishes an
audit committee, at a minimum, signals to the public that the auditors report to the
board that hired them, not to management.20

Best Practices—Internal Controls
Section 404 of SOX requires managers of publicly traded companies to accept
responsibility for the effectiveness of the entity’s internal control system. The act of
“certifying” requires that management present a written assertion not only that they
have adopted some framework for internal controls, but also that they test these con-
trols and can document the effectiveness of the internal control system. The OMB
reexamined its internal control requirements for federal agencies in light of the
Sarbanes-Oxley Act of 2002 and revised OMB Circular A–123, “Management’s
Responsibility for Internal Control.” This circular “provides guidance to Federal
managers on improving the accountability and effectiveness of Federal programs and
operations by establishing, assessing, correcting, and reporting on internal control.”21

Managers of government and not-for-profit entities could benefit from voluntarily
adopting certain requirements of the Sarbanes-Oxley Act, such as creation of an audit
committee, monitoring the independence of auditors, and certification of internal con-
trols and financial statements by the chief executive or financial officer of the entity.
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19 For more detailed information, students are directed to the Act itself (P.L. 107–204), as well as the
AICPA Web site (http://thecaq.aicpa.org/Resources/sarbanes+oxley), and the Public Company
Accounting Oversight Board (PCAOB) Web site (www.pcaobus.org).
20 The AICPA produced a Government Audit Committee Toolkit to provide guidance for governments
in establishing and working with audit committees, available at www.aicpa.org.
21 OMB Circular A–123 revised, “Management’s Responsibility for Internal Control” (Washington, DC:
OMB), December 21, 2004, effective for fiscal year 2006.
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12–1. What are the three levels of audit to which a government or not-for-profit
entity may be subject? Who is responsible for setting the standards or
requirements for each of the three levels identified?

12–2. What is an opinion unit and of what significance is an opinion unit to the
auditor?

12–3. A new board member for the Fire Protection District (a special purpose gov-
ernment) was reviewing the audit report for the district and noted that,
although the district received an unqualified opinion, the audit report was
longer than the one received by the corporation for which he worked. Assum-
ing that the district received only an AICPA GAAS audit, explain for the board
member why the district audit report is longer than the corporate audit report.

12–4. Define GAGAS, and describe how GAGAS differ from GAAS.
12–5. What are the major types of auditor services described in the Government

Accountability Office’s Government Auditing Standards (yellow book), and
how do they differ?

12–6. The director of a not-for-profit organization was overheard saying that
government auditing standards (GAGAS) were developed by the federal

Selected
References

Questions
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government to ensure that local governments were spending federal funds
appropriately. Therefore, her organization was not concerned with govern-
ment auditing standards since the organization was only subject to a “nor-
mal” (GAAS) audit. Explain why you agree or disagree with the director.

12–7. How is an OMB Circular A-133 audit related to a GAGAS audit? How is
an OMB Circular A-133 audit different from a GAGAS audit?

12–8. Explain how federal award programs are selected for audit under the risk-
based approach.

12–9. What is the National Single Audit Sampling Project and why is it important?
12–10. What are the benefits of having an audit committee?

12–1 Audit Risk. Your firm recently signed a letter of engagement to audit CitCo,
the local city and county government. Over your morning cup of coffee, you
open the local newspaper and read the following:

Police are investigating how two computer servers belonging to CitCo ended
up next to the commercial trash compactor of a local restaurant. The servers’
property tags helped police trace them to the CitCo tax collector’s office. Bob
Bogus, director of the tax collector’s office, said that his office had recently
relinquished the servers to the property management office because the tax
collector’s office had purchased new servers. Ima Teller, spokesperson for the
property management office, was unable to confirm whether her office had
received the computer servers. It is unknown what data, such as citizen tax
records and social security numbers, were on the servers at the time they were
found, or whether another CitCo office was using the servers at the time of
the theft. A spokesperson for the Chief Financial Officer indicated that office
policy is to erase confidential data from the drives before relinquishing or dis-
posing of servers. The investigation is ongoing.

Required

Discuss how the above information would affect the assessment and work your
office does on the audit for CitCo. Include in your discussion any special con-
siderations that may result if the audit is conducted under GAGAS.

12–2 Single Audit. Background. Mountain Lake Mental Health Affiliates, a non-
governmental not-for-profit organization, has contacted Bill Wise, CPA, about
conducting an annual audit for its first year of operations. The governing board
wishes to obtain an audit of the financial statements and, having received
favorable information about Mr. Wise’s ability to conduct such audits, has
decided not to issue a request for proposals from other audit firms. Cybil Civic,
president of the board, heard from a friend associated with a similar organi-
zation that $5,000 is an appropriate price for such an audit and has offered
Mr. Wise the audit for that price. Although Mr. Wise agrees that $5,000 would
be reasonable for a typical financial statement audit of an organization of
Mountain Lake’s type and size, he refuses to contract for the audit at that price
until he is able to estimate the extent of audit work that would be involved.

Facts. In discussions with Mountain Lake’s controller, Mr. Wise obtains the
following information about the organization for the year just ended:

1. Mountain Lake received a $200,000 grant from the City of Mountain Lake,
of which 50 percent was stated as being from federal sources. Of this
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amount, $150,000 was expended during the year, equally from federal and
nonfederal sources.

2. Unrestricted gifts of $50,000 were received from private donors; $40,000
was spent during the year.

3. The organization received $300,000 from Medicare for mental health ser-
vices rendered during the year.

4. A building owned by the U.S. Department of Health and Human Services
is occupied by Mountain Lake for rent of $1 per year. The fair value of the
rental has been appraised at $30,001.

5. Mountain Lake carried out a program with the Federal Bureau of Prisons
to provide alcohol and drug abuse counseling services for prisoners at a
nearby federal prison. Services are provided on a “units of service” reim-
bursement basis. Each unit of service is reimbursed at the rate of $100 and
the contract provides for maximum reimbursement of $400,000. Actual
units of service for the year were 4,400. Direct costs incurred for these ser-
vices amounted to $250,000 in total.

Required

a. Based on the foregoing facts, is Mountain Lake Mental Health Affiliates
required to have a single audit? Explain your answer.

b. Should Mr. Wise accept the audit engagement for a $5,000 fee? Why or
why not?

c. Would Mr. Wise be considered independent according to Government Audit-
ing Standards if he also prepares routine tax filings for the organization?
Why or why not?

(Note: The authors are indebted to James Brown, a partner with BKD, LLP
in Springfield, Missouri, for providing the example on which Case 12–2 is
based.)

12–3 GAAS, GAGAS, and the Single Audit. A city has approached you concern-
ing the audit of its 2011 financial statements. State law requires the city to
have an audit and submit the audited financial report to the state. New elec-
tions at the beginning of the fiscal year resulted in a change in the adminis-
tration of the city. Your firm and the audit firm that conducted the prior year’s
audit have been asked by the city to submit bids for the current year’s audit.
Since the new city administration is quite inexperienced, it has not provided
you with a formal Request for Proposal (RFP). Therefore, you have the prior
year’s audit and financial reports, and little more information than the follow-
ing for fiscal year 2011.

1. The new city controller is a certified public accountant who worked for a
firm that specialized in government audits.

2. For the last three years the city has received a clean audit opinion.
3. The city is receiving grants and other aid from state and federal sources

totaling $3,977,000.
4. Total budgeted revenues for the year were $20,980,000 and expenditures

were $25,749,000. Approximately 48 percent of revenues are from property
taxes.

5. The city has six governmental funds, three enterprise funds, and an agency
fund.

6. It is five months until the end of fiscal year 2011.
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Required

Prior to determining whether you would be interested in submitting a bid for
the audit, you decide to use the information you have to draw up a list of fac-
tors that would affect the cost of your bid. Provide your list and explain why
each item would affect your fee bid.

12–4 Single Audit, Internet Case. A not-for-profit organization has hired you to
conduct an audit. The audit has been requested by the organization’s board of
directors. A mission of the organization is to provide for the education of chil-
dren in the economically distressed area of the city. In fulfilling its mission,
the organization operates a Head Start program, a K-3 elementary school, and
an after-school kids program. To help fund its mission, the organization
receives funds from several sources, including federal programs. The federal
programs and the amount of funding expended from each program for the fis-
cal year are as follows:

Program Funds Expended

Title I $260,000
National School Lunch Program 24,320
National School Breakfast Program 8,829
Head Start 520,000
Early Reading First 55,000
Child and Adult Care Food Program 28,112

Required

It may be helpful to use the Catalog of Federal Domestic Assistance (CFDA)
Web site (www.cfda.gov) and the OMB Circular A-133 Compliance Supple-
ment (www.whitehouse.gov/OMB/circulars) to answer the following questions.
a. What federal departments are sponsoring the programs listed?
b. OMB allows “cluster programs” to be considered as a single program when

conducting the risk-based approach to selecting programs for audits under
the single audit. Of the programs listed, which (if any) are part of the same
cluster?

c. Based on size alone, are there any Type A programs or other programs that
would be exempt from audit under the risk-based approach?

d. Based on size alone, which programs would you select for audit and why?
e. If the not-for-profit has received an unqualified opinion in each of the last

two years and the Head Start program was selected for audit in both years,
would the programs you select for audit change? If not, why not? If so,
what programs would you select and why?

f. Reading the objectives of the programs identified, you will notice a com-
mon underlying objective. Since the ability to obtain funds depends on
meeting this underlying objective, it should be considered a major compli-
ance issue for the auditor. What is the objective? What compliance item is
particularly affected by this underlying objective? (Hint: There are 14 com-
pliance items listed in Circular A-133; access Parts 2, 3, and 4 to help with
this answer.)

12–5 Internet Case. The City of Belleview receives pass-through funds from the
state’s Department of Housing to assist in administering the federally funded
Supportive Housing Program for the elderly. At the request of the state’s
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Department of Housing, the city has engaged you to perform a program-
specific audit of its expenditures of federal awards for the Supportive Hous-
ing Program for the elderly. Although you are unfamiliar with the particular
program, you have extensive experience in governmental auditing and have
audited many other federal programs.

Required

Utilize the Internet to answer the following questions about this program.
a. What is the Catalog of Federal Domestic Assistance (CFDA) number for

this program? (Note: The relevant Web site is http://www.cfda.gov.)
b. Describe the program’s purpose and its eligible beneficiaries.
c. Which of the 14 compliance items (A through N) listed in the Circular

A–133 Compliance Supplement are applicable to auditing compliance for
this program? (Hint: Access Parts, 2, 3, and 4 of the Compliance Supple-
ment at http://www.whitehouse.gov/OMB/circulars.)

12–6 Single Audit Quality. In this chapter, information was provided on the report
of the National Single Audit Sampling project. The project was the outgrowth
of concern over the quality of single audits. Based on the project’s results, it
would appear that there is reason for concern over the quality of audits, given
that 35.5 percent of the audits were considered unacceptable. The most com-
monly cited problems were:

1. Failure to document an understanding of internal controls over compliance
requirements.

2. Failure to document testing of internal controls on at least some compliance
requirements.

3. Failure to document compliance testing on at least some compliance
requirements.

Required

a. Discuss factors you believe may be contributing to the problems related to
single audit quality.

b. The project report recommends that all affected parties be involved in the
solution. Discuss how you think each of the following three parties could
help improve single audit quality.

(1) The Office of Management and Budget (OMB).
(2) The auditee.
(3) The audit profession.

12–7 Audit Committees. The city council members of Laurel City are considering
establishing an audit committee as a subset of the council. Several members
work for commercial businesses that have recently established such commit-
tees in response to the Sarbanes-Oxley Act of 2002. They have asked your
advice as a partner in the public accounting firm that audits the city’s annual
financial statements. They are especially interested in whether the benefits of
such a committee outweigh any costs to establishing one.

Required

a. What resources are available to the city to help it use this audit committee
efficiently and effectively?
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b. Provide a short report to the council that lists the benefits and costs of estab-
lishing an audit committee. Explain what qualifications would be expected
of council members who sit on this committee and the tasks in which they
would be engaged.

12–1 Examine the CAFR. Using the CAFR you obtained for Exercise 1–1, answer
the following questions:
a. Auditors. Was this CAFR audited by external certified public accountants

(CPAs) or by state or local governmental auditors?
b. Audit Opinion. What type of opinion did this entity receive? If it was qual-

ified, what reason was given? Was an opinion expressed on the supple-
mentary information as well as the basic financial statements?

c. Auditing Standards. Did the auditor use generally accepted auditing stan-
dards (GAAS), generally accepted government auditing standards (GAS or
GAGAS), or both?

d. Paragraphs. How many paragraphs are there in the auditor’s report? Can
you identify the introductory, scope, opinion, and any explanatory para-
graphs?

e. Single Audit. Can you tell whether this entity was required to have a single
audit? If so, are the required single audit reports contained within the cover
of the CAFR that you are examining? If the entity does receive federal
financial assistance but you see no mention of the single audit in the audi-
tor’s report, where do you expect that single audit report to be?

12–2 Multiple Choice. Choose the best answer.

1. Which of the following activities would always indicate that an auditor’s
independence has been impaired?
a. Providing advice on establishing an internal control system.
b. Posting adjusting journal entries into the client’s accounting records.
c. Providing benchmarking studies to be used by management.
d. Preparing draft financial statements based on management’s trial 

balance.

2. An adverse opinion is most likely to be rendered when:
a. Fund financial statements are presented along with government-wide

statements in the basic financial statements.
b. There is a violation of generally accepted accounting principles that does

not cause the basic financial statements to be materially misstated.
c. The auditor is not independent of the government being audited.
d. The government issues a stand-alone consolidated report.

3. Which of the following is a true statement about the relationship between
generally accepted government auditing standards (GAGAS) and generally
accepted auditing standards (GAAS)?
a. GAGAS and GAAS provide standards for financial audits, attestation

engagements, and performance audits.
b. GAGAS encompass GAAS and supplement certain GAAS.
c. Single audits must be performed using GAGAS and GAAS.
d. GAGAS are promulgated by the Government Accountability Office and

GAAS are promulgated by the Government Accounting Standards
Board.
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4. One of the overarching principles in the GAO’s standard on indepen-
dence is:
a. Auditors should never provide payroll or tax services to audit clients.
b. Auditors should document an understanding with the audited entity

regarding the objectives, scope of work, and product of the nonaudit
service.

c. Auditors should not perform management functions or make manage-
ment decisions.

d. Auditors should not perform nonaudit work for audit clients.

5. The goal of a performance audit is to:
a. Provide information to improve program operations and facilitate deci-

sion making by management.
b. Determine whether government programs and activities are meeting their

stated goals and objectives.
c. Determine whether governments are performing their duties in the most

economic and efficient manner possible.
d. All of the above.

6. Under the GASB reporting model, materiality is determined:
a. For opinion units.
b. At the government-wide level.
c. At the fund level.
d. For governmental and business-type activities and the aggregate dis-

cretely presented component units only.

7. Single audits performed pursuant to OMB Circular A–133:
a. Apply to all entities that receive $500,000 or more in a fiscal year.
b. Result in the same number of reports as a generally accepted government

auditing standards (GAGAS or yellow book) audit.
c. Must be performed in accordance with generally accepted government

auditing standards.
d. Result in a reporting package that is submitted to the Office of Man-

agement and Budget.

8. The single audit concept:
a. Dates back to 1979 and was codified in 1984 and amended in 1996.
b. Requires that all audits of entities receiving federal financial assistance

be audited by GAO auditors.
c. Means that each federal grant that an entity receives is audited as a sin-

gle unit.
d. Requires that all large grants and half of the small grants be audited

without regard to risk.

9. OMB Circular A–133 and the related Compliance Supplement provide guid-
ance for auditors in:
a. Conducting a financial audit of governmental entities.
b. Conducting financial audits, attestation engagements, and performance

audits of governmental entities.
c. Conducting a single audit of a government that has expended more than

$500,000 in federal financial assistance.
d. None of the above.
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10. The auditor’s responsibility for required supplementary information (RSI) is:
a. The same as with the basic financial statements.
b. To perform certain limited procedures to ensure that RSI is fairly pre-

sented in relation to the audited financial statements.
c. The same as for all information in the financial section of a compre-

hensive annual financial report.
d. To render an opinion as to the fairness of the RSI and whether it con-

forms to generally accepted accounting principles.

12–3 Continuing Professional Education. As part of your audit firm’s quality con-
trol policies, it maintains a record of continuing profession education (CPE)
taken by professional staff members. Following is information on some of the
classes, sessions, workshops, and conferences that the auditors of your firm
have attended in the past year.
______1. A session dealing with the source of current revenues and three-

year projections of revenues for the state.
______2. A conference on estate planning.
______3. A workshop on “Factors to Consider in Determining the Actuarial

Value of Pensions”.
______4. A session on the risk assessment suite (SAS 104-111).
______5. A session on the role of audit committees and how to form an effec-

tive audit committee.
______6. An online “Principles of Accounting” course.
______7. A workshop on “Federal Grant Administration”.
______8. A session on GASB’s derivative standard.
______9. A conference on “Helping Individuals Meet Their Long-Term

Financial Goals” (a financial planning conference).
_____10. A session on problems associated with implementing an enterprise

resource planning system (ERP).

Required

It is your responsibility to determine whether the classes, sessions, workshops,
and conferences attended by the auditors could be used to meet the GAGAS
requirement that auditors earn 24 hours of CPE in government-related areas
every two years. In the space to the left of each item, indicate whether the
item qualifies (Q) or does not quality (DNQ).

12–4 Single Audit. Quad-States Community Service Agency expended federal
awards during the most recent fiscal year in the following amounts for the pro-
grams shown:

Program 1 $5,789,000 Program 6 $389,000
Program 2 350,000 Program 7 191,000
Program 3 1,069,000 Program 8 94,000
Program 4 5,963,000 Program 9 726,000
Program 5 212,000 Program 10 434,000

Additional information indicates that Programs 4 and 10 were audited as major
programs in each of the two preceding fiscal years, with no audit findings reported.

Required

a. Which programs would be considered Type A programs and why? Type B
programs?
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b. Based on the information provided, which programs would you select for
audit and why?

c. If you found out that a new manager with no previous experience was now
in charge of Program 4, would your answer to part b change? If so how?

12–5 GAO Independence Standards. Indicate which of the following activities per-
formed by an auditor for a governmental client are (a) allowable, (b) permit-
ted if safeguards are in place, or (c) prohibited.
1. Serving as an adviser on the building subcommittee for the county.
2. Preparing a $4,000,000 indirect cost proposal.
3. Providing all payroll services for the client.
4. Converting the financial records from the cash basis to GAAP basis.
5. Providing advice on setting up the chart of accounts in a commercially

purchased software package.
6. Maintaining the depreciation schedules for which management has deter-

mined the useful lives and residual values.
7. Providing appraisals and valuation of property held by the government.
8. Assessing program outcomes for three government programs.
9. Providing internal audit services.

10. Preparing draft financial statements from the client’s adjusted trial balance.

12–6 Unqualified Audit Report. Following is the unqualified audit report for the
City of Sand Key.

The Honorable Mayor
Members of the City Commission and
City Manager

City of Sand Key

We have audited the accompanying financial statements of the City of Sand Key (the City) 
as of and for the year ended September 30, 2011. These financial statements are the
responsibility of the City’s management. Our responsibility is to express an opinion on these
financial statements based on our audit.

We conducted our audit in accordance with generally accepted auditing standards and the
standards applicable to financial audits contained in the Government Audit Standards, issued
by the Comptroller General of the United States. Those standards require that we plan and
perform the audit to obtain a reasonable assurance about whether the financial statements
are free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as
well as evaluating the overall financial statement presentation. We believe that our audit
provides a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material
respects, the financial position of the City as of September 30, 2011, and the respective
changes in financial position thereof for the year then ended in conformity with accounting
principles generally accepted in the United States of America.

Our audit was conducted for the purpose of forming an opinion on the financial statements
taken as a whole. The information presented in the Statistical Section is presented for the
purpose of additional analysis and is not a required part of the basic financial statements.
Such information has not been subjected to the auditing procedures applied in the audit of
the basic financial statements and, accordingly, we express no opinion on it.

Steele and Steele, P.A.
January 12, 2012
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Required

Based on your knowledge of audit reporting requirements for government
audits, you have determined that the audit report issued by Steele and Steele
does not meet requirements. Provide a list of changes that would need to be
made to the audit report to bring it into conformance with audit report
requirements.

wiL79603_ch12_493-528.qxd  1/3/09  9:11 PM  Page 528 User-S198 Macintosh HD:Users:user-s198:Desktop:Temp Work:JAN-09:3rd Jan 2009:Wi



529

Chapter Thirteen

Budgeting and
Performance
Measurement
Learning Objectives

After studying this chapter, you should be able to:

1. Explain the objectives of budgeting.

2. Describe methods of integrating planning, budgeting, and performance
measurement.

3. Explain the differences among various budgeting approaches.

4. Describe the budgeting process for a state or local government.

5. Identify the procedures involved in specific types of budgets, including
appropriation budgets, revenue budgets, cash budgets, and capital budgets.

6. Describe managerial tools used to improve performance and communicate the
results of the budgeting process.

7. Describe the budget and cost issues in grant accounting.

Budgeting is an important part of a manager’s planning and control responsibilities.
In governments, legislators authorize managers to raise and expend resources to pro-
vide services to citizens by approving an annual budget. Legislation at the state and
local government level also specifies what sanctions will be imposed if managers
overspend appropriations. Chapter 3 described how fund accounting and the modi-
fied accrual basis of accounting are used to demonstrate legal compliance with the
annual budget. Many state and local governments also budget resources in order to
improve the quality of public services delivered to citizens. Chapter 4 illustrated how
the cost of governmental activities by function is measured using accrual account-
ing and reported in the government-wide statement of activities. This cost informa-
tion is critical in developing budgets and assessing government financial
performance, as seen in Chapter 10. As described in Chapter 11, the federal gov-
ernment has incorporated budgeting for results (or performance or outcomes) for
federal agencies in required performance and accountability reports (PARs).

Not-for-profit organizations are somewhat different in that their budgets are not
legal documents reflecting plans for spending appropriations from other governments
or from tax and other revenues. However, a not-for-profit entity is accountable to its
resource providers, such as donors and grantors, and the Government that granted the
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organization its existence and tax-exempt status. The budgeting approaches described
in this chapter are equally useful to not-for-profit managers, although the budgets of
these organizations are most likely reviewed and approved by governing boards but
not posted on public Web sites. Budgeting and performance measures in the nonprofit
sector will be discussed in more detail in Chapter 15. In this chapter, the role of the
budget as a communication and management tool in government and not-for-profit
entities is explored.

OBJECTIVES OF BUDGETING

Budgeting may be the most important responsibility of a government legislator or
manager. Citizens expect government leaders to prioritize community program and
service goals, authorize the expenditure of resources to meet those goals, comply
with laws over spending appropriations, improve the quality of services in the near
term, and demonstrate stewardship for public funds in the long term. The budget
embodies management’s plans to meet public expectations. Robert Bland describes
the complex set of budgeting objectives in this way:

The budget document and its preparation and adoption express the basic political values
of a government. Budgets reflect the compromises negotiated in the contentious process
of budget adoption. They guide public administrators, defining government’s economic
and political role in a community and sanctioning, as well as limiting, administrative
action. Budgets not only represent plans for the future, they also mold that future by the
policies they contain . . . The budget is a tool for holding administrators accountable for
performance expectations.1

A good budget should, at a minimum, have majority “buy-in” by all affected par-
ties. Logistically, a budget needs to be enacted before the fiscal year begins and be
integrated with the financial accounting system so that actual results can be com-
pared to budgeted plans at regular intervals. Integrating the budget into the account-
ing system allows management to oversee individual unit performance and react
quickly to variances between actual results and budgeted plans. Legislators can then
expect an early warning should unexpected problems arise.

The legalistic view is that a budget is a plan of financial operation embodying an
estimate of proposed expenditures for a given period of time and the proposed means
of financing them. In a much more general sense, budgets may be regarded as
devices to aid management in operating an organization more effectively. Govern-
ments build budgets to demonstrate compliance with laws and to communicate per-
formance effectiveness. These two views of a budget are examined next.

Compliance with Laws
Budgetary principles were established by the National Committee on Governmental
Accounting in the 1968 Governmental Accounting, Auditing and Financial Report-
ing guide (referred to as GAAFR or the “Blue Book”). The GASB budgeting, bud-
getary control, and budgetary reporting principle provides that:

a. An annual budget(s) should be adopted by every government.
b. The accounting system should provide the basis for appropriate budgetary control.
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1 Robert L. Bland, A Budgeting Guide for Local Government (Washington, DC: International
City/County Management Association, 2007), p. 3.
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c. Budgetary comparison schedules should be presented as required supplementary
information for the General Fund and for each major special revenue fund that has a
legally adopted annual budget. The budgetary comparison schedule should present
both (a) the original and (b) the final appropriated budgets for the reporting period
as well as (c) actual inflows, outflows, and balances, stated on the government’s
budgetary basis.2

The budgeting principle is directly related to the accounting and reporting capa-
bilities principle, which specifies that a governmental accounting system must make
it possible for a government (1) to prepare financial reports in conformity with gen-
erally accepted accounting principles (GAAP) and (2) to determine and demonstrate
compliance with finance-related legal provisions. Chapter 3 is concerned with bud-
gets as legal documents binding on the actions of administrators and with budgetary
accounting needed to make it possible to prepare budgetary reports to demonstrate
legal compliance. It is also concerned with budgetary comparisons required for the
General Fund and major special revenue funds in conformity with the GASB report-
ing model.

Communicate Performance Effectiveness
Budgeting is also an important tool for achieving efficient and effective management
of resources. Because of public demand for improved government performance, inno-
vative performance measurement systems are being developed at all levels of gov-
ernment. Since 1997, federal agencies have submitted strategic plans to Congress,
developed annual performance plans, reported annually on the results achieved in
those performance plans, and integrated accountability reports with the Government
Performance and Results Act (GPRA) performance reports.3

Several groups of professionals provide guidance for governments that want to
communicate quality information to stakeholders about the budget and performance
measures. In 1998, the National Advisory Council on State and Local Budgeting, a
cooperative of organizations, issued a document that describes nearly 60 best bud-
get practices covering the planning, development, adoption, and execution phases of
the budget process.4 This document recognizes that budgeting is one of the most
important activities undertaken by state and local governments in allocating scarce
resources to programs and services.

The Government Finance Officers Association (GFOA) reviews budgets and pre-
sents distinguished awards to those governments that not only meet the goals
described in traditional government principles, but go beyond that in their presenta-
tion of the budget as a policy document, financial plan, operations guide, and com-
munications device. For a quarter of a century, the GFOA’s award program has
recognized state and local governments that use the budgeting process to its fullest
potential in demonstrating accountability for the use of public funds and improving
the quality of government services provided. Illustration 13–1 lists the criteria the
GFOA uses in its review of budget documents. Note that some of the criteria are
mandatory (i.e., documents “shall” include an item) in order for a government to
receive the distinguished budget presentation award. Voluntary applications for this
award increased from 113 in 1984, the year the program was initiated, to 1,200 in

2 Governmental Accounting Standards Board, Codification of Governmental Accounting and Financial
Reporting Standards, as of June 30, 2008 (Norwalk, CT: GASB, 2008), Sec. 1100.111, 2400.
3 See Chapter 11 for more discussion of the GPRA and performance reporting.
4 See www.gfoa.org, “Recommended Practices.”
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The Budget as a Policy Document

• A coherent statement of entity-wide long-term financial policies.
• A coherent statement of entity-wide, nonfinancial goals and objectives.
• The entity’s short-term initiatives that guide the development of the budget.
• Includes a budget message that articulates priorities and issues for the budget.*
• Clearly stated goals and objectives of organizational units.

The Budget as a Financial Plan

• Describes all funds that are subject to appropriation.
• Presents a summary of major revenues and expenditures and other financing sources/uses.*
• Summarizes revenues/other financing sources and expenditures/other financing uses for the

prior, current, and proposed budget year.*
• Describes major revenue sources, underlying assumptions, and significant trends.*
• Includes projected changes in fund balances for appropriated governmental funds.*
• Includes budgeted capital expenditures.
• Describes significant nonroutine capital expenditures.
• Includes financial data on current debt obligations and legal debt limits.*
• Explains the basis of budgeting for all funds (e.g., cash, modified accrual, or other).*

The Budget as an Operations Guide

• Describes activities, services, or functions carried out by organizational units.*
• Provides objective measures of progress toward accomplishing goals and objectives.*
• Includes on organization chart for the entire organization.
• Provides a schedule of personnel or position counts for prior, current, and budgeted years.*

The Budget as a Communications Device

• Provides summary information on significant budgetary issues, trends, and resource choices.*
• Explains the effect, if any, of other planning processes upon the budget.
• Describes the process for preparing, reviewing, adopting, and amending the budget.*
• Uses charts and graphs to highlight financial and statistical information with narratives.*
• Provides narrative, tables, schedules, or matrices to show the relationship between functional

units, major funds, and nonmajor funds in the aggregate.
• Includes a table of contents to make it easy to locate information in the document.*
• Includes a glossary for any terminology that is not readily understood.
• Includes statistical and supplemental data that describe the organization and community.
• Formatted in such a way as to enhance its understanding by the average reader.

ILLUSTRATION 13–1 Criteria for the GFOA’s Distinguished Budget Presentation
Award Program

*Indicates a mandatory criterion to receive the distinguished budget presentation award; that is, the budget “shall” include the item listed.

Source: Condensed from “Detailed Criteria Location Guide,” available at www.gfoa.org/downloads/
BudgetDetailedCriteriaLocationGuide.pdf.
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2007. About 90 percent of the applicants have received the award, and many of the
unsuccessful applicants have received confidential reviewer suggestions that permit-
ted them to subsequently qualify for the award.5

Implications of Government Reporting for Public Budgeting

The budget has always played a role in general purpose external financial reports
through the required budget-to-actual comparison statements for those funds that
have a legally approved budget. At a minimum, the budget-to-actual statements are
required supplementary information. However, GASB does allow governments to
choose whether to present the budgetary comparison schedule after the notes to the
financial statements as required supplementary information (RSI) or as a more tra-
ditional statement that compares budgeted to actual operating performance within
the basic financial statements.

The addition of accrual-based government-wide statements in GASBS 34 has a num-
ber of implications for budgeting as discussed in an article by Dr. James Chan. They
include (1) emphasizing the long-term perspective in budgeting, (2) stressing budgets
as a tool for demonstrating public accountability, (3) considering the government as a
whole, (4) activating the debate about accrual accounting, (5) raising the need to pro-
ject financial position, and (6) critically appraising budget practices.6 It remains to be
seen whether government-wide financial reporting will result in government financial
managers supplying budgets for operational performance of the government as a whole
and whether the public and other financial statement users will demand such budgets.

INTEGRATION OF PLANNING, BUDGETING, 
AND PERFORMANCE MEASUREMENT

The concept of “managing for results” has taken hold in many governments as a
commonsense way to focus the activities of employees toward the needs that the gov-
ernment is trying to address. These goals might include safe highways, healthy chil-
dren, plentiful employment opportunities, and a culturally diverse citizenry. When
planning, budgeting, and performance measurement are related, good performance
is rewarded, and consequences exist for substandard performance, then public
employees’ behaviors will change. Highway patrol officers who are judged on acci-
dent rates for their highway beat, rather than on their output of tickets written or
miles covered, have changed their behavior, writing tickets strategically to slow down
drivers on the most hazardous stretches of roads, and reporting potholes that cause
accidents to maintenance departments more often.7

Illustration 13–2 is a graphic representation of the interrelations among the
processes of policy setting through a strategic plan, budgeting the resources needed
to deliver services that accomplish the goals of the plan, monitoring operations and
reporting on performance, and assessing performance as it relates to the strategic
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5 See “Annual Report—Distinguished Budget Presentation Awards Program” of the GFOA, available at
www.gfoa.org/services/awards.shtml.
6 James L. Chan, “The Implications of GASB Statement No. 34 for Public Budgeting,” Public Budget-
ing & Finance (Fall 2001), p. 80.
7 James Fountain, Wilson Campbell, Terry Patton, Paul Epstein, and Mandi Cohn, Special Report:
Reporting Performance Information: Suggested Criteria for Effective Communication (Norwalk, CT:
GASB), August 2003, p. 13.
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plan. Once a government identifies the public needs it is trying to address, then it
needs to develop an overall strategic plan for addressing those needs; devise poli-
cies, programs, and services to meet those needs; implement budgeting, accounting,
and management systems that support the strategic plan; and track cost and perfor-
mance data that allow the government to gauge its progress in reaching its goals.8

Certain components of a results-oriented performance measurement system are
critical for effective integration with budgeting, decision making, and communication
to citizens. For example, clear identification of outputs (e.g., number of lane-miles of
road repaired, or the number of serious crimes reported) and outcomes (e.g., per-
centage of lane-miles of road maintained in excellent, good, or fair condition; or the
percentage of residents rating their neighborhood as safe or very safe) is essential.
These performance indicators should be transparent; that is, they should be revealed
in department budget requests, the executive budget itself, operating documents, and
annual reports. Government managers should report that they use performance mea-
sures over time (e.g., from budget development through the audit) and in a variety of
activities (e.g., strategic planning, contract management, and personnel decisions).
Leadership support and explicit, written management-for-results policies are also cru-
cial for an integrated performance measurement system to be effective.9
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8 Ibid.
9 Julia Melkers and Katherine Willoughby, “Models of Performance-Measurement Use in Local Gover-
ments: Understanding Budgeting, Communication, and Lasting Effects,” Public Administration Review,
Vol. 65, no.2, March/April 2005.

ILLUSTRATION 13–2 Managing for Results Process

Source: Adapted from James Fountain, Wilson Campbell, Terry Patton, Paul Epstein, and Mandi Cohn, Special Report: Reporting Performance Information: Suggested Crite-
ria for Effective Communication (Norwalk, CT: GASB), August 2003, p. 14.
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BUDGETING APPROACHES

As the budget process has evolved from an accounting function with a control ori-
entation to an executive tool to improve the management of operations and the
assignment of priorities to public problems, so have the basic formats of budgets
evolved. Governments use a variety of budgeting approaches in developing annual
budgets. These budget approaches exhibit the perspective of the staff or area within
the government with budget responsibilities. For example, the accounting department
often focuses on line-item budgeting, the finance department can be associated with
performance budgeting, an independent budget office may be concerned with pro-
gram budgeting, and the chief executive office may focus on entrepreneurial bud-
geting.10 These budget approaches are briefly discussed next.

Line-item Budgeting
A traditional approach to budgeting and the one that is most likely present in some
portion of every government’s budget today is line-item, or object-of-expenditure,
budgeting. A simplistic approach to budgeting line-items is called incremental
budgeting. In essence, an incremental budget is derived from the current year’s
budget by adding amounts expected to be required by line items. Examples include
salary and wage increases, increases in the cost of supplies and equipment,
decreases that would result from shrinkage in the scale of operations forced by
pressures such as spending limitations mandated by the electorate (for example,
California’s Proposition 13 in 1978), and cuts in capital equipment purchases.
Incremental budgeting focuses largely on controlling resource inputs and typically
uses the line-item budget format in which the focus is on departmental expendi-
tures for specified purposes or objects, such as personnel, supplies, equipment, and
travel. The weakness of the incremental approach is that it focuses on government
operations in terms of dollars spent in the prior year rather than what was accom-
plished by that spending.

In the 1970s, an approach to wed the legally required budget process to a ratio-
nal process of allocating scarce resources among alternative uses was introduced:
zero-based budgeting, or ZBB. As the name indicates, the basic concept of ZBB
is that the very existence of each activity as well as the amounts of resources
requested to be allocated to each activity must be justified each year, which is a
move toward program budgeting. However, ZBB is described here as an example of
line-item budgeting because it uses readily available objects of expenditures.

The ZBB approach has several advantages: It is easy to understand, uses read-
ily available line-item data, and involves staff from the government that is going
to incur the cost. Typically, staff prepare three types of budgets—one representing
basic service needs, another reflecting the cost of delivering services at the cur-
rent level, and a third that captures the cost of extending services to meet new
demand. It is hard to argue with the basic premise of annually re-evaluating the
value that a program or department adds to total government operations. However,
ZBB is not widely used because it is time-intensive, and managers become skep-
tical of the approach when marginally successful programs continue to be funded
to some degree.11
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11 Ibid., p. 20.
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Performance Budgeting
The evolution of the concept of a budget from “an estimate of proposed expendi-
tures and the proposed means of financing them” to an “operating plan” was a nat-
ural accompaniment to the development of the concept of professional management.
In public administration, as in business administration, the concept of professional-
ism demanded that administrators or managers attempt to put the scarce resources
of qualified personnel and money to the best possible uses. The legal requirement
that administrators of governments submit appropriation requests to the legislative
bodies in budget format provided a basis for adapting required budgetary estimates
of proposed expenditures to broader management use. The legislative appropriation
process has traditionally required administrators to justify budget requests. A logical
justification of proposed expenditures is to relate the proposed expenditures of each
governmental subdivision to the programs and activities to be accomplished by that
subdivision during the budget period. The type of budgeting in which input of
resources is related to output of services is sometimes known as performance
budgeting. Performance budgeting is linked conceptually with performance audit-
ing as defined in Chapter 12 of this text. Performance budgeting is a plan for relat-
ing resource inputs to the efficient production of outputs; performance auditing is
the subsequent evaluation to determine that resources were in fact used efficiently
and effectively in accordance with the plan.

Performance budgeting historically focused on the relation between inputs and
outputs of each organizational unit rather than programs. The use of performance
budgeting in governments received significant impetus from work the first Hoover
Commission did for the federal government. Its report, presented to the Congress
in 1949, led to the adoption in the federal government of budgets then known as
cost-based budgets or cost budgets. The use of these designations suggests that a
government desiring to use performance budgeting must have an accrual accounting
system rather than a cash accounting system in order to routinely ascertain the costs
of programs and activities. The recommendations of the second Hoover Commission
led to the statutory requirement of both accrual accounting and cost-based budget-
ing for agencies of the executive branch of the federal government. Federal statutes
also require the synchronization of budgetary and accounting classifications and the
coordination of these with the organizational structure of the agencies. Entities that
use performance budgeting consider it a financial management tool and not a sub-
field of accounting.12

Program Budgeting
Program budgeting is a term sometimes used synonymously with performance
budgeting. However, the term is more generally used to refer to a budget format
that discloses the full costs of programs or functions without regard to the number
of organizational units that might be involved in performing the various aspects of
the program or functions. Program budgets address the fundamental issues of
whether programs should exist at all and how to allocate scarce resources among
competing programs. The integration of planning, programming, budgeting, and
accounting has considerable appeal to persons concerned with public administra-
tion because an integrated system should, logically, provide legislators and admin-
istrators with much better information for the management of governmental
resources than has been provided by separate systems. In the late 1960s, there was
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12 Ibid., p. 21.
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a concentrated effort to introduce a planning-programming-budgeting system,
called PPBS, throughout the executive branch of the federal government, and to
adapt the concept to state and local governments and other complex organizations.
The advantage that program and PPBS budgeting offer compared to performance
budgeting is the ability to address fundamental policy questions about whether the
government or not-for-profit is better off operating certain programs.

As state and local governments have experimented with program budgeting, they
have developed stand-alone budget offices to analyze the costs and benefits of pro-
grams that cut across department or division lines. These budget offices report
directly to the highest level administrator, so budgeting is neither a subfield of
accounting nor a responsibility of the finance department.13

Entrepreneurial Budgeting
Another evolution of budgeting that removes it even further from the purview of the
accounting department is entrepreneurial budgeting, an approach that positions
budgeting so that it is the responsibility of the highest level person in the government,
most often the chief executive officer. In this approach, strategic plans, incentives, and
accountability are merged into the budget and communicated to citizens as a package.
The balanced scorecard, discussed later in this chapter, is a tool that links financial
and nonfinancial indicators of financing, customer satisfaction, internal operations,
and the learning and growth of employees in a clear graphic that can be shared with
councils and governing boards and posted on the government’s Web site. Budgeting for
outcomes is a different type of entrepreneurial budgeting that articulates government-
wide goals, such as “improve community safety” or “improve environmental health,”
and all departments or units cast their budget requests in terms of advancing those
goals.14 An advantage of integrating strategic planning into a government’s daily activ-
ities is that units (or departments or programs) remain focused on outcomes that
improve the government’s services to its citizens. A disadvantage is that market-based
concepts, such as competition among units for scarce resources, are often seen as being
at odds in a nonbusiness entity. Managers may find that the department and program
personnel continue to operate in a traditional legalistic budget environment.

It is important to realize that a government does not choose a single budgeting
approach to the exclusion of the others. An entity-wide budget may be constructed
from program or department budgets using different approaches.15 Over time,
changes in leadership, technological advances in data availability, and other circum-
stances will also result in variations on budget approaches for a government.

BUDGETING PROCESS IN A STATE OR LOCAL GOVERNMENT

Budgeting Governmental Appropriations
Appropriations budgets are an administration’s requests for authorization to incur
liabilities for goods, services, and facilities for specified purposes. The preparation
of appropriations budgets for any one year is related to the administration’s budget
of revenues since the revenues budget is the plan for financing the proposed
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13 Ibid.
14 Ibid., pp. 22–23.
15 More details about these specific budgeting techniques and their application to industries, such as
service, not-for-profit, higher education, and health care, can be found in William R. Lalli, ed., Hand-
book of Budgeting, 5th ed. (New York: John Wiley & Sons, 2003, with 2006 Supplement).
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appropriations. If the program or performance budget concept is followed, appropri-
ations budgets are prepared for each existing and continuing work program or activ-
ity of each governmental subdivision; for each program authorized or required by
action of past legislative bodies but not yet made operative; and for each new
program the administration intends to submit to the legislative body for approval.

In budgeting, each ongoing program should be subjected to rigorous management
scrutiny at budget preparation time to make sure there is a valid reason for contin-
uing the program at all: This is the fundamental idea of zero-based budgeting. If the
program should be continued, management must decide whether the prior allocation
of resources to the program is optimal or whether changes should be made in the
assignment of personnel, equipment, space, and money. In a well-managed government,
the same sort of review is given to each continuing program. The mere fact that the
program was authorized by a past legislative body does not mean that the adminis-
tration may shirk its duty to recommend discontinuance of a program that has ceased
to serve a real need. If, in the judgment of the administration, the program should
be continued, the appropriate level of activity and the appropriate allocation of
resources must be determined; this determination takes far more political courage
and management skill than the common practice of simply extrapolating the trend
of historical activity and historical cost.

If the administration is convinced that a program should be continued and the
prior allocation of resources is reasonable, the preparation of the appropriations bud-
get is delegated to the persons in charge of the program. In the case of a new pro-
gram, the administration states the objectives of the program and sets general
guidelines for the operation of the program and then delegates budget preparation to
individuals who are expected to be in charge of the program when legislative autho-
rization and appropriations are secured. State laws or local ordinances typically
require that certain steps be followed in the budgeting process and may prescribe
dates by which each step must be completed. These requirements are referred to as
the budget calendar. A budget calendar (or cycle) for Eugene, Oregon, is presented
in Illustration 13–3. The budget calendar could span a 10-month period. Many gov-
ernments are implementing multiyear budgeting to enhance long-range planning,
decrease staff time, and improve program evaluation.16 In these cases, the budget cal-
endar should span the two-year period (or appropriate time frame) and refer to dates
when mid-period forms and reports are due.

To ensure that administrative policies are actually used in budget preparation
and that the budget calendar and other legal requirements are met, it is custom-
ary to designate someone in the central administrative office as budget officer. In
addition to the responsibilities enumerated, the budget officer is responsible for
providing technical assistance to the operating personnel who prepare the bud-
gets. The technical assistance provided may include clerical assistance with bud-
get computations as well as the maintenance of files for each program containing
(1) documents citing the legal authorization and directives, (2) relevant adminis-
trative policies, (3) historical cost and workload data, (4) specific factors affect-
ing program costs and workloads, and (5) sources of information to be used in
projecting trends.

Budgets prepared by departmental administrators should be reviewed by the
central administration before submission to the legislative branch because the total
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16 Andrea Jackson, “Taking the Plunge: The Conversion to Multi-Year Budgeting,” Government
Finance Review (August 2002), p. 24.
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of departmental requests frequently exceeds the total of estimated revenues, 
and it is necessary to trim the requests in some manner. Central review may 
also be necessary to make sure that enough is being spent on certain programs.
Good financial management of the taxpayers’ dollars is a process of trying to
determine the optimum dollar input to achieve the desired service output, not a
process of minimizing input. Even though the appropriations budget is a legally
prescribed document, the administration should not lose sight of its managerial
usefulness.
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ILLUSTRATION 13–3 City of Eugene Budget Cycle for FY09

�Indicates public input opportunity.

Source: City of Eugene, OR, FY09 Proposed Budget, p. B.16, available at www.eugene-or.gov.

�Budget Committee reviews the General Fund Six-Year Forecast, Multi-Year Financial Plan,
other fund forecasts and issues, and the Capital Improvement Program (biennially). �Public
Workshop to review budgeting for outcomes process and provide feedback on Council visions.
Executive Managers review departmental service offers and vision team recommendations,
make funding recommendations. Funds are balanced and reviewed. The Proposed Budget
Document is prepared for print. �Supplemental Budget #2, amending the FY08 Budget  for
unanticipated revenues and expenditures, is advertised and presented to the City Council for
review and approval. 

City Manager presents the Budget Message to the Budget Committee. �Budget 
Committee Reviews the Proposed Budget during several work sessions,  conducts 
a public hearing, and prepares their recommendation to the City Council for the
City of Eugene and the Urban Renewal Agency. Public comment is received
during the first 30-minutes of most work sessions. 

�City Council conducts public hearing and adopts the annual
budgets for the City and the Urban Renewal Agency. The approved
FY09 Budget is moved to the General Ledger. �Supplemental
Budget #3, amending the FY08 Budget for unanticipated revenues
and expenditures, is advertised and presented to the City Council for
review and approval.
 

Staff prepares and publishes the FY09 Annual
Budget. Tax levies are certified with the county
assessor by July 15. FY08 financial audit begins.

Executive  Managers review and approve FY09 budget rates and budget development timeline.
City Council and Budget Committee provide guidance on the new “budgeting for outcomes”
budget development process. Vision Teams are formed and departments prepare service offers
for consideration by the Vision Teams. Fund forecasts are updated. FY07 Financial Audit is
completed. �Supplemental budget #1, amending the FY08 budget for unanticipated revenues
and expenditures and audited beginning working capital, is advertised and presented to the City
Council for review and approval.

October–December 2007

January–March 2008

April–May 2008

June 2008

July 2008
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It should be emphasized that governmental budgets submitted to the legislative
branch for action must be made available for a certain length of time for study by inter-
ested citizens, and one or more public hearings must be held before the legislative
branch takes final action. Ordinarily, few citizens take the trouble to study the pro-
posed budgets in detail; however, newspaper and television reporters often publicize
proposed appropriations, especially those for programs, activities, and functions deemed
particularly newsworthy. News reporters also publicize increases in taxes and fees pro-
posed to finance budgeted appropriations. Representatives of organizations such as the
state or local Chamber of Commerce and League of Women Voters analyze the bud-
gets in detail and furnish analyses to their members, the public, and news media.

Generally, such broadly based organizations attempt to be evenhanded in their
budget analyses. In many instances, however, members of special interest groups also
sift through the proposed budget to determine the proposed allocation of resources
to the programs, activities, and functions of interest to the groups they represent.
Budget analyses by special interest groups are not intended to be evenhanded. If the
proposed budget does not meet the interests of the groups as well as they think it
should, the groups may be counted on to attempt to influence the members of the
legislative branch to change the budget before it is enacted into law. Thus, it is evi-
dent that the governmental process involves political and social considerations and,
at higher levels of government, aggregate economic considerations, all of which may
be more important to many voters, administrators (bureaucrats), and legislators
(politicians) than are financial considerations.

In public budgeting there is natural tension among these stakeholders that must
be mediated by the government’s chief executive officer. Illustration 13–4 shows
sources of conflict that will arise during a budget process that serves to air com-
munity concerns and build consensus about which public services should be pro-
vided with available levels of public resources. For example, department heads and
interest groups may advocate for more funding than they know the conservers in the
budget office will approve. Citizen participation that symbolizes a democracy may
seem inefficient to a bureaucrat. The budget office may demand information that a
department prefers to keep secret. The public may want something different than
officials believe is needed. Special interest groups may command a louder voice than
the collective interests of the whole. Public administrators may have a concern for
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ILLUSTRATION 13–4 Sources of Conflict in the Budget Process

Source: Robert L. Bland A Budgeting Guide for Local Government (Washington, DC: International City/County Management Associa-
tion, 2007), p. 56, Figure 3–1.

Advocates vs.
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Bureaucracy vs.
Democracy

Accuracy vs.
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as mediator
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realism in the budget when politicians prefer a positive budget picture.17 All these
conflicts make the budget process a political one in which the budget emerges to
communicate the plan of elected officials and bureaucrats to meet the demands of
its citizens subject to economic and other constraints.

Budgeting Governmental Revenues
Although governmental revenues and expenditures are not as interdependent as busi-
ness revenues and expenses, the availability of revenues is a necessary prerequisite
to the incurring of expenditures. Some states and local governments may operate at
a deficit temporarily, but it is generally conceded that they may not do so for sev-
eral consecutive periods. Thus, wise financial management calls for the preparation
of revenues budgets, at least in rough form, prior to the preparation of detailed oper-
ating plans and finalizing appropriations budgets.

Revenues is a term that has a precise meaning in governmental accounting. The
GASB states that the term revenues “means increases in (sources of) fund financial
resources other than from interfund transfers and debt issue proceeds.”18 For pur-
poses of budgeting inflows of financial resources of a fund, it does not seem par-
ticularly valuable to distinguish among revenues, as defined by the GASB, interfund
transfers, and debt issue proceeds, other than to keep budgeting terminology con-
sistent with accounting and financial reporting terminology.

Sources of revenue and other financial inflows available to a given local govern-
ment are generally closely controlled by state law; state laws also establish procedures
for the utilization of available sources and may impose ceilings on the amount of rev-
enue a local government may collect from certain sources. Sources generally avail-
able for financing routine operations include property taxes, sales taxes, income taxes,
license fees, fines, charges for services, grants or allocations from other governments,
and revenue from the use of money or property. Chapter 3 of this text describes rev-
enue sources and discusses revenue accounting in some detail. The present discussion
is, therefore, limited to the broad aspects of governmental revenue budgeting.

Within the framework set by legal requirements and subject to the approval of the
legislative body (which, in turn, reacts to the electorate), the determination of rev-
enue policy is a prerogative of the administration. Major considerations underlying
the policy formulation are set forth in the preceding section of this chapter. After
policies have been established, the technical preparation of the revenues budget is
ordinarily delegated to the budget officer. To facilitate budget preparation, experi-
enced budget officers generally keep for each revenue source a file containing (1) a
copy of legislation authorizing the source and any subsequent legislation pertaining
to the source; (2) historical experience relative to collections from the source, includ-
ing collections as a percentage of billings, when applicable; (3) relevant administra-
tive policies; and (4) specific factors that affect the yield from the source, including
for each factor the historical relationship of the factor to revenue procedures to be
used in projecting the trend of factors influencing yield and factors affecting col-
lections. Graphic presentations of these factors are also frequently included in the
file. Finance officers of large governments use more sophisticated statistical and
econometric methods of revenue forecasting, particularly to evaluate alternative
assumptions, but the method described here is generally used for preparation of a
legal revenues budget.

Chapter 13 Budgeting and Performance Measurement 541

17 Bland, A Budgeting Guide for Local Government, pp. 55–60.
18 GASB, Codification, Sec. 1800, 114.
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Budgeting Capital Expenditures
Accounting principles for business enterprises and for proprietary funds of govern-
ments require the cost of assets expected to benefit more than one period to be
treated as a balance sheet item rather than as a charge against revenues of the period.
No such distinction exists for governmental fund types. Expenditures for long-lived
assets to be used in the general operations of a government are treated in the appro-
priations process in the same manner as are expenditures for salaries, wages, bene-
fits, materials, supplies, and services to be consumed during the accounting period.
Accounting control over long-lived assets used in governmental activities is estab-
lished at the government-wide level.

Effective financial management requires the plans for any one year to be consis-
tent with intermediate-and long-range plans. Governmental projects such as the con-
struction or improvement of streets; construction of bridges and buildings;
acquisition of land for recreational use, parking lots, and future building sites; and
urban renewal may require a consistent application of effort over a span of years.
Consequently, administrators need to present to the legislative branch and to the pub-
lic a multiyear capital improvements program, as well as the budget for revenues,
operating expenditures, and capital outlays requested for the forthcoming year.

Effective financial management also requires nonfinancial information such as
physical measures of capital assets, their service condition, and their estimated replace-
ment cost. Nonfinancial information of these types is useful for purposes of fore-
casting future asset repair and replacement schedules, repair and replacement costs,
and financing requirements, and is required for certain eligible infrastructure assets.

Budgeting Cash Receipts
Revenues and expenditures budgets would best be prepared on the same basis as the
accounts and financial reports: modified accrual, in the case of governmental
funds—particularly the General Fund and special revenue funds. Although it is
highly desirable for persons concerned with the financial management of govern-
ments (or any other organization) to foresee the effects of operating plans and cap-
ital improvement plans on receivables, payables, inventories, and facilities, it is
absolutely necessary to foresee the effects on cash. An organization must have suf-
ficient cash to pay employees, suppliers, and creditors the amounts due at the times
due, or it risks labor troubles, an unsatisfactory credit rating, and consequent diffi-
culties in maintaining its capacity to render services at levels acceptable to its resi-
dents. An organization that maintains cash balances in excess of needs fails to earn
interest on temporary investments; therefore, it is raising more revenues than would
otherwise be needed or failing to offer services.

In Chapter 4 it was noted that in a typical government, cash receipts from major
sources of revenues of general and special revenue funds are concentrated in a few
months of each fiscal year, whereas cash disbursements tend to be approximately
level month by month. Under the heading “Tax Anticipation Notes Payable” in Chap-
ter 4, reference is made to cash forecasting done by the treasurer of the Town of
Brighton in order to determine the amount of tax anticipation notes to be issued.
The cash forecasting method illustrated in that chapter is quite crude but often rea-
sonably effective if done by experienced persons. Sophisticated cash budgeting meth-
ods used in well-managed governments require additional data, such as historical records
of monthly collections from each revenue source, including percentage of billings where
applicable. In addition to the historical record of collections, the budget files should
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contain analyses of the factors affecting the collections from each source so that adjust-
ments to historical patterns may be made, if needed, for the budget year.

Property taxes are often the largest recurring cash receipt in a government; how-
ever, all other expected cash receipts must be included in the cash budget. More dif-
ficult to project are self-assessed taxes, such as income taxes; nonrecurring receipts,
such as those from the sale of assets; and income earned on sweep accounts,
arrangements by which a bank automatically “sweeps” cash that exceeds the target
balance into short-term cash investments.

Managing cash flows involves accelerating the flow of cash receipts. This can be
done by using techniques such as earlier billing, prompt payment discounts, and late
payment penalties. Lockbox systems, electronic fund transfers, and accepting credit
cards for payment all help to reduce the time between when the payment is con-
verted to cash and the government has the use of the funds.19

Budgeting Cash Disbursements
Except for modified accrual provisions regarding expenditures of debt service funds,
the expenditures of all other governmental funds (and of all proprietary funds) are to
be recognized and budgeted on the accrual basis for governments that follow gener-
ally accepted accounting principles (GAAP) for budgeting. Therefore, the conversion
of the approved appropriations budget into a cash disbursements budget involves the
knowledge of personnel policies, purchasing policies, and operating policies and plans,
which should govern the timing of expenditures of appropriations and the consequent
payment of liabilities. Information as to current and previous typical time intervals
between the ordering of goods and contractual services, their receipt, and the related
disbursements should be available from the appropriation expenditures ledgers and
cash disbursement records. In the case of salaries and wages of governmental employ-
ees, the cash disbursements budget for each month is affected by the number of pay-
days that fall in the month rather than the number of working days in the month.

Monthly cash receipts budgets are prepared for all sources of revenues of each
fund, and cash disbursements budgets are prepared for all organizational units. Man-
agement should then match the two in order to determine when and for how long
cash balances will rise to unnecessarily high levels or fall to levels below those pru-
dent management would require. Note that the preceding sentence concerns cash
receipts and disbursements of all funds of a government, not of a single fund. There
is no reason for bank accounts and fund cash accounts to agree, except in total.
Effective cash planning and control suggests that all cash be put under control of
the treasurer of the government.

Managing cash flows also involves minimizing or decelerating cash disburse-
ments. Techniques that can be used include pooling cash balances into a central con-
centration account to permit better monitoring of payables and balances, using
zero-balance accounts to reduce the amount of idle cash, and implementing expen-
diture controls to track and brake unnecessary early payments. Standard payment
periods that are as long apart as possible can reduce processing costs and increase
the predictability of payment amounts.20

As shown in Illustration 13–5, cash receipts for the Town of Brighton are highest in
April, May, and November, presumably when taxes are collected. Disbursements are
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19 William R. Voorhees and Jeongwoo Kim, “Cash Flow Forecasting: Principles,” Encyclopedia of Public
Administration and Public Policy, Taylor and Francis, 2008, p. 285.
20 Ibid.
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ILLUSTRATION 13–5

TOWN OF BRIGHTON
Budgeted Cash Receipts and Disbursements for FY 2011

(in thousands)

January February March April May June July August September October November December

Balance first of month $   610 $425 $425 $425 $   425 $425 $425 $427 $427 $427 $   427 $425
Expected receipts 

during month 165 250 295 570 1,096 134 280 370 285 270 892 116

Cash available 775 675 720 995 1,521 559 705 797 712 697 1,319 541
Expected disbursements 

during month 1,050 240 280 325 320 320 508 325 315 335 320 455

Provisional balance at 
end of month (275) 435 440 670 1,201 239 197 472 397 362 999 86

Less: Temporary investments 
purchased — — — — 346 — — — — — 454 —

Less: Repayment of 
short-term borrowings — 10 15 245 430 — — 45 — — 120 —

Add: Temporary 
investments sold — — — — — 186 160 — — — — 340

Add: Short-term borrowings 700 — — — — — 70 — 30 65 — —

Balance at end of month $   425 $425 $425 $425 $   425 $425 $427 $427 $427 $427 $   425 $426
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fairly constant across the year, except for January, which may be when capital assets
are acquired. The pattern of short-term borrowing, repayment, and investment seems
to indicate that the city’s cash and investment policies include (1) a target monthly
cash balance of at least $425,000, (2) new borrowing made in increments of $5,000,
and (3) cash exceeding the target used to repay short-term borrowing; any remain-
ing excess is invested. A very small government that has few receipts and infrequent
disbursements may be able to plan temporary investments and short-term borrow-
ings on the basis of cash budgets for periods longer than one month, perhaps quar-
terly or semiannually. Conversely, a government with considerable cash activity
involving large sums might need to budget cash receipts and cash disbursements on
a daily basis to maintain adequate but not excessive cash balances.

Budgeting, by definition, involves planning on the basis of assumptions about eco-
nomic conditions, salary levels, numbers of employees at each salary level, prices of
supplies and capital acquisitions, and other factors that cannot be foreseen with great
accuracy. Accordingly, it is necessary at intervals throughout the year to compare
actual receipts with budgeted receipts, source by source, and actual disbursements
with budgeted disbursements for each organizational unit, function, and object. This
provides for control of the budget and, if necessary, revision of the budget in light
of new knowledge about economic conditions, salary, price levels, and other factors
affecting collections and disbursements.

MANAGERIAL TOOLS TO IMPROVE PERFORMANCE

During the last several decades, growth in service demands and cutbacks in unre-
stricted federal funding forced numerous state and local governments to examine tax
structures and user fees. Fiscal reform and sustainability have thus become popular
platforms for politicians aspiring to key elective offices. Political leaders and gov-
ernment managers are experimenting with management innovations in the private
sector that might improve the efficiency of government operations and reduce the
need for higher taxes. Several of those strategies are discussed in the sections that
follow.

Total Quality Management
Total quality management (TQM) is attractive to many government officials
because it links customer (taxpayer and other resource provider) satisfaction to
improvements in the operating systems and processes used to provide goods and ser-
vices. TQM seeks to continuously improve the government’s ability to meet or exceed
demands from customers who might be external, such as taxpayers and service recip-
ients, or internal, such as the customers of an internal service fund. Central to TQM
is using customer data to identify and correct problems. Individual governments have
tailored their TQM structures to meet their unique requirements, but most incorpo-
rate a majority of the following elements:

1. Support and commitment of top-level officials.
2. Customer orientation.
3. Employee involvement in productivity and quality improvement efforts.
4. Employees rewarded for quality and productivity achievement.
5. Training provided to employees in methods for improving productivity and quality.
6. Reduction of barriers to productivity and quality improvement.
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7. Productivity and quality measures and standards that are meaningful to the
government.

8. Written vision or mission statements that are linked directly to team-established
targets or goals.21

The elements of TQM are obviously consistent with those of the program budget-
ing approaches (particularly PPBS) previously discussed. Thus governments that have
implemented one of those budgeting approaches may find it less costly to implement
a TQM structure. On the other hand, few governments possess adequate data on cus-
tomer satisfaction. Moreover, the traditional emphases of government on line-item
budgeting, rigid personnel classifications, restrictive procurement regulations, and so
on, tend to reduce management autonomy and thus may be inconsistent with the need
under TQM to empower employees to be “entrepreneurial” in improving processes
and meeting customer demand. It should also be noted that the objective of TQM is
not necessarily to reduce cost but to increase “value for the dollar.” Insofar as a TQM
program successfully adds value, it has the potential to improve the public perception
of government in addition to improving service delivery.

Element 7 from the preceding list of TQM elements requires that the government
develop meaningful standards for and measures of performance in terms of produc-
tivity and quality. In the government and not-for-profit context, the analogous per-
formance terms more typically used are efficiency and effectiveness, the former
relating efforts (resource inputs) to outputs of a service process and the latter relat-
ing efforts to outcomes or the results produced by service.

Customer Relationship Management
Customer relationship management (CRM) systems, developed in the 1990s for
businesses, have great potential for governments as they provide services to their
customers—citizens. CRM systems create an integrated view of a customer to coor-
dinate services from all channels of the organization with the intent to improve the
long-term relationship the organization has with its customer.

At first glance, it might seem that the high cost of CRM technology that would
allow citizens to interact with their government electronically for public services, and
the traditional government culture where information resides in departments or
agencies that often do not share data, would prove to be insurmountable obstacles
for governments in establishing a CRM system. However, a 2001 Accenture study
found that government managers are realistic about the challenges and interested
and eager to put CRM principles to work as they strive to become more effective
and efficient at providing public services.22 Examples some governments are using
include obtaining licenses and making tax payments through a government Web site.
Choosing to apply CRM to strategically selected narrow projects with modest goals
may be the most realistic way for governments to realize benefits from this inno-
vative business tool.23
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21 Adapted from James J. Kline, “Total Quality Management in Local Government,” Government
Finance Review, August 1992, p. 7. See also International City/County Management Association, MIS
Report: Performance Measurement for Accountability and Service Improvement, September 1997.
22 Accenture, Customer Relationship Management—A Blueprint for Government, November 2001, 
pp. 6–13; see www.accenture.com.
23 Darrell K. Rigby and Dianne Ledingham, “CRM Done Right,” Harvard Business Review, November
2004, p. 2.
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Service Efforts and Accomplishments (SEA)
The Governmental Accounting Standards Board’s (GASB) accountability reporting
objective includes reporting on the efficient and effective use of resources. GASB
Codification Appendix B, Concepts Statement 1, par. 77c. states:

Financial reporting should provide information to assist users in assessing the service
efforts, costs, and accomplishments of the governmental entity.

The lack of a bottom-line measure of performance for a governmental entity, such as
“profit” for a business, means that nonfinancial measures of service efforts and
accomplishments (SEA) and related costs are necessary for informed decision mak-
ing by citizens, elected officials, appointed officials, investors and creditors, and oth-
ers having an interest in the government’s performance. The GASB has sponsored and
conducted extensive research on SEA measures for several service areas, including,
among others, elementary and secondary education, higher education, fire depart-
ments, police departments, and hospitals, as well as public health, mass transit, road
maintenance, and sanitation collection and disposal organizations.

GASB identifies three broad categories of SEA measures: (1) measures of ser-
vice efforts, (2) measures of service accomplishments, and (3) measures that relate
efforts to accomplishments.24 Measures of service efforts, or input measures, relate
to the amount of financial and nonfinancial resources (such as money and materi-
als) used in a program or process.25 Measures of service accomplishments are of two
types: outputs and outcomes. Output measures are quantity measures that reflect
either the quantity of a service provided, such as the number of lane-miles of road
repaired, or the quantity of service provided that meets a specified quality require-
ment, such as the number of lane-miles of road repaired to a specified minimum
condition. Outcome measures gauge accomplishments, or the results of services
provided, such as the percentage of lane-miles of road in excellent, good, or fair con-
dition. Such measures are particularly useful when compared with established objec-
tives or norms or with results from previous years. Finally, measures that relate
efforts to accomplishments are essential to assessing efficiency and effectiveness.
Efficiency measures relate the quantity or cost of resources used to unit of output
(e.g., cost per lane-mile of road repaired). Measures that relate resource costs to out-
comes are useful in evaluating how effectively service objectives are being met and
at what cost (e.g., the cost per lane-mile of road maintained in excellent, good, or
fair condition). Additional quantitative and narrative explanation may be necessary
to help users fully assess the entity’s performance. Effectiveness measures relate
costs to outcomes; for example, cost for each percentage reduction in traffic acci-
dents or percentage increase in citizens who report feeling safe in the neighborhood.

Illustration 13–6 shows performance indicators for the fire department in Belle-
vue, Washington. The input measures (not shown) are the quantities and dollar
amounts of resources used in providing fire suppression services. The output and
outcome indicators collectively indicate service accomplishments where outputs are
workload (such as number of fire service requests and responses) and outcomes indi-
cate the effectiveness of activities in achieving desired objectives (such as the per-
centage of fires confined to room of orgin). The city presents trend information and
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24 Governmental Accounting Standards Board, Concepts Statement No. 2, “Service Efforts and Accom-
plishments Reporting” (Norwalk, CT: April 1994).
25 The discussion of SEA measures in this paragraph is paraphrased from the discussion in Concepts
Statement No. 2, pars. 50–53.
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target values to assist users in the analysis of effectiveness and efficiency measures.
Presumably, some of these measures correspond to standard measures used nation-
ally by fire-fighting agencies, further increasing the comparability value of this ser-
vice efforts and accomplishments (SEA) report.

In 2003, GASB published 16 suggested criteria for use in preparing reports on
service efforts and accomplishment measures presented in three broad categories.
Illustration 13–7 shows these measures and categories. It is important to note that
these are criteria that suggest characteristics of performance reports and measures
that are expected to lead to their usefulness by users. There is no suggestion as to
what values of these measures would be considered good or bad.

ILLUSTRATION 13–6 Performance Indicators for the City of Bellevue, Washington, Fire Department

Annual Scorecard of Fire Department Performance Measures

2007
2005 2006 2007 2007 Target Met

Key Performance Measures Actual Actual Actual Target or Exceeded

Program: Fire Suppression and Rescue/Emergency Medical Services Budget: $30,257,000

Effectiveness
1. Percent of fires confined to room of origin 90% 88% 82% 85%
2. Cardiac arrest survival rate 50% 63% 64% 45% �
3. Emergency Response Time—Benchmark

a. % of incidents where Call Processing time is  
1 minute or less 64% 65% 68% 90%

b. % of incidents where Turnout time is 
1 minute or less 19% 28% 30% 90%

c. % of incidents where Travel time is 
4 minutes or less 68% 71% 72% 90%

d. % of incidents where Total Emergency
Response time is 6 minutes or less 51% 59% 61% 90%

Workload
4a. Number of Fire services requests/unit 3,550/ 4,302/ 3,352/ 4,000/

responses generated 9,194 10,038 8,356 10,000
4b. Number of EMS services requests/unit 13,156/ 14,002/ 13,525/ 13,000/

responses generated 19,525 20,976 19,976 19,500
5. Number of annual Fire Company fire inspections 5,215 4,840 4,917 4,000
6. Number of annual individual training hours 37,274 26,419 38,762 32,000

Program: Fire Prevention Budget: $1,909,000
Efficiency
7. Percent of Annual Fire and Life Safety 

Inspections completed 93% 100% 100% 100% �
Effectiveness
8. Fire Loss in Inspected Buildings ($000) $469 $236 $1,801 $500

Program: Emergency Preparedness Budget: $1,112,000
Effectiveness
9. Emergency Preparedness Response hands-

on-skilled training programs 11 4 8 25
Workload
10. Emergency Preparedness audiences 

reached—general education 4,124 2,946 2,911 4,000

Source: City of Bellevue 2007 Performance Measures. See www.ci.bellevue.wa.us/pdf/finance/2007_Annual_Performance_Report.0110i.arc.pdf, p. 62.
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Since these suggested criteria were published, many state and local governments
have experimented with issuing performance information and reports. In July 2005,
the GASB issued Government Service Efforts and Accomplishments Performance
Reports: A Guide to Understanding that provides users and preparers with a basis
for understanding and using an SEA performance report. Included in this user guide
are several excerpts from performance reports issued by local governments, includ-
ing one from the Prince William County, Virginia’s FY 2004 Service Efforts and
Accomplishments Report. Illustration 13–8 presents an updated graphic of what
Prince William County calls its Results Oriented Government System. As can be
seen, this county builds its system on the characteristics of the accountability model
presented earlier in this chapter in Illustration 13–2. Because of its efforts in the area
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Category I: The External Report on Performance Information
1. Purpose and scope: To inform users of the intent of the report and to identify the programs and

services that are included.
2. Statement of major goals and objectives: To provide users with the goals and objectives and

their source so users can determine how they were established.
3. Involvement in establishing goals and objectives: To help users identify who established the

goals and objectives and whether that includes those responsible for achieving results.
4. Multiple levels of reporting: To allow specific users to find the appropriate level of detail

performance information for their needs.
5. Analysis of results and challenges: To present performance results with a discussion of

challenges facing the organization.
6. Focus on key measures: To ensure that reports provide users with enough (and not too much)

information to develop their own conclusions about the organization’s performance.
7. Reliable information: To assist users in assessing the credibility of the reported performance

information.

Category II: What Performance Information to Report
8. Relevant measures of results: To ensure that performance measures reflect the degree to which

those goals and objectives have been accomplished.
9. Resources used and efficiency: To facilitate an assessment of resources used and the efficiency,

cost-effectiveness, and economy of programs and services.
10. Citizen and customer perceptions: To ensure that a more complete view of the results of programs

and services results than is captured in other “objective” measures of outputs and outcomes.
11. Comparisons for assessing performance: To provide a clear frame of reference for assessing the

performance of the organization, its programs, and its services.
12. Factors affecting results: To help users understand the factors that might have an effect on

performance, including relevant conditions in the state, region, or community.
13. Aggregation and disaggregation of information: To provide performance information that is not

misleading and is relevant to users with different interests and needs.
14. Consistency: To allow users to compare an organization’s performance from period to period

and to better understand changes in measures and reasons why measures changed.

Category III: Communication of Performance Information
15. Easy to find, access, and understand: To ensure that a broad group of potential users can access,

understand, and use various forms of performance reports to reach conclusions.
16. Regular and timely reporting: To ensure that organizations report performance information on a

regular and timely basis to be useful in decision making.

ILLUSTRATION 13–7 Suggested Criteria and Purpose for Reporting Performance
Information

Source: Paul Epstein, James Fountain, Wilson Campbell, Terry Patton, and Kimberly Keaton, Government Service Efforts and Accom-
plishment Performance Reports: A Guide to Understanding (Norwalk, CT: GASB) July 2005, App. A, pp. 37–41.
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of SEA, Prince William County has been the recipient of the Association of Gov-
ernment Accountants’s (AGA) Certificate for Excellence in Service Efforts and
Accomplishments Reporting each year.

Activity-based Costing
Budgeting for performance requires sophisticated cost accounting systems to deter-
mine the full cost of programs or functions. Better managed state and local govern-
ments are therefore actively developing improved cost accounting systems. One
costing approach being implemented by some governments is activity-based costing
(ABC). Activity-based costing (ABC) was developed for use by manufacturing
companies when it became apparent that traditional cost accounting systems were
producing distorted product costs. Thus, some products that were thought to be prof-
itable were, on closer inspection, found to be unprofitable, and vice versa. Two Har-
vard University professors, Robin Cooper and Robert S. Kaplan, made convincing
arguments that typical cost accounting systems often understate profits on high-vol-
ume products and overstate profits on low-volume specialty items.26 This problem
is attributable, in part, to greater product diversity, shorter product life cycles, the
shift in production technology from labor to automation, more diverse distribution
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ILLUSTRATION 13–8 Prince William County (PWC), Virginia, Results Oriented
Government System

Source: Prince William County, VA, FY 2006 Service Efforts & Accomplishments Report, p. u. See www.pwcgov.org/accountability.

PWC
System
PWC

System

STRATEGIC PLAN:
DEVELOPMENT AND DEPLOYMENT

Agency/Program 
Performance Measures
“Family of Measures”

Link Resources to:
Outcomes
Budget Process
Service Level Decisions

Provide Accountability
for:
Results
Deliver Efficient and
Effective Services

Evaluate Results:
SEA
Citizen Survey
Citizen Feedback
Performance Reporting PWC

System

26 Robin Cooper and Robert S. Kaplan, “Measure Costs Right: Make the Right Decisions,” Harvard
Business Review, September–October 1988, pp. 96–103.
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channels, and greater quality demands, all of which are driven by the need to more
effectively compete in the global marketplace. The net effect of these trends (which
are also applicable to government, at least to some extent) is to create a larger infra-
structure of “production support” activities and, thus, to shift costs from direct cost
categories to indirect cost, or overhead, categories. Because a larger proportion of
these costs is allocated to products, product cost distortions become a larger prob-
lem and may result in poor product decisions.

ABC essentially attempts to determine the cost of specific process-related activ-
ities, the “drivers” of those costs (e.g., labor-hours, machine-hours, or units of mate-
rial), and the consumption of cost drivers in producing outputs of goods or services.
Emphasis is placed on tracing the specific activities performed to specific outputs
of goods or services rather than on allocating average costs to units of output as is
done in conventional cost accounting systems.

Determining the amount of each activity that is consumed in each product or ser-
vice utilizes materials usage records, observation, and timekeeping systems, but is
often augmented with estimates obtained through employee interviews and other
means. The cost of designing a system that totally eliminates the need for overhead
allocation is likely to be prohibitive. If allocation of “residual” unassigned costs is
not potentially distortive, it may be more cost effective to focus ABC design on major
activities and cost drivers and to allocate any remaining costs on an appropriate basis.

An article by Bridget Anderson explains the objectives of ABC in a governmen-
tal environment as follows:

The objectives of ABC are to preserve, at a minimum, the present quality and availability
of core services but to acknowledge that some of the forces for greater expenditures have
not been controlled. It seeks to reduce the costs of service outcomes by:
• reducing the number of service units through program redesign,
• finding lower cost alternatives,
• making volume increases dependent on cost reductions, and
• understanding and controlling the delivery/program design interaction.27

A simplified diagram of an ABC cost model used by the City of Grahamston for
its revenue collection process for personal property taxes on vehicles is shown in
Illustration 13–9. This program involves four activities that identify vehicle owners
who need to renew their auto registration: (1) sending a mailing by which owners
can automatically renew their auto registration, (2) mailing information requests to
car dealers and repair shops, (3) having officers put flyers on cars during a night
patrol, and (4) placing ads in the local paper and at community events. The resources
required and cost drivers associated with each of these activities are also presented
in Illustration 13–9.

A quick review of the total cost per registration by activity (shown in Illustration
13–10) suggests that night surveys are the most expensive way to identify residents
who have not registered their vehicles and, therefore, represent the greatest potential
for cost-cutting measures. The costs associated with this activity appear to be all vari-
able; that is, if surveys are conducted less frequently, costs would be reduced propor-
tionately. Advertising is the least expensive method of collecting revenue for personal
property taxes on vehicles. Although it is tempting to shift resources to increase this
activity, the advertising campaign will likely not reach all residents contacted through
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27 Bridget M. Anderson, “Using Activity-Based Costing for Efficiency and Quality,” Government Finance
Review, June 1993, pp. 7–9.
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other approaches. The targeted mailings, while twice as costly as the advertising
approach, are probably effective because correspondence is sent personally addressed
to the resident whose address was obtained by a participating car dealer or repair shop.
Activity-based costing is a managerial tool that can enhance decision making by cre-
ating a clearer picture of the costliest activities of a service. However, ABC only
supplements traditional accounting systems; it does not replace them.

Administrative Costs

A very large part of governmental expenditures are incurred for administrative ser-
vices of a general nature (such as the costs of the chief executive’s office, costs of
accounting and auditing, and costs of boards and commissions), which are somewhat
remote from the results any given subdivision is expected to accomplish. Furthermore,
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Activities, Resources, and Cost Drivers

Activity #1: Processing a decal (includes processing vehicle information,
producing a bill, and issuing the decal)

Resources required: Program director
Labor
Supplies and postage

Cost drivers: Number of decals processed
 Labor (proportion of employee time spent on this activity)

Activity #2: Obtaining vehicle information through the targeted mailing campaign
Resources required: Labor
 Supplies
 Reimbursement for participating business establishments
Cost drivers: Number of participating businesses
 Labor (proportion of employee time spent on this activity)

Activity #3: Obtaining vehicle information through night surveys
Resources required: Labor
 Supplies
 Reimbursement for use of private vehicle
Cost drivers: Number of times night surveys are conducted
 Labor (proportion of employee time spent on this activity plus bonuses)

Activity #4: Obtaining vehicle information through the advertising campaign
Resources required: Advertising fee
Cost driver: Cost of advertising

Targeting Mailings
Activity #2

Decal Processing
Activity #1

Night Surveys
Activity #3

Advertising
Activity #4

Automatic Renewals
Not an activity because
no costs are incurred    

ILLUSTRATION 13–9 Identification of Components in an Activity-based Costing
System: Grahamston Revenue Collection Program

Source: International City/County Management Association, Service Report: Introduction to Activity-Based Costing, February 1998.
Reprinted with permission of ICMA. All rights reserved.
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Source: International City/County Management Association, Service Report: Introduction to Activity-Based Costing, February 1998.
Reprinted with permission of ICMA. All rights reserved.

1 2 3 4
Decal Targeted Night

Activity Processing Mailings Surveys Advertising Total

Program director $  40,000 $  40,000
Labor 89,600 $19,200 $19,200 128,000
Employee bonuses for 

night work 6,000 6,000
Employee reimbursement for 

use of their personal vehicles 600 600
Supplies and postage 6,000 1,500 500 8,000
Annual advertising costs $ 500 500
Reimbursements for 

participating businesses 4,800 4,800

Total annual costs $135,600 $25,500 $26,300 $ 500 $187,900

Divided by number of decals 15,300 2,700 1,260 540
processed as a result of 
this activity

Equals cost per decal $      8.86 $9.44 $  20.87 $0.93
Additional cost of Activity 1 8.86 8.86 8.86

Total cost per decal by activity $      8.86 $  18.30 $  29.73 $9.79

ILLUSTRATION 13–10 Cost Analysis of Revenue Collection Program

in smaller units of government, many offices or departments perform such a variety
of services that separating their costs is practically impossible under their present
schemes of organization.

Given the importance and magnitude of key administrative offices, government
officials should attempt to measure the efficiency and effectiveness of the activities
of these offices just as they would other service activities. The primary difference is
that many of these activities, such as those of the finance and legal departments for
example, mainly serve customers within the government rather than the general pub-
lic. Activity-based costing would seem to be a useful tool for measuring the cost of
such activities. Possible activities and cost drivers for selected offices follow.

Office Activities Cost Drivers

Tax collector Preparing tax bills. Number of bills prepared.
Collecting tax bills. Number of bills collected.
Preparing receipts. Number of receipts prepared.
Mailing receipts. Number of receipts mailed.
Preparing deposits. Number of deposits prepared.

Accounting Recording revenues. Number of revenue transactions.
Recording expenditures. Number of expenditure transactions.
Processing payroll. Number of employees.
Recording purchase orders. Number of orders.

Public recorder Recording documents. Number of documents or number of lines.
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This table is intended to be illustrative of the types of activities and cost drivers that
might apply to certain administrative offices. Obviously, the list is incomplete, but,
insofar as the activities and drivers are appropriate for a particular office, costs accu-
mulated by activity could be useful both for internal performance review and pric-
ing services to other offices. As an example of pricing services rendered, the costs
of accounting services could be priced to other departments on the basis of the
amount of accounting activities other departments consume. Assume that the Public
Works department generates 30 percent of all purchase requisitions processed by the
Accounting department. Arguably, Public Works should then be charged for 30 per-
cent of the total cost of recording purchase orders in the accounting function. Sim-
ilarly, the costs of recording expenditures could be charged to departments
proportionate to the expenditures they make. Although an activity-based costing
approach to costing central services seems technologically feasible, additional
research is warranted to determine whether the benefits of a particular ABC approach
would exceed the costs involved.

Balanced Scorecards
A balanced scorecard is an integrated set of performance targets, both financial
and nonfinancial, that are derived from an organization’s strategies about how to
achieve its goals. The concept was developed by Robert Kaplan and David Norton as
a strategic management system for the business sector in 1992.28 The French
developed a similar concept in the 1960s called a tableau de bord or “dashboard,”
a reference to the role that a dashboard of a car plays in drawing attention to the
status of key performance indicators.29 Performance measures are usually classified
into four groups: financial (Has our financial performance improved?), customer (Do
customers recognize that we are delivering more value?), internal business processes
(Have business processes improved so we can deliver more value?), and learning
and growth of employees and the organization (Have we maintained our ability to
adapt and improve?). Examples of measures in each of these groups include: return
on investment (financial), number of customer complaints (customer), customer
response time (internal business processes), and hours of training per employee
(learning and growth). Governments and not-for-profit organizations must adapt
financial indicators to meet their not-for-profit objectives, but indicators used by
businesses in the other three groups likely match up well to public sector goals.

The City of Charlotte, North Carolina, was one of the first public sector enti-
ties to use the balanced scorecard concept as a management tool for planning.
Charlotte has been inducted into the Balanced Scorecard Hall of Fame in recog-
nition of over 10 years of using the balanced scorecard. Charlotte identifies five
focus areas:

1. Community safety—“Charlotte will be the safest large city in America.”
2. Economic development—“Charlotte will be the most prosperous and livable city

for all citizens through quality economic development.”
3. Transportation—“Charlotte will be the premier city in the country for integrating

land use and transportation choices.”
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28 Robert Kaplan and David Norton, “The Balanced Scorecard—Measures that Drive Performance,”
Harvard Business Review, January/February 1992, pp. 71–79.
29 Marc Epstein and Jen-Francois Manzoni, “The Balanced Scorecard and the Tableau de Bord: Trans-
lating Strategy into Action,” Management Accounting, August 1997, pp. 28–36.
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4. Housing and neighborhood development—“Creating great neighborhoods in
which we live, work, and play.”

5. Restructuring government—“The City of Charlotte will provide the best services
at the lowest costs.”

The housing and neighborhood development focus includes goals, such as (a) pro-
mote safe, decent housing, (b) increase home ownership, and (c) increase job
placements. The corresponding performance measures for these housing and
neighborhood goals are: (a) the number of code compliances in housing, (b) the
number of assisted purchases of homes, and (c) the number of adult job place-
ments. The restructuring government focus area maps out most closely with the
internal business processes group of the standard balanced scorecard. The other
four focus areas in Charlotte’s balanced scorecard demonstrate that this is a man-
agement tool that works best when adapted by the government for its own mis-
sion, goals, and performance measures. Charlotte’s focus areas have their roots in
the management by objectives (MBO) performance measurement system in place
since the early 1970s, but they have been modified over the years. The (then) city
manager of Charlotte reports that she has found the balanced scorecard to be a
far more effective planning tool than the MBO system, which was primarily an
“audit tool.”30

CONCLUSION

In spite of difficulties presented in this chapter, rational allocation of resources
requires the best available information as to benefits expected to result from a pro-
posed program to be matched with the best available information as to costs of the
same program. Anticipated benefits from a program must be stated in monetary or
quantitative terms or at least in explicit and operational terms to be of value in the
management process. There is a crucial link among these benefits or performance
measures, the government’s budgetary process, and the cost of government services.

An entity that integrates its strategic planning, budgeting, and cost/benefit
analysis with the management of the resources with which it is entrusted can more
effectively document performance than if these financial management functions
stand alone. The statement of anticipated benefits from a proposed program, activ-
ity, or grant should follow from a statement of objectives for it. The statement of
objectives should be expanded into a plan of action to achieve the objectives,
which in turn serves as a basis for planning costs to be incurred. Unless this
course is followed, administrators and legislators will not be able to allocate
resources of the governmental unit wisely, nor will administrators be able to man-
age resources committed to approved programs. Legislators and the public have
a right to expect this integration of long-range analysis and fiscal period plan-
ning, so that they may evaluate the actions of the administrators in following the
plan as well as the success of the programs in achieving the stated objectives.
Managerial accounting takes on an even more important role in long-range fiscal
planning as organizations evaluate the benefits of privatizing and outsourcing tra-
ditional functions.
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30 Balanced Scorecard Collaborative, “A Balanced Scorecard Hall of Fame Profile: The City of Charlotte,”
Product Number 1282, Harvard Business School Publishing, 2005, pp. 1–14.
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Budget and Cost Issues in Grant Accounting
Budgets prepared for grant applications to federal and nonfederal granting organiza-
tions will include a statement of the program purpose, a needs assessment, the process
to be employed to conduct the program to meet those identified public needs, a program
evaluation process, the credentials of the principal investigators, a timeline over which
the goals of the program will be accomplished, and a budget detailing how the
requested funds will be spent. The budget should be built with the cost principles
expected by those grantors in mind. A final report, and sometimes interim reports,
must be prepared that matches actual costs incurred against the approved budget. Very
often requests to move funds from one line-item category to another must be approved
in writing by the grantor.

FEDERAL GRANTS AND SPONSORED AGREEMENTS
State and local governments and not-for-profit entities, particularly colleges and univer-
sities, have found grants from and sponsored agreements with the federal government
important, although diminishing, sources of financing. The United States Office of Man-
agement and Budget has issued a series of circulars to set forth cost principles to gov-
ern payments by the federal government under grant programs, contracts, and other
agreements, to state and local governments (OMB Circular A–87), educational institu-
tions (OMB Circular A–21), and other not-for-profit organizations (OMB Circular
A–122). The objectives of the three circulars are similar in many respects. The circulars
provide that the total cost of a program or contract is the sum of the allowable direct
costs incident to its performance, plus its allocable portion of allowable indirect costs,
less applicable credits. The terms allowable costs, direct costs, and indirect costs, among
others, are defined in the circulars.

Administrative requirements describing how federal expenditures are made are also
detailed in OMB circulars (for example, maintaining a financial management system and
competitive bidding for procuring supplies and property). Illustration A13–1 shows the
relationship of these circulars to the organizations they cover.

Allowable Costs
To be an allowable cost, Circular A–87 specifies that a cost must meet the following
general criteria:

a. Be necessary and reasonable for proper and efficient performance and admin-
istration of federal awards.

b. Be allocable to federal awards under provisions of Circular A–87.
c. Be authorized or not prohibited under state or local laws or regulations.
d. Conform to any limitations or exclusions set forth in Circular A–87, federal

laws, terms and conditions of the federal award, or other governing regula-
tions as to types or amounts of cost items.

e. Be consistent with policies, regulations, and procedures that apply uniformly
to both federal awards and other activities of the government.

f. Be accorded consistent treatment. Consequently, a cost may not be assigned to
a federal award as a direct cost if any other cost incurred for the same purpose
in like circumstances has been allocated to the federal award as an indirect cost.
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g. Except as otherwise provided for in Circular A–87, be determined in accor-
dance with generally accepted accounting principles.

h. Not be included as a cost or used to meet cost sharing or matching require-
ments of any other federal award in either the current or a prior period, except
as specifically provided by federal law or regulation.

i. Be determined net of all applicable credits.
j. Be adequately documented.31

Each circular provides standards for determining the allowability of selected items of
cost. Certain items of cost are generally allowable whether or not mentioned specifically
in a grant, contract, or other agreement document. Certain other cost items are allowable
only if specifically approved by the grantor agency, and certain other cost items are unal-
lowable. Circular A–87 lists 43 selected cost items ranging alphabetically from advertis-
ing to travel costs. Of the 43 cost items, most are allowable whether direct or indirect to
the extent of benefits received by federal awards.32 Depreciation and use allowances are
included in the allowable cost items. As explained in Chapter 5, even though governmental
funds do not record depreciation expense, it is reported for general capital assets at the
government-wide level in the GASB reporting model. Moreover, public colleges and uni-
versities are also required to report depreciation expense. They report it as a business-type
activity under GASBS 35. Consequently, both governments and public colleges and uni-
versities will find it relatively easy to charge depreciation to federal grants and contracts.

Under Circular A–87, several of the allowable items are allowable under highly restric-
tive conditions and generally require the explicit approval of the grantor agency. An
example is advertising costs that are allowable only for such items as recruitment of
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Cost Principles Administrative Requirements

State and local Circular A–87 Circular A–102
governments “Cost Principles for State, Local “Grants and Cooperative Agreements

and Indian Tribal Governments” with State and Local Governments”
(revised 5/10/04) known as the “Common Rule”

(revised 1994, amended 8/29/97)

Educational Circular A–21 Circular A–110
institutions “Cost Principles for “Uniform Administrative Requirements

Educational Institutions” for Grants and Other Agreements
(revised 5/10/04) with Institutions of Higher Education,

Hospitals, and Other Non-Profit
Organizations”

(revised 1993, amended 9/30/99)

Not-for-profit Circular A–122 Circular A–110
organizations “Cost Principles for (same as above)

Non-Profit Organizations”
(revised 5/10/04)

ILLUSTRATION A13–1 OMB Grants Management Circulars

Source: All Circulars are available from the Office of Management and Budget (Washington, DC: Superintendent of Documents, U.S.
Government Printing Office) or www.whitehouse.gov/omb/circulars/index.htm. These circulars have been relocated to Title 2 of the
Code of Federal Regulations (2 CFR) Subtitle A, Chapter II, for easier reference.

31 OMB, Circular A–87, Attachment A, C–1.
32 Ibid., Attachment B.
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personnel, procurement of goods and services, and disposal of scrap or surplus materials
related to the performance of a federal award. Some of the cost items are unallowable,
including items such as alcoholic beverages, bad debt expenses, contributions and
donated services, fund-raising and investment management costs, entertainment, general
expenses of the state or local government (e.g., salaries of the chief executive, legis-
latures, and judicial department officials), and lobbying. Similar prohibitions apply to
colleges and universities under the provisions of Circular A–21.

Direct Costs
Direct costs are those that can be identified specifically with a particular cost objec-
tive.33 A cost objective, in federal terminology, is an organizational unit, function,
activity, project, cost center, or pool established for the accumulation of costs. A final,
or ultimate, cost objective is a specific grant, project, contract, or other activity (pre-
sumably one of interest to the federal agency that provides resources for the activity
under a grant, contract, or other agreement). A cost may be direct with respect to a given
function or activity but indirect with respect to the grant or other final cost objective of
interest to the grantor or contractor. Typical direct costs chargeable to grant programs
include compensation of employees for the time and efforts devoted specifically to the
execution of grant programs; cost of materials acquired, consumed, or expended specif-
ically for the purpose of the grant; and other items of expense incurred specifically to
carry out the grant agreement. If approved by the grantor agency, equipment purchased
and other capital expenditures incurred for a certain grant or other final cost objective
would be considered direct costs.

Indirect Costs
Indirect costs, according to Circular A–87, are those (1) incurred for a common or joint
purpose benefiting more than one cost objective and (2) not readily assignable to the cost
objectives specifically benefited without effort disproportionate to the results achieved.34 The
term indirect costs applies to costs originating in the grantee department as well as to those
incurred by other departments in supplying goods, services, and facilities to the grantee
department. To facilitate equitable distribution of indirect expenses to the cost objectives
served, it may be necessary to establish a number of “pools” of indirect cost within the
grantee department. Indirect cost pools should be distributed to benefited cost objectives on
bases that produce an equitable result in consideration of relative benefits derived. In cer-
tain instances, grantees may negotiate annually with the grantor a predetermined fixed rate
for computing indirect costs applicable to a grant or a lump-sum allowance for indirect costs,
but generally grantees must prepare a cost allocation plan that conforms with instructions
issued by the U.S. Department of Health and Human Services. Cost allocation plans of local
governments will be retained for audit by a designated federal agency. (Audit of federal
grants is discussed in some detail in Chapter 12 of this text.)

NONFEDERAL GRANTS
States make grants to local governments, and both states and local governments make
grants to not-for-profit organizations. It is important for the recipient organization to know
if funds received are actually federal funds being passed through to them or nonfederal
grants. If so, when the recipient entity spends these funds, the entity must consider them
federal funds expended for the purpose of the Single Audit Act (described in Chapter 12).
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33 Ibid., Attachments A, E.
34 Ibid., Attachments A, F.1.
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Private foundations and community foundations also make grants to state and local
governments and other not-for-profit organizations. A common grant application may be
required, such as the one created by and accessible from the Council of Michigan Foun-
dations’s Web site at www.cmif.org. The advantage of a form agreed upon by grantors is
that applicants are more likely to provide the information required in a format and with
the level of detail desired, resulting in a more efficient grant process for all concerned.
Grantors may not have specific cost requirements, as seen in the discussion of federal
grants; however, they may explicitly deny or limit indirect cost recovery or grants for
capital assets (e.g., computers or buildings). The more familiar the applicant is with the
funding policies of the grantor, the more likely the organization will be successful it its
bid for funds.

ACCOUNTING INFORMATION SYSTEMS
Whether funds come from federal or nonfederal sources, the recipient is expected to
have an accounting information system with adequate internal controls that can deliver
reliable information to compare the actual amount spent with budgeted amounts. Illus-
tration A13–2 shows the relationship between programs and grantors and indicates
some of the challenges for grantees in accounting for grants. A cost must be classi-
fied by these two dimensions, as well as by line-item (or object-of-expenditure), in
order to prepare appropriate cost reports to the funding organizations. For example,
an organization may receive one grant to support a single program that has no other
source of funds (e.g., Program A and Grant 1), or a program may be supported by
multiple sources of funds (e.g., Program B and Grants 2 and 3), or a grant may sup-
port more than one program (e.g., Programs B and C and Grant 3). A computerized
accounting information system can be designed to allow reporting by grantor, by pro-
gram (as is needed in a statement of functional expenses for an organization, described
in Chapter 14), or by line-item. A well-structured chart of accounts is the key to
reporting along multiple dimensions. Illustration A13–3 shows a chart of accounts for
a not-for-profit organization that operates seven programs (e.g., Programs A through
G) and receives funding from federal, state, local government, foundation, and church
sources. Reports can then be generated based on the account numbering systems for
revenues and expenses.
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ILLUSTRATION A13–2 Relationship of Programs and Grantors in an Organization

Grant 1Program A

Grant 2Program B

Grant 3Program C
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ILLUSTRATION A13–3 Chart of Accounts for a Not-for-Profit Organization
Account Number (X)–(XX)–(X)–(XX)

Type of Account Object Program Funding Source 
X XX X XX

1 � Assets 10 � Cash
20 � Accounts receivable
30 � Inventory
40 � Prepaid expenses
50 � Investments
60 � Property, plant, and

equipment
70 � Accumulated

depreciation
2 � Liabilities 10 � Accounts payable

20 � Accrued payroll
30 � Other accrued liabilities

3 � Net assets 10 � Unrestricted net assets
20 � Unrestricted, designated

net assets
30 � Temporarily restricted net assets
40 � Permanently restricted net assets

4 � Revenues 10 � Contributions A � Community Impact 01 � Federal grant
20 � Grants B � Youth Commission 02 � Community development
30 � Charges for services C � Juvenile Court Advocacy block grant
40 � Dues D � Student Outreach 21 � State grant
50 � Investment income E � Safe Schools 22 � County grant
60 � Special events F � Parent Effectiveness 23 � City grant
70 � Miscellaneous Training 24 � City Housing

G � Advocacy Commission grant
30 � Ford Foundation grant

5 � Cost of programs 11 � Salaries and wages 31 � Kellogg Foundation grant
6 � Expenses (general 12 � Fringe benefits and 32 � Smith Foundation grant

and administrative; payroll taxes 33 � Brown Foundation grant
fund-raising) 20 � Travel 43 � Universal Church

30 � Supplies, phone, postage, printing 50 � United Way
40 � Occupancy costs
60 � Equipment maintenance
61 � Depreciation
70 � Legal and professional services
80 � Miscellaneous
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13–1. “The sole objective of budgeting in a governmental entity is to demonstrate com-
pliance with appropriation legislation.” Do you agree or disagree? Explain.

13–2. Explain how strategic planning, budgeting, and performance measurement can
be integrated in a government and why this integration is desirable.

13–3. What is the difference between two types of line-item budgeting
approaches—incremental budgeting and zero-based budgeting? Which of the
two approaches is more widely used by governments?

13–4. Describe the advantages of performance budgeting and program budgeting
over incremental budgeting in a governmental entity.

Activity-based costing (ABC), 550
Allowable costs, 556
Balanced scorecard, 554
Budget calendar, 538
Budget officer, 538
Cost objective, 558
Customer relationship management

(CRM), 546
Direct costs, 558
Effectiveness measures, 547
Efficiency measures, 547
Entrepreneurial budgeting, 537
Incremental budgeting, 535
Indirect costs, 558

Input measures, 547
Outcome measures, 547
Output measures, 547
Performance budgeting, 536
Planning-programming-budgeting

system (PPBS), 537
Program budgeting, 536
Service efforts and accomplishments

(SEA), 547
Sweep accounts, 543
Tax anticipation notes, 542
Total quality management (TQM), 545
Zero-based budgeting, 535
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wiL79603_ch13_529-576.qxd  1/10/09  17:17  Page 561 User-S178 MAC-OSX_1:broker:MH-BURR:MHBR093:MHBR093-13:
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13–5. Identify some essential components of an annual budget process for a state
or local government.

13–6. What advantages does total quality management (TQM) offer a government?
Is it fundamentally a budget approach?

13–7. Discussion at a local meeting of government financial officers centered on
using a balanced scorecard to present information to the public on the gov-
ernment’s Web site. Describe the components of a balanced scorecard and its
advantages in communicating performance results to citizens.

13–8. What are the three broad categories of service efforts and accomplishments
(SEA) measures? Explain the GASB’s role in developing standards for SEA
reporting.

13–9. Explain why conventional cost accounting systems have become less use-
ful in both business and government settings. How does activity-based cost-
ing (ABC) reduce the problems created by conventional cost accounting
systems?

13–10. The finance officer of a small city has heard that certain items of cost may
be allowable under federal grants, even though they were not incurred specif-
ically for the grant. To what source could the finance officer go to determine
what costs are allowable under federal grants?

13–1 Distinguished Budget Presentation Award. You are a governmental accoun-
tant for a large municipality, and you have recently been assigned to the Bud-
get office and charged with building a better budget document—one that will
be of the highest quality so that citizens and others with an interest in the gov-
ernment’s finances will be fully informed.

Required

a. Find out which other local governments in your state have received the
GFOA’s Distinguished Budget Presentation Award (Hint: the GFOA posts an
annual report on award winners of the Distinguished Budget Presentation Pro-
gram on its Web site at www.gfoa.org.)

b. What components of the budget must exist for the GFOA to award the
“Distinguished Budget Presentation Award”?

c. Provide some examples from an award-winning budget in your state that you
can model in preparing the budget for your own municipality. Locate examples
of budgets that excel in each of these categories: (1) as a policy document, (2)
as a financial plan, (3) as an operations guide, and (4) as a communications
device.

13–2 Budgeting Process and Policies. The City of Topeka, Kansas, has received a
Distinguished Budget Presentation Award for at least 12 years. An excerpt
from the 2008 Budget is presented on the next page:

Cases
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Financial Policies, Guidelines, and Practices

Budgeting, Accounting, and Audit Practices. Kansas law prescribes the policies and procedures by
which the cities prepare annual budgets. By August 25th of each year, prior to commencement of the new
fiscal year on the following January 1st, the governing body of the City must adopt a budget, which is
filed with the City Clerk and the State Director of Accounts and Reports. The budget itemizes anticipated
revenues and proposed expenditures, detailed by program and object of expenditures, for the next fiscal
year. Funds must be balanced so that total resources equal obligations in accordance with Kansas law
(K.S.A. 79-2927), which requires that, “The budget of expenditures for each fund shall balance with the
budget of revenues for such fund. . . .” The level of budgetary control or expenditure limit is at the fund
level, except for the General Fund, which also has established expenditure limits for each Department
financed. However, statutes allow for the transfer of budgeted amounts between line items within a fund.
Departments are responsible for managing their budgets to the fund or department total level. Changes
from expenditure category to expenditure category may be made administratively. Transfers of $15,000
or more from department to department within the General Fund may only be made with the approval of
the City Council. The City maintains a financial and budgetary control system. Expenditures and
revenues are tracked to ensure adherence to the budget and awareness of the financial environment.
Monthly reports are prepared that compare actual revenues and expenditures to budgeted amounts and
provide a picture of the City’s cash position.

Kansas statutes require that the budget be prepared for the next fiscal year by August 1st of each year.
The proposed budget must then be published along with a notice of public hearing on or before August
5th. The public hearing is held by August 15th, but must be at least ten days after publication. The budget
is to be adopted on or before August 25th. The statutes allow for the governing body to increase the
originally adopted budget if that increase is financed with previously unbudgeted revenue other than ad
valorem property taxes. A notice of public hearing to amend the budget must be published in the local
newspaper. At least ten days after publication, the hearing may be held and the City Council may amend
the budget.

In order to ensure that Kansas municipalities conduct their affairs in a fiscally responsible manner, the
State Legislature enacted a cash basis law in 1933 (K.S.A. 10-1101 et seq.) which states in part that it is
unlawful, except where bonds, temporary notes, or no-fund warrants are authorized, “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, or to authorize the issuance of any order, warrant or check, or other
evidence of such indebtedness of such municipality in excess of the amount of funds actually on hand in
the treasury of such municipality at the time for such purpose.” The purpose of the cash basis law is to
prevent municipalities from spending more than they receive annually in operating revenues, and to
prevent the issuance of short-term debt to cover operating expenditures.

Kansas statutes and regulations of the Kansas Board of Accountancy provide for municipal accounting
in conformance with generally accepted accounting principles (GAAP). Separate funds are maintained
by the City for specific purposes and projects, in compliance with GAAP, State laws and regulations,
bond covenants, tax levies, grant agreements, and City ordinances and resolutions. The City prepares a
Comprehensive Annual Financial Report (CAFR), disclosing the financial position, results of operations,
and changes in fund equities or retained earnings for all funds and accounts groups in accordance with
GAAP. An independent firm of certified public accountants performs annual audits of this information.
The audited CAFR is filed in the Office of the City Clerk and with the Nationally Recognized Municipal
Securities Information Repositories (NRMSIRs), among other agencies.

Source: City of Topeka, Kansas, 2008 Budget, pp. 31–32. Full text available at www.topeka.org/pdfs/2008budget.pdf.
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Required

a. Evaluate whether this passage from the budget could be clearly understood
by the average reader.

b. What changes can you recommend in the content or presentation of this sec-
tion on budgeting, accounting, and audit practices that the city’s financial
managers may consider to improve the usefulness of this section for mem-
bers of the city council? For citizens?

13–3 Indirect Costs. As a cost reimbursement accountant in a large public
research university, you are aware that federal agencies have increased audit-
ing efforts in the area of federal research grants to higher education insti-
tutions. In particular, OMB Circular A–21 detailing allowable costs for
colleges and universities receiving federal funds. The administration has
asked you whether it is appropriate to include certain overhead costs in the
pool of indirect costs (facilities and administrative costs) that are recovered
in most federal research awards. Items include (1) holiday lights put on the
president’s university-owned home, (2) library books in the research section
of the undergraduate library, (3) the cost of a large boat used by higher
administration in meeting with faculty and outside researchers for social
events, (4) advertising new graduate programs in the large urban newspa-
per, (5) clerical salaries in the academic departments where a large amount
of research is conducted, and (6) utility bills in the research wing of one of
the buildings.

Required

Write a short professional memo to the administration giving your opinion
about whether these costs would be allowable “indirect costs” to be recovered
in part by federal research grants. Defend your position.

13–1 Examine the Budget. Obtain a copy of a recent operating budget document
of a government.* Familiarize yourself with the organization of the operating
budget document; read the letter of transmittal or any narrative that accompa-
nies the budget.

Budgetary practices may differ from the GAAP reporting model as to basis,
timing, perspective, and entity. GASB standards (Codification, Section 2400.
110–199) define these differences as:

1. Basis differences arising through the employment of a basis of account-
ing for budgetary purposes that differs from the basis of accounting
applicable to the fund type when reporting on the operations in accor-
dance with GAAP.

2. Timing differences that can result in significant variances between bud-
getary practices and GAAP may include continuing appropriations, project
appropriations, automatic reappropriations, and biennial budgeting.

3. Perspective differences resulting from the structure of financial information
for budgetary purposes. The perspectives used for budgetary purposes
include fund structure and organizational or program structure. In addition,
some subsidiary perspective, such as nature of revenue source, special pro-
jects, or capital and operating budgets, may also be used. The fund structure

564 Part Two Accountability for Public Funds

Exercises and
Problems

*Contact the budget officer of the city, town, or county of your choice and request
a copy of the most recent available operating budget document.
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and individual fund definitions establish which assets, liabilities, equities,
and revenue and expenditure/expense flows are recorded in a fund. In the
traditional view, budgeting, accounting, financial reporting, and auditing
would follow the fund perspective.

4. Entity differences occur when “appropriated budget” either includes or
excludes organizations, programs, activities, and functions that may or may
not be compatible with the criteria defining the governmental reporting
entity.

Required

Answer the following questions, which aid in assessing the quality of the budget
document you are reviewing.†

Policy Document. Does the operating budget you are reviewing include a coherent
statement of entity-wide long-term financial policies and nonfinancial goals and ob-
jectives? Does the budget document describe the entity’s short-term initiatives that
guide budget development for the upcoming year? Does the budget document include
a coherent statement of goals and objectives of organizational units? Does the docu-
ment include a budget message that articulates priorities and issues for the budget for
the new year? Does the message describe significant changes in priorities from the cur-
rent year and the factors that led to those changes?

Financial Plan. Does the budget document describe all funds that are subject to
appropriation? Does the document present a summary of major revenues and expen-
ditures as well as other financing sources and uses? Does the document include sum-
maries of revenues, other financing sources, and expenditures and other financing uses
for prior-year actual, current-year budget and/or estimated current-year actual, and
proposed budget year? Are major revenue sources described? Are the underlying as-
sumptions for revenue estimates and significant revenue trends explained? Does the
document include projected changes in fund balances for governmental funds in-
cluded in the budget presentation, including all balances potentially available for
appropriation?

Does the budget document include budgeted capital expenditures (even if these are
authorized in a separate capital budget)? Does the document describe whether, and to
what extent, significant and nonroutine capital expenditures or other major capital
spending will impact the entity’s current and future operating budget? Are financial
data on current debt obligations provided, describing the relationship between current
debt levels and legal debt limits, and explaining the effects of existing debt levels on
current and future operations? Is the basis of budgeting explained for all funds,
whether cash, modified accrual, or some other statutory basis?

Operations Guide. Does the operating budget document describe activities, ser-
vices, or functions carried out by organizational units? Are objective measures of
progress toward accomplishing the government’s mission, as well as goals and ob-
jectives, provided for specific units or programs? Does the budget document include
an organizational chart for the entire organization? Is a schedule(s) or summary
table provided giving personnel or position counts for prior, current, and budget
years?

†These questions are paraphrased from the awards criteria established by the Gov-
ernment Finance Officers Association for its Distinguished Budget Presentation
Awards Program.
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Communication Device. Does the budget document provide summary information,
including an overview of significant budgetary issues, trends, and resource choices?
Does the budget document explain the effect, if any, of other planning processes (e.g.,
strategic plans, long-range financial plans, capital improvement plans) on the budget
and budget process? Is the process used to prepare, review, adopt, and amend the bud-
get explained? Are charts and graphs used, where appropriate, to highlight financial
and statistical information? Is narrative information provided when the messages con-
veyed by the charts and graphs are not self-evident? Does the document provide narra-
tive, tables, schedules, or matrices to show the relationship between functional units,
major funds, and nonmajor funds in the aggregate? Is a table of contents provided to
make it easy to locate information in the document? Is there a glossary to define terms
(including abbreviations and acronyms) that are not readily understood by a reasonably
informed lay reader? Does the document include statistical and supplemental data that
describe the organization and the community or population it serves and provide other
pertinent background information related to services provided? Finally, is the docu-
ment produced and formatted in such a way as to enhance understanding by the aver-
age reader? Is it attractive, consistent, and oriented to the reader’s needs?

13–2 Multiple Choice. Choose the best answer.

1. An often used approach to budgeting that simply derives the new year’s bud-
get from the current year’s budget is called:
a. Planning-programming-budgeting.
b. Incremental budgeting.
c. Zero-based budgeting.
d. Performance budgeting.

2. Which of the following steps would not usually be part of the budgeting
process?
a. Heads of operating departments prepare budget requests.
b. Budget officer and other central administrators review and make adjust-

ments to departmental requests.
c. One or more public budget hearings are held.
d. The chief executive (mayor or city manager, as appropriate) formally

adopts the budget, thus giving it the force of law.

3. The budgeting principle in generally accepted accounting principles
(GAAP) for state and local governments states that:
a. The accounting system should provide the basis for appropriate bud-

getary control.
b. Budgetary comparison schedules should be presented as required sup-

plementary information for the General Fund and each major special rev-
enue fund that has a legally adopted budget.

c. Annual budgets should be adopted by each government.
d. All of the above.

4. The budgetary comparison schedule required of state and local governments
by GASBS 34:
a. Can be presented as required supplementary information (RSI) or as a

statement in the basic financial statements.
b. Must be a schedule included as part of RSI.
c. Continues to be a statement included in the basic financial statements.
d. Is no longer required.

566 Part Two Accountability for Public Funds
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5. All of the following are true statements about budgeting for performance
in a governmental entity except:
a. There are few examples of successful improvements in budgeting processes

that have resulted in higher quality and performance of governments.
b. The GFOA’s Distinguished Budget Presentation Award Program has

spurred many governments to improve their budgeting processes and be
recognized for it.

c. Some states have passed legislation that requires performance measures,
both financial and nonfinancial.

d. Governments have adapted many private sector budgeting tools in an
attempt to improve efficiency and deliver higher quality services to
taxpayers.

6. An approach to budgeting that requires the very existence of each program
and the amount of resources requested to be allocated to that program to
be justified each year is called:
a. Incremental budgeting.
b. Zero-based budgeting.
c. Performance budgeting.
d. Planning-programming-budgeting.

7. A benefit of using activity-based costing in a government is:
a. Understanding and controlling the delivery/program design interaction.
b. Finding lower cost alternatives.
c. Reducing the cost of service outcomes.
d. All of the above.

8. Total quality management (TQM), a process designed to continuously
improve the government’s ability to meet customer demands, incorporates
all of the following elements except:
a. Productivity and quality measures and standards that are meaningful to

the government.
b. Adherence to a line-item budgeting and centralized management system.
c. Support and commitment of top-level officials.
d. Employee involvement in productivity and quality improvement efforts.

9. Efficiency measures, as the term is used in the service efforts and accom-
plishments (SEA) literature, can be described as:
a. Measures that relate the quantity or cost of resources used to units of

output.
b. Measures that relate to the amount of financial and nonfinancial

resources used in a program or process.
c. Measures that relate costs to outcomes.
d. Measures that reflect either the quantity or quality of a service provided.

10. Which of the following provides guidance to government managers and
auditors in determining appropriate and allowable costs chargeable to fed-
eral grants and contracts for not-for-profit organizations?
a. OMB Circular A–102, “Grants and Cooperative Agreements with State

and Local Governments.”
b. OMB Circular A–110, “Uniform Administrative Requirements for

Grants and Other Agreements with Institutions of Higher Education,
Hospitals, and Other Non-Profit Organizations.”
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c. OMB Circular A–122, “Cost Principles for Non-Profit Organizations.”
d. OMB Circular A–133, “Audits of States, Local Governments, and Non-

Profit Organizations.”

13–3 General Fund Budget. A portion of the General Fund operating budget for
Southwest City’s Street Department follows here and on subsequent pages.

Required

After reading and evaluating the budget information for the Street Department
of Southwest City, answer the following questions:
a. Does Southwest City appear to be using program budgeting? If not, what

form of budgeting is the city using?
b. Does the budget provide information useful for evaluating the performance

of the Street Department’s management?
c. Do the goals established for the Street Department appear appropriate? How

could they be improved?

SOUTHWEST CITY
Annual Budget General Fund
FY 2010–2011 Description
Department Description Streets

The Street Department is responsible for maintaining all city-owned streets,
alleys, and parking lots, keeping them in serviceable condition to ensure the
safety and welfare of the public. Activities include repairing damage caused
by waterline breaks; repairing potholes and patching utility cuts; repairing base
failures; preparing street driving surfaces for annual seal coating program;
reconstructing streets to upgrade driving surface and drainage to meet
increased traffic volumes; cleaning and repairing drainage ditches and struc-
tures; inspecting and making repairs to city bridges and sidewalks; perform-
ing annual crack sealing to prevent water damage to driving surface of streets;
performing traffic counts on an as-needed basis; installing and maintaining
traffic control signs and paving markings; responding to emergency conditions
by barricading, sandbagging, clearing fallen trees and debris from streets and
drainage structures, and sanding streets during icing conditions; mowing
rights-of-way and maintaining street and alley shoulders; installing and main-
taining street name signs; and assisting other departments as needed.
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SOUTHWEST CITY
Annual Budget General Fund
FY 2010–2011 Description
Department Description (continued) Streets
Expenditure Summary

2008–2009 2009–2010 2009–2010 2010–2011
Classification Actual Budget Estimated Budget

Personnel $206,135 $226,748 $227,273 $250,000
Supplies 10,649 11,714 11,818 13,000
Maintenance 70,624 77,686 66,367 73,000
Services 73,768 81,145 60,909 67,000
Capital outlay 31,927 2,500 34,000 3,000

Total $393,103 $399,793 $400,367 $406,000
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Indicators
2008–09 2009–10 2010–11

Measurement Actual Estimated Proposed

Traffic and street signs 84 159 175
Miles of streets maintained 66 70 70
Square yards of seal coating 42,500 44,800 42,500
Number of utility cuts 136 155 250
Miles of right-of-way mowing 34 172 172
Tons of asphalt for potholes 84 102 175
Tons of asphalt for street leveling 66 40 100
Feet of drainage ditches cleared 3,350 3,750 4,250
Feet of street shoulder bladed 4,150 5,275 6,000
Square yards of sidewalks repaired 40 65 150
Feet of weed control on streets 12,500 16,750 18,000
Miles of streets cleaned 10 19 76

Department Goals
Increase the number of repairs for old utility cuts, upgrade the street driving surface, and prevent future
water damage.
Pursue an aggressive weed and grass control program within street gutters and rights-of-way and behind
curbs.
Increase miles of street shoulder repairs to prevent pavement breaking and erosion.
Replace existing noncompliance yield signs with stop signs.
Increase work-hours spent on trimming overhanging limbs and brush in and over streets.

Staffing
Position Number

Superintendent 1
Assistant superintendent 1
Crew leader 2
Equipment operator 6

Total 10

Personnel 61.58%

Maintenance 17.98%
Capital 0.74%

Services 16.50%

Supplies 3.20%
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SOUTHWEST CITY
Annual Budget General Fund
FY 2010–2011 Description
Department Description (concluded) Streets

Streets

Account FY 2009 FY 2010 FY 2010 FY 2011
Number Account Description Actual Budget Estimated Budget

02-13-00-0101 Salaries—Administrative $    4,827.90 $    4,910.00 $    4,910.00 $    4,910.00
02-13-00-0102 Salaries—Operations 27,445.47 29,834.00 29,834.00 36,617.00
02-13-00-0103 Salaries—Supervisory 67,951.32 70,081.00 59,231.00 58,577.00
02-13-00-0104 Salaries—Skilled 42,957.99 42,944.00 55,175.00 69,443.00
02-13-00-0107 Salaries—Overtime 6,584.77 6,854.00 7,604.00 6,500.00
02-13-00-0108 Part-time and hourly 0 1,800.00 0 0
02-13-00-0116 TMRS retirement 12,159.21 11,847.00 12,169.00 11,665.00
02-13-00-0117 Employer’s FICA 11,249.99 1,581.00 11,208.00 11,707.00
02-13-00-0118 Hospitalization insurance 12,203.21 13,532.00 13,090.00 15,544.00
02-13-00-0119 Workers’ compensation 20,351.76 32,987.00 33,941.00 33,941.00
02-13-00-0120 Unemployment 

compensation 403.38 378.00 111.00 1,096.00

Total personnel $206,135.00 $226,748.00 $227,273.00 $250,000.00

02-13-00-0210 Chemical supplies $ 760.95 $ 250.00 $ 0 $ 1,500.00
02-13-00-0220 Clothing supplies 1,638.28 2,164.00 1,520.00 1,600.00
02-13-00-0260 General office supplies 14.79 50.00 6.00 25.00
02-13-00-0270 Janitorial supplies 143.43 50.00 72.00 75.00
02-13-00-0280 Minor tools 609.32 300.00 496.00 400.00
02-13-00-0285 Fuel and vehicle supplies 6,938.49 8,500.00 8,861.00 8,900.00
02-13-00-0290 Other supplies 543.74 400.00 863.00 500.00

Total supplies $  10,649.00 $ 11,714.00 $  11,818.00 $  13,000.00

02-13-00-0302 Building maintenance $ 0 $ 50.00 $ 93.00 $ 50.00
02-13-00-0304 Street maintenance 17,520.75 20,950.00 20,950.00 18,950.00
02-13-00-0305 Seal coating and overlays 37,457.21 35,488.00 24,481.00 35,275.00
02-13-00-0306 Sidewalks 5,085.75 1,048.00 1,048.00 1,000.00
02-13-00-0307 Street sweeping 0 10,500.00 10,500.00 9,575.00
02-13-00-0401 Heating and air 

conditioning 
maintenance 60.00 50.00 225.00 50.00

02-13-00-0420 Machine tools 
maintenance 1,928.05 1,500.00 1,978.00 1,500.00

02-13-00-0430 Motor vehicle 
maintenance 5,000.00 5,000.00 5,000.00 3,500.00

02-13-00-0460 Radio maintenance 0 100.00 0 100.00
02-13-00-0480 Signs 3,572.24 3,000.00 2,092.00 3,000.00

Total maintenance $  70,624.00 $ 77,686.00 $  66,367.00 $  73,000.00
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13–4 Police Department Budget. The police chief of the Town of Meridian sub-
mitted the following budget request for the police department for the forth-
coming budget year 2011–12.

Actual Budget Forecast Budget
Item FY 2010 FY 2011 FY 2011 FY 2012

Personnel $1,051,938 $1,098,245 $1,112,601 $1,182,175
Supplies 44,442 61,971 60,643 64,450
Maintenance 47,163 45,310 46,139 47,422
Miscellaneous 34,213 36,272 32,198 37,723
Capital outlay 65,788 69,433 67,371 102,210

Totals $1,243,544 $1,311,231 $1,318,952 $1,433,980

Upon questioning by the newly appointed town manager, a recent masters
graduate with a degree in public administration from a nearby university, the
police chief explained that he had determined the amounts in the budget
request by multiplying the prior year’s budget amount by 1.04 (to allow for
the expected inflation rate of 4 percent). In addition, the personnel category
includes a request for a new uniformed officer at an estimated $40,000 for
salary, payroll expenses, and fringe benefits. Capital outlay includes a request
for a new patrol vehicle at an estimated cost of $30,000. The amount of $300
was added to the maintenance category for estimated maintenance on the new
vehicle. The police chief is strongly resisting instructions from the town man-
ager that he justify the need not only for the new uniformed position and addi-
tional vehicle but also for the existing level of resources in each category. The
town manager has stated she will not request any increase in the police depart-
ment’s budget unless adequate justification is provided.

Required

a. Evaluate the strengths and weaknesses of the police chief’s argument that
his budget request is reasonable.

b. Are the town manager’s instructions reasonable? Explain.
c. Would the town council likely support the town manager or the police chief

in this dispute, assuming the police chief might take his case directly to the
town council?

d. What other improvements could be made to the town’s budgeting procedures?

13–5 Budgeting Cash Flows. Eagleview City prepares a quarterly forecast of cash
flows for its water service department. Data for the upcoming quarter (in
alphabetical order) measured on the cash basis are presented below.

Bond interest expense $ 1,950,000
Current month’s collections on receivables 4,349,350
Interest income on excess cash from previous months 1,849
Investment income 11,250
Materials and supplies disbursements 925,000
Nonoperating revenue 479,030
Other fees and services disbursements 4,070,000
Previous months’ collections on receivables 4,582,425
Personal services disbursements 1,991,000
Transfers in 50,000
Transfers out 540,000
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The city maintains no more than the minimum cash balance of $100,000 on hand.

Required

a. What are the projected cash flows from operating activities, noncapital financ-
ing activities, capital and related financing activities, and investing activities?
Indicate whether the balance is a positive cash flow or a negative cash flow.
(Hint: Consider using a cash flows statement format in analyzing the data.)

b. What is the projected amount the city will have to borrow at the end of the
quarter to maintain the minimum balance, or what is the amount the city has
to invest that exceeds the minimum balance?

c. What steps can the city take to prevent being in a position where it will have
to borrow at the end of the quarter?

This problem is adapted from an example in William R. Voorhees and Jeongwoo Kim, “Cash Flow
Forecasting: Principles,” Encyclopedia of Public Administration and Public Policy, Taylor & Francis,
2008, pp. 285–290.

13–6 SEA Reporting. The City of Ankeny, Iowa, has produced a Service Efforts
and Accomplishments report since 2003 in an attempt to answer the question,
“Am I getting my money’s worth?” for its citizens. The city received the Asso-
ciation of Governmental Accountants Certificate of Excellence in Service
Efforts & Accomplishments Reporting for 2005 and 2006. Reproduced below
is an excerpt from the Fall 2006–07 SEA report that details Library Services.

New in the 2006–07 report is library programming and participation. This
measure shows the efforts of library staff to offer more library programs to the
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increasing population and customer base in the city. As shown in the graph, pro-
gram participation has seen steady increases over the past four years, with some
programs so high in demand waiting lists to participate are starting to occur.

Citizen Perceptions
The 2005 Community survey reported that 84 percent of city residents rated
Library services as “good” or “excellent,” only marginally down from 86 per-
cent in 2003. For the variety of materials at the library, 79 percent of citizens
rated the variety as “good” or “excellent,” unchanged from 2003.

Library Budget
The owner of a house with a total assessed valuation of $150,000 paid prop-
erty taxes of $33 in FY 2007 to support the Library. Twenty-six percent (26%)
of the Library’s FY 2007 budget depends upon support from Polk County in
return for services provided to rural Polk County residents. Polk County’s sup-
port is expected to decrease after FY 2007. Options being considered to off-
set the loss of county funding include allocation of General Fund monies
and/or reduction in library services.

Library 2003–04 2004–05 2005–06 2006–07
Performance Measures Actual Actual Actual Actual

Authorized FT Positions 7 7 7 7
Total Visitations 296,441 299,405 302,399 317,518
City Resident Cardholders 19,805 23,161 25,607 25,318
Non-Resident Cardholders 6,761 6,114 6,655 6,559
Average Visits per Cardholder 11 10 9 10
Number of Circulations 316,117 320,910 350,213 367,723
Number of Items for Circulation 75,411 78,697 82,955 86,273
Number of Reference Desk Inquiries 21,949 25,266 26,051 27,353
Number of PC Users 32,250 39,400 41,704 58,815
Number of PC Users per Available PC 1,194 1,359 1,438 1,837
Number of Special Programs 475 629 856 955
Number of Participants per Program 25 30 24 24
Cost per Registered Borrower $35 $34 $ 32 $ 33
Cost per Circulation $2.96 $3.09 $2.91 $2.85
Cost per Visitation $3.16 $3.32 $3.37 $3.31

Source: City of Ankeny, Iowa, 2006–07 Service Efforts and Accomplishments Report, pp. 24 and 35.

Required

a. Which of the performance measures best represents inputs, outputs, and
outcomes?

b. How does the city demonstrate efficiency with respect to the General Fund
budget it receives?

c. How would you address a citizen who feels he or she is not getting his or
her money’s worth?

13–7 Activity-based Costing in a Government. The midsize City of Orangeville
funds an animal control program intended to minimize the danger stray dogs
pose to people and property. The program is under scrutiny because of current
budgetary constraints and constituency pressure.

An animal control warden responds to each complaint made by citizens about
dogs running loose. Approximately one in six complaints results in the capture
of a dog. When a dog is caught, the warden must drive it to a kennel 20 miles
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from the center of the city. Donna’s Kennels, a privately owned animal boarding
establishment, is under contract with the city to board, feed, and care for the
impounded dogs. It is a no-kill shelter (i.e., it does not euthanize healthy ani-
mals), and dogs remain there until they are claimed by their owners or adopted.
The program’s complaint and impoundment data for the past four years follow:

Year 1 Year 2 Year 3 Year 4

Complaints 2,330 2,410 2,540 2,730
Impoundments 376 398 414 440
Impoundment rate 16.1% 16.5% 16.3% 16.1%

Costs of Orangeville’s animal control program are as follows. The city
employs two animal control wardens, a clerk, and a program director. The task
of the wardens is to respond to complaints, drive to the site, search for the dog,
and deliver it (if it is found) to Donna’s Kennels. The clerk is responsible for
issuing licenses to dogs that are returned to their owners or are adopted, as well
as tracking correspondence between Donna’s Kennels and the city. The clerk
also tracks program statistics and provides support to the program director.

The city owns and operates two vehicles specially designed for impound-
ing and transporting stray dogs. For $10 per dog per day, Donna’s Kennels pro-
vides shelter, food, and routine veterinary care. On average, 60 percent of
impounded dogs are returned to their owners in seven days. The other 40 per-
cent stay at Donna’s Kennels for an average of 14 days before being adopted.
Summarized program costs follow:

Salaries (annual):
Program director $40,000
Animal wardens (2) $56,000 ($28,000 � 2)
Clerk $27,000

Vehicles:
Cost $48,000 ($24,000 � 2)
Expected life 7 years
Operating costs $0.30 per mile

Dog care:
Shelter, food, medical care $10 per dog per day

(according to the contract)
Revenues:

Fees received for adoptions $35 per adoption
Fees received from owners:

Fines $75 per dog
Boarding expense reimbursement $10 per dog per day

Critics of the animal control program argue that it costs too much to drive
to the distant kennel to deliver an impounded dog. They have suggested that
the city convert a vacant building within the city limits into an animal shelter
to save on transportation costs. Prompted by the need to cut the city budget
and address the public outcry, city officials are reviewing the budget proposal
for the animal control program and are looking for ways to reduce the pro-
gram’s costs.

Required

a. Prepare a diagram that identifies (1) the activities related to the animal con-
trol program, (2) the relationship among each of the activities, (3) the

574 Part Two Accountability for Public Funds

wiL79603_ch13_529-576.qxd  01/05/2009  08:13 PM  Page 574 ssen 1 Tempwork:wilson:MHBR093-13:



resources required for each activity, and (4) the cost drivers for each activity.
Use the format of Illustration 13–9.

b. Calculate the cost of each activity. Show your work. Use the format of Illus-
tration 13–10.

c. Interpret the results of the activity based-costing example.

This problem is taken from the International City/County Management Association Service Report:
Introduction to Activity-Based Costing, February 1998, pp. 9–13.

13–8 Total Program Costs. On the basis of the following data, prepare a statement
for the Town of Chippewa for the year ended June 30, 2011, showing the total
cost of solid waste removal and the cost per ton of residential solid waste
removed or cubic yard of commercial solid waste removed (carry unit costs to
three decimal places).

Residential Commercial

By town employees:
Salaries and wages $702,000 $481,000
Materials and supplies $  39,000 $  36,090
Equipment use $300,840 $201,470
Tons collected 165,000 —
Cubic yards collected — 248,000
Labor-hours 90,000 68,000

By contractors:
Cost $  78,900 $  48,000
Tons collected 23,000 —
Cubic yards collected — 30,000

Overhead for town collection of residential solid waste is $0.948 per labor-
hour; for commercial solid waste collection it is $0.924 per labor-hour. Over-
head for contract residential solid waste collection is 20 percent of cost
(exclusive of overhead); for commercial solid waste collection it is 15 percent
of cost (exclusive of overhead).
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Chapter Fourteen

Accounting for Not-for-
Profit Organizations
Learning Objectives

After studying this chapter, you should be able to:

1. Distinguish not-for-profit organizations (NPOs) from entities in the
governmental and commercial sectors of the U.S. economy.

2. Identify the authoritative standards-setting body for establishing GAAP for
nongovernmental NPOs.

3. Explain financial reporting and accounting for NPOs, including required
financial statements; classification of net assets; accounting for revenue, gains,
and support; accounting for expenses; and accounting for assets.

4. Identify the unique accounting issues of financially interrelated organizations.

5. Describe optional fund accounting.

6. Prepare financial statements using SFAS No. 117.

The not-for-profit sector serves a critically important role in the United States by
providing a vast array of community services, including emergency and disaster
assistance; health and human services; education and research; furthering the arts,
sciences, and human development; and protecting the environment. In 2006, not-for-
profit organizations (NPOs)1 numbered over 1.9 million in the United States, of
which about 1.5 million were in the independent sector, separate from government
and business.2 The number of NPOs that were required to register with the Internal
Revenue Service (IRS) in 2005 (religious organizations and those with annual rev-
enues of less than $5,000 are not required to register) doubled over the past 25 years
and grew at twice the business sector growth rate from 1987 to 2006.3 Estimated
paid employment in the not-for-profit sector was 12.9 million in 2005.4 The more

1 The Financial Accounting Standards Board (FASB) and the American Institute of CPAs (AICPA) prefer to
call these organizations not-for-profit organizations, which is the term we use in this text. Within the
industry and among the general public, however, the term nonprofit organizations is more commonly
used, along with the abbreviations NPO, ONPO (other nonprofit organizations), and NGO (nongovern-
mental organizations, used in an international context). We use the abbreviation NPO interchangeably
with the term not-for-profit organization.
2 Facts and Figures About Charitable Organizations (Washington, DC: Independent Sector, 2007), p. 1.
Available at http://independentsector.org/programs/research/Charitable_Fact_Sheet.pdf.
3 Ibid., p. 2.
4 The Nonprofit Almanac 2008 (Washington, DC: The Urban Institute Press, 2008), p. 20.
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than 500,000 NPOs that met the requirements to submit annual reports to the IRS
reported expenses of $1.4 trillion and held assets of nearly $3.3 trillion.5

CHARACTERISTICS OF THE NOT-FOR-PROFIT SECTOR

This chapter focuses primarily on NPOs referred to as voluntary health and welfare
organizations (VHWO) or human service organizations, such as the American
Cancer Society, Girl Scouts, and Boy Scouts. These organizations receive contributions
from the public at large and provide health and welfare services for a nominal or no
fee. There are many other kinds of not-for-profit organizations, such as cemetery orga-
nizations, civic organizations, fraternal organizations, labor unions, libraries, museums,
cultural institutions, performing arts organizations, political parties, private schools, pro-
fessional and trade associations, social and country clubs, research and scientific orga-
nizations, and religious organizations. These organizations are classified by Internal
Revenue Code Sections (discussed further in Chapter 15). The National Center for Char-
itable Statistics (NCCS) of the Urban Institute developed a National Taxonomy of
Exempt Entities (NTEE) that divides the largest set of tax-exempt entities, Internal
Revenue Code Sec. 501(c)(3) and (c)(4) organizations, into 10 functional categories
(arts, culture, and humanities; education and research; environment/animals; health;
human services; international/foreign affairs; public/society benefit; religion related;
mutual/membership benefit; and others) and 26 major group areas.6

Illustration 14–1 shows various organizational forms that comprise the not-for-
profit sector of the U.S. economy. The terms public and private that appear in illus-
tration 14–1 can be confusing; for example, public charities are in the not-for-profit
sector, public schools are in the governmental sector, and publicly traded companies
are in the for-profit sector of our economy. Distinguishing between for profit, not-
for-profit, and governmental/nongovernmental is more useful. “Governmental” not-
for-profit organizations may receive tax revenue or be owned or controlled by a
government but are not governments.7 Examples of entities that receive special tax
revenue include libraries and transportation authorities. Governments often control
museums, cemeteries, development authorities, housing authorities, public hospitals,
public colleges and universities, and other public benefit corporations. Some such
organizations are reported as a department or unit of a general purpose government.

GAAP FOR NONGOVERNMENTAL NPOs

The Financial Accounting Standards Board (FASB) assumed primary responsibil-
ity for providing guidance on generally accepted accounting principles for not-
for-profit entities in 1979.8 The Governmental Accounting Standards Board
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5 The Nonprofit Almanac 2008, table 1–1, p. 5. See Chapter 15 of this text for IRS reporting require-
ments applicable to NPOs.
6 This set of organizations, representing 75 percent of all tax-exempt organizations, is referred to as
the independent sector because it includes private, self-governing organizations founded to serve a
public purpose and foster volunteerism and philanthropy. Classifications available at http://nccs.urban.
org/classification/index.cfm.
7 See pp. 5–6 for the definition of a governmental NPO.
8 Financial Accounting Standards Board, Statement of Financial Accounting Standards No. 32, “Spe-
cialized Accounting and Reporting Principles in AICPA Statements of Position and Guides on Account-
ing and Auditing Matters” (New York, 1979).
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ILLUSTRATION 14–1 Organizational Forms

Not-for-Profit
(absence of ownership interests)

For-Profit
(investor owned)

Commercial
Business sector

Governmental
Public sector

(e.g., governments and
governmental NPOs,

such as public authorities)

Mutual benefit NPOs

Sec. 501(c)(5)–(28)
Sec. 501(d)–(q)
Sec. 521(a); Sec. 527 (e.g., 
professional associations, 
labor unions, religious 
communities, business 
leagues, social clubs, political 
organizations, cooperatives)

Public charities, such as

Private schools (pre-K through 12)
Not-for-profit health care organizations
Private colleges and universities
Voluntary health and welfare organizations 
Community foundations 
Other not-for-profit organizations

Private foundations Sec. 509(a)

Operating or nonoperating
Independent or corporate

“Independent sector”

Social welfare 
organizations
Sec. 501(c)(4)
 (e.g., civic leagues, 
community organizations, 
local employee
associations)

Charitable, 
religious, 
educational, 
scientific, 
literary. . .
organizations
Sec. 501(c)(3)

Nongovernmental
Not-for-profit sector

Taxable NPOs Tax-exempt NPOs
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(GASB) is responsible for governmental organizations including governmental
not-for-profit organizations (see Illustration 1–1). These lines of responsibility
were formally established by the AICPA’s SAS No. 69, commonly known as “the
GAAP hierarchy.”9 Governmental not-for-profit organizations should apply the
standards established by the GASB rather than the FASB’s standards applicable
to nongovernmental NPOs. This chapter focuses on nongovernmental not-for-
profit entities.

The AICPA, the FASB, and the federal Office of Management and Budget
(OMB) have made a concerted effort to standardize the accounting, financial
reporting, and auditing rules for the diverse set of entities in the not-for-profit sec-
tor and reduce the inconsistencies across segments of this sector. The FASB has
completed four of its five not-for-profit agenda items designed to reduce incon-
sistencies across NPOs: depreciation (SFAS No. 93), contributions (SFAS No. 116),
financial reporting display (SFAS No. 117), and investments (SFAS No. 124). The
remaining item focuses on financially interrelated entities and was separated into
issues related to intermediaries addressed in SFAS No. 136 and combinations of
not-for-profit organizations, which continues to be on the FASB’s technical agenda
(at the time of publication).10 Congress revised the Single Audit Act in 1996 to
cover both governmental and not-for-profit entities, and OMB Circular A–133 (see
Chapter 12) is now applicable to governments, not-for-profit organizations, and
health care entities.

FINANCIAL REPORTING AND ACCOUNTING

As stated in Chapter 1, the FASB’s objectives of financial reporting for not-for-profit
agencies are to provide information useful in (1) making resource allocation deci-
sions, (2) assessing services and ability to provide services, (3) assessing manage-
ment stewardship and performance, and (4) assessing economic resources,
obligations, net resources, and changes in them.11 Common phrases heard today when
speaking of financial reporting of any organization include accountability and trans-
parency to stakeholders. Stakeholders of NPOs that use not-for-profit financial state-
ments include donors, grantors, members, lenders, consumers, and others who
provide resources to NPOs.

Financial Reporting
FASB Statement No. 117 establishes standards for financial reporting that require,
as a minimum, that NPOs present a statement of financial position, a statement of
activities, and a statement of cash flows that present financial information for the
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9 American Institute of Certified Public Accountants, Statement of Auditing Standards (SAS) No. 69,
“The Meaning of ‘Present Fairly in Conformity with Generally Accepted Accounting Principles’ in the
Independent Auditor’s Report” (New York, 1992). The FASB rescinded SFAS No. 32 upon the issuance
of this guidance. SAS No. 69 was amended by SAS No. 91; see Illustration 12–4.
10 The FASB issued two exposure drafts in October 2006 related to combinations of not-for-profit
organizations, “Not-For-Profit Organizations; Mergers and Acquisitions” and “Not-for-Profit Organi-
zations: Goodwill and Other Intangible Assets Acquired in a Merger or Acquisition.” When the
FASB issues final standards on these issues, the authors will provide pertinent information in an
update bulletin.
11 Financial Accounting Standards Board, Statement of Financial Accounting Concepts No. 4, “Objec-
tives of Financial Reporting by Nonbusiness Organizations” (Norwalk, CT, 1980), pp. 19–23.
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entity as a whole.12 Comparative financial statements are encouraged but not
required. Prior to SFAS No. 117, NPO financial reporting focused on groups of
funds rather than aggregated financial statements for the entity as a whole, making
it difficult to assess the financial position and results of operations of individual
NPOs and to compare the performance of similar organizations. In addition to report-
ing financial information for the entity as a whole, SFAS No. 117 permits NPOs to
present additional disaggregated information, such as fund information, that may be
useful to internal management, donors, and others.13

Financial statements for the American Heart Association, Inc., for the fiscal year
ended June 30, 2007, are presented for illustrative purposes in Illustrations 14–2
through 14–5. Because the American Heart Association is a voluntary health and
welfare organization, it is required to present a statement of functional expenses (see
Illustration 14–5) in addition to a statement of financial position, a statement of
activities, and a statement of cash flows.

Statement of Financial Position

This statement, also known as a balance sheet, shows total assets, total liabilities,
and the difference, net assets, for the organization as a whole. As shown in Illus-
tration 14–2, net assets for this organization are categorized into the three classes
required by SFAS No. 117: unrestricted net assets, temporarily restricted net assets,
and permanently restricted net assets. Unrestricted net assets arise from contri-
butions for which either no donor restrictions exist or the restrictions have expired,
revenues for services provided, and most investment income. Unrestricted net assets
can be further segregated into board-designated and other categories, such as those
shown in Illustration 14–2. Board-designated net assets are unrestricted net assets
appropriated or set aside by the governing board rather than an external donor and
are sometimes subtitled “investments” and “net equity in capital.”

Temporarily restricted net assets result from contributions on which the donor
imposes restrictions as to purpose (how the asset may be used) or time (when the asset
may be used). When the restrictions are met, these net assets are “released from restric-
tions” and reported as increases in unrestricted net assets (see Illustration 14–3). 
Permanently restricted net assets are assets for which the donor stipulates that the
assets be held in perpetuity but allows the organization to spend any income earned
by investing those assets. These gifts are also called endowments and are nonex-
pendable. Endowments may take the form of pure or permanent endowments, term
endowments, or quasi-endowments. Term endowments are classified as temporarily
restricted net assets because as the term expires, the assets can be used at the discre-
tion of the NPO. Quasi-endowments or “funds functioning as endowments” are those
in which the board designates that funds be set aside; however, since the board can
reverse that decision, this form of endowment is classified as an unrestricted net asset.
Permanently restricted net assets may also be in the form of artwork, land, or other
assets that must be used for a certain purpose and may not be sold. Information on
temporarily and permanently restricted net assets can be reported on the face of the
statement of financial position or disclosed in the notes to the financial statements.
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12 Financial Accounting Standards Board, Statement of Financial Accounting Standards No. 117,
“Financial Statements for Not-for-Profit Organizations” (Norwalk, CT, 1993).
13 Further guidance, though somewhat dated, is provided by the National Human Services Assembly in
“The Black Book,” Standards of Accounting and Financial Reporting for Voluntary Health & Welfare
Organizations” (Dubuque, IA: Kendall/Hunt Publishing Company, 1998), first published by the United Way.
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ILLUSTRATION 14–2

AMERICAN HEART ASSOCIATION, INC.
Statement of Financial Position

Year ended June 30, 2007 
with summarized comparative totals for the year ended June 30, 2006

Temporarily Permanently 2007 2006
Assets Unrestricted Restricted Restricted Total Total

Current Assets:

Cash and cash equivalents $152,036,764 $ 3,796,837 $ 294,151 $ 156,127,752 $ 136,630,376

Short-term investments 46,168,490 129,664 201,767 46,499,921 53,742,365

Accrued investment income 1,049,230 36,261 7,888 1,093,379 1,094,413

Accounts receivable:

Federated and nonfederated — 7,398,430 — 7,398,430 7,204,846

Pledges, net 3,622,756 59,456,185 1,170,271 64,249,212 50,698,537

Bequest/split-interest agreements 20,832,127 4,046,826 — 24,878,953 29,320,714

Exchange transactions 3,877,678 — — 3,877,678 13,865,900

Other 6,867,238 41,500 — 6,908,738 5,145,447

Inventory 8,345,393 — — 8,345,393 6,980,974

Interfund receivable (payable) (35,367,589) 35,884,565 (516,976) — —

Prepaid expense and other assets 7,789,852 — — 7,789,852 8,073,578

Total current assets 215,221,939 110,790,268 1,157,101 327,169,308 312,757,150

Noncurrent Assets:

Long-term investments 467,255,768 8,501,773 34,162,359 509,919,900 432,274,264

Beneficial interest in perpetual trusts — — 129,391,047 129,391,047 113,461,222

Land, buildings, and equipment, net 78,991,381 — — 78,991,381 80,418,535

Accounts receivable:

Federated and nonfederated, net — — — — 280,000

Bequests, net 948,012 7,434 — 955,446 1,624,302

Pledges, net 45,000 41,587,241 2,487,640 44,119,881 25,428,600

Split-interest agreements, net — 114,234,691 474,184 114,708,875 119,859,678

Prepaid expenses and other assets 3,304,392 3,363,750 — 6,668,142 8,922,757

Total noncurrent assets 550,544,553 167,694,889 166,515,230 884,754,672 782,269,358

Total assets $765,766,492 $278,485,157 $167,672,331 $1,211,923,980 $1,095,026,508
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ILLUSTRATION 14–2 (Continued )

AMERICAN HEART ASSOCIATION, INC.
Statement of Financial Position

Year ended June 30, 2007 
with summarized comparative totals for the year ended June 30, 2006

Temporarily Permanently 2007 2006
Liabilities and Net Assets Unrestricted Restricted Restricted Total Total

Current Liabilities:

Accounts payable and accrued expense $ 50,595,994 — — $ 50,595,994 $ 47,999,384

Current portion of long-term debt 234,560 — — 234,560 230,829

Research awards payable 138,737,260 $ 6,710,856 — 145,448,116 141,574,487

Deferred revenue and support 7,937,740 — — 7,937,740 9,935,956

Other liabilities 994,670 — — 994,670 976,359

Total current liabilities 198,500,224 6,710,856 — 205,211,080 200,717,015

Noncurrent Liabilities:

Long-term debt 2,428,946 — — 2,428,946 6,380,051

Research awards 153,240,207 7,524,093 — 160,764,300 153,287,399

Other noncurrent liabilities 26,979,662 1,506,879 $ 52,305 28,538,846 22,941,977

Total noncurrent liabilities 182,648,815 9,030,972 52,305 191,732,092 182,609,427

Total liabilities 381,149,039 15,741,828 52,305 396,943,172 383,326,442

Net Assets:

Net investment in land, buildings, 
and equipment 73,395,747 — — 73,395,747 74,738,236

Programs and operations for the 
ensuing fiscal year 285,784,180 — — 285,784,180 220,563,860

Capital expenditures 632,936 174,575 — 807,511 1,770,483

Research designated for future years 20,511,235 27,638,274 — 48,149,509 41,477,591

Specific programs and support activities — 91,338,571 — 91,338,571 80,417,518

Split-interest agreements 4,293,355 78,212,869 129,391,047 211,897,271 201,250,060

Time restrictions — 65,379,040 — 65,379,040 57,903,591

Endowment funds — — 38,228,979 38,228,979 33,578,727

Total net assets 384,617,453 262,743,329 167,620,026 814,980,808 711,700,066

Total liabilities and net assets $765,766,492 $278,485,157 $167,672,331 $1,211,923,980 $1,095,026,508

Notes (not provided here) are an integral part of the financial statements.
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586 ILLUSTRATION 14–3

AMERICAN HEART ASSOCIATION, INC.
Statement of Activities

Year ended June 30, 2007 
with summarized comparative totals for the year ended June 30, 2006

Temporarily Permanently 2007 2006
Unrestricted Restricted Restricted Total Total

Revenue:

Public support:

Received directly:

Contributions $ 94,238,156 $ 61,721,184 $ 3,311,140 $159,270,480 $138,135,699

Contributed materials 181,988 — — 181,988 5,229,108

Contributed services 68,722,155 — — 68,722,155 87,490,666

Special events 245,740,303 59,693,642 — 305,433,945 281,050,552

Direct donor benefits (36,043,729) — — (36,043,729) (38,381,673)

Bequests 76,662,983 10,723,583 228,401 87,614,967 74,711,682

Charitable gift annuities 593,148 — — 593,148 974,241

Other split-interest agreements — 877,887 — 877,887 3,035,675

Perpetual trusts — — 1,123,551 1,123,551 393,130

Total received directly 450,095,004 133,016,296 4,663,092 587,774,392 552,639,080

Received indirectly:

Federated and nonfederated fund-raising organizations 6,731,717 7,310,653 — 14,042,370 15,703,533

Total public support 456,826,721 140,326,949 4,663,092 601,816,762 568,342,613

Other Revenue:

Program fees 20,448,094 — — 20,448,094 18,622,632

Sales of educational materials 66,697,435 — — 66,697,435 49,740,997

Membership dues 2,072,301 — — 2,072,301 1,846,924

Fees and grants 6,900 29,170 — 36,070 342,682

Interest and dividends, net of fees 18,099,223 864,424 (12,566) 18,951,081 17,077,807

Net unrealized gains/losses on investment transactions 30,472,052 (162,967) 1,003,632 31,312,717 (3,550,296)

Net realized gains on investment transactions 18,778,360 2,433,684 (36,272) 21,175,772 18,672,406

Perpetual trust revenue 4,323,928 1,232,689 — 5,556,617 5,013,555

Net unrealized gains on beneficial interest in perpetual trusts — — 14,458,607 14,458,607 4,152,728

Change in value of split-interest agreements 569,654 (3,436,045) (37,082) (2,903,473) (8,679,187)

Gains on disposal of fixed assets 2,213,284 — — 2,213,284 2,417,279

Royalty revenue 15,287,514 — — 15,287,514 14,614,810

Miscellaneous revenue (losses) 4,934,053 (2,693,469) (3,752) 2,236,832 8,629,865

Total other revenue 183,902,798 (1,732,514) 15,372,567 197,542,851 128,902,202
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ILLUSTRATION 14–3 (Continued)

Net assets released from restrictions:

Satisfaction of research restrictions $ 17,696,056 $ (17,696,056) — — —

Satisfaction of other program restrictions 51,036,742 (51,036,742) — — —

Expiration of time restrictions 42,581,285 (42,581,285) — — —

Satisfaction of equipment acquisition restrictions 90,274 (90,274) — — —

Satisfaction of geographic restrictions 8,876,954 (8,876,954) — — —

Total net assets released from restrictions 120,281,311 (120,281,311) — — —

Total of public support and other revenue 761,010,830 18,313,124 20,035,659 799,359,613 697,244,815

Expenses:

Program services:

Research—to acquire new knowledge through biomedical 
investigation by providing financial support to academic 
institutions and scientists 150,665,604 — — 150,665,604 145,679,263

Public health education—to inform the public about the 
prevention and treatment of cardiovascular 
diseases and stroke 271,530,685 — — 271,530,685 276,586,862

Professional education and training—to improve the 
knowledge, skills, and techniques of health professionals 87,916,834 — — 87,916,834 79,828,219

Community services—to provide organized training in 
emergency aid, blood pressure screening, and other 
community-wide activities 43,888,390 — — 43,888,390 41,558,816

Total program services 554,001,513 — — 554,001,513 543,653,160

Supporting services:

Management and general providing executive direction, 
financial management, overall planning, and coordination 
of the Association’s activities 49,167,728 — — 49,167,728 48,933,347

Fundraising—activities to secure vital financial 
support from the public 88,218,143 — — 88,218,143 88,515,327

Total supporting services 137,385,871 — — 137,385,871 137,448,674

Total program and supporting services expenses 691,387,384 — — 691,387,384 681,101,834

Change in net assets before effect of 
adoption of FASB Stmt No. 158 69,623,446 18,313,124 20,035,659 107,972,229 16,142,981

Effect of adoption of FASB Stmt No. 158 (4,691,487) — — (4,691,487) —

Change in net assets 64,931,959 18,313,124 20,035,659 103,280,742 16,142,981

Net assets, beginning of year 319,685,494 244,430,205 147,584,367 711,700,066 695,557,085

Net assets, end of year $384,617,453 $262,743,329 $167,620,026 $814,980,808 $711,700,066

Notes (not provided here) are an integral part of the financial statements.
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588 Part Three Not-for-Profit Organizations

SFAS No. 117 requires that assets and liabilities be reported in reasonably homo-
geneous groups and that information about liquidity be provided by either listing
assets and liabilities by nearness to cash or by classifying them as current or non-
current, or both, as presented on the American Heart Association statement of finan-
cial position (Illustration 14–2). Alternately, relevant information about liquidity can
be disclosed in the notes to the financial statements. In general, donor-imposed
restrictions apply to net assets; however, if restrictions also apply to particular assets
or liabilities, those assets and liabilities should be reported separately from unre-
stricted assets and liabilities. Restrictions on asset use are more common than the
requirement to pay liabilities from restricted assets. As Illustration 14–2 shows, the
American Heart Association reports a temporarily restricted liability for research
awards it has approved but not yet funded. Asset and liability restrictions may also
be disclosed in the notes to the financial statements rather than segregating them on
the face of the statements.

Statement of Activities

The statement of activities is an operating statement that presents, in aggregated fash-
ion, all changes in unrestricted net assets, temporarily restricted net assets, perma-
nently restricted net assets, and total net assets for the reporting period. These
changes take the form of revenues, gains, expenses, and losses. As seen in Illustra-
tion 14–3, for the American Heart Association, a section titled “Net Assets Released
from Restrictions” indicates the reclassification of temporarily restricted support to
unrestricted support in the year in which the donor stipulations were met. Reclassi-
fications are made for (1) satisfaction of program or purpose restrictions, (2) satis-
faction of equipment acquisition restrictions, sometimes measured by depreciation
expense, and (3) satisfaction of time restrictions, either actual donor or implied
restrictions.

NPOs have considerable flexibility in presenting financial information as long as
it is useful and understandable to the reader. SFAS No. 117 does not preclude the NPO
from using additional classifications, such as operating and nonoperating, expendable
and nonexpendable, earned and unearned, and recurring and nonrecurring.

Although some NPOs may use the cash basis as a simple method of internal
accounting, external financial statements must be prepared on the accrual account-
ing basis to be in conformity with GAAP. In general, revenues and expenses should
be reported at their gross amounts. Exceptions include activities peripheral to the
entity’s central operations and investment revenue, which may be reported net of
related expenses, if properly disclosed. Although revenues are categorized into three
classes, all expenses are reported as reductions of unrestricted net assets. In addi-
tion, expenses must be reported by their functional classification (e.g., program or
supporting) either in this statement or in the notes to the financial statements. Gains
and losses on investments and other assets are reported as changes in unrestricted net
assets unless their use is temporarily or permanently restricted.

Statement of Cash Flows

SFAS No. 117 requires a statement of cash flows by amending SFAS No. 95 to extend
its coverage to not-for-profit organizations.14 As Illustration 14–4 shows, the American
Heart Association reports its cash flows in three categories: operating, investing, and

14 Financial Accounting Standards Board, Statement of Financial Accounting Standards No. 95, “State-
ment of Cash Flows” (Norwalk, CT, 1987).

wiL79603_ch14_577-628.qxd  01/06/2009  05:27 PM  Page 588 ssen 1 Tempwork:wilson:MHBR093-14:



Chapter 14 Accounting for Not-for-Profit Organizations 589

ILLUSTRATION 14–4

AMERICAN HEART ASSOCIATION, INC.
Statement of Cash Flows
Year ended June 30, 2007 

with summarized comparative totals for the year ended June 30, 2006

2007 2006

Cash flows from operating activities:

Change in net assets $ 103,280,742 $ 16,142,981

Adjustments to reconcile change in net assets to net 
cash provided by operating activities:

Depreciation and amortization 10,911,151 10,263,673

Net unrealized (gains) losses on investments (31,312,717) 3,550,296

Net realized gains on investments (21,175,772) (18,672,406)

Net unrealized gains on beneficial interest in perpetual trusts (14,458,607) (4,152,728)

Change in value of split-interest agreement 2,903,473 8,679,187

Gains on disposal of equipment (2,213,284) (2,417,279)

Losses on uncollectible accounts and settlement of receivables 4,476,359 3,474,361

Contributions to endowment (4,663,092) (1,225,880)

Decrease in accrued investment income 1,034 241,525

Increase in accounts receivable (22,653,665) (15,839,125)

Increase in educational and campaign materials inventory (1,364,419) (1,287,118)

Decrease (increase) in prepaid expenses and other assets 2,538,341 (8,813,790)

Increase in beneficial interest in perpetual trusts (1,471,218) (393,130)

(Increase) decrease in split-interest agreements 1,604,637 (1,313,689)

Increase in accounts payable, accrued expenses, and other liabilities 8,713,700 12,205,822

Decrease in research awards payable 11,350,530 11,244,130

(Decrease) increase in deferred revenue and support (1,998,216) 1,632,953

Net cash provided by operating activities 44,468,977 13,319,783

Cash flows from investing activities:

Purchases of equipment (10,566,092) (14,354,052)

Proceeds from sale of equipment 3,937,315 2,744,076

Purchases of investments (259,486,302) (233,476,167)

Proceeds from sales/maturities of investments 241,555,344 218,945,863

Net cash used in investing activities (24,559,735) (26,140,280)

Cash flows from financing activities:

Payments on mortgage notes payable and capital leases (5,074,958) (1,169,410)

Borrowings on mortgage notes payable and capital leases — 3,714,671

Contributions to endowment 4,663,092 1,225,880

Net cash (used in) provided by financing activities (411,866) 3,771,141

Net increase (decrease) in cash and cash equivalents 19,497,376 (9,049,356)

Cash and cash equivalents, beginning of year 136,630,376 145,679,732

Cash and cash equivalents, end of year $ 156,127,752 $ 136,630,376

Supplemental cash flow information:

Interest paid $148,783 $127,563

Contributed materials 181,988 5,229,108

Equipment purchased by capital lease 625,674 1,482,506

Notes (not provided here) are an integral part of the financial statements.
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590 Part Three Not-for-Profit Organizations

financing. Although the American Heart Association uses the indirect method for
reporting its cash flows from operating activities, either the direct or indirect method
may be used. If the direct method is used, a reconciliation showing the change in total
net assets from the statement of activities to net cash used for operating activities must
be presented at the bottom of the statement.

Donor-imposed restrictions are not separately reported in the cash flows state-
ment; however, the statement does have some unique aspects. Unrestricted gifts are
included with the operating activities, whereas the receipt of temporarily and per-
manently restricted net assets given for long-term purposes are included in the
financing activities section, as is the related income. The financing activities section
also includes the issuance and repayment of long-term debt. Noncash gifts or in-kind
contributions (discussed later) are disclosed as noncash investing and financing activ-
ities in a separate section.

Notes to the Financial Statements

Although the notes to the financial statements for the American Heart Association
have been omitted for brevity, the notes are an integral part of the financial state-
ments of NPOs. Disclosures include principles applicable to for-profit entities unless
there is a specific exemption for not-for-profit organizations. Examples of required
disclosures are those relating to financial instruments, commitments, contingencies,
extraordinary items, prior-period adjustments, changes in accounting principles,
employee benefits, and credit risks. In addition, the nature and amounts of unre-
stricted, temporarily restricted, and permanently restricted net assets must be dis-
closed if not displayed on the face of the financial statements. Notes are encouraged
to report the detail of reclassifications, investments, and promises to give. Policy
statements regarding whether restricted gifts received and expended in the same
period are reported first as temporarily restricted must also be disclosed.

Statement of Functional Expenses

VHWOs must prepare a statement of functional expenses along with their other
financial statements. Illustration 14–5 for the American Heart Association shows the
usual format with functional expenses reported in the columns and the natural clas-
sification of expenses shown as rows. Functional expenses are those that relate to
either the program or mission of the organization (program expenses) or the man-
agement and general and fund-raising expenses required to support the programs
(support expenses). The natural classification of expenses, or object of expense,
includes salaries, supplies, occupancy costs, interest, and depreciation, among other
categories the organization considers useful to the readers. Watchdog agencies,
donors, and others often use the ratio of program expenses to total expenses as a
measure of an NPO’s performance. Natural expenses that apply to more than one func-
tion must be allocated across program, general and administrative, and fund-raising
using a systematic method. Allocation of fund-raising costs is discussed later in this
chapter, and performance measurement is discussed in Chapter 15.

Accounting for Revenues and Gains
Not-for-profit organizations have traditionally distinguished revenues, gains, and sup-
port. Revenues in the traditional sense, represent increases in unrestricted net assets
arising from bilateral exchange transactions in which the other party to the trans-
action is presumed to receive direct tangible benefit commensurate with the
resources provided. Examples are membership dues, program service fees, sales of
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ILLUSTRATION 14–5

AMERICAN HEART ASSOCIATION, INC.
Statement of Functional Expenses

Year ended June 30, 2007 
with summarized comparative totals for the year ended June 30, 2006

Direct Public Professional Subtotal Subtotal
Donor Health Education/ Community Program Management Supporting 2007 2006

Benefits Research Education Training Services Services and General Fund-raising Services Total Total

Salaries — $ 2,358,467 $  85,203,394 $22,432,397 $15,228,088 $125,222,346 $25,813,995 $35,613,102 $61,427,097 $186,649,443 $175,924,189

Payroll taxes — 167,032 6,331,393 1,682,403 1,201,698 9,382,526 2,455,416 2,761,489 5,216,905 14,599,431 14,161,858

Employee benefits — 470,925 13,713,419 3,340,087 2,483,645 20,008,076 5,852,925 5,880,160 11,733,085 31,741,161 31,477,461

Occupancy — 160,333 7,418,489 1,311,888 1,510,778 10,401,488 2,042,140 3,231,759 5,273,899 15,675,387 15,286,097

Telephone — 52,838 2,744,906 776,680 580,597 4,155,021 665,790 1,454,412 2,120,202 6,275,223 6,469,386

Supplies — 36,022 2,939,828 628,081 418,036 4,021,967 470,214 1,695,084 2,165,298 6,187,265 6,187,862

Rental and maintenance 

of equipment — 55,161 3,015,117 798,829 500,746 4,369,853 977,119 1,623,239 2,600,358 6,970,211 6,538,079

Printing and publication — 35,677 22,785,109 14,409,187 9,437,017 46,666,990 263,078 10,467,657 10,730,735 57,397,725 52,148,990

Postage and shipping — 53,214 10,781,598 537,357 339,989 11,712,158 381,156 5,518,166 5,899,322 17,611,480 16,501,470

Conferences and meetings — 403,277 3,566,645 12,489,613 1,471,086 17,930,621 939,518 1,519,309 2,458,827 20,389,448 18,605,254

Travel — 944,791 8,492,123 4,184,908 2,229,045 15,850,867 1,613,256 5,487,112 7,100,368 22,951,235 22,678,485

Professional fees — 4,450,627 96,851,198 18,219,296 3,629,971 123,151,092 4,016,741 8,682,683 12,699,424 135,850,516 151,775,187

Awards and grants — 140,628,161 1,696,702 2,233,279 1,410,342 145,968,484 15,369 2,152 17,521 145,986,005 140,776,155

Other expenses — 663,192 1,392,794 3,260,204 2,434,484 7,750,674 2,078,483 2,362,546 4,441,029 12,191,703 12,307,688

Depreciation and amortization — 185,887 4,597,970 1,612,625 1,012,868 7,409,350 1,582,528 1,919,273 3,501,801 10,911,151 10,263,673

Total functional 

expenses before direct 

donor benefits — 150,665,604 271,530,685 87,916,834 43,888,390 554,001,513 49,167,728 88,218,143 137,385,871 691,387,384 681,101,834

Direct donor benefit $36,043,729 — — — — — — — — 36,043,729 38,381,673

Total functional 

expenses and direct 

donor benefits $36,043,729 $150,665,604 $271,530,685 $87,916,834 $43,888,390 $554,001,513 $49,167,728 $88,218,143 $137,385,871 $727,431,113 $719,483,507

Notes (not provided here) are an integral part of the financial statements.
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592 Part Three Not-for-Profit Organizations

supplies and services, and investment income. Gains, such as realized gains on
investment transactions and gains on sale or disposal of equipment, are increases in
net assets that relate to peripheral or incidental transactions of the entity and often
are beyond the control of management. Support is a category of revenues arising
from contributions of resources or nonexchange transactions and includes only
amounts for which the donor derives no tangible benefits from the recipient agency.
Membership dues may be part exchange revenue and part contribution revenue (sup-
port) if the value received by the member is less than the dues payment. A govern-
ment grant is usually considered support unless it is essentially a purchase of
services, in which case the recipient is considered a vendor and the grant is classi-
fied as exchange revenue. Often organizations present one section in the statement
of activities for revenues, gains, and other support, in which case these distinctions
are less important. Revenues and gains generally should be recognized on the accrual
basis and reported at gross amounts to be in conformity with GAAP, although some
NPOs (e.g., colleges and universities) report some revenues net of certain deduc-
tions. Revenue that is restricted by an agreement, such as fees or dues dedicated for
a specific purpose, is reported in unrestricted net assets because it does not arise
from a restricted gift by a donor.

Contributions

Not-for-profit organizations, in particular voluntary health and welfare organizations,
depend on contribution revenue (i.e., support) for their operations. A contribution
is an unconditional transfer of cash or other asset to the entity (or a settlement or
cancellation of its liabilities) in a voluntary, nonreciprocal transfer by another entity
acting other than as an owner. SFAS No. 116 provides guidance on contributions
when the reporting entity is a donor or donee; however, it does not apply when the
entity is acting as an agent, trustee, or intermediary or to tax exemptions, incentives,
or abatements.15

Donors may restrict the period in which the gift can be used or its purpose, or
make the contribution without restrictions. In general, SFAS No. 116 requires that
both unrestricted and restricted gifts be recognized as support and at fair value at
the time of the gift. Restricted support increases either temporarily or permanently
restricted net assets, depending on whether the restriction is temporary or perma-
nent. In the absence of donor-imposed restrictions, contributions are considered as
unrestricted support, which increases unrestricted net assets. If the provisions of a
temporarily restricted contribution are met in the period of the gift, the revenue and
expenses may be reported in the unrestricted category. The discerning reader will
recognize that documenting the donor’s intentions in writing at the time of the con-
tribution is critical for proper accounting and reporting.

Promises to give assets to an organization (commonly called pledges) can be
conditional or unconditional. A conditional promise to give depends on the occur-
rence of a specified future and uncertain event to bind the promissor, such as obtain-
ing matching gifts by the recipient. A conditional promise to give is not recognized
as support until the conditions on which it depends have been substantially met. An
unconditional promise to give depends only on the passage of time or demand
by the promisee for performance. These promises are recorded as support in the year
made. Unconditional promises to give that will not be received until future periods
must be reported as temporarily restricted net assets unless explicit donor stipulations

15 FASB, SFAS No. 116, par. 4.
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or the circumstances surrounding the promise make it clear that the donor intended
the contribution to support activities of the current period. The contribution is mea-
sured at the present value of future cash flows.16 Any difference in previously
recorded temporarily restricted support and the current value when the period arrives
is recorded as unrestricted contribution revenue, not interest income.

Promises may require the establishment of an allowance for estimated uncol-
lectible pledges, inasmuch as pledges may not be enforceable under law. A descrip-
tion of promises and their terms must be disclosed in the notes to the financial
statements. Pledges or intentions to give are not recorded until they have the char-
acteristics of an unconditional promise to give, for example, a written document, par-
tial payment, or a public announcement by the donor.

These nonexchange transactions can take the form of cash, securities, capital assets,
materials, or services. Cash contributions require that a strong system of internal con-
trols over the safeguarding of this asset be in place; however, they pose no unusual
accounting or reporting problems. Donated securities may be received for any pur-
pose, although generally they are received as a part of the principal of an endowment.
They are recorded at their fair value at the date of the gift, and the same valuation
rule is applied to capital assets received either as a part of an endowment or for use
in the operations of the organization. Donations of capital assets, such as land, build-
ings, or works of art, may be temporarily or permanently restricted. If the donor does
not stipulate how the asset should be used, the gift is classified as unrestricted. If the
donor does impose restrictions, such as how long the asset must be used as a build-
ing, or if the NPO has a policy implying a time restriction over the useful life of the
asset, the contribution is classified as temporarily restricted. For buildings and equip-
ment, an amount equal to annual depreciation expense is typically reclassified from
temporarily restricted to unrestricted net assets each year to reflect that the cost of
“using up” the asset’s service potential satisfies the donor’s imposed restriction.17

Donated Materials and Services

One of the basic characteristics that distinguishes not-for-profit organizations from
commercial organizations is their reliance on noncash contributions or gifts in kind.
Sheltered workshops for persons with disabilities often depend heavily on donations
of clothing and furniture, thrift shops receive their inventory from donations, and
health agencies may obtain contributions of drugs from pharmaceutical firms. Office
space may be furnished rent free; and television, radio, and periodicals may publi-
cize fund drives, special events, or the general work of NPOs at no charge. SFAS
No. 116 requires that all unconditional gifts, including material amounts of donated
materials, be reported at fair value as both contribution revenue and an expense or
a noncash asset. An objective, clearly measurable basis for fair value can be estab-
lished by proceeds from resale by the organization, price lists, market quotations, or
appraisals.18 Donated materials used or consumed in providing services should be
reported as part of the cost of the services.
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16 FASB, SFAS No. 157, pars. 18–20, provides that one acceptable method of measuring fair 
value is present value using an appropriate discount rate. Financial Accounting Standards Board,
Statement of Financial Accounting Standards No. 117, “Fair Value Measurements” (As amended)
(Norwalk, CT, 2008).
17 American Institute of Certified Public Accountants, Audit and Accounting Guide, Not-for-Profit
Organizations, with conforming changes May 1, 2008 (New York) par. 9.08.
18 SFAS No. 116, par. 19.
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The services of unpaid workers may well make the difference between an effec-
tive organization and one that fails to achieve its objectives. Voluntary health and wel-
fare organizations typically rely on the efforts of volunteer workers to supplement the
efforts of paid employees. SFAS No. 116 requires recognition of contributed services
at their fair value if the services received (1) create or enhance nonfinancial assets or
(2) require specialized skills, are provided by individuals possessing those skills, and
typically would need to be purchased if not provided by donation (e.g., accountants).
Although SFAS No. 116 does not provide an example of the first criterion, a logical
example would be recognition of support for donated architectural, legal, or carpen-
try services related to construction of a building addition. In this example, a capital
asset account rather than a program or support expense would be debited. In general,
nonfinancial assets are assets other than cash and assets readily convertible into cash,
such as consumable supplies and capital assets. The second criterion is quite restric-
tive and results in many donated services not being recognized.

Donated Land, Building, and Equipment

If a donor makes a contribution of real estate or equipment to an NPO without any
restrictions on its use, the contribution may be reported as unrestricted or temporar-
ily restricted, depending on the policy of the organization. This policy should be
clearly stated in the notes to the financial statements. The donor may stipulate that
the gift is temporarily or permanently restricted. In any case, the donation should be
recorded at the fair value at the date it is made. If an NPO receives the use of a
building for a reduced rate, the difference between the rent paid and the fair market
rental value should be reported as a contribution. If the organization receives dona-
tions that it intends to sell rather than use, the contributions should be reported as
increases in unrestricted net assets.

Split-Interest Gifts

Donors may arrange to divide the interest in a gift among several beneficiaries,
including an NPO. In these cases, one party may receive the gift’s investment income
as an asset and the other party has the right to the gift’s principal at some point in
time (such as the donor’s death). These complex legal agreements, often involving
charitable lead and remainder trusts, as well as deferred (planned) giving programs
and gifts of life insurance, are discussed in greater detail in Chapter 16.

Special Events

Special events are fund-raising activities in which something of tangible value is
offered to donor participants or designees for a payment that includes a contribution
adequate to yield revenue for the sponsoring agency over and above direct expenses.
Dinners, dances, golf outings, bazaars, card parties, fashion shows, and sales of
candy, cookies, cakes, or greeting cards are typical “special events.” The special
events category of revenue is reserved for those events sponsored by the voluntary
organization or by an organization over which it has control. If a completely inde-
pendent organization sponsors an event for the voluntary agency’s benefit, the
amount given to the agency should be reported as contribution revenue.

Special events may give rise to incidental revenue, such as advertising programs;
incidental revenue is properly reported in the special events category of support. FASB
Statement No. 117, par. 138, requires that all special event revenue and direct costs,
except those of a peripheral or incidental nature, be reported at their gross amounts.
If desired, NPOs can provide more detailed reporting of special events, either on the
face of the statement of activities or in the notes to the financial statements.
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wiL79603_ch14_577-628.qxd  01/06/2009  05:27 PM  Page 594 ssen 1 Tempwork:wilson:MHBR093-14:



Expenses of promoting and conducting special events, such as expenses of printing
tickets and posters, mailings, fees and expenses of public relations and fund-raising
consultants, and salaries of employees of the voluntary agency attributable to plan-
ning, promoting, and conducting special events are treated as fund-raising expenses
and are not charged against special events support.

Accounting for Expenses
Generally accepted accounting principles require that all expenses of NPOs be mea-
sured on the accrual basis and be reported as decreases in unrestricted net assets on
the statement of activities. Depreciation of capital assets, including contributed cap-
ital assets, used in the operation of the organization is required by SFAS No. 93.19

Depreciation of art and historical collections is discussed later in this chapter.

Functional Expenses

NPOs have long been required to report some degree of functional expenses, that is,
segregation of expenses incurred for operating the programs from expenses incurred
for supporting the programs (e.g., fund-raising or management and general
expenses). Depreciation expense should be allocated to programs as well as to sup-
port function expenses. Illustration 14–6 presents a chart that shows the relationship
between functional and natural or object classifications of expenses (also called line-
item expenses). The human service organization used in the illustration operates three
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19 Financial Accounting Standards Board, Statement of Financial Accounting Standards No. 93,
“Recognition of Depreciation by Not-for-Profit Organizations” (Norwalk, CT, 1987).

ILLUSTRATION 14–6 Functional Basis Financial Package of a Not-for-Profit Human Service Organization

Object expensesclassification

Salaries
Supplies

TelephoneOccupancyPrinting and publicationsTravelMembership duesEtc.

Supporting services

Program services

Adoption

Counseling

Foster home

care

Management

and general

Fund- 

raisin
g

Program

Function

Support

Function

Functional Classifi
cation

Source: United Way of America, Accounting and Financial Reporting: A Guide for United Ways and Not-for-Profit Human Service Organizations (Alexandria, VA, 1989), 
p. 159. Note: No longer in print.
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programs: adoption, foster home care, and counseling. A local fund-raising organiza-
tion, such as the United Way, that is intended to allocate most of its inflows to par-
ticipating agencies rather than to engage directly in offering program services to the
public, may find it desirable to present “allocating and agency relations” or “planning
and evaluation” as well as “management and general,” and “fund-raising” categories.

Allocation of Costs with a Fund-Raising Appeal

Not-for-profit organizations often conduct an activity that combines a program purpose
and a fund-raising purpose. An example is a door-to-door campaign to educate the pub-
lic on its mission and solicit contributions. In the past, the cost of this joint activity
often was reported entirely as functional program expenses, such as Advocacy Costs,
with no allocation to the functional support expense of “fund-raising.” AICPA State-
ment of Position 98-2 on joint costs makes it more difficult to allocate “educating the
public” or “advocacy” costs to program expenses. SOP 98-2 provides the following:

1. The total cost of activities that include a fund-raising appeal should be reported
as fund-raising costs unless a bona fide program or management and general func-
tion has been conducted in conjunction with the appeal for funds.

2. The joint costs of a bona fide program or management and general function
should be allocated between those cost objectives and fund-raising using an equi-
table allocation base.

3. Criteria of purpose, audience, and content must be met in order to conclude that
a bona fide program or management and general function has been conducted in
conjunction with the appeal for funds.

The purpose criterion is met if the activity accomplishes a program or manage-
ment purpose of the organization other than “educating the public.” The audience
criterion is met if the audience was selected primarily for its need for the program
or ability to advance the goals of the organization rather than the likelihood that it
will contribute financially to the cause. The content criterion is met if the activity
includes a call to action on the part of the targeted audience to advance the
mission of the organization.

4. Certain information must be disclosed if joint costs are allocated.20

This statement of position covers total costs, not just joint costs, and applies to state
and local governments that engage in fund raising, as well as to NPOs.

Fund-raising expenses include the costs of television and radio announcements
that request contributions, including the costs of preparing the announcements and
purchasing or arranging for the time; the costs of postage, addressing, and mainte-
nance of mailing lists and other fund drive records; the costs of preparing or pur-
chasing fund-raising materials; the costs of public meetings to “kick off ” a fund
drive; and an appropriate portion of the salaries of personnel who supervise fund-
raising activities or keep records of them.

Other Support Expenses

Management and general expenses include the cost of publicity and public relations
activities designed to keep the organization’s name before prospective contributors.
Costs of informational materials that contain only general information regarding the
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20 AICPA, Audit and Accounting Guide, Not-for-Profit Organizations (New York: AICPA), 2008, par.
13-41–13-57.
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health or welfare program and the costs of informational materials distributed to
potential contributors, but not as a part of a fund drive, are considered management
and general expenses. The costs of budgeting, accounting, reporting, legal services,
office management, purchasing, and similar activities are examples of expenses
properly classifiable as management and general expenses.

Accounting for Assets
Assets that are treated differently by NPOs than by for-profit entities include invest-
ments and collection items.

Investments

SFAS No. 124 provides guidance to NPOs on accounting for investments in a man-
ner similar to SFAS No. 115 for businesses and removes the inconsistencies in invest-
ment accounting across the various audit guides for not-for-profit entities.21 SFAS
No. 124 requires that not-for-profit organizations value all investments in equity
securities that have readily determinable values and all debt securities at fair value
rather than reporting them at original cost, amortized cost, or lower of cost or mar-
ket. This statement is simpler than SFAS No. 115 in that there is no requirement that
NPOs classify their investments into trading, available-for-sale, and held-to-maturity
categories. It does not apply when accounting for investments in securities under the
equity method; consolidated subsidiaries; or investments with no readily deter-
minable market value, such as real estate mortgages, oil and gas interests, and lim-
ited partnerships without a publicly traded market value.

Gains and losses are measured as the changes in fair value of the investments.
Fair values are determined by quoted market prices, if available; selling price of sim-
ilar securities; or valuation techniques, such as discounted cash flows. All realized
and unrealized gains and losses on investments, as well as investment income (i.e.,
interest and dividends), are reported in the current period’s statement of activities.
Income and gains (losses) are reported as increases (decreases) in unrestricted net
assets, unless their use is restricted by the donor or legally restricted by state law.22

If restrictions on income exist, income is reported as an increase in either temporarily
or permanently restricted net assets, depending on the nature of the restriction, and
gains and losses are reported in the same manner as the income. When the restric-
tion is satisfied in the same period in which the income or gain is earned, the invest-
ment income and gains may be reported as increases in unrestricted net assets as
long as the organization has a similar policy for reporting contributions received,
reports consistently from period to period, and discloses its accounting policy.

Endowments pose some additional accounting problems. If the donor requires
that a specific investment security be held in perpetuity, the gains and losses on
that security are also permanently restricted. However, if the NPO can substitute
other investments, gains on those investments are reported as increases in unre-
stricted net assets unless the income was restricted. The donor may stipulate that
part of the net appreciation value (unrealized gain) is restricted, which is often done
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21 Financial Accounting Standards Board, Statement of Financial Accounting Standards No. 124,
“Accounting for Certain Investments Held by Not-for-Profit Organizations” (Norwalk, CT, 1995), and
Statement of Financial Accounting Standards No. 115, “Accounting for Certain Investments in Debt
and Equity Securities” (Norwalk, CT, 1994).
22 Most states have adopted some version of the Uniform Management of Institutional Funds Act (UMIFA)
(1970s) (replaced by the Uniform Prudent Management of Institutional Funds Act [UPMIFA](2006)), which
describes standards of care, portfolio theory, and delegation of investment authority.
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to protect the endowment from the effects of inflation. In this case, gains are
reported as permanently restricted net assets until the required net appreciation
value is reached, and then the remainder is reported as unrestricted. Losses on
endowments are more complicated, in part, because the donor is often silent regard-
ing any loss. SFAS No. 124 requires that endowment losses reduce unrestricted net assets
if the net appreciation requirement has been reached; otherwise, endowment losses
decrease temporarily restricted net assets. In subsequent years, gains that restore the fair
value of the endowment assets to the required level are reported as increases in unre-
stricted net assets.

SFAS No. 124 also requires extensive disclosures such as: (1) composition of
investment return, (2) a reconciliation of investment return to amounts reported in
the statements of activities, (3) the aggregate carrying amount of investments by
major types (e.g., equity securities, U.S. Treasury securities, mutual funds, corporate
debt securities, real estate), (4) the basis for determining the carrying amount for
investments not covered by this standard, (5) the method(s) and significant assump-
tions used to estimate the fair values of investments other than financial instruments
if those other investments are reported at fair value, (6) the aggregate amount of
deficiencies for all donor-restricted endowment funds for which the fair value of the
investment at the reporting date is less than the level required by donor stipulation
or law,23 and (7) the nature of and carrying amount for each individual investment
or group of investments that represents a significant concentration of market risk.

NPOs must follow the disclosure guidance in SFAS No. 133 as amended by SFAS
No. 138 as it relates to derivative instruments and hedging activities.24

Collection Items

Certain not-for-profit organizations, particularly museums and libraries, have signif-
icant collections. SFAS No. 116 defines collections as works of art, historical trea-
sures, or similar assets that are

1. Held for public exhibition, education, or research in furtherance of public service
rather than financial gain.

2. Protected, kept unencumbered, cared for, and preserved.
3. Subject to an organizational policy that requires the proceeds of items that are

sold to be used to acquire other items for collection.25

An NPO may adopt the policy of recognizing collections as assets or not recog-
nizing them; however, selective capitalization is not allowed. Implementation of SFAS
No. 116 allowed organizations to either retroactively capitalize their collections,
prospectively capitalize the collections, or not capitalize them at all.

If an NPO capitalizes its collections, it should recognize them as assets in the
period in which they are acquired, either at cost or fair market value, if contributed.
If contributed, collections should be recorded in the appropriate net asset category,
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23 Financial Accounting Standards Board, Statement of Financial Accounting Standards No. 157, “Fair
Value Measurements” permits consideration of donor restrictions on the fair value of assets if market
participants would include such donor restrictions in determining the fair value of the asset.
24 Financial Accounting Standards Board, Statement of Financial Accounting Standards No. 133,
“Accounting for Derivative Instruments and Hedging Activities” (Norwalk, CT, 1998); and Statement
of Financial Accounting Standards No. 138, “Accounting for Certain Derivative Instruments and
Certain Hedging Activities—an Amendment of FASB Statement No. 133” (Norwalk, CT, 2000).
25 AICPA, Audit and Accounting Guide, Not-for-Profit Organizations, par. 7.05; and FASB, SFAS No.
116, Appendix D.
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depending on any restrictions placed on the contribution by the donor. If the orga-
nization chooses not to capitalize, it should provide note disclosure of its collections.

SFAS No. 93 states that works of art or historical treasures do not need to be
depreciated so long as their economic benefit is used up so slowly that their esti-
mated useful lives are extraordinarily long. This characteristic exists if (1) the
assets individually have cultural, aesthetic, or historic value that is worth preserv-
ing perpetually and (2) the holder has the technological and financial ability to
protect and preserve essentially undiminished the service potential of the asset and
is doing that.26

FINANCIALLY INTERRELATED ENTITIES

Not-for-profit organizations may have control over or be financially interrelated
with another entity, such as a for-profit entity, another NPO, or a related public
institution. At issue is whether the financial statements of the two entities should
be combined and whether disclosure is adequate to provide the decision maker
with the fairest picture of the overall organization. AICPA SOP 94-3 provides
guidance to NPOs on reporting affiliated entities.27 In general, the nature of the
relationship between the entities, as discussed in the following paragraphs, should
drive the decision to consolidate the financial information of two entities, display
one entity as a component unit of another, or disclose information if statements
are not consolidated.

Investments in For-Profit Entities
If an NPO has a controlling financial interest through direct or indirect ownership
of a majority voting interest in a for-profit entity, it should consolidate that entity’s
financial information with its own if conditions of ARB No. 51 and SFAS No. 94 are
met and the control is not expected to be temporary.28 If an entity owns less than a
controlling interest, but has significant influence over a for-profit entity, it should
use the equity method to report investments in that entity if the guidelines in APB
Opinion No. 18 are met.29 If the entity does not exert influence, the investment should
be reported at fair value, according to SFAS No. 124.

Financially Interrelated NPOs
In the case of financially interrelated not-for-profit organizations, an NPO should
consolidate another NPO in which it has a controlling financial interest and an eco-
nomic interest. Control exists if one organization can determine the direction of man-
agement policies through ownership, contract, or otherwise. Evidence of control
might be majority membership on the board, a charter granting the ability to dis-
solve the other organization, or contracts assigning oversight responsibility. An
economic interest exists if the other entity holds or utilizes significant resources
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26 FASB, SFAS No. 93, par. 6.
27 AICPA, Statement of Position 94-3, “Reporting of Related Entities by Not-for-Profit Organizations”
(New York, 1994).
28 Accounting Research Bulletin (ARB) No. 51, “Consolidated Financial Statements” (New York: AICPA,
1959), and FASB, SFAS No. 94, “Consolidation of All Majority-Owned Subsidiaries” (Stamford, CT,
1987). See also footnote 10 earlier in this chapter.
29 Accounting Principles Board (APB) Opinion No. 18, “The Equity Method of Accounting for Invest-
ments” (New York, 1971).
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that must be used for the purposes of the NPO or the reporting organization is respon-
sible for the liabilities of the other entity. Examples of economic interests include:

1. Other entities solicit funds in the name of the reporting organization, and the
solicited funds are intended by the contributor to be transferred to the reporting
organization or used at its discretion.

2. A reporting organization transfers significant resources to another entity whose
resources are held for the benefit of the reporting organization.

3. A reporting organization assigns certain significant functions to another entity.
4. A reporting organization provides funds for another entity or guarantees its debt.30

If either control or an economic interest—but not both—exists, related party disclo-
sures required in SFAS No. 57 should be made, as well as disclosures that identify the
other organization and the nature of the relationship. Contributions made to an organi-
zation by its governing board members, officers, or employees need not be disclosed if
the contributors do not receive a reciprocal economic benefit in consideration for the
contribution. Reasonable amounts of salaries, wages, employee benefits, and reim-
bursement of expenses incurred in connection with a contributor’s duties are not con-
sidered reciprocal benefits. If a national or international not-for-profit organization has
local organizations that determine their own program activities, are financially inde-
pendent, and control their own assets, consolidated financial statements are not required.

Funds Received as an Intermediary
Community, federated fund-raising, and foundations related to universities asked the
FASB to clarify paragraph 4 of SFAS No. 116, which declared that the statement did
not apply to transfers of assets in which the reporting entity was acting as an agent,
trustee, or intermediary, rather than as a donor or donee. In June 1999, the FASB
issued SFAS No. 136 to clarify that an organization that receives financial assets from
a donor and agrees to transfer them (and/or the return on investment of those assets)
to a specified “unaffiliated” beneficiary should recognize the fair value of the gift
as an asset and a liability. Under this rule, most federated fund-raising foundations,
such as United Way organizations, are treated as agents when they receive such gifts.

However, if the donor grants the recipient organization variance power to redi-
rect the assets to another beneficiary or if the recipient organization and the speci-
fied beneficiary are “financially interrelated” organizations, the gift is recognized as
an asset and as contribution revenue. Captive fund-raisers, such as institutionally
related foundations, then, are not considered agents. This statement also provides
guidance on the definition of financially interrelated, revocable or reciprocal trans-
fers, required disclosures, and when a beneficiary NPO should recognize its rights
to the assets held by another NPO.31

Funds Held in Trust by Others
Beneficial interests in perpetual trusts held in trust by third parties under a legal
trust instrument created by a donor to generate income for an NPO should not
be included in the balance sheet of the not-for-profit organization if it has no
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30 AICPA Audit and Accounting Guide, Not-for-Profit Organizations, Appendix D.
31 Financial Accounting Standards Board, Statement of Financial Accounting Standards No. 136,
“Transfers of Assets to a Not-for-Profit Organization or Charitable Trust That Raises or Holds Contribu-
tions for Others” (Norwalk, CT, 1999). This statement incorporates and supersedes the 1996 FASB
Interpretation No. 42 with a similar title.
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control over the actions of the trustee and if the organization is not the remain-
derman under the trust. The existence of the trust may be disclosed either par-
enthetically in the balance sheet or in notes to the financial statements. Income
from such trusts, if significant, should be reported separately in the statement of
activity.

Combinations of NPOs
Because of the unique issues involved with many NPO combinations, the FASB
chose not to make SFAS No. 141, “Business Combinations,” applicable to not-for-
profit entities. For example, many combinations of NPOs do not involve an exchange
of consideration and have been accounted for as a pooling of interests, a method
that the FASB recently prohibited for businesses. Therefore, the FASB established a
separate agenda item on these combinations, as noted in footnote 10 earlier in this
chapter. For now, NPOs will continue to follow the guidance in APB Opinion No.
16, “Business Combinations,” and APB Opinion No. 17, “Intangible Assets,” until a
final statement on NPO combinations is issued.

Component Units of Governmental Entities
Certain not-for-profit organizations are created for the sole purpose of raising and
holding economic resources for the direct benefit of a government. For example,
public universities often are instrumental in creating separate legal entities, col-
lectively referred to as institutionally related foundations, for fund-raising, man-
aging businesslike activities or endowment assets, conducting medical or other
research, promoting athletics, or interacting with alumni of the university. Other
governmental entities, such as hospitals, libraries, museums, parks, and school
districts may also have affiliated organizations. If all of the following criteria are
met, a tax-exempt nongovernmental entity should be discretely presented as a
component unit of the related governmental entity even if the reporting public
entity is not accountable for the financial and capital resources of the not-for-
profit entity:

• The economic resources received or held by the separate organization are entirely
or almost entirely for the direct benefit of the primary government, its compo-
nent units, or its constituents.

• The primary government or its component units are entitled to or have the abil-
ity to otherwise access a majority of the economic resources received or held by
the separate organization.

• The economic resources received or held by an individual organization that the
specific primary government or its component units are entitled to or have the
ability to otherwise access are significant to that primary government.32

Certain relationships between primary governments and other organizations that do
not meet each of the criteria just listed should still be blended or discretely displayed
in the reporting entity’s financial statements if it would be misleading to exclude
them.33
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32 Governmental Accounting Standards Board, Statement No. 39, “Determining Whether Certain
Organizations Are Component Units” (Norwalk, CT, 2002) amends GASB Statement No. 14.
33 Governmental Accounting Standards Board, Statement No. 14, “The Financial Reporting Entity”
(Norwalk, CT, 1991).
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OPTIONAL FUND ACCOUNTING

Fund accounting was defined and illustrated in Chapters 1 through 9 for govern-
ments as a method of segregating assets, liabilities, and fund balances into sepa-
rate accounting entities associated with specific activities, donor-imposed
restrictions, or obligations. Similarly, a fund accounting system makes it possible
to determine compliance with laws, regulations, and agreements and to demon-
strate that the NPO is meeting its stewardship responsibility to resource providers.
Many NPOs still use this accounting method for internal management and grant-
reporting purposes. As mentioned previously, SFAS No. 117 permits not-for-profit
organizations to also present disaggregated data classified by fund groups as long
as the aggregated net asset statements are also presented. Fund categories
described in the AICPA Audit and Accounting Guide, Not-for-Profit Organiza-
tions, follow:

• Unrestricted current or operating, or general funds.
• Restricted current or operating, or specific purpose funds.
• Plant funds (or land, building, and equipment funds).
• Loan funds.
• Endowment funds.
• Annuity and life income (split-interest) funds.
• Agency funds (or custodian funds).34

All NPO funds are self-balancing sets of accounts that are both accounting enti-
ties and fiscal entities maintained on the full accrual basis except the agency funds,
which report only assets and liabilities. The residual difference between total assets
and total liabilities in a fund is labeled fund balance. Net assets also represent resid-
ual interests, but net assets are not the same as fund balances, in part because all
expenses reduce unrestricted net assets under SFAS No. 117 and in a fund account-
ing system, operating funds reflect both revenues and expenses.

Unrestricted current funds are used to account for all resources that may be used
at the discretion of the governing board for carrying on the operations of the orga-
nization, including assets designated by the board for specific purposes. Restricted
current funds account for resources that may be used for operations but have been
restricted by the stipulations of donors or grantors. Current liabilities are recorded
in the appropriate fund depending on which funds will be used to pay them.

Plant funds are used to account for land, buildings, and equipment used by not-
for-profit organizations in the conduct of their operations; liabilities relating to the
acquisition or improvement of plant assets; and cash, investments, or receivables
contributed specifically for acquiring, replacing, or improving the plant. Loan funds
account for loans made to students, employees, and other constituents; consequently,
they appear most often in accounting for colleges and universities.

The principal amounts of gifts and bequests that must, under the terms of agree-
ments with donors, be maintained intact in perpetuity or until the occurrence of a
specified event or for a specified time period are accounted for as endowment funds.
Other gifts may take the form of split interests in which donors retain some of the
gift (either the income or principal) for a period of time, sometimes until their death.
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34 AICPA, Audit and Accounting Guide, Not-for-Profit Organizations, pars. 16.01–16.20
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Annuity funds are used when the donor specifies an amount of income to be paid
to the donor or to a designated third party for a specified period. A life income fund
is used when the donor stipulates that all income will be paid to the donor or a des-
ignated third party, with the principal reverting to the NPO upon the donor’s death
or at some other specified time.

Agency or custodian funds are established to account for assets received by an
organization to be held or disbursed only according to the instructions of the person
or organization from whom they were received. Assets of a custodian fund belong
to donors, and are not assets of the organization; income generated from the assets
is added to the appropriate liability account. For these reasons, neither the receipt of
assets to be held in custody nor the receipt of income from those assets should be
reported by the not-for-profit organization as revenue or support. Assets of custo-
dian funds and the offsetting liabilities should not be combined with assets and lia-
bilities of other funds.

NPOs that use fund accounting recognize revenues and expenses for current oper-
ating funds. This practice makes it relatively easy for NPOs to prepare the aggre-
gated entitywide financial statements required by FASB Statement No. 117.
Unrestricted current fund balance is reported as unrestricted net assets, restricted cur-
rent fund balances as temporarily restricted net assets, and pure endowment fund bal-
ance as permanently restricted net assets. The remaining fund balances can contain
elements of each category, and the terms of their existence must be examined for
donor restrictions. All interfund receivables and payables must be eliminated in
preparing entitywide statements. Fund accounting for not-for-profit entities is not
illustrated in this chapter.

ILLUSTRATIVE TRANSACTIONS—VOLUNTARY HEALTH AND 
WELFARE ORGANIZATIONS

Preceding sections of this chapter point out the fact that NPOs vary greatly regard-
ing the kinds of program services provided and the sources of support and revenue
utilized. Accordingly, the transactions and accounting entries presented in this sec-
tion should be taken as illustrative of those considered appropriate for an organiza-
tion that offers counseling, adoption, and foster home care; they are not necessarily
typical of other NPOs. The transactions illustrated in this section are assumed to per-
tain to the year 2011 of a hypothetical organization called the Community Family
Service Agency, Inc. The trial balance of the Community Family Service Agency,
Inc., as of December 31, 2010, is shown on the next page.

The trial balance as of December 31, 2010, indicates that the capital assets (land,
building, and equipment) are temporarily restricted, either explicitly by the donor or
by an organization policy implying that donated capital assets will be restricted for
the term of their useful life, or, in the case of land, for some specified period of
time. An amount equal to depreciation expense is reclassified from temporarily
restricted to unrestricted net assets each year. Donors of temporarily restricted gifts
for programs, plant, or future periods have also restricted the specific asset or invest-
ments, in addition to net assets.

Contributions received in 2010 but specified by donors for unrestricted use in
2011 were transferred from the temporarily restricted to the unrestricted net asset
class, as shown by Entry 1.
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COMMUNITY FAMILY SERVICE AGENCY, INC.
Trial Balance 

As of December 31, 2010

Debits Credits

Cash $   58,711

Short-term Investments—Unrestricted 22,000

Short-term Investments—Temporarily Restricted—Plant 20,000

Accounts Receivable 2,485

Allowance for Uncollectible Accounts Receivable $       135

Contributions Receivable—Unrestricted 5,424

Allowance for Uncollectible Contributions—Unrestricted 259

Contributions Receivable—Temporarily Restricted 10,470

Allowance for Uncollectible Contributions—Temporarily Restricted 288

Supplies 23,095

Prepaid Expense 3,917

Land—Temporarily Restricted 16,900

Building—Temporarily Restricted 58,000

Allowance for Depreciation—Building 4,640

Equipment—Temporarily Restricted 42,824

Allowance for Depreciation—Equipment 9,136

Long-term Investments—Unrestricted 17,000

Long-term Investments—Permanently Restricted 230,000

Accounts Payable and Accrued Expenses 25,911

Mortgage Payable 55,000

Unrestricted Net Assets—Undesignated—Available for Operations 67,302

Unrestricted Net Assets—Designated for Special Outreach Project 30,000

Temporarily Restricted Net Assets—Programs 3,900

Temporarily Restricted Net Assets—Plant 79,130

Temporarily Restricted Net Assets—Time 5,125

Permanently Restricted Net Assets 230,000

Totals $510,826 $510,826
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Debits Credits

1. Net Assets Released—Expiration of Time Restrictions—Temporarily
Restricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,125

Net Assets Released—Expiration of Time Restrictions—
Unrestricted  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,125

2a. Contributions Receivable—Unrestricted . . . . . . . . . . . . . . . . . . . . 69,500

Contributions—Unrestricted  . . . . . . . . . . . . . . . . . . . . . . . . . . 69,500

2b. Contributions Receivable—Temporarily Restricted  . . . . . . . . . . . . 16,500

Contributions—Temporarily Restricted—Program . . . . . . . . . . . 16,500

Pledges receivable resulting from the 2011 fund drive were recorded. Pledges of
$69,500 were unrestricted; in addition, pledges of $16,500 were donor restricted for
a special outreach project to be undertaken in 2011.

wiL79603_ch14_577-628.qxd  01/06/2009  05:27 PM  Page 604 ssen 1 Tempwork:wilson:MHBR093-14:



Salaries expense for the year totaled $265,000, employee benefits expense totaled
$51,000, and payroll taxes expense was $20,300. As of year-end, $15,100 of these
expenses were unpaid; the balance had been paid in cash.
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Cash collected for unrestricted pledges totaled $68,500; collection of accounts
receivable amounted to $2,200. Cash collected for restricted pledges made this year
totaled $16,500. Cash in the amount of $9,200 was collected for pledges given dur-
ing a building fund drive in the preceding year.

The organization sponsored a bazaar to raise funds for the Special Outreach
Project. Direct costs of $3,000, not considered peripheral or incidental in nature,
incurred for this event were paid in cash; the event yielded cash contributions of
$10,000.

The FY 2011 allocation from the United Way of Fairshare Bay amounted, in gross,
to $317,000. Related fund-raising expenses to be borne by the Community Family
Service Agency totaled $13,200; the net allocation was received in cash.

Debits Credits

3a. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 70,700

Contributions Receivable—Unrestricted  . . . . . . . . . . . . . . . . . . 68,500

Accounts Receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,200

3b. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,500

Contributions Receivable—Temporarily Restricted  . . . . . . . . . . 16,500

3c. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,200

Contributions Receivable—Temporarily Restricted  . . . . . . . . . . 9,200

4a. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000

Contributions—Temporarily Restricted—Program  . . . . . . . . . . 10,000

4b. Direct Costs—Special Outreach Project—Program  . . . . . . . . . . . 3,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000

5. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 303,800

Fund-Raising Support Expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . 13,200

Contributions—Unrestricted  . . . . . . . . . . . . . . . . . . . . . . . . . . . 317,000

6. Salaries Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 265,000

Employee Benefits Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 51,000

Payroll Taxes Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,300

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 321,200

Accounts Payable and Accrued Expenses  . . . . . . . . . . . . . . . . . 15,100
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Expenses for program services and supporting services were professional fees,
$43,000; supplies, $7,800; telephone, $9,800; postage and shipping, $7,800; occu-
pancy, $23,900; rental and maintenance of equipment, $8,700; printing and publica-
tions, $7,900; travel, $22,000; conferences, conventions, and meetings, $13,800;
specific assistance to individuals, $30,000; membership dues, $700; awards and grants
to national headquarters, $5,500; costs of sales to the public, $900; and miscellaneous,
$4,200. All expenses were credited to accounts payable and accrued expenses.

606 Part Three Not-for-Profit Organizations

Expenses incurred for the Special Outreach Project were professional fees,
$17,000; supplies, $4,500; and printing and publications, $1,600. All amounts were
paid in cash.

Unrestricted support and revenue were received in cash during 2011 from the fol-
lowing sources: legacies and bequests, $15,000; membership dues from individuals,
$1,000; program service fees, $55,000; investment income, $2,900; and miscella-
neous, $1,500. In addition, $250 of net incidental revenue was collected in cash from
advertisers for the Special Outreach Project.

Debits Credits

7. Professional Fees Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17,000

Supplies Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,500

Printing and Publications Expense . . . . . . . . . . . . . . . . . . . . . . . . . 1,600

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 23,100

8. Professional Fees Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 43,000

Supplies Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,800

Telephone Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,800

Postage and Shipping Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,800

Occupancy Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 23,900

Rental and Maintenance of Equipment Expense  . . . . . . . . . . . . . . 8,700

Printing and Publications Expense  . . . . . . . . . . . . . . . . . . . . . . . . 7,900

Travel Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 22,000

Conferences, Conventions, and Meetings  . . . . . . . . . . . . . . . . . . 13,800

Specific Assistance to Individuals  . . . . . . . . . . . . . . . . . . . . . . . . . 30,000

Membership Dues  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 700

Awards and Grants to National Headquarters . . . . . . . . . . . . . . . . 5,500

Cost of Sales to the Public  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 900

Miscellaneous Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,200

Accounts Payable and Accrued Expenses  . . . . . . . . . . . . . . . . . 186,000

9. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75,650

Contributions—Unrestricted . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000

Membership Dues  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000

Program Service Fees  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 55,000

Investment Income—Unrestricted . . . . . . . . . . . . . . . . . . . . . . . 2,900

Miscellaneous Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,500

Contributions—Temporarily Restricted—Program  . . . . . . . . . . . 250
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Interest of $4,540 and $6,500 on the principal of the mortgage were paid. Short-
term investments that were restricted for plant were sold at par, $5,000; the proceeds
were used to purchase equipment. The organization’s policy is that there is an implied
restriction on plant assets and that this restriction is satisfied as the assets are used
(measured by depreciation expense).

Chapter 14 Accounting for Not-for-Profit Organizations 607

Sales to the public amounted to $1,000 gross for the year. None of this amount
was collected by year-end.

Accounts payable and accrued expenses paid in cash during 2011 totaled
$182,864.

Contributions received in cash in 2011 amounted to $20,000, of which $10,000
was specified by donors for use in 2012, $6,000 was temporarily restricted for a pro-
gram, and $4,000 was temporarily restricted for plant.

Debits Credits

10. Accounts Receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000

Sales to the Public  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000

11. Accounts Payable and Accrued Expenses  . . . . . . . . . . . . . . . . . . 182,864

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 182,864

12. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

Contributions—Temporarily Restricted—Time  . . . . . . . . . . . . . 10,000

Contributions—Temporarily Restricted—Program  . . . . . . . . . . 6,000

Contributions—Temporarily Restricted—Plant  . . . . . . . . . . . . . 4,000

13a. Miscellaneous Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,540

Mortgage Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,500

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,040

13b. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000

Short-Term Investments—Temporarily Restricted—Plant  . . . . 5,000

13c. Equipment—Temporarily Restricted  . . . . . . . . . . . . . . . . . . . . . 5,000

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000

Interest received in cash on short-term investments restricted for the plant
amounted to $1,390. Interest received in cash on investments of endowment funds
amounted to $12,780. This income was not restricted by the donor.

14a. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,390

Investment Income—Temporarily Restricted—Plant  . . . . . . . . 1,390

14b. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,780

Investment Income—Unrestricted  . . . . . . . . . . . . . . . . . . . . . 12,780
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The Community Family Service Agency paid its national affiliates in accord with
the affiliation agreements; the amount of the payment in 2011 was $8,574.

The allowance for uncollectible accounts receivable appeared adequate and not
excessive, but the allowance for uncollectible unrestricted pledges should be
increased by $104. This adjustment relates to current period unrestricted contribu-
tions (see Entry 2a).

At the end of the year, a local family donated $100,000 in cash to be held in per-
petuity with any investment income or gains and losses (realized or unrealized) to
be used at the discretion of management.

End-of-the-Year Adjusting Journal Entries
A physical count of supplies, valued at the lower of cost or market, indicated the
proper balance sheet value should be $19,100, a decrease of $3,995 during the year.
Prepaid expenses at year-end were $3,600; the decrease of $317 is chargeable to
postage and shipping expense.

An analysis of the investment accounts indicated that the fair value of the long-
term investments had decreased. The long-term investments for endowment had a
fair value of $226,000 at the end of the year,35 and the unrestricted long-term invest-
ments were valued at $14,000, a decrease of $4,000 and $3,000, respectively. Short-
term investments and investments for land, building, and equipment did not change.

Debits Credits

15. Payments to Affiliated Organizations  . . . . . . . . . . . . . . . . . . . . . 8,574

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,574

16. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Contributions—Permanently Restricted . . . . . . . . . . . . . . . . . . 100,000

17a. Supplies Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,995

Supplies  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,995

17b. Postage and Shipping Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . 317

Prepaid Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 317

18. Unrealized Loss on Investments—Permanently Restricted  . . . . . . . 4,000

Unrealized Loss on Investments—Unrestricted  . . . . . . . . . . . . . . . 3,000

Long-Term Investments—Permanently Restricted  . . . . . . . . . . . 4,000

Long-Term Investments—Unrestricted  . . . . . . . . . . . . . . . . . . . 3,000

35 FASB SFAS No. 124 requires that investment losses on endowments be reported as a decrease in
either temporarily restricted or unrestricted net assets, unless donor stipulations or law require that
the loss be reported as a decrease in permanently restricted net assets. We assume that such a donor
stipulation or law exists for this endowment.
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Depreciation on buildings and equipment belonging to the Community Family
Service Agency is recorded in the amounts shown in Entry 20a. Since the depreci-
ation reduced the carrying value of the capital assets, a reclassification is made for
the net assets temporarily restricted for plant released from restriction.

End-of-the-Year Reclassification Journal Entries
Miscellaneous expenses for mortgage interest (in Entry 13a) and depreciation
expense (in Entry 20a) were allocated to program services and supporting services.
The allocation is assumed to be as shown in Entry 21.

The natural classification of expenses in Entry 7 were allocated to the Special Out-
reach Project.

20a. Depreciation of Buildings and Equipment  . . . . . . . . . . . . . . . . . . 4,185

Allowance for Depreciation—Building  . . . . . . . . . . . . . . . . . . 1,145

Allowance for Depreciation—Equipment  . . . . . . . . . . . . . . . . 3,040

20b. Net Assets Released—Satisfaction of Plant Restrictions—
Temporarily Restricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,185

Net Assets Released—Satisfaction of Plant Restrictions—
Unrestricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,185

Debits Credits

19. Contributions—Unrestricted  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 104

Allowance for Uncollectible Contributions—Unrestricted  . . . . . 104

21. Counseling Program Expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . 2,480

Adoption Program Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . 990

Foster Home Care Program Expenses  . . . . . . . . . . . . . . . . . . . . . 2,510

Special Outreach Project Program Expenses  . . . . . . . . . . . . . . . . 2,050

Management and General Support Expenses  . . . . . . . . . . . . . . . 530

Fund-Raising Support Expenses  . . . . . . . . . . . . . . . . . . . . . . . . . 165

Miscellaneous Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,540

Depreciation of Buildings and Equipment  . . . . . . . . . . . . . . . . 4,185

22. Special Outreach Project Program Expenses  . . . . . . . . . . . . . . . . 23,100

Professional Fees Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17,000

Supplies Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,500

Printing and Publications Expense . . . . . . . . . . . . . . . . . . . . . . 1,600

The remaining natural classification of expenses (in Entries 6, 8, and 17b) were
allocated to the various program and support categories in the assumed amounts
shown in Entry 23, except Costs of Sales to the Public (Entry 8), which will be net-
ted with Sales to the Public.
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Unrestricted net assets that were designated by the board of the Special Outreach
Project were deemed no longer necessary; the board authorized the return of the
amount, $30,000, to Unrestricted Net Assets—Undesignated. Temporarily restricted
funds of $27,400 ($3,900 � $23,500) were spent on the programs this year.

End-of-the-Year Closing Journal Entries
The following closing journal entries are made: (a) reclassifications for net assets
released are closed into the appropriate categories of net assets, (b) unrestricted sup-
port and revenue are closed to unrestricted net assets, (c) program and support
expenses as well as payments to affiliated organizations are closed to unrestricted
net assets, (d) temporarily restricted support for programs, plant, and time are closed
to temporarily restricted net assets, and (e) permanently restricted support is closed
to permanently restricted net assets, if any.

610 Part Three Not-for-Profit Organizations

Debits Credits

23. Counseling Program Expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . 183,033

Adoption Program Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . 68,570

Foster Home Care Program Expenses  . . . . . . . . . . . . . . . . . . . . . 170,021

Special Outreach Project Program Expenses  . . . . . . . . . . . . . . . . 37,720

Management and General Support Expenses  . . . . . . . . . . . . . . . 52,555

Fund-raising Support Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . 13,813

Salaries Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 265,000

Employee Benefits Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . 51,000

Payroll Taxes Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,300

Professional Fees Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . 43,000

Supplies Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,795

Telephone Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,800

Postage and Shipping Expense  . . . . . . . . . . . . . . . . . . . . . . . . 8,117

Occupancy Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 23,900

Rental and Maintenance of Equipment . . . . . . . . . . . . . . . . . . 8,700

Printing and Publications Expense . . . . . . . . . . . . . . . . . . . . . . 7,900

Travel Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 22,000

Conferences, Conventions, and Meetings . . . . . . . . . . . . . . . . 13,800

Specific Assistance to Individuals  . . . . . . . . . . . . . . . . . . . . . . 30,000

Membership Dues  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 700

Awards and Grants to National Headquarters  . . . . . . . . . . . . . 5,500

Miscellaneous Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,200

24. Unrestricted Net Assets—Designated for Special 
Outreach Project . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000

Unrestricted Net Assets—Undesignated—
Available for Operations  . . . . . . . . . . . . . . . . . . . . . . . . . 30,000

Net Assets Released—Satisfaction of Program Restrictions—
Temporarily Restricted  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 27,400

Net Assets Released—Satisfaction of 
Program Restrictions—Unrestricted  . . . . . . . . . . . . . . . . . 27,400
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Debits Credits

25a. Temporarily Restricted Net Assets—Time  . . . . . . . . . . . . . . . . . . 5,125

Net Assets Released—Expiration of Time Restrictions—
Unrestricted  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,125

Net Assets Released—Expiration of Time Restriction—
Temporarily Restricted  . . . . . . . . . . . . . . . . . . . . . . . . . . 5,125

Unrestricted Net Assets—Undesignated—
Available for Operations  . . . . . . . . . . . . . . . . . . . . . . . . 5,125

Temporarily Restricted Net Assets—Plant  . . . . . . . . . . . . . . . . . . 4,185

Net Assets Released—Satisfaction of Plant Restrictions—
Unrestricted  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,185

Net Assets Released—Satisfaction of Plant Restrictions—
Temporarily Restricted  . . . . . . . . . . . . . . . . . . . . . . . . . . 4,185

Unrestricted Net Assets—Undesignated—
Available for Operations  . . . . . . . . . . . . . . . . . . . . . . . . 4,185

Temporarily Restricted Net Assets—Program . . . . . . . . . . . . . . . . 27,400

Net Assets Released—Satisfaction of Program Restrictions—
Unrestricted  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 27,400

Net Assets Released—Satisfaction of Program Restrictions—
Temporarily Restricted  . . . . . . . . . . . . . . . . . . . . . . . . . . 27,400

Unrestricted Net Assets—Undesignated—
Available for Operations  . . . . . . . . . . . . . . . . . . . . . . . . 27,400

25b. Contributions—Unrestricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . 401,396

Sales to the Public  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000

Membership Dues—Individuals  . . . . . . . . . . . . . . . . . . . . . . . . 1,000

Program Service Fees  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 55,000

Investment Income—Unrestricted  . . . . . . . . . . . . . . . . . . . . . . 15,680

Miscellaneous Revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,500

Unrestricted Net Assets—Undesignated—
Available for Operations  . . . . . . . . . . . . . . . . . . . . . . . . . 475,576

25c. Unrestricted Net Assets—Undesignated—
Available for Operations  . . . . . . . . . . . . . . . . . . . . . . . . . . . 580,211

Counseling Program Expenses  . . . . . . . . . . . . . . . . . . . . . 185,513

Adoption Program Expenses  . . . . . . . . . . . . . . . . . . . . . . . 69,560

Foster Home Care Program Expenses  . . . . . . . . . . . . . . . . 172,531

Special Outreach Project Program Expenses . . . . . . . . . . . . 62,870

Cost of Sales to Public  . . . . . . . . . . . . . . . . . . . . . . . . . . . 900

Management and General Support Expenses  . . . . . . . . . . 53,085

Fund-Raising Support Expenses . . . . . . . . . . . . . . . . . . . . . 27,178

Payments to Affiliated Organizations  . . . . . . . . . . . . . . . . 8,574

25d. Contributions—Temporarily Restricted—Program . . . . . . . . . . . 32,750

Contributions—Temporarily Restricted—Time  . . . . . . . . . . . . . 10,000

Contributions—Temporarily Restricted—Plant  . . . . . . . . . . . . . 4,000

Investment Income—Temporarily Restricted—Plant  . . . . . . . . . 1,390

Temporarily Restricted Net Assets—Program  . . . . . . . . . . . 29,750

Temporarily Restricted Net Assets—Plant . . . . . . . . . . . . . . 5,390

Temporarily Restricted Net Assets—Time . . . . . . . . . . . . . . 10,000

Direct Costs—Special Outreach Project—Program . . . . . . . 3,000

25e. Contributions—Permanently Restricted  . . . . . . . . . . . . . . . . . . 100,000

Permanently Restricted Net Assets  . . . . . . . . . . . . . . . . . . 100,000
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Illustrations 14–7 through 14–9 present the statement of financial position, state-
ment of activities, and statement of cash flows for the Community Family Service
Agency, reflecting the effects of the illustrative transactions for the year. Since the
agency is a voluntary health and welfare organization, it must also prepare a statement
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Debits Credits

25f. Permanently Restricted Net Assets  . . . . . . . . . . . . . . . . . . . . . . 4,000

Unrestricted Net Assets—Undesignated—
Available for Operations  . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000

Unrealized Loss on Investments—Permanently Restricted  . . . 4,000

Unrealized Loss on Investments—Unrestricted  . . . . . . . . . 3,000

ILLUSTRATION 14–7

COMMUNITY FAMILY SERVICE AGENCY, INC.
Statement of Financial Position
December 31, 2011, and 2010

2011 2010

Assets:

Cash $ 28,953 $ 58,711

Short-term investments, at fair value 22,000 22,000

Accounts receivable (net) 1,150 2,350

Contributions receivable (net) 6,061 5,165

Supplies, at lower of cost or market 19,100 23,095

Prepaid expense 3,600 3,917

Assets restricted:

For land, buildings, and equipment:

Investments, at fair value 15,000 20,000

Contributions receivable (net) 982 10,182

For endowment:

Cash 100,000

Investments, at fair value 226,000 230,000

Land, buildings, and equipment, less allowance for
accumulated depreciation of $17,961 and $13,776 104,763 103,948

Long-term investments 14,000 17,000

Total assets $541,609 $496,368

Liabilities:
Accounts payable and accrued expenses $ 44,147 $ 25,911

8�
1
4

�% mortgage payable, due 2023 48,500 55,000

Total liabilities 92,647 80,911

Net assets:

Unrestricted 26,377 97,302

Temporarily restricted 96,585 88,155

Permanently restricted 326,000 230,000

Total net assets 448,962 415,457

Total liabilities and net assets $541,609 $496,368

wiL79603_ch14_577-628.qxd  01/06/2009  05:27 PM  Page 612 ssen 1 Tempwork:wilson:MHBR093-14:



Chapter 14 Accounting for Not-for-Profit Organizations 613

of functional expenses, which is presented in Illustration 14–10. As shown in Illus-
tration 14–8, the statement of activities reports the increases and decreases that
occurred during the year in each of the three categories of net assets—unrestricted,
temporarily restricted, and permanently restricted. As the financial statements for the
American Heart Association show (see Illustrations 14–2 through 14–5 earlier in this
chapter), larger VHWOs will have more complex transactions than those illustrated
for the hypothetical Community Family Service Agency.

ILLUSTRATION 14–8

COMMUNITY FAMILY SERVICE AGENCY, INC.
Statement of Activities

For the Year Ended December 31, 2011

Temporarily Permanently Total 
Unrestricted Restricted Restricted 2011

Revenues, gains and other support:

Contributions $401,396 $36,500 $100,000 $537,896

Special events 10,250

Less: Direct costs 3,000

Net special events 7,250 7,250

Program service fees 55,000 55,000

Membership dues 1,000 1,000

Sales to the public (net) 100 100

Investment income 15,680 1,390 17,070

Miscellaneous 1,500 1,500

Net assets released from restrictions:

Satisfaction of program requirements 27,400 (27,400)

Satisfaction of equipment acquisition restrictions 4,185 (4,185)

Expiration of time restrictions 5,125 (5,125)

Total revenues, gains, and other support 511,386 8,430 100,000 619,816

Expenses and losses:

Program services:

Counseling 185,513 185,513

Adoption 69,560 69,560

Foster home care 172,531 172,531

Special outreach project 62,870 62,870

Total program expenses 490,474 490,474

Support expenses:

Management and general 53,085 53,085

Fund-raising 27,178 27,178

Total support expenses 80,263 80,263

Unrealized loss on investments 3,000 4,000 7,000

Payments to affiliated organizations 8,574 8,574

Total expenses and losses 582,311 4,000 586,311

Change in net assets (70,925) 8,430 96,000 33,505

Net assets, December 31, 2010 97,302 88,155 $230,000 415,457

Net assets, December 31, 2011 $ 26,377 $96,585 $326,000 $448,962
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614 Part Three Not-for-Profit Organizations

ILLUSTRATION 14–9

COMMUNITY FAMILY SERVICE AGENCY, INC.
Statement of Cash Flows

Year Ended December 31, 2011

Cash flows from operating activities:

Cash received from contributors $345,300

Cash collected on contributions receivable 68,500

Cash received from service recipients 57,200

Cash collected from members 1,000

Investment income 15,680

Miscellaneous receipts 1,750

Cash paid to employees and suppliers (530,164)

Cash paid to affiliated organizations (8,574)

Interest paid (4,540)

Net cash used for operating activities (53,848)

Cash flows from investing activities:

Purchase of equipment (5,000)

Proceeds from sale of investments 5,000

Net cash used by investing activities 0

Cash flows from financing activities:

Proceeds from contributions restricted for:

Investment in plant 13,200

Future operations 16,000

Endowments 100,000

Other financing activities:

Interest and dividends restricted for plant acquisition 1,390

Repayment of long-term debt (6,500)

Net cash provided by financing activities 124,090

Net increase (decrease) in cash 70,242

Cash, December 31, 2010 58,711

Cash, December 31, 2011 (Note A) $128,953

Reconciliation of changes in net assets to net cash
used for operating activities:

Change in net assets $ 33,505

Adjustments to reconcile changes in net assets to net cash
provided by operating activities:

Depreciation 4,185

Decrease in accounts receivable, net 1,200

Decrease in contributions receivable, net 8,304

Decrease in supplies 3,995

Decrease in prepaid expenses 317

Increase in accounts payable and accrued expenses 18,236

Gifts, grants, and bequests restricted for long-term investment (129,200)

Interest restricted for long-term investment (1,390)

Unrealized loss on investments 7,000

Cash used for operating activities $ (53,848)

Note A: Includes regular operating cash and cash restricted for endowment.
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ILLUSTRATION 14–10

COMMUNITY FAMILY SERVICE AGENCY, INC.
Statement of Functional Expenses

Year Ended December 31, 2011
(with comparative totals for 2010)

Foster Special Management
Home Outreach and Fund-

Counseling Adoption Care Project Total General Raising Total 2011 2010

Salaries $ 87,720 $36,559 $ 83,610 $13,738 $221,627 $35,153 $ 8,220 $43,373 $265,000 $232,170

Employee benefits 16,882 7,036 16,091 2,644 42,653 6,765 1,582 8,347 51,000 47,035

Payroll taxes 6,720 2,801 6,405 1,051 16,977 2,693 630 3,323 20,300 11,400

Total salaries and
related expenses 111,322 46,396 106,106 17,433 281,257 44,611 10,432 55,043 336,300 290,605

Professional fees 25,107 3,929 11,643 18,143 58,822 1,178 — 1,178 60,000 54,600

Supplies 4,049 2,167 4,747 3,950 14,913 790 592 1,382 16,295 8,500

Telephone 3,897 1,430 3,350 190 8,867 600 333 933 9,800 9,610

Postage and shipping 2,840 1,073 2,402 908 7,223 684 210 894 8,117 6,750

Occupancy 8,772 1,415 8,078 2,586 20,851 2,468 581 3,049 23,900 24,600

Rental and maintenance

of equipment 3,669 1,520 3,511 — 8,700 — — — 8,700 8,750

Printing and publications 2,761 1,420 1,352 1,462 6,995 940 1,565 2,505 9,500 7,200

Travel 7,700 1,500 7,500 5,000 21,700 300 — 300 22,000 24,000

Conferences, conventions,
meetings 3,450 887 4,436 4,436 13,209 591 — 591 13,800 13,700

Specific assistance 
to individuals 9,000 1,000 16,100 3,900 30,000 — — — 30,000 28,500

Membership dues 234 187 93 93 607 93 — 93 700 677

Awards and grants to

National Headquarters — 5,500 — — 5,500 — — — 5,500 5,000

Fee to United Way — — — — — — 13,200 13,200 13,200 —

Uncollectible

accounts expense — — — — — 104 — 104 104 —

Miscellaneous 1,744 843 1,891 4,144 8,622 118 — 118 8,740 5,200

Total before depreciation 184,545 69,267 171,209 62,245 487,266 52,477 26,913 79,390 566,656 487,692

Depreciation of buildings
and equipment 968 293 1,322 625 3,208 712 265 977 4,185 4,200

Total expenses $185,513 $69,560 $172,531 $62,870 $490,474 $53,189 $27,178 $80,367 $570,841 $491,892

Program Services Supporting Services Total Program and
Supporting Services

Expenses

wiL79603_ch14_577-628.qxd  01/06/2009  05:27 PM  Page 615 ssen 1 Tempwork:wilson:MHBR093-14:



616 Part Three Not-for-Profit Organizations

Key Terms Board-designated net assets, 583
Collections, 598
Conditional promise to give, 592
Contribution, 592
Economic interest, 599
Endowments, 583
Exchange transactions, 590
Gains, 592
Gifts in kind, 593
Human service organizations, 580
Net assets, 583

Nonexchange transactions, 592
Permanently restricted net assets, 583
Promise to give, 592
Revenue, 590
Support, 592
Temporarily restricted net assets, 583
Unconditional promise to give, 592
Unrestricted net assets, 583
Variance power, 600
Voluntary health and welfare

organizations (VHWO), 580

American Institute of Certified Public Accountants. Audit and Accounting Guide,
Not-for-Profit Organizations. New York: AICPA, 2008.

———. Not-for-Profit Organizations Industry Developments. New York: AICPA, 2008.
Berger, Steven. Understanding Nonprofit Financial Statements, 2nd ed.

Washington, DC: BoardSource, 2003.
Financial Accounting Standards Board. Statement of Financial Accounting

Standards No. 116, “Accounting for Contributions Received and Made.” 
Norwalk, CT: FASB, 1993.

———. Statement of Financial Accounting Standards No. 117, “Financial
Statements of Not-for-Profit Organizations.” Norwalk, CT: FASB, 1993.

———. Statement of Financial Accounting Standards No. 136, “Transfers of
Assets to a Not-for-Profit Organization or Charitable Trust That Raises or
Holds Contributions for Others.” Norwalk, CT: FASB, 1999.

Gross, Jr., Malvern J., John H. McCarthy, and Nancy E. Shelmon. Financial
Accounting Guide for Not-for-Profit Organizations, 7th ed. New Jersey: John
Wiley & Sons, 2005, and Cumulative Supplement, 2008.

Selected
References

14–1. Explain how organizations in the not-for-profit sector differ from organizations
in the public sector or for-profit business sector. Provide an example of an
entity in each sector. (See also Chapter 1, pp. 6–7 for relevant discussion.)

14–2. Which standards-setting bodies are assigned responsibility for establishing
accounting and financial reporting standards for not-for-profit organiza-
tions? What issues remain unfinished on the FASB’s technical agenda for
not-for-profit organizations (NPOs)?

14–3. What financial statements does FASB Statement No. 117 require NPOs to
present? How do these financial statements compare to those typically
prepared prior to SFAS 117?

14–4. What are the three categories into which NPOs must classify their net assets?
Describe which net assets are included in each category. Would board-designated
net assets be reported as temporarily restricted net assets? Explain your answer.

14–5. Why is a statement of functional expenses considered an important financial
statement for a voluntary health and welfare organization? How does a state-
ment of functional expenses differ from the expense section of a statement
of activities?

14–6. How does support differ from revenues from exchange transactions? How
do gains differ from revenues?

14–7. Distinguish between program services expenses and supporting services
expenses. Why is it important that NPOs report expenses for program
services separately from those for supporting services?

Questions
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Chapter 14 Accounting for Not-for-Profit Organizations 617

14–8. What criteria must be met before donated services can be recorded as
contribution revenue and an expense? Give an example of a service that
might qualify as a donated service for accounting purposes.

14–9. What are special events? Give a few examples. Are special events conducted
by the NPO reported differently on the statement of activities than special
events conducted by an organization that is independent of the NPO?

14–10. How does a not-for-profit fund-raising foundation account for a gift intended
for the benefit of a particular charity when the donor stipulates that the fund-
raising foundation may use its discretion to make the gift available to a
different charity?

BAYTOWN REHABILITATIVE CAMP FOR DISABLED CHILDREN
Statement of Financial Position 
December 31, 2011, and 2010

Assets

2011 2010

Current assets
Cash $ 36,802 $ 12,248
Contributions receivable 28,728 16,372
Prepaid expenses 15,559 17,748

Total current assets 81,089 46,368

Investments—Temporarily restricted 90,434 122,368
Property, plant, and equipment

Land 175,000 175,000
Buildings and building improvements (net of accumulated 

depreciation of $137,440 and $130,200) 449,768 457,008
Equipment (net of accumulated depreciation 

of $195,370 and $186,788) 185,342 171,924

Total property, plant, and equipment 810,110 803,932

Total assets $981,633 $972,668

Liabilities and Net Assets
Current liabilities

Accounts payable $ 23,852 $ 35,722
Accrued payroll and other accrued liabilities 5,289 5,064

Total current liabilities 29,141 40,786

Net assets
Unrestricted 862,058 809,514
Temporarily restricted 90,434 122,368

Total net assets 952,492 931,882

Total liabilities and net assets $981,633 $972,668

14–1 Temporarily Restricted Net Assets. For several years, Baytown Rehabilita-
tive Camp for Disabled Children (hereafter referred to as the camp) has
applied for an operating grant from the Baytown Area United Way. As the
finance adviser for the local United Way allocation panel, it is your respon-
sibility to evaluate the camp’s budget request for the forthcoming year and its
audited financial statements. The camp’s most recent comparative statement
of financial position and statement of activities are presented below.

Cases
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BAYTOWN REHABILITATIVE CAMP FOR DISABLED CHILDREN
Statement of Activities 

For the Year Ended December 31, 2011

Temporarily 
Unrestricted Restricted Total

Revenues and other support

Contributions $ 65,250 $ 20,000 $ 85,250

United Way allocation 25,000 25,000

Charges to clients 34,400 34,400

Donated goods and services 105,160 105,160

Interest 154 5,566 5,720

Miscellaneous 4,012 4,012

Net assets released from restriction 
satisfaction of purpose 57,500 (57,500) -0-

Total revenues and other support 291,476 (31,934) 259,542

Expenses

Program services 152,828 152,828

Management and general 77,604 77,604

Fund-raising 8,500 8,500

Total expenses 238,932 238,932

Increase (decrease) in net assets 52,544 (31,934) 20,610

Net assets, December 31, 2010 809,514 122,368 931,882

Net assets, December 31, 2011 $862,058 $ 90,434 $952,492

618 Part Three Not-for-Profit Organizations

Additional Information: As reflected in the camp’s 2011 statement of activi-
ties, the United Way agency allocated $25,000 to the camp for fiscal year 2011.
However, the amount allocated was $5,000 less than the camp had requested in
its fiscal year 2011 budget, reflecting the allocation panel’s concern about the
camp’s inadequate financial reserves and low ratio of program services expense
to total expense (only 57 percent in 2010). As a condition for receiving the
$25,000 fiscal year 2011 allocation, Baytown Rehabilitative Camp agreed to
take actions to improve its financial reserves and its ratio of program services
expense to total expense, including an increase in its fund-raising efforts and a
reduction in its support payroll.

Another area of concern to the allocation panel has been the camp’s long de-
lay in using a restricted contribution of $100,000 received several years earlier.
This gift was restricted by the donor for future expansion of a building used as
a dining hall and for rehabilitative activities. This contribution has been invested
in CDs and has grown to $122,368 as of December 31, 2010.

The camp is requesting a $35,000 United Way allocation for fiscal year
2012, based on a growing demand for its services and improvement made in its
financial condition. As financial adviser for the local United Way allocation
panel, however, you note that much of the improvement in unrestricted net as-
sets resulted from $37,500 of temporarily restricted net assets that were released
from restriction during fiscal year 2011, with no corresponding increase in the
balance of the Buildings and Building Improvements account. (Note: $20,000
of the $57,500 released from restriction related to $20,000 of temporarily restricted
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contributions received during 2011.) You immediately contact the camp admin-
istrator for an explanation, whereupon she explains that the board of directors
voted to use $37,500 of previously restricted investments for operating pur-
poses after the administrator reported to the board that the original agreement
with the donor could not be located and the donor was now deceased. She fur-
ther indicated that the board may continue to use this pool of resources to fur-
ther improve the camp’s financial condition.

Required

a. As financial adviser, evaluate the camp’s statement of financial position
and statement of activities and prepare a report for the chair of the allo-
cation committee indicating the extent to which the camp’s financial situ-
ation has improved or worsened. You should base your recommendation on
measures such as the current ratio and ratio of unrestricted net assets, net
of total property, plant, and equipment, to total expenses for the year. In
your analysis you should look at the camp’s unrestricted financial position,
both including and excluding the questionable use of the $37,500 of
restricted net assets for operating purposes.

b. Has the camp’s board of directors violated the terms of the $100,000 con-
tribution that was restricted by the donor for future building expansion?
What sanctions might be taken against the board and the camp adminis-
trator for not meeting their fiduciary responsibilities?

c. What amount of United Way funds would you recommend be allocated to
the camp for fiscal year 2012? Explain your recommendation.

14–2 Terms of Gift. The Shelter Association of Jefferson County receives the
majority of its funding from the local chapter of the United Way. That feder-
ated fund-raising organization has a policy that if a member agency reports
unrestricted net assets in excess of one year’s budgeted revenues and support,
the excess will be deducted from its allocation for next year. The association’s
reporting year ends December 31, and unrestricted net assets are just about
equal to last year’s revenues and support.

On December 30, a potential donor contacts the Shelter Association about
making a large contribution. It is important to him to make the gift in the
current calendar year so that he can deduct the charitable contribution on his
personal federal income tax return. However, he has heard that the treasurer
of the association and several board members recently resigned after allega-
tions of financial mismanagement were made. He is considering restricting his
gift for the direct purposes of acquiring food, clothing, and supplies for the
homeless over the next several years so that management could use none of
the money for overhead expenses.

Required

Take the position of the association’s certified public accountant.
a. Do you recommend that the association advise the potential donor to make

the gift unrestricted or restricted? Give your reasons.
b. The potential donor asks you how he can be sure that the association will

spend his contribution as he intends, assuming that he restricts the purpose
of his gift. Explain to him what kind of public information is available. Do
you consider that information adequate to assess whether the not-for-profit
agency is efficient and effective in its use of public donations?
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14–3 Institutionally Related Foundations. Compass State University Foundation
(CSUF) was incorporated as a not-for-profit organization to support a public
university in its fund-raising efforts and the management of its endowment.
The foundation has a self-perpetuating board, one-third of whose members are
selected by the university’s president. Under a joint operating agreement, the
university agrees to provide staff, computers, mail service, and office space to
the foundation and to pay the foundation a management fee based on a formula
that incorporates a percentage of the endowment balance, cash gifts received,
dollars raised, and donor records maintained. In addition, the university trans-
ferred its $8 million endowment to the foundation to manage. Since the incep-
tion of the foundation, the endowment has grown to $30 million.

Required

a. From an accounting (not legal) point of view, is the foundation a separate entity
or a component unit of the related public university? What guidance is provided
in GASB Codification Sec. 2100, to address this financial reporting issue?

b. Who are the stakeholders in the foundation and what are their accountability
concerns?

c. Assume the role of the president of the university and discuss the advan-
tages and disadvantages of transferring $8 million of the university’s
endowment funds to the foundation.

This case is based on S. Ravenscroft and S. Kattelus, “Compass State University: Managerial Account-
ing Issues in a Nonprofit Entity,” Issues in Accounting Education 13, no. 3 (1998).

620 Part Three Not-for-Profit Organizations

14–1 Multiple Choice. Choose the best answer.

1. The FASB’s objectives of financial reporting for not-for-profit organizations
include all of the following except:
a. Making resource allocation decisions.
b. Helping compare budgeted revenues and expenditures to actual revenues

and expenditures.
c. Assessing economic resources, obligations, net resources, and changes

in them.
d. Assessing services and the ability to provide services.

2. Voluntary health and welfare organizations are required to present which of
the following financial statements?
a. Statement of financial position.
b. Statement of cash flows.
c. Statement of functional expenses.
d. All of the above are required.

3. Temporarily restricted net assets may be released from restriction by:
a. Written authorization of the organization’s board of directors.
b. Approval of the independent auditor.
c. Satisfaction of purpose restrictions.
d. All of the above are correct.

4. In the statement of activities for a voluntary health and welfare organiza-
tion, depreciation expense should:
a. Be reported as part of both program services and supporting services

expenses.

Exercises 
and Problems
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b. Be reported as a separate expense line item.
c. Be reported as a contra-support item in the revenue section.
d. Not be reported.

5. A wealthy donor promised $1 million to the local art museum to expand
the size of its building, contingent on the museum obtaining a grant from
the State Endowment for the Arts of at least $500,000. Upon completing a
signed agreement with the donor, the museum should:
a. Record a debit to Contributions Receivable—Temporarily Restricted in

the amount of $1,000,000.
b. Record a debit to Contributions Receivable—Temporarily Restricted in

the amount of $500,000.
c. Not make a journal entry until the conditions of the agreement have

been met.
d. Either a or b are permissible, depending on the museum director’s assess-

ment of the likelihood of receiving the state grant.

6. Sharon Helper, a local CPA, volunteered her time to develop a new comput-
erized accounting system for an after-school development program for dis-
advantaged children. If Sharon had not volunteered her time, it would have
been necessary for the organization to hire an accountant for this project. The
value of Sharon’s time devoted to this project should be recorded as:
a. Contribution revenue.
b. A supporting services expense.
c. Neither a nor b are correct.
d. Both a and b are correct.

7. The Maryville Cultural Center recently conducted a successful talent show in
which local talent performed for a nominal prize. The talent show is an ongo-
ing major event and is central to the center’s mission. The event raised $4,800
in gross revenue. Expenses related to the event included $1,000 to rent an
auditorium, $1,200 to advertise the event, $500 for trophies and other awards
for the winner and the runners up, and $100 for printing and mailing tickets.
The center believes there was no monetary value received by donors (atten-
dees). To report this event in its statement of activities, the center will report:
a. Special event revenue of $4,800 and special event expense of $1,500.
b. Special event revenue of $4,800 and fund-raising expense of $1,300.
c. Special event revenue of $2,300 and fund-raising expense of $1,300.
d. Both a and b are correct.

8. Many not-for-profit organizations attempt to classify fund-raising expenses
as program services expenses by making the activities look educational in
nature or advocating for the mission of the organization. For such expenses
to be reported as program services expenses, they must meet which of the
following three criteria:
a. Purpose, mission-related, and benefit to the public.
b. Purpose, audience, and content.
c. Purpose, expand donor base, and content.
d. Reasonable, improve financial condition, and benefit to the public.

9. Long-term investments of not-for-profit organizations should be reported at:
a. Cost.
b. Lower of cost or market.
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c. Fair value.
d. Replacement value.

10. A particular organization functions as an intermediary between donors and
other beneficiary organizations. The intermediary organization must report
contribution revenue from donors if:
a. The organization has variance power.
b. The organization elects to consistently report such donor gifts as con-

tribution revenue.
c. The beneficiary organization requests a delay in receiving the contribu-

tion from the intermediary organization.
d. All of the above are correct.

14–2. Classification of Revenues/Support and Expenses. For each of the indepen-
dent transactions listed in the left-hand column below, indicate which of the
revenue/support or expense classifications apply by choosing one or more of
the letters from the listed items in the right-hand column. Choose all that apply.

622 Part Three Not-for-Profit Organizations

Transaction

1. A museum gift shop sold prints of
famous paintings.

2. An NPO incurred a cost for its annual
financial statement audit.

3. A registered nurse volunteered 10
hours a week for a local agency for
disabled persons.

4. A donor contributed $1 million to a
not-for-profit hospital for a new clinic.

5. An art association hosted a $100-per-
plate dinner attended by members,
donors, and potential donors.

6. A donor contributed securities valued
at $10 million to be permanently
invested. Earnings thereon are stipu-
lated by the donor to be used for eye
research.

7. An NPO job training center incurred
payroll expenses of $500,000 for
instructors and mechanics and
$100,000 for the center director and
clerical staff. Of this amount, $400,000
was spent from temporarily restricted
federal and state grants.

8. The Older Adult Transportation Ser-
vice received $8,000 from riders for
the year and $52,000 from temporar-
ily restricted grant sources.

Revenue/Support and 
Expense Classifications

a. Exchange revenue
b. Unrestricted support
c. Temporarily restricted support
d. Permanently restricted support
e. Released from restriction
f. Program services expense
g. Management and general

expense
h. Fund-raising expense

14–3 Donated Services. Indicate whether each of the following donated services
situations would require a journal entry for contribution revenue and a related
expense or asset by circling Y for yes or N for no.
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Y N 1. Volunteers worked as sales assistants in a not-for-profit
hospital snack shop.

Y N 2. An architect provided pro bono design services for the
planned remodeling of a local museum.

Y N 3. A member of a church volunteered to repaint the church’s
activities room to make it more attractive. Church leaders had
not planned to repaint the room.

Y N 4. Several local persons used their cars to deliver meals to senior 
citizens for Meals on Wheels.

Y N 5. A psychiatrist volunteered several hours each week at a not-for-profit
counseling center to assist persons with alcohol and drug addiction.

Y N 6. A local CPA performed the regular annual financial statement
audit for a local youth development camp, an NPO.

Y N 7. A local church pastor donated several hours weekly to work
with troubled youths in an after-school activities program run
by a local NPO.

Y N 8. Helpful citizens served as “bell ringers” at the entrances of
local businesses to collect money for the Salvation Army.

14–4 Joint Activities with a Fund-Raising Appeal. Consider the following
scenarios relating to activities that include a fund-raising appeal:

1. The Green Group’s mission is to protect the environment by increasing the
portion of waste recycled by the public. The group conducts a door-to-door
canvass of communities that recycle a low portion of their waste. The can-
vassers share their knowledge about the environmental problems caused by not
recycling with households, asking them to change their recycling habits. The
canvassers also ask for charitable contributions to continue this work, although
these canvassers have not participated in fund-raising activities before.

2. Central University’s mission is to educate students in various academic pur-
suits. The political science department holds a special lecture series in which
prominent world leaders speak about current events. Admission is priced at
$250, which is above the $50 fair value of other lectures on campus, result-
ing in a $200 contribution. Invitations are sent to previous attendees and
donors who have contributed significant amounts in the past.

3. The mission of Kid’s Camp is to provide summer camps for economically dis-
advantaged youths. It conducts a door-to-door solicitation campaign for its
camp programs by sending volunteers to homes in upper-class neighborhoods.
The volunteers explain the camp’s programs and distribute leaflets explaining
the organization’s mission. Solicitors say, “Although your own children most
likely are not eligible to attend this camp, we ask for your financial support
so that children less fortunate can have this summer camp experience.”

Required

Determine for each scenario whether its purpose, audience, and content meet
the criteria described in this chapter and Chapter 13 of the AICPA, Audit and
Accounting Guide, Not-For-Profit Organizations so that the joint costs can be
allocated between programs and support expenses. Explain your reasons.

14–5 Identify Departures from GAAP. The balance sheet and statement of activi-
ties for the Central Area Disadvantaged Youth Center for fiscal year 2011, pre-
pared by a volunteer accountant with business experience, are presented on the
following page.
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CENTRAL AREA DISADVANTAGED YOUTH CENTER
Balance Sheet 

As of December 31, 2011

Assets
Cash $ 26,802
Investments 71,143
Contributions receivable 16,372
Supplies and other prepaid expenses 13,258
Land 70,000
Buildings (net of accumulated depreciation of $63,420) 249,750
Equipment (net of accumulated depreciation of $87,642) 184,230

Total assets $631,555

Liabilities and net assets
Liabilities

Accounts payable $ 25,722

Accrued liabilities 4,963

Total liabilities 30,685

Net assets
Invested in property, plant, and equipment 503,980
Other net assets 96,892

Total net assets 600,870

Total liabilities and net assets $631,555

CENTRAL AREA DISADVANTAGED YOUTH CENTER
Statement of Activities 

For Year Ended December 31, 2011

Revenues and contributions

Contributions from donors $ 69,250
Grants:

From United Way 15,000
From state government 22,000

Contributed goods and services 43,500
Interest on investments 3,200
Miscellaneous—Sale of refurbished goods 6,900

Total revenues and contributions 159,850

Expenses

Payroll 62,580
Payroll taxes 4,605
Travel and conferences 2,795
Promotion and advertising 1,430
Cost of donated goods and services 32,600
Food, recreational, and other supplies 18,310
Postage, printing, and copying 1,057
Building and equipment maintenance 3,100
Utilities 4,378
Depreciation 12,700
Miscellaneous 10,380

Total expenses 153,935

Increase in net assets 5,915

Net assets, December 31, 2010 625,640

Net assets, December 31, 2011 $ 631,555
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Required

a. Assume that you are the independent auditor performing a financial state-
ment audit of the center. Identify and make a list of your concerns based
on your review of the center’s financial statements. Would you feel com-
fortable issuing an unqualified (i.e., “clean”) opinion on the Central Area
Disadvantaged Youth Center’s financial statements?

b. What actions would you require of the center’s management to address your
concerns before you would be willing to perform this audit? What would
be your recourse if the center refused to take the recommended actions?
(You may wish to refer to Chapter 12 in forming your answer to these ques-
tions.)

14–6 Statement of Activities. The Atkins Museum recently hired a new controller.
His experience with managerial accounting and strong communication skills
were extremely attractive. The new controller sent each member of the Board
of Trustees’ Finance Committee a set of the monthly financial statements one
week before the monthly meeting for their review. The set included the fol-
lowing statement of activities.

Other information: The management and general expenses are first allo-
cated to the programs to which they directly relate; for example, the exec-
utive director’s salary is allocated to the Public Exhibit Program according
to the percentage of time spent working on the program. Remaining unal-
located management and general expenses are allocated to the programs as

THE ATKINS MUSEUM
Statement of Activities 

For the Eleven Months Ended February 28, 2011 
(in hundreds of dollars)

Public Abstract Mgt. &
Exhibits Exhibit General Total

Revenues:

Contributions $ 61,400 $50,000 $         0 $111,400

Charges for services 478,800 0 0 478,800

Interest income 0 0 2,500 2,500

Total revenues 540,200 50,000 2,500 592,700

Expenses:

Salaries and wages 381,900 24,700 44,200 450,800

Occupancy costs 38,100 12,000 14,900 65,000

Supplies 7,100 2,300 8,300 17,700

Equipment 5,000 0 6,500 11,500

Travel and development 2,800 0 6,900 9,700

Depreciation 12,000 1,500 6,300 19,800

Interest 0 0 3,700 3,700

Total variable expenses 456,900 40,500 90,800 588,200

Allocated management 
and general expenses 85,300 5,500 (90,800) 0

Total costs 542,200 46,000 0 588,200

Excess of revenues over expenses $  (2,000) $  4,000 $  2,500 $    4,500
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indirect costs based on the relative amount of salaries and wages to total
salaries and wages for the programs.

Required

As a member of The Atkins Museum’s Board of Directors Finance Commit-
tee, review this statement and answer the following questions:
a. Is the statement in proper form according to SFAS No. 117?
b. What questions do you have for the controller?
c. The Atkins Museum would like to open an Impressionists exhibit. If its

operating expenses are expected to be similar to that of the Abstract Exhibit,
how much should the organization solicit in contributions or grants to cover
the full cost of the program?

d. If you were a potential contributor to the Atkins Museum, do you think you
have enough information from this statement on which to base your deci-
sion to donate?

14–7 Notes on Net Assets. The following items are taken from the financial state-
ments of the Kids Clubs of America for the years ending December 31, 2011,
and 2010, with related notes.

626 Part Three Not-for-Profit Organizations

KIDS CLUBS OF AMERICA
Statement of Financial Position (selected items) 

For the Years Ended December 31, 2011 and 2010

2011 2010

Net assets:
Unrestricted

Undesignated $       878,901 $       882,912
Board designated (Note 11) 66,540,051 57,479,525

Temporarily restricted (Note 9) 74,789,227 47,668,565
Permanently restricted (Note 9) 18,675,644 16,183,950

Total net assets $160,883,823 $122,214,952

Note 9: Restricted Net Assets
Temporarily restricted net assets at December 31, 2011 and 2010, 

are available for the following purposes or periods:
2011 2010

Gifts and other unexpended revenues available for on-site 
assistance to member clubs and establishment of new clubs $  4,469,136 $  5,266,823

Gifts and other unexpended revenues available for leadership 
training, development, and support of youth programs 35,864,678 27,915,087

Gifts available for future periods 34,455,413 14,486,655

$74,789,227 $47,668,565

Permanently restricted net assets consist of the following 
at December 31, 2011 and 2010:

Endowments $18,675,644 $16,183,950

Note 11: Unrestricted Net Assets—Board Designated 
Board-designated net assets consist of the following 

at December 31, 2011 and 2010:
2011 2010

Reserve fund (functioning as quasi-endowment) $44,762,573 $39,203,909
Gains on endowments 12,051,815 10,678,020
Land, buildings, and equipment 9,010,568 6,924,643
Other board designated 715,095 72,953

$66,540,051 $57,479,525

The authors would like to thank Michelle Richards of the Center for Empowerment and Economic Devel-
opment, Ann Arbor, MI, for sharing the model on which this statement is built.
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Required

a. Explain what the term board-designated, unrestricted net assets means.
What does the board plan to do with these net assets? Can board members
change their minds in future years?

b. Describe the types of restrictions that donors have placed on net assets. How
much of those gifts are restricted for a period of time as opposed to pur-
pose?

c. If an unexpected need arises, can the board of directors decide to spend
donor-restricted funds in ways other than the donor indicated when the con-
tribution was made?

14–8 Prepare Financial Statements. The Children’s Counseling Center was incor-
porated as a not-for-profit voluntary health and welfare organization 10 years
ago. Its adjusted trial balance as of June 30, 2011, follows.

Debits Credits

Cash $126,500

Pledges Receivable—Unrestricted 41,000

Estimated Uncollectible Pledges $ 4,100

Inventory 2,800

Investments 178,000

Furniture and Equipment 210,000

Accumulated Depreciation—Furniture and Equipment 160,000

Accounts Payable 13,520

Unrestricted Net Assets 196,500

Temporarily Restricted Net Assets 50,500

Permanently Restricted Net Assets 100,000

Contributions—Unrestricted 338,820

Contributions—Temporarily Restricted 48,100

Investment Income—Unrestricted 9,200

Net Assets Released from Restrictions—
Temporarily Restricted 22,000

Net Assets Released from Restrictions—
Unrestricted 22,000

Salaries and Fringe Benefit Expense 286,410

Occupancy and Utility Expense 38,400

Supplies Expense 6,940

Printing and Publishing Expense 4,190

Telephone and Postage Expense 3,500

Unrealized Loss on Investments 2,000

Depreciation Expense 21,000

Totals $942,740 $942,740

1. Salaries and fringe benefits were allocated to program services and support-
ing services in the following percentages: counseling services, 40%; profes-
sional training, 15%; community service, 10%; management and general,
25%; and fund-raising, 10%. Occupancy and utility, supplies, printing and
publishing, and telephone and postage expense were allocated to the programs
in the same manner as salaries and fringe benefits. Depreciation expense was
divided equally among all five functional expense categories. Unrealized loss
on investments was charged to the management and general function.
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2. The organization had $153,314 of cash on hand at the beginning of the year.
During the year, the center received cash from contributors: $310,800 that
was unrestricted and $48,100 that was restricted for the purchase of equip-
ment for the center. It had $9,200 of income earned and received on long-
term investments. The center spent cash of $286,410 on salaries and fringe
benefits, $22,000 on the purchase of equipment for the center, and $86,504
for operating expenses. Other pertinent information follows: net pledges
receivable increased $6,000, inventory increased $1,000, accounts payable
decreased $102,594, and there were no salaries payable at the beginning of
the year.

Required

a. Prepare a statement of financial position as of June 30, 2011, following
the format in Illustration 14–7.

b. Prepare a statement of functional expenses for the year ended June 30,
2011, following the format in Illustration 14–10.

c. Prepare a statement of activities for the year ended June 30, 2011, fol-
lowing the format in Illustration 14–8.

d. Prepare a statement of cash flows for the year ended June 30, 2011, fol-
lowing the format in Illustration 14–9.

628 Part Three Not-for-Profit Organizations
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Chapter Fifteen

1 Alexis de Tocqueville, Democracy in America, translated by George Lawrence, edited by J. P. Mayer
(New York: Harper & Row, 1969) (from works of de Tocqueville written around 1848), p. 513.

Not-for-Profit
Organizations—
Regulatory, Taxation,
and Performance Issues
Learning Objectives

After studying this chapter, you should be able to:

1. Identify oversight bodies and the source of their authority over not-for-profit
organizations (NPOs).

2. Describe how and why states regulate NPOs and describe the following:

Not-for-profit incorporation laws.

Registration, licenses, and tax exemption.

Lobbying and political influence.

3. Identify how the federal government regulates NPOs and describe the following:

Tax-exempt status—public charities and private foundations.

Unrelated business income tax.

Restricting political activity.

Intermediate sanctions.

Reorganization and dissolution.

4. Describe governance issues of NPO boards, including incorporating documents
and board membership.

5. Identify how benchmarks and performance measures can be used to evaluate NPOs.

6. Describe uniform policies and practices for NPOs across states.

As seen in the beginning of Chapter 14 (and Illustration 14–1), the not-for-profit
sector is a very large and diverse sector of the U.S. economy. In 1848, Alexis de
Tocqueville, chronicler of democratic life in America, wrote that

Americans of all ages, all stations in life, and all types of disposition are forever
forming associations . . . if they want to proclaim a truth or propagate some feeling by the
encouragement of a great example, they form an association.1
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The process that has evolved for individuals who wish to operate a not-for-profit
organization (NPO) is to first request recognition from a state as a legal entity sep-
arate from an association of individuals, and then to apply to the Internal Revenue
Service for exemption from federal taxes. With these two steps, the association
accepts oversight, transparency, and accountability for performance. Watchdog orga-
nizations, not-for-profit organizations themselves, have sprung up to ensure that data
are available for stakeholders to evaluate the effectiveness and efficiency of not-for-
profit organizations in meeting their public purpose.

Sometimes the line between businesses and not-for-profit organizations is fuzzy,
but a widely accepted definition of a not-for-profit entity is one whose goals involve
something other than earning a profit for owners, usually the provision of services.2

Lack of a profit motive presents control and reporting problems for not-for-profit
managers. Success becomes measured by how much the organization contributes to
the public well being with the resources available to it.3 In this chapter, the role of
accounting data in helping NPO managers and governing bodies to comply with reg-
ulations and respond to the information needs of various stakeholders is examined.
While the term not-for-profit encompasses the governmental entities described in
Chapters 2 through 11, the focus in Chapters 14 and 15 is on nongovernmental, not-
for-profit organizations. Not-for-profit entities in higher education and health care
industries are described in Chapters 16 and 17, along with public and for-profit enti-
ties that provide specialized services.

OVERSIGHT AUTHORITY

The compassion and generosity of people supplies charities with tremendous
amounts of resources to meet the public demand, particularly in the early days fol-
lowing natural and man-made disasters. Although during times of disaster (and other
times) new organizations are created to meet the health and welfare needs of peo-
ple in crisis, more often donors provide resources to large and well-established not-
for-profit organizations that have proven track records of effective and efficient
delivery of services to the needy, such as the American National Red Cross and the
Salvation Army.

Inevitably, disasters are followed by unscrupulous fundraisers and illegal scams that
result in public outcry for accountability regarding how public funds were used. In
addressing who is responsible for charitable spending decisions, it is important to
understand the legal and governance structure of an organization. For example, the
American National Red Cross is a federally chartered instrumentality of the U.S.
government (established in 1881, chartered in 1905) whose mission includes disas-
ter preparedness and relief. The Salvation Army is an international Christian church
established in London in 1881 that has adopted a quasi-military command structure
in serving the needy. Neither of these organizations receive not-for-profit and tax-
exempt status through the channels most nongovernmental not-for-profit organiza-
tions take; however, information about these organizations (or related offices) is
available on Internal Revenue Service (IRS) Form 990s at www.guidestar.org, along
with other public charities.
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2 David W. Young, Management Control in Nonprofit Organizations, 8th ed. (Cambridge, MA: The
Crimson Press, 2008), p. 20.
3 Ibid.
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In general, NPOs are accountable to the state government that grants them their
legal existence, the federal government for granting them tax-exempt status, their
own governing board, individual donors and grantors, consumers of their services,
and the public at large. It is important to note that churches, while certainly part of
the nongovernmental, not-for-profit sector, do not require states and the federal gov-
ernment to grant them legal and tax-exempt status because of the historic constitu-
tional separation of church and state in the United States. However, many activities
in which churches engage are subject to state and federal regulations.

Accountants and auditors play a critical role in assuring stakeholders that all not-
for-profit organizations have complied with applicable laws and regulations, and, in
the process, have efficiently and effectively used the assets with which they were
entrusted. Various state and federal regulations are examined next; however, many
of these topics have complex legal aspects that are not accounting-related. For the
interested reader, additional references are provided at the end of the chapter.

STATE REGULATION

Oversight responsibility derives from a state’s power to give legal life to a not-for-
profit organization, either in the form of a not-for-profit corporation or limited
liability company, or in the state’s recognition of a charitable trust.

The state monitors NPO managers whom the public entrusts with funds and grants
economic privileges, such as exemption from taxes. The state has responsibility to rep-
resent public beneficiaries of charities and contributors and to detect cases when man-
agers or directors have mismanaged, diverted, or defrauded the charity and the public.

Legislation regulating NPOs varies greatly across states. However, there are some
common methods used by states and sometimes adopted by local governments to
ensure that the public good is protected as NPOs solicit charitable contributions and
conduct business. The audited annual financial statements are not always sufficient to
satisfy the oversight body that the NPO has complied with laws. The accountant often
serves the NPO client in preparing specialized reports required by the oversight body.

Not-for-Profit Incorporation Laws
A group of individuals who share a philanthropic or other vision may operate as an
unincorporated association if it is small or if they expect the endeavor to have a lim-
ited life; however, organizers are treated as partners and share liability for any debts
incurred by the association. If the organization plans to grow into a long-lived oper-
ation, organizers may choose to file articles of incorporation with a state under the
not-for-profit corporation statutes or charitable trust laws to create a legal entity and
limit the liability of the incorporators and directors. These laws differ across the 50
states, but states generally have built into the not-for-profit corporation laws the
requirement that organizers (1) choose a name that is not misleading or in use by
another corporation, (2) designate a resident agent and address, (3) state a clear pur-
pose for the entity, (4) appoint a board of directors, (5) write by-laws that delineate
board responsibilities and operating structure, (6) call at least one board meeting a
year, and (7) require management to report on financial condition and operations at
least once a year. Not-for-profit incorporation statutes also state the extent to which
directors are individually liable for the misapplication of assets through neglect or
failure to exercise reasonable care and prudence in administration of the affairs of
the corporation. Upon conferring the NPO legal status separate from the incorpora-
tors, the state bears oversight responsibility for the NPO.
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Registration, Licenses, and Tax Exemption
State regulation of not-for-profit corporations has increased since the 1950s, when
offices were established to administer fund-raising regulations for NPOs. Some states
require NPOs to register with a specified department of the state (e.g., Attorney Gen-
eral, Secretary of State, Consumer Affairs, Regulatory Affairs, or Commerce) or apply
for a license in order to solicit funds, hold property, do business in the state, or lobby.
Some states’ attorneys general are evaluating reporting regulations for joint ventures
between businesses and not-for-profit organizations, particularly in the health care
area.4 For the most part, state and local governments require fees to accompany reg-
istration and licenses in order to defray the cost of regulation and monitoring. Failure
to file required reports may result in automatic dissolution of the NPO.

License to Solicit Contributions

Some states protect citizens from competitive fund-raising requests by requiring the
NPO to obtain a license to solicit charitable contributions. Charitable solicitation
is the direct or indirect request for money, credit, property, financial assistance, or
other things of value on the representation that these assets will be used for a char-
itable purpose. The Model Act Concerning the Solicitation of Funds for Charitable
Purposes was promulgated in 1986 by the National Association of Attorneys Gen-
eral, the National Association of State Charity Officials, and a private-sector advi-
sory group to guide states in designing this type of legislation. Although the Act has
been challenged by some charities that argue soliciting is protected free speech, most
legislation stands as an efficient way to protect the public from fraud.

States granting licenses usually impose annual compliance reporting on NPOs. A
few states require audited annual financial reports to be filed when the level of pub-
lic support exceeds a certain threshold, such as $250,000. Some states require a
license when an NPO compensates someone for fund-raising, such as a professional
fund-raiser or solicitor, and a fee may be required of the organization for the right
of each fund-raiser to solicit. Many states also require specific disclosures be put on
all written materials mailed to potential donors to indicate that financial information
about the organization may be on file with the state. In addition to the state, local
governments may regulate charitable solicitation, although sometimes more for its
fee revenue potential than for regulatory purposes.

Other Licenses

States or local governments may require a not-for-profit organization to get a license
or permit for gaming events, such as bingo and raffles, with maximum prize limits set.
Often licenses or permits are granted for one-day beer, wine, and liquor sales for events.

Taxes

NPOs are often exempted from the taxes levied by state and local governments, such
as sales, real or personal property, transfer, employment, or excise taxes. This priv-
ilege varies across the country and, in the case of property taxes, is being both chal-
lenged by interest groups suspicious of some NPOs’ charitable mission and defended
by not-for-profit coalitions. To be relieved from the tax, the NPO may have to file
for specific tax exemption and document that the property is in use for charitable
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4 David W. Silver, Marion Y. Gorton, and Joseph J. Kylman, “How and Why the Michigan Attorney
General Supervises Charitable Trusts,” August 30, 2002. Downloaded from www.michigan.gov under
Attorney General and Charities on September 30, 2008.
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purposes. Fund-raising events often give rise to sales tax reporting, both collection
of tax from customers and exemption from sales tax paid on the purchase of goods.
Often overlooked by the NPO are the excise taxes on telephone and utility bills for
which they may not be liable and could recover by filing for a refund.

Lobbying and Political Activity
Some not-for-profit organizations are organized specifically as a political party, cam-
paign committee, or political action committee. These NPOs are discussed later in
the chapter in a discussion of Section 527 political organizations. However, the
majority of NPOs do not exist for political or lobbying purposes. To avoid sanctions,
these NPOs need to be aware of what constitutes allowable and unallowable lobby-
ing and political activity.

NPOs must carefully distinguish among advocacy, political activity, and lobbying.
Advocacy is speaking up for the mission of the organization and the needs of the
people an NPO serves. Generally, all types of advocacy are allowed without limits.
NPOs educate the general public, the media, lawmakers, and elected officials about
the mission of the organization.5 Political activity that is designed to influence leg-
islation or that relates to a candidate’s campaign for political office, however, is
expressly prohibited by most states. Lobbying is a specific kind of advocacy that
involves contacting public officials to encourage certain legislative action or the
adoption of certain policies (direct lobbying) and encourages the public to contact
legislators or policy makers to effect changes (grass-roots lobbying).6

States have their own regulations over lobbying and political activity for NPOs
that differ somewhat from each other and from that of the federal government. States
regulate lobbying for all organizations through lobbying acts. These laws require
organizations to register with the state and then account for lobbying activities. The
NPO must determine whether it, or someone it hires to influence others, is a lob-
byist or lobbyist agent and, consequently, subject to these regulations. Influencing
means to promote, support, affect, modify, oppose, or delay by any means.

In one state, the amount of money spent on lobbying each year determines whether
the NPO must register with a specified state agency. For example, if more than $2,150
is spent on lobbying or more than $550 is contributed to any single public official in
any 12-month period, the NPO must register, file annual reports detailing its lobby-
ing activity, and specify the amounts contributed to public officials.7 In addition to
registering and reporting, certain prohibitions may exist. For example, there may be
prohibitions stating that compensation of lobbyists cannot be contingent upon certain
legal outcomes; no gifts or honorariums can be paid to public officials; and no con-
tributions can be made to campaigns to support (or defeat) ballot questions.

The impact of excessive political activity on NPOs can be significant due to the
harsh sanctions for violating these laws, as well as negative publicity that may harm
future fund-raising efforts. The ultimate penalty is revocation of exemption from
taxes, but more often fines are imposed for engaging in prohibited behavior. Illus-
tration 15–1 presents a list of typical regulations for nongovernmental not-for-profit
organizations at the state and local levels.
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5 “Lobby/Advocacy” available at the Michigan Nonprofit Association’s Web site
www.stayinglegalmi.org/lobbying_and_political_activity.html.
6 Ibid.
7 “The Michigan Lobby Registration Act—2008 Reporting Thresholds, Fees and Penalties,” available at
www.michigan.gov/documents/sos/2008_Lobby_Threshold_Memo_221037_7.pdf.
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ILLUSTRATION 15–1 Regulations over Not-for-Profit Organizations (varies by state)

State and/or Local Government Regulations

Application to operate under an assumed name.
Application to incorporate as a not-for-profit corporation or a limited liability company.
Annual compliance reporting.
Special licenses with particular state departments to operate a health care facility (public health),

housing corporation (housing authority), residential care facility (social service), school
(education), or to handle food.

Application for exemption from income, franchise, sales, use, real, and personal property taxes.
Employer registration, including payroll tax returns, withholding of state taxes, and unemployment.
License to solicit charitable contributions.
Registration of political lobbyists, lobbying agents, or lobbying activities.
License for one-day beer, wine, and liquor sales.
License to conduct charitable games (e.g., bingo, raffles, millionaire parties).
Policies on conflict of interest and self-dealing with directors.
License to collect sales and use taxes as a vendor.
Freedom of Information Act (FOIA) (if a substantial amount of funds are public).
Open Meetings Act (if governmental in nature).
Notice of plans to merge with another agency.
Notice of plans to dissolve, including tax clearance.

FEDERAL REGULATION

Because charities serve the common good, the federal government has encouraged
not-for-profit associations and charitable contributions since the first revenue act in
1894. The public expects the federal government to monitor those organizations
receiving tax benefits to ensure that these privileges are not abused. NPOs must fol-
low general laws that govern businesses (such as fair labor standards, older work-
ers’ benefits protection, equal employment opportunities acts, disabilities acts, civil
rights laws, drug-free workplace laws, immigration laws, antidiscrimination and
harassment laws, and veterans and whistleblowers’ protection), unless they are specif-
ically exempted. This section describes federal laws that are unique to NPOs.

Illustration 15–2 is a chart depicting how a public charity interacts with the IRS
during its existence.

Tax-exempt Status
Even though a state may have conferred not-for-profit corporation status on an orga-
nization, that NPO must still apply to the Internal Revenue Service (IRS) for exemp-
tion from federal income tax.8 Churches (including synagogues, temples, and
mosques), integrated auxiliaries of churches, and any organization that has gross
receipts in each taxable year of normally not more than $5,000 do not have to file
Form 1023 to be considered tax-exempt under Sec. 501(c)(3).

As shown in Illustration 14–1, not all not-for-profit organizations are tax exempt.
A common reason that an NPO is not exempt from income taxes is that its mission
is primarily to influence legislation. The stated purpose of the NPO and the services
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8 Application for income tax exemption is made on Form 1023 for public charities and Form 1024 for
all other organizations. NPOs may also qualify for exemption from certain federal excise taxes (e.g.,
communications, manufacturers, diesel, and motor fuels taxes). See also IRS Pub. 557 Tax-Exempt
Status for Your Organization.
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Starting Out
• Organizing documents, articles, trust, or charter
• By-laws
• Employer identification number (EIN)
• Charitable solicitation registration

Applying to IRS
• Application for tax-exempt status (Forms 1023 and 1024)
• IRS processing (rulings and determination letter)

Required Annual Filings
• Annual exempt organizations information return (Forms 990, 990-EZ, 990-N)
• Unrelated business income tax (UBIT)

Ongoing Compliance
• Jeopardizing exemption (private benefit, political activity)
• Intermediate sanctions
• Employment taxes
• Substantiation and disclosure (e.g., noncash contributions)
• Public disclosure requirements
• Charitable contributions—what’s deductible?
• Charitable Contributions. Substantiation and Disclosure Requirements (Pub. 1771)
• Customer account services
• Compliance Guide (Pub. 4221)

Significant Events
• Notifying the IRS of significant changes (e.g., mergers)
• Private letter ruling
• Audits of exempt organizations
• Termination of an exempt organization

ILLUSTRATION 15–2 Life Cycle of a Public Charity

Source: Internal Revenue Service “Life Cycle of a Public Charity” with examples and links to appropriate forms, available at
www.irs.ustreas.gov/charities/charitable/article/0,,id= 122670,00.html.

it will perform determine under which section of the Internal Revenue Code (IRC)
of 1986 the NPO requests exemption. Illustration 15–3 shows some of the more than
35 classifications of statutory exemptions under which tax-exempt organizations fall.
The most common classification under IRC Section 501 is Sec. 501(c)(3), which is
an organization operated for philanthropic, educational, or similar purposes. The
organizational test for tax-exempt status is that the articles of incorporation must
limit the organization’s purposes to those described in the categories in IRC Sec. 501
and must not empower it to engage in activities that are not in furtherance of those
purposes. Alternatively, some not-for-profit organizations, such as hospitals, have
been criticized for not providing an adequate amount of free services as a benefit to
society, as stated in their application for tax-exempt status.

An individual can receive a charitable contribution deduction by making a donation
to a Sec. 501(c)(3) organization (and certain other exempt organizations), but only if
the gift is used for charitable purposes. Gifts are nonexchange transactions (discussed
in Chapters 4 and 14) for which the donor receives no benefit in exchange for the con-
tribution. Many categories of tax-exempt organizations, such as business leagues, social
clubs, and cooperatives, cannot offer donors the advantage of a charitable deduction
from income taxes because they operate primarily for the benefit of members, not the
public at large. Another advantage of tax exemption under Sec. 501(c)(3) is the
opportunity to apply for grants from foundations and government agencies, which
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Section of
1986

Internal
Revenue

Code Description of Organization and Its Activities

501(c)(1) Corporations organized under acts of Congress, such as the Federal Deposit  
Insurance Corporation

501(c)(2) Title-holding corporation for exempt organizations
501(c)(3) Charitable, religious, scientific, literary, educational, testing for public safety
501(c)(4) Civic leagues, social welfare organizations, local employee associations, community

organizations
501(c)(5) Labor unions, agricultural and horticultural organizations, farm bureaus
501(c)(6) Business leagues, trade associations, chambers of commerce, real estate boards
501(c)(7) Social and recreational clubs, hobby clubs, country clubs
501(c)(8) Fraternal beneficiary society and associations; lodges providing for payment of 

insurance benefits to members
501(c)(9) Voluntary employees’ beneficiary associations to provide insurance benefits to 

members
501(c)(13) Cemetery companies; burial activities
501(c)(14) State-chartered credit unions, mutual reserve fund
501(c)(17) Supplemental unemployment benefit trusts
501(c)(19) Veterans’ organizations or armed forces members’ posts
501(c)(20) Group legal service plans provided by a corporation for its members
501(d) Religious and apostolic associations; religious communities
501(e) Cooperative hospital service organizations
501(f) Cooperative service organization of operating educational organizations
501(k) Child care organizations
521(a) Farmers; cooperative associations
527 Political parties, campaign committees, political action committees
529 Qualified state tuition programs

ILLUSTRATION 15–3 Tax-Exempt Status According to the Internal Revenue 

Code (selected)

often limit funding to public charities. An organization that is not a Sec. 501(c)(3)
organization must disclose to donors that contributions are not tax deductible.

Independent charitable organizations may voluntarily join together as a federated
fund-raising organization to raise and distribute money among themselves. Exam-
ples of such federations are the United Way and community chests.

Annual Compliance Reporting

Form 990 is the primary tool the federal government uses to collect information
about the NPO and its activities. The IRS expands the form as Congress requires
more information to be furnished by tax-exempt organizations. The form must be
made available to the public for three years.9 Failure to file this form brings significant
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9 Public disclosure regulations issued in 1999 require that tax-exempt organizations provide a copy of
their three most recently filed Form 990s and exempt application immediately upon personal request
or within 30 days for a written request. Penalties for not doing so are $20 per day up to a maximum
of $10,000 but can be avoided if the organization makes these forms widely available on the Inter-
net [Treas. Reg. §1.6104]. Similar regulations were passed for private foundations and their Form
990-PFs in 2000.
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Core Form
Part I Summary
Part II Signature block
Part III Statement of program service accomplishments
Part IV Checklist of required schedules
Part V Statements regarding other IRS filings and tax compliance
Part VI Governance, management, and disclosure
Part VII Compensation of officers, directors, trustees, key employees, highest 

compensated employees, and independent contractors
Part VIII Statement of revenue
Part IX Statement of functional expenses
Part X Balance sheet
Part XI Financial statements and reporting

Schedules
A Public charity status and public support
B Schedules of contributors
C Political campaign and lobby activities
D Supplemental financial statements
E Schools
F Statement of activities outside the United States
G Supplemental information regarding fund-raising or gaming activities
H Hospitals
I Grants and other assistance to organizations, governments, and 

individuals in the U.S.
J Compensation information
K Supplemental information on tax-exempt bonds
L Transactions with interested persons
M Noncash contributions
N Liquidation, termination, dissolution, or significant disposition of assets
O Supplemental information to Form 990
R Related organizations and unrelated partnerships

ILLUSTRATION 15–4 Parts of the revised IRS Form 990 (for the 2008 tax year 

and beyond)

penalties, unless an extension is granted. Annual reporting requirements do not apply
to federal agencies and churches and their affiliates.

The IRS has overhauled the Form 990 effective for returns filed for the 2008 tax
year, the first substantive change in annual reporting for tax-exempt organizations
since 1979. The changes are designed to enhance transparency about the organiza-
tion, allow the IRS to efficiently assess noncompliance, and minimize the burden of
filing on tax-exempt organizations. The form is comprised of an 11-page core return
and 16 schedules that may apply to only some organizations (increased from a 
9-page core return and 2 schedules). Some information is new, some information has
been deleted, and much of it has been reorganized. Illustration 15–4 delineates the
information that is required on the new annual reporting Form 990.

Those tax-exempt organizations required to file a Form 990 will file one of three
forms, depending on the size of the organization. For the tax year 2008 and beyond,
small tax-exempt entities with gross receipts normally under $25,000 a year will file
a Form 990-N “postcard.” For 2008, Form 990-EZ will be filed by mid-sized tax-
exempt entities with annual gross receipts between $25,000 and $1,000,000 and total
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assets less than $2.5 million. All other tax-exempt public charities will file Form
990. After a three-year transition period (2008–2010) that allows a large number of
organizations to file a Form 990–EZ, the maximum annual gross receipts for filing
a Form 990-EZ will be reduced to $200,000 (down from $1 million) and $500,000
in total assets (down from $2.5 million). Private foundations, discussed in the next
section, will prepare an annual Form 990-PF.

Public Charities versus Private Foundations

IRC Sec. 501(c)(3) encompasses private foundations and public charities. A private
foundation is one that receives its support from a small number of individuals or
corporations and investment income rather than from the public at large. It exists to
make grants to public charities. Private foundations file an annual Form 990-PF and
are subject to several excise taxes: (1) for failure to take certain actions (such as dis-
tribute a minimum amount to public charities), (2) for prohibited behavior (such as
speculative investing, self-dealing transactions with disqualified persons, and excess
business holdings), and (3) on net investment income (this tax is then used to sup-
port the costs of auditing tax-exempt organizations).10

Public charities are funded, operated, and monitored by the public at large rather
than by a limited number of donors. Public charities receive preferential treatment
over private foundations because of their broad base of support. They are not sub-
ject to the excise taxes mentioned for private foundations, and donors do not face
the same limitations when giving to a public charity.

New tax-exempt organizations are presumed to be public charities for their first
five years. In their sixth year, they must meet the public support test (described
below) in order to avoid being classified as a private foundation. Generally, an IRC
Sec. 501(c)(3) organization is considered to be a public charity if it meets one of
the exclusions to the private foundation definition: For example, it is broadly sup-
ported by the public, government, or other public charities; it operates to support
another public charity; or it tests products for public safety.

Two parts of the broad public support test must be satisfied. The external
support test is met if at least one-third of the organization’s total revenue comes
from the government, general public (e.g., individuals, private foundations,
corporations), or other public charities in the form of contributions, grants,
membership dues, charges for services, or sales of merchandise. If gross receipts
from any person or governmental agency exceed $5,000 or 1 percent of the orga-
nization’s support for the taxable year, the excess is not counted in public support
for the purposes of the external support test. Investment income and gains from
sales of capital assets are not considered public support. Private foundations try
not to give a grant to a not-for-profit organization that might cause the public
charity to fail the support test and be reclassified as a private foundation. If that
happens, the foundation must exercise expenditure responsibility and monitor
whether the grant was used exclusively for the purpose for which it was made.
The private foundation can require the grantee to provide assurance that the grant
will not tip the grantee into private foundation status before it is granted. The
internal support test requires that the NPO not receive more than one-third of
its total support from investment income and unrelated business income. Once an
organization is in its sixth year, classification as a public charity must be rede-
termined on an annual basis.
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10 IRC Sec. 509(a) and T. D. 9423, September 08, 2008, which eliminated the advance ruling period.
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Unrelated Business Income Tax
Owners of small businesses have long complained that NPOs compete with them in
businesslike activities with the unfair advantage of lower costs due to exemption from
income taxes. For example, college bookstores sell clothing, credit unions operate
travel agencies, YMCAs run health clubs, and universities operate veterinary clin-
ics.11 In 1950 Congress passed the first unrelated business income tax (UBIT), which
assesses tax at corporate rates on income that NPOs derive from activities not sub-
stantially related to their charitable or tax-exempt mission.12 UBIT requirements
apply to all not-for-profit organizations and public colleges and universities except
federal corporations and certain charitable trusts.

The IRS is primarily interested in how the unrelated business income was earned,
not in how it is used, even if it is used to further the organization’s tax-exempt pur-
pose. Unrelated business income (UBI) is calculated as the gross income from an
unrelated trade or business engaged in on a regular basis less directly connected
expenses, certain net operating losses, and qualified charitable contributions. The
first $1,000 of unrelated business income is excluded from taxation. Unrelated trade
or business activities are those that are substantially unrelated to carrying out the
organization’s exempt purpose. Stated differently, unless activities make an impor-
tant contribution to the accomplishment of the organization’s exempt purpose, they
will be considered unrelated. The activities that must be carefully examined include
sponsorships, advertising, affinity credit card arrangements, sale of mailing lists,
travel tour services, and fund-raising events. The UBIT is reported on a Form 990-T,
which must be publicly available as is the Form 990.

To determine whether the business activity is substantially related to the organi-
zation’s exempt purpose, the relationship between the business activity and the
exempt purpose is examined. Unrelated business income does not include dividends,
interest, royalties, fees for use of intangible property, gains on the sale of property
(unless that property was used in an unrelated trade or business), or income from
activities in which substantially all of the work is done by volunteers, income from
the sale of donated merchandise, income from legally conducted games of chance,
rents from real property, or when the trade is conducted primarily for the conve-
nience of its members, such as a laundry in a college dorm. However, rents from
debt-financed property, rents based on a percentage of net income rather than gross
income, and rents on personal property are considered to be unrelated business
income. Excluded from UBI is income from advertising done in the form of corpo-
rate sponsorships for particular events if (1) the corporate sponsor does not get any
substantial benefit in return for its payment other than the promotion of its name,
(2) the display does not advertise the company’s products or services, and (3) the
amount of payment is not contingent on the level of attendance at the event.13 Cor-
porate sponsorships that appear in regularly published periodicals are still UBI. Spe-
cial rules apply to bingo and distribution of low-cost items, such as pens or stickers.

Feeder Organizations

NPOs may control a feeder organization that is organized to carry on a trade or
business for the benefit of the exempt organization and remit its profits to the NPO.
The income passed from the feeder to the not-for-profit organization in the form of
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11 See www.irs.gov/charities, then search for “UBIT” for general rules and current developments.
12 IRC Secs. 511–513. Unrelated business income is also subject to the alternative minimum tax.
13 This change came about in the Taxpayer Relief Act of 1997 and was a codification of proposed IRS
regulations from prior years.
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interest, rents, royalties, and annuities is subject to unrelated business income tax.
In 1997, Congress redefined control as more than 50 percent of the voting stock of
a feeder organization, down from 80 percent, effectively classifying more income of
NPOs as unrelated. Some activities not subject to the feeder organization rules are
those that (1) generate rental income that would be excluded from rent for UBIT,
(2) use volunteers for substantially all the work, and (3) sell merchandise that was
substantially all contributed.

Unrelated Debt-Financed Income

If an NPO has income from an asset that is mortgaged or debt-financed income,
for example, rental of real estate, that income is UBI. The unrelated business income
is the total income times the proportion to which the property is financed by debt.
However, there are many exceptions to this general rule, such as property that is sub-
stantially used to achieve the organization’s exempt purpose.

Political Activity
Early legislative attempts at restricting political activity of public charities were
intended to deny a charitable contribution income tax deduction for a selfish con-
tribution made merely to advance the personal interests of the donor. If any of the
activities of the NPO consist of participating in any political campaign on behalf of
(or in opposition to) any candidate for public office, the organization will not qual-
ify for tax-exempt status and may have its tax-exempt status revoked. This includes
contributions to political campaign funds, public statements of position on behalf of
the organization in favor of (or in opposition to) any candidate for public office, and
the publication or distribution of political statements. However, the facts and cir-
cumstances on the amount of money, time, and energy spent on each case determine
whether the organization can be tax-exempt. For example, certain voter education
activities or public forums conducted in a nonpartisan manner may not be consid-
ered prohibited political activity. The key is whether the activities encourage people
to vote for or against a particular candidate, even if that is not the intent of the NPO.

Legislative Activities

While the political activities described above are absolutely barred for charitable enti-
ties, a different set of rules applies to lobbying or legislative activities, and these
rules are different at the federal and state levels. The general rule is that no sub-
stantial part of a charity’s activities may involve conducting propaganda or otherwise
attempting to influence legislation. Propaganda is information skewed toward a par-
ticular belief with a tendency to have little or no factual basis. Legislation is gen-
erally action by Congress, a state legislative body, or a local council to establish laws,
statutes, or ordinances.

If an organization passes the “no substantial amount of propaganda or influenc-
ing legislation” hurdle and is granted tax-exempt status, it still faces limitations on
the amount of political activity it can conduct. The severest penalty is loss of tax-
exempt status. Less extreme is a tax on excessive political expenditures.14 An exempt
organization other than a church is allowed to make limited expenditures to influ-
ence legislation if properly elected on Form 5786.15 A permissible amount of direct
lobbying (i.e., testifying at legislative hearings, corresponding or conferring with
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14 IRC Sec. 4955.
15 IRC Sec. 501(h).
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legislators or their staffs, or publishing documents advocating specific legislative
action) is allowed, up to a ceiling calculated to allow for grass-roots lobbying (i.e.,
an appeal to the general public to contact legislators or to take other action regard-
ing a legislative matter), but not to exceed $1 million in any one year. “Influencing
legislation” does not include distributing nonpartisan studies, providing technical
advice to a governmental body, opposing legislation that negatively affects the orga-
nization, exchanging information among organization members, and communicating
on routine matters with governmental officials. Schedule C on the revised Form 990
provides a significant amount of information on legislative and political activities.
Federal penalties for excess political activity are in addition to those that might be
assessed by a state for lobbying.

Sec. 527 Political Organizations
Political action committees (PACs), political parties, and campaign committees for can-
didates for government office are considered political organizations and are subject
to special reporting and disclosures requirements. Like all tax-exempt organizations, a
political organization must meet an organizational test; that is, it must document the
purpose and intent of the founding members. A political organization does not need
to be incorporated, but it does need to have a separate bank account into which funds
are deposited and disbursed. Federal Election Commission filing papers or resolutions
arising from meetings of the founding members will also serve as documentation of
the organization’s purpose. In 2000, Congress passed P.L. 106-230 as part of campaign
financing reform, which imposes two requirements on political organizations. The first
is to provide an initial notice to the IRS that an organization is to be treated as an IRC
Sec. 527 organization. Second, the organization must periodically report on Form 8872
the names and addresses of persons contributing more than $200 and persons receiv-
ing expenditures of more than $500.

Intermediate Sanctions
The preceding sections identified sanctions for specific prohibited or excessive activ-
ities by exempt organizations, but until 1996, the only sanction for excessive eco-
nomic benefits received by officers of NPOs was revocation of the organization’s
tax-exempt status. This drastic measure was seldom used. Congress gave the IRS 
a new weapon in the Taxpayer Bill of Rights 2.16 Intermediate sanctions for pri-
vate inurement resulting from excess economic benefit transactions are penalties
assessed when a transaction confers a substantial benefit on a disqualified person.
A disqualified person is one who has substantial influence over the organization’s
affairs. Examples of excess benefit transactions include unreasonable compensa-
tion, sales of assets at bargain prices, and lease arrangements.17 The law applies to
public charities but may be extended to other classifications of exempt organizations.
The first-tier penalty is a tax of 25 percent of the excess benefit on the disqualified
person in addition to repayment of the excess benefit. If the organization’s managers
are aware the transaction is improper, the NPO is assessed a tax of 10 percent of the
excess benefit (up to a maximum of $10,000 per transaction). A second-tier penalty
of 200 percent of the excess benefit is assessed on the disqualified person if the
transaction is not corrected within the taxable period. Careful structuring of
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management compensation contracts along with documentation of comparable
salaries of similar positions is critical in avoiding intermediate sanctions.

Reorganization and Dissolution
If an NPO finds that the societal needs initially described in the tax-exemption appli-
cation are no longer met, it may redefine its mission, merge, or choose to dissolve the
organization. It is not unusual for not-for-profit entities, particularly in the health care
industry, to merge with other NPOs or associate with for-profit organizations. Merg-
ers may be to achieve an economic size (i.e., the minimum possible size to be
able to provide services without long-term damage to its financial base) or to inte-
grate services. Many grantors fund only pilot programs, which results in NPOs look-
ing for financial resources after the start-up phase of the organization.18 Accounting
issues involved in a reorganization include the merging of two information systems,
measuring costs and benefits, due diligence (i.e., the formal disclosing and discov-
ery of all relevant information, particularly about risks), and the surviving audit firm’s
reliance on the work of the former auditor. Accountants along with legal and finan-
cial consultants play a key role in the process of reorganizing or dissolving an NPO.

The accounting issues involved in a dissolution include ensuring that (1) all cred-
itors are paid, (2) all federal, state, and local taxes are paid, and (3) all assets are
appropriately transferred (e.g., to another tax-exempt organization). If the incorpo-
rating documents are silent about the distribution of assets, state law or IRS regula-
tions dictate. The IRS has said that if an NPO liquidates, dissolves, or terminates,
its assets have to be distributed for another exempt purpose or be given to the federal
or a state or local government.19 Involuntary dissolution may occur due to failure to
file an annual report or as a result of a state attorney general’s determination of fraud
or unlawful conduct.

Emerging Issues
The IRS started a “compliance project” in October 2008 focused on colleges and uni-
versities. Questionnaires were sent to 400 colleges and universities to gather infor-
mation on unrelated business income, endowment funds, allocation of revenues and
expenses between exempt and taxable activities, and executive compensation. The
compliance project on political activities is still ongoing. Information about this project
and the annual priority guidance plan for the coming year are readily available on the
IRS Web site (www.irs.gov). The 2008–09 priority guidance plan indicates that the
IRS will provide regulations and guidance about nondiscrimination policies, prohib-
ited tax shelter transactions, and tax-sheltered annuities, among other issues.

The IRS is particularly interested in abusive transactions involving tax-exempt
organizations. Abuses have been documented in credit counseling organizations, con-
tributions of successor membership interests in limited liability companies holding
real property, and downpayment assistance. It is also reasonable to expect that the
IRS will soon be able to use information available from the revised Form 990 in
audits of tax-exempt organizations. For example, organizations will now report the
number of W-2s and Form 1099s issued for a calendar year on the Form 990, which
can be matched with other employment tax filings.
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18 David LaPiana, The Leaders’ Guide to Considering, Negotiating and Executing a Merger (Washington,
D.C.: Boardsource, 2000).
19 Rev. Proc. 82-2, 1982-1 CB 367.
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GOVERNANCE

Managers of tax-exempt, not-for-profit organizations are directly accountable to the
board of the organization, which in turn is ultimately responsible to the public and
governmental oversight bodies. This relationship is not different from that among
corporate managers, boards of directors, and stockholders. What is different, how-
ever, is the importance of incorporating documents that define the philanthropic or
not-for-profit mission of the organization and the (sometimes underestimated)
responsibilities of board members who may be invited to serve on the board, with-
out compensation, more for their fund-raising ability than their financial manage-
ment expertise.

Incorporating Documents
The incorporating documents include the articles of incorporation, which have an
external focus and describe the purpose of the organization without being too restric-
tive, and the by-laws, which have an internal focus and describe the functional rules
of the organization. In the articles of incorporation, the organization declares its char-
itable intentions. An important factor in a charity, as opposed to other not-for-profits,
is that the prospective beneficiary is undetermined and unknown; therefore, it can be
said that the public at large, and not a specific interest group, benefits from the char-
ity. Other important documents to the accountant include minutes of board meetings
(i.e., the legal history of the organization) and written policies. They establish the char-
itable or exempt purpose for which the organization was organized and for which it
should be held accountable. Expectations of resource providers, such as donors and
grantors, as well as federal and state governments requiring reporting on the financial
management of assets devoted to the exempt purpose, are revealed in these documents.
State laws may govern the type of information that must be included in some of these
documents; for example, the articles of incorporation are required to list name, pur-
pose, organizational activities, registered office, and the incorporators.

Not-for-profit corporations can take the form of (1) a membership in which there
is voting or nonvoting stock (for example, property owners association) or (2) a
directorship in which the board is self-perpetuating (i.e., it elects itself). In the case
of a directorship, there is little threat of removal by the membership at large. The
significance of the form of the not-for-profit corporation for accountants is that the
stakeholders or users of financial information and their needs may differ depending
on the organizational form.

Board Membership
Board members are responsible for all authorized activities generating financial sup-
port on the organization’s behalf.20 They set policy and provide fiscal guidance and
ongoing governance. Characteristics of a quality board include diversity, leadership,
sensitivity, direction, and, probably the most important, the ability of each member
to contribute and attract funds. Treasurers of boards have specific duties articulated
in the incorporating documents that require them to have custody of corporate funds
and securities, keep full and accurate records of all receipts and disbursements, and
deposit money and valuables in designated depositories until funds are authorized to
be disbursed. Internal board members, managers, and employees of the organization
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may have competing objectives from those of external board members who are out-
side the daily operations of the organization and who have no financial stake in the
organization. Board members may carry errors and omissions insurance and require
that indemnification clauses be included in the articles of incorporation to protect
them from lawsuits.

To satisfy its fiduciary responsibilities, the board should require managers to reg-
ularly summarize the activities of administering the entity. It should regularly review
the organization’s policies, programs, and operations. Incentive performance con-
tracts can be made with managers to encourage certain goals and outcomes. By-laws
or policies may call for continuous quality improvement so boards can assess per-
formance against benchmarks and predetermined performance goals.

Not-for-profit boards are increasingly adopting best practices from the Sarbanes-
Oxley Act of 2002. In particular, many boards have established audit committees. The
advantage of a committee that is separate from the board and finance committee is that
it helps the board fulfill its oversight responsibilities by working directly with the pub-
lic accounting firm throughout the year. The audit committee will hire the auditors, sign
the engagement letter, approve any permitted nonaudit services, assess the independence
and qualifications of the auditor (including whether a rotation of the audit partner and
auditing firm is warranted), review the audit scope and approach, and resolve any dis-
agreements between management and the auditors. Members of this committee should
be financially literate and at least one member should be designated as a financial
expert. Further, the audit committee members should be fully knowledgeable about the
internal control system of the organization and have a healthy level of skepticism that
allows them to ask probing questions of both management and the auditors.

BENCHMARKING AND PERFORMANCE MEASURES

Oversight bodies, such as boards of directors, not-for-profit watchdog agencies, and
an increasing number of states, are tracking performance measures of exempt orga-
nizations. Financial and operational results are compared to specified performance
targets as well as benchmarked to comparable organizations in the industry. Not-for-
profit agencies collecting information about entities in the not-for-profit sector include
the BBB Wise Giving Alliance, the American Institute of Philanthropy, the Tax-
Exempt/Government Entities (TE/GE) Division of the IRS, Independent Sector, and
the Urban Institute, among other regional associations supporting NPOs.21 These orga-
nizations are likely to provide standards for charitable solicitation useful for donors,
but information necessary to benchmark one NPO to its peer organizations or other
organizations is just at the early stages of development in the not-for-profit sector.

With a sector of the economy as diverse as the not-for-profit sector, a classifica-
tion scheme is extremely helpful in identifying organizations that are similar enough
to allow for comparisons. The National Center for Charitable Statistics (NCCS) at
the Urban Institute was instrumental in developing a National Taxonomy of Exempt
Entities (NTEE). This classification system is sorted into 26 different categories
related to the purpose, type, or major function of an organization. Illustration 15–5
presents these categories, which are further broken down into more detail (not
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Association of Nonprofit Organizations at www.standardsforexcellence.org.
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A Arts, culture and humanities
B Education
C Environment
D Animal-related
E Health care
F Mental health and crisis intervention
G Diseases, disorders and medical disciplines
H Medical research
I Crime and legal-related
J Employment
K Food, agriculture and nutrition
L Housing and shelter
M Public safety, disaster preparedness and relief
N Recreation and sports
O Youth development
P Human services
Q International, foreign affairs and national security
R Civil rights, social action and advocacy
S Community improvement and capacity building
T Philanthropy, voluntarism (grantmaking foundations)
U Science and technology
V Social science
W Public and societal benefit
X Religion-related
Y Mutual and membership benefit
Z Unknown (not classified elsewhere)

Source: National Center for Charitable Statistics, www.nccs.urban.org, revised May 2005.

ILLUSTRATION 15–5 National Taxonomy of Exempt Entities (NTEE) Core Codes

shown). The NCCS developed a parallel classification taxonomy, called the Non-
profit Program Classification (NPC) System, that focuses on programs. The NPC
has 671 different programs that tie into the NTEE by using one of the 26 letter codes
as the first placeholder in the code. These codes may eventually be used on the Form
990 so that data can be more easily captured and summarized for use in establish-
ing benchmarks for similar organizations.

Financial Performance Measures
Generally, NPOs need to demonstrate accountability to their stakeholders for effec-
tive and efficient operations, compliance with laws and regulations, financial man-
agement (short- and long-term), fiduciary responsibility of managers and board
members, sustainability of the organization over time, and community impact or
“making a difference.” Illustration 15–6 shows some financial ratios that can be com-
puted from financial statement information and used as performance indicators that
can be tracked over time and shared with stakeholders.

Several limitations of financial ratio analysis should be considered. For instance,
donors may incorrectly assume that federal and state laws govern the percentage of
annual revenue that a charity must spend on its programs or that there are limits on
the percentage of revenue that is spent on fund-raising. Another limitation is the lack
of benchmarks for comparable not-for-profit organizations that provide generally
accepted targets for fund-raising efficiency, debt coverage, and capital structure,
among other financial ratios. The percentage of total expenses spent on the program,
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Type of Ratio Indicator Ratio

Liquidity Can the organization pay its current debts?

Going concern Are revenues sufficient to cover expenses?

How many months of operating expenses can be 
covered by unrestricted net assets?

Capital structure Does the organization rely more on debt or equity to 
finance its operations?

Program Is an appropriate amount spent on accomplishing the 
effectiveness NPO’s goals?

Efficiency Is the cost per achieved output decreasing 
over time?

Leverage and Is the debt service expense adequately covered 
debt coverage by income?

Fund-raising Are contributions received appropriately higher than 
efficiency the cost of raising those funds?

Investment Is the rate of total return on investments reasonable?
performance

ILLUSTRATION 15–6 Performance Indicators

Interest and dividend income ��� realized
and unrealized gains/losses

Average fair value of investments
[(balance at the beginning of the year 

� end of the year)/2]

Current assets (cash, A/R, inventory)
Current liabilities

Quick assets (cash and A/R)
Current liabilities

Revenues
Expenses

Unrestricted net assets
Operating expenses

Debt
Total assets

Debt
Net assets

Program expenses
Total expenses

Program expenses
Number of clients served

Revenue, support, gain plus interest
and depreciation expense

Annual debt service expense

Public support
Fund-raising expenses

rather than supporting the program, is such a well-publicized measure of effective-
ness that organizations are quite careful to allocate as much to the program category
as possible. At issue has been the joint costs of advocacy or educational materials
that have a fund-raising appeal. As explained in Chapter 14, the AICPA’s SOP 98-2
restricts the amount of such costs that can be classified as program expenses. Another
way to increase the proportion of program expenses to total expenses is to recognize
the fair value of gifts in kind (i.e., contributions of tangible items) and contributed
services used in the operations of the program as expenses. Generally accepted
accounting principles do require that this type of gift be recognized as both income
and expense if fair value can be objectively determined, expenses would have been
incurred even without the donation, nonfinancial assets are enhanced or specialized
skills are required, and amounts are material.22 At issue is whether fair market value
is objective, particularly for corporate contributions of obsolete inventory. If it is
overstated, the public interest is not served.

Form 990 provides a substantial amount of information that can be used in evalu-
ating tax-exempt entities; however, this information is not audited. There is a required
schedule in both the pre- and post-2008 versions of Form 990 that reconciles the
audited financial statements and the Form 990. These two statements may differ if they
use different bases of accounting (i.e., cash vs. accrual) or if there are unrealized gains
and losses and gifts-in-kind (which are reported according to generally accepted
accounting principles on the audited financial statements, but not on the Form 990).
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22 AICPA, Accounting and Audit Guide, Not-for-Profit Organizations, pars. 5.39–5.46.
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$ of Public
Support

Program Program Raised for
Spending Spending Every $1

Size � Total Size � Public as a Percentage as a Percentage of Fund-
Revenue* Support of Total of Total raising

Rank (in millions) (in millions) Income Expenses Expense

1 American Red Cross $6,009 $3,138 88% 94% $22.40
2 YMCA of the USA 5,698 960 74 82 9.19
3 United Jewish Communities 4,300 3,300 54 82 10.86
4 Catholic Charities USA 3,586 721 86 90 15.23
5 The Salvation Army 3,293 1,627 76 83 11.02
6 Goodwill Industries International 3,260 455 75 88 30.00
7 Memorial Sloan-Kettering 

Cancer Institute 1,838 1,656 85 87 **

8 Boys & Girls Clubs of America 1,449 664 70 80 9.57
9 Habitat for Humanity International 1,150 700 16 81 21.20

10 Boy Scouts of America 1,077 426 62 87 8.95

ILLUSTRATION 15–7 Ten Largest NPOs and Selected Performance Measures (2006)

*Does not include in-kind contributions.
**No fund-raising expenses reported.

Source: “The NPT Top 100,” The Nonprofit Times, November 1, 2007.

In addition to financial information, Form 990 asks for a description of signifi-
cant program service accomplishments in the charity’s own words. Illustration 15–7
provides several performance measures for some of the nation’s largest public char-
ities based on total revenues.

As the federal government requires outcome and performance measures of its
agencies, we should expect those agencies to require the same information from the
organizations that receive public funds. Many NPOs are voluntarily reporting some
type of service efforts and accomplishments in their annual reports. As this practice
becomes more widespread, NPOs are expected to report similar statistics for chari-
table gifts to stay competitive.

Nonfinancial Performance Measures
Donors, creditors, grantors, and others who review financial performance measures
in making decisions about providing resources to a not-for-profit organization also
want to know whether the organization is effective in meeting its mission and goals.
Nonfinancial performance measures are critical in addressing questions of effec-
tiveness and efficiency. Several nonprofit organizations have collaborated to set up
a common framework for measuring performance, with core indicators to guide
NPOs in the development of their own performance measurement systems.

The Panel on the Nonprofit Sector, set up by the Independent Sector, has rec-
ommended that NPOs establish procedures for measuring and evaluating their pro-
gram accomplishments based on their goals and objectives. In response, the Urban
Institute and The Center for What Works have collaborated to develop a common
outcome indicators framework. The group has developed a sample outcome moni-
toring chart and indicators for 14 different program areas which are available at
www.urban.org/nonprofits/index.cfm. Program areas include adult education and
family literacy, affordable housing, emergency shelter, performing arts, and youth
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mentoring, among others. Although a not-for-profit program will never be able to
show that its actions were entirely responsible for outcomes, the attempt to measure
and draw correlations is a valiant effort at accountability for the scarce dollars
entrusted to NPOs to make a difference.

UNIFORM POLICIES ACROSS STATES

States’ attorneys general and others involved in the regulation of the not-for-profit
sector have collaborated over the years with model acts that can be adapted by states
in establishing policies and best practices in the areas of incorporation, investments,
solicitation, and volunteers. The Volunteer Protection Act of 1997 (P.L. 105-19) is
an example of federal legislation that affects all NPOs. A model not-for-profit cor-
poration act developed by the American Bar Association and a model charitable
solicitation act prepared by the National Association of Attorneys General provide a
basic framework of best practices that have been used by many states and by many
not-for-profit organizations.

The Uniform Prudent Management of Investment Funds Act (UPMIFA) of 2006
relates to not-for-profit organizations that manage charitable funds—both investing
those funds and spending endowment income. This act was approved at the June
2006 annual meeting of the national Conference of Commissioners on Uniform
State Laws to revise its predecessor, the Uniform Management of Institutional
Funds Act (UMIFA). Both acts are designed to provide guidance in the absence of
explicit donor stipulations. The commissioners revised the UMIFA for three primary
reasons:

• To provide stricter guidelines regarding endowment fund expenditures and give orga-
nizations the ability to cope more easily with fluctuating endowment fund values.

• To adopt the approach of the Uniform Trust Code (2005) regarding the release
and modification of restrictions on charitable funds.

• To adopt language similar to the Uniform Prudent Investors Act (1994) and the
Revised Model Nonprofit Corporation Act (1987).

At least 25 states have already enacted the UPMIFA and more have introduced bills
for its adoption. More information about the act is available at www.upmifa.org.

National nonprofit support groups, such as Boardsource, facilitate the sharing of
policies and procedures for NPOs across states. For example, publications are avail-
able with sample conflict of interest policies, whistle-blower protection policies, and
other policies that auditors and the public now expect to be in place.

SUMMARY

This chapter provides a general description of tax laws and other state and federal
regulations so that accountants and decision makers using financial information are
familiar with the environment within which tax-exempt organizations operate. It
should be clear that a thorough understanding of current case law about exempt orga-
nizations is also important. More specific details are available in Internal Revenue
Service literature available on its Web site (www.irs.ustreas.gov) and books on tax-
ation of tax-exempt organizations. In the future, NPOs can expect increased scrutiny
and accountability for performance outcomes as a more well-informed public
demands it and as technology enables government agencies, such as the IRS, to audit
and monitor tax-exempt organizations.
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650 Part Three Not-for-Profit Organizations

15–1. Explain why a state has regulatory authority over a not-for-profit organiza-
tion. When does the federal government have regulatory authority over a not-
for-profit organization?

15–2. A local not-for-profit organization that provides shelter for the homeless
favors proposed legislation in the state that would facilitate converting an
old hotel into a transitional living facility. What actions can the organization
take to ensure this legislation gets approved?

15–3. Using Illustration 15–3 as a guide, indicate under which Internal Revenue
Code section each of the following public charities is most likely to be
exempt from federal income tax.
a. Ottowa County Credit Union.
b. Midwest Rheumatoid Arthritis Association.
c. Peaceful Place Cemetery.
d. Blacksberry Civic League.
e. Delta Gamma Epsilon sorority.
f. Landscapers Professional Association.

15–4. What are the distinguishing characteristics between a public charity and a
private foundation? Why do these differences result in different federal
reporting requirements?

15–5. Describe the general ways that the revised Form 990, applicable for tax year
2008 and beyond, is different from previous versions.

15–6. How can a not-for-profit museum ensure that its gift shop activities will not
result in an unrelated business income tax liability?

15–7. A new not-for-profit board member suggests that the NPO create a separate
audit committee to work with the external auditors. The other board mem-
bers feel that it is already difficult to find community people with financial
expertise who have the time to serve on boards, so they do not support cre-
ating a new committee. Do you agree with the new board member or the
other board members? Why?

15–8. Why are the intermediate sanction regulations an important tool for the IRS
to use in curbing abuses such as excessive management compensation?

15–9. The financial manager of a not-for-profit child care center wants to improve
the monthly report to the board and has decided to include performance
measures. What issues should the manager consider in calculating and
reporting measures of performance? What resources are available to use in
benchmarking the performance of this child care center to similar organi-
zations?

15–10. What incorporating documents should an auditor examine in conducting an
audit or preparing an annual Form 990 tax return of a not-for-profit organi-
zation? What information in these documents is most useful to stakeholders
external to the not-for-profit organization?

Questions

15–1 Establishing a Not-for-Profit Organization. As a certified public accountant,
you have been asked by a group of local citizens to assist in establishing a
not-for-profit organization for the purpose of raising funds to keep their neigh-
borhood safe and clean. These people are concerned about the growing crime
rate and increased amount of trash and traffic in their community. They believe
that a collaborative effort is needed to address these problems. The citizens
are not sure how large the organization will be.

Cases
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Required

a. Prepare a memo to the group that outlines the process involved in creating
a tax-exempt not-for-profit entity. Be sure to point out particular alterna-
tive strategies, including the advantages and disadvantages you believe the
incorporating officers should spend time considering.

b. What resources are available on the Internet to help this group understand
the regulatory, taxation, and performance measure issues that they will face
as officers of a tax-exempt, not-for-profit organization?

15–2 Unrelated Business Income Tax. Dan Smith is a certified human resource
manager who serves on the board of a local professional association of human
resource managers. The association puts on an annual conference for its mem-
bers at which there are educational workshops, keynote speakers, and a display
of vendors that serve the needs of human resource managers. This year, the
association has decided to allow vendors to advertise in the annual meeting
publication for a fee. Mr. Smith is unsure whether the benefits of allowing this
advertising outweigh the potential costs if this income is subject to unrelated
business income tax. As a result, Mr. Smith has asked your assistance, as an
accounting student, in analyzing the costs and benefits of this proposal.

Required

a. Create a list of questions to pose to the executive director of the associa-
tion about the proposed advertising so that the board has all the relevant
facts on hand.

b. What resources are available to investigate whether income from advertis-
ing is subject to unrelated business income tax?

c. Prepare a memo to Mr. Smith that outlines the key issues involved in the
proposal and suggest an approach to analyzing whether the proposal is in
the best interests of the professional association.

15–3 Internet Case—Performance Measures. Go to the Internet Web sites of five of
the largest charitable organizations listed in Illustration 15–7 and search for finan-
cial information and performance measures they may disclose on their Web sites.

Required

a. Locate a comparable organization for each of these five NPOs, perhaps a
competitor. From information provided on the Web sites, calculate the
amount that each organization spent on its program (as a percentage of
income and of total expenses) as well as the number of dollars it raised for
each dollar spent on fund-raising.

b. Select other financial performance measures from Illustration 15–6, calcu-
late those measures, and compare pairs of organizations. Where could you
get other useful information?

c. Prepare a table showing the five charities, their counterparts, and perfor-
mance measures for each. Which charity would you consider the most effi-
cient and effective? Why?

15–4 Nonfinancial Performance Measures. The Little Feet Dance Association is
a performing arts program in an urban area. It was established to increase
appreciation for dance among youth and strengthen social bonds in the com-
munity. The association has been in existence for several years, and it has
recently attracted the attention of several governmental, foundation, and
private donors who support its cause. Prior to making a financial commitment,
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however, these funders have asked for documentation that the association is
effective in accomplishing its goals. As a managerial accountant on the board
of the Little Feet Dance Association, you have been asked to assist in respond-
ing to the funders’ request.

Required

a. Prepare a graphic or chart showing possible outputs and outcomes that could
be expected from activities and expenditures of a not-for-profit organization
such as Little Feet Dance Association. (Hint: See the common outcomes and
indicators framework of the Urban Institute and The Center for What Works
for this type of program, available at www.urban.org/nonprofits/index.cfm,
for an example of an outcomes sequence chart).

b. List two indicators that could be used to measure whether the association
met each of its intermediate and end outcomes.

c. What questions do you anticipate potential funders will have when reviewing
the outcomes sequence chart and indicators that the association has put together?
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15–1 Multiple Choice. Choose the best answer.
1. State regulation of not-for-profit organizations derives from the state’s

power to:
a. Grant exemption from income taxes.
b. Give legal life to a not-for-profit corporation.
c. Grant exemption from sales taxes.
d. Grant licenses for charitable solicitation.

2. A typical reason why an NPO might not be exempt from federal taxes is:
a. The NPO expects to spend all of its annual revenue and, therefore, will

have no “income” on which to be taxed.
b. The NPO is primarily organized to influence political legislation.
c. The NPO chooses not to apply to the federal government for tax-exempt

status.
d. All of the above.

3. The “ongoing compliance” stage of the life cycle of a tax-exempt organi-
zation that interacts with the IRS includes:
a. Intermediate sanctions.
b. Application for exempt status with Form 1023.
c. Notifying the IRS about a merger.
d. Filing unrelated business income tax returns.

4. Federal regulation of not-for-profit organizations derives from the federal
government’s power to:
a. Grant licenses for charitable solicitation.
b. Grant exemption from federal income taxes.
c. Grant exemption from sales taxes.
d. Give legal life to a not-for-profit corporation.

5. A term used to indicate that a not-for-profit organization is communicating
directly with a public official in either the executive or legislative branch of
the state government for the purpose of influencing legislation is:
a. Influencing.

Exercises 
and Problems
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b. Grass-roots lobbying.
c. Direct lobbying.
d. Propagandizing.

6. A not-for-profit organization that is exempt from federal income taxes
under IRC Sec. 501(c)(3), exists to make grants to public charities, and
receives its support from a small number of individuals or corporations and
investment income rather than from the public at large is called a:
a. Private foundation.
b. Public charity.
c. Nongovernmental organization.
d. Governmental, not-for-profit organization.

7. A measure of performance of a not-for-profit organization that captures
whether contributions received are appropriately higher than the cost of
raising those funds is:
a. Unrestricted net assets divided by operating expenses.
b. Revenues divided by expenses.
c. Public support divided by fund-raising expenses.
d. Program expenses divided by total expenses.

8. An example of unrelated business income for which a tax-exempt entity
may have to pay taxes at corporate rates is:
a. An environmental organization that offers advertising to nonmembers in

its annual catalog.
b. A university that offers health club memberships in its intramural

facilities to local residents.
c. A credit union that offers insurance and travel agency services to

members and nonmembers.
d. All of the above.

9. The tool the IRS most likely will use when key officers in a tax-exempt
entity receive excess economic benefits from transactions with the not-for-
profit organization is:
a. Fines and forfeits.
b. Revocation of the organization’s tax-exempt status.
c. Intermediate sanctions.
d. Public display on the IRS’s Web site.

10. When a tax-exempt organization dissolves, the managers must ensure that:
a. All assets are appropriately transferred to another tax-exempt organization.
b. All creditors get paid.
c. All federal, state, and local taxes are paid.
d. All of the above.

15–2 Public Charity. The Kids Club of Clare County is a public charity under IRC
Sec. 501(c)(3). It had total support last year of the following:

United Way support $ 80,000
Grant from Clare County 70,000
Contributions 350,000
Investment income 75,000

$575,000
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Of the $350,000 received from contributors, $250,000 came from five con-
tributors, each of whom gave more than $5,000; the other $100,000 came from
small individual contributors.

Required

a. Calculate the total amount of support that qualifies as “public support” in
meeting the external support test to escape private foundation status.

b. Is the organization considered a public charity or a private foundation? Why?
c. If the organization had received an additional $140,000 grant from one indi-

vidual during the year, would the NPO still be classified the same as in
your response to part b (assuming that the previous five gifts still represent
more than 1 percent of the new total)?

15–3 Lobbying Expenses. EarthFriendly, Inc., an IRC Sec. 501(c)(3) organization,
incurred lobbying expenses of $150,000 and exempt purpose expenditures of
$1.2 million in carrying out its exempt mission.

Required

a. What are the tax consequences if the organization does not elect to partic-
ipate in lobbying activities on a limited basis?

b. Discuss the factors involved in the association’s decision to elect to partic-
ipate in lobbying activities under IRC Sec. 501(h).

15–4 Unrelated Business Income Tax. The Silverton Symphony Orchestra Hall is a
well-established not-for-profit organization exempt under IRC Sec. 501(c)(3)
that owns a facility that is home to the local symphony orchestra. Its mission is
to increase access to the arts for the community of Silverton. The facility is used
throughout the year for many activities. Which of the following regularly con-
ducted activities of Silverton Symphony Hall are subject to unrelated business
income tax? (Hint: IRS Publication 598 may be helpful in answering this ques-
tion, available at www.irs.gov under “Charities and Non-Profits” and “UBIT.”)
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1. Sale of Silverton Symphony Orchestra
Concert CDs in the facility’s gift shop.

2. Rental of the facility to the high school
drama club.

3. Rental of two apartments in the facility
to the symphony.

4. Sale of the season ticket membership
list to a local music store.

5. Rental of the facility to the state CPA
association for continuing professional
education events.

6. Internet sales of gift shop items with the
Silverton Symphony Orchestra logo.

7. Lease of the facility’s parking lot to the
local university on football game days.

Subject Not Subject 
to UBIT to UBIT
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15–5 Gift Shop UBIT. A local exempt organization that trains at-risk youth for
employment has an annual operating budget of $300,000, which includes rev-
enue from operating a gift shop in a nearby hotel lobby. Gift shop sales result
in a profit of $15,000. The organization has $6,500 of endowment income that
it earns on permanently restricted net assets. The income from both the gift
shop and the endowment is used to support the organization’s exempt purpose.
The balance of $278,500 required for annual operations is provided through
public support and charges for services.

Required

a. Calculate the UBIT if the corporate tax rate is 15 percent on the first
$50,000 of net income and 25 percent on the next $25,000 of income.

b. Assume that the endowment income is reinvested rather than being used to
support annual operations. Calculate the amount of unrelated business
income.

15–6 Intermediate Sanctions. For each of the following independent situations,
determine whether the organization is at risk for receiving intermediate sanc-
tions from the Internal Revenue Service for conferring excess economic ben-
efits on disqualified persons. If so, indicate how the organization can
minimize those sanctions. 

1. Jane is president of an IRC Sec. 501(c)(3) public charity and personally
owns a building that she has decided to sell to the not-for-profit organiza-
tion. The appraisal value is $200,000, and the agreed-upon selling price is
$250,000.

2. A large public charity is very happy with its president’s performance and
offers him a new compensation agreement for the coming year. He will
receive a base salary plus a percentage of the increase in the gross rev-
enues of the organization with no limitation as to the maximum amount.

3. Ann is a member and the director of a symphony association. She receives
20 free admission tickets as a member of the organization.

4. The local chapter of the United Way recently hired Joe Curtis as its new
president at a salary of $200,000. The outgoing president was paid
$150,000. Mr. Curtis had other offers that ranged from $95,000 to
$190,000. The minutes of the meeting reflected that he was exceptionally
talented and would not have accepted the position for a lower salary.

15–7 Investment Performance and UPMIFA. Crossroads University is a tax-
exempt, private university. An excerpt from Note 5 “Endowment Fund” of its
2007 audited financial statements is as follows:

State law allows the board to appropriate investment income and as much of the
net appreciation as is prudent considering the University’s needs and general
economic conditions. Under the University’s endowment spending policy, approx-
imately 4 percent of the value of fixed income investments and 4.5 percent of
the value of equity investments is appropriated to support current operations.
. . .

The state adopted the 1972 Uniform Management of Institutional Funds Act
(the Act). Under the provisions of the Act, appreciation of permanently restricted
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endowment net assets is considered unrestricted unless the applicable gift instru-
ment specifically states such appreciation should not be spent. This apprecia-
tion continues to be invested in the University’s pooled endowment.

Required

a. Has the state in which your college or university is located adopted the 2006
Uniform Prudent Management of Investment Funds Act (UPMIFA)? (Hint:
See www.upmifa.org.)

b. How will Note 5 change for Crossroads University if it adopts UPMIFA?
c. As a potential donor to the university, you are considering a gift that will

be permanently restricted. What questions would you ask of the investment
manager with respect to the investment performance of the endowment?

15–8 Performance Measures. Information from the Form 990 for the American Heart
Association for the fiscal year ending June 30, 2007, follows. The full text of
the Form 990 is available at www.americanheart.org or www.guidestar.org.

Required

a. Compute the following performance measures using the Form 990 data
presented in this exercise and comment on what information they convey
to a potential donor without comparing them to prior years or other com-
parable agencies.
1. Current ratio—liquidity.
2. Revenues/expenses—going concern.
3. Program expenses/total expenses—program effectiveness.
4. Public support/fund-raising expenses—fund-raising efficiency.
5. Investment performance.

b. Obtain the audited annual financial statement for the American Heart
Association for fiscal year 2007 from www.americanheart.org (or Illustrations
14–2 and 14–3 in this text). Calculate the same ratios listed in requirement
a. Comment on any differences. (Note: Use the most recent year for which
both audited financial statements and Form 990 are readily available.)

c. Discuss the advantages of analyzing financial performance using audited
annual financial statement information versus IRS Form 990 information.

656 Part Three Not-for-Profit Organizations
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Part I

OMB No. 1545-0047

Return of Organization Exempt From Income Tax990Form

Under section 501(c), 527, or 4947(a)(1) of the Internal Revenue Code (except black lung
benefit trust or private foundation)

Department of the Treasury
Internal Revenue Service The organization may have to use a copy of this return to satisfy state reporting requirements.

For the 2006 calendar year, or tax 

AMERICAN HEART ASSOCIATION INC. 

www.americanheart.org 

year beginning , 2006, and ending , 20

D Employer identification numberName of organizationPlease

use IRS

label or

print or

type.

See

Specific

Instruc-

tions.

E Telephone numberNumber and street (or P.O. box if mail is not delivered to street address)

City or town, state or country, and ZIP + 4

Check here if the organization is not a 509(a)(3) supporting organization and its gross
receipts are normally not more than $25,000. A return is not required, but if the organization chooses
to file a return, be sure to file a complete return.

Revenue, Expenses, and Changes in Net Assets or Fund Balances (See the instructions.)
Contributions, gifts, grants, and similar amounts received:1

1a

481,636,847

Direct public support (not included on line 1a) b 1b

Indirect public support (not included on line 1a) c 1c

Government contributions (grants) (not included on line 1a)d
1eTotal (add lines 1a through 1d) (cash $ noncash $ )e
2Program service revenue including government fees and contracts (from Part VII, line 93)2
3Membership dues and assessments3
4Interest on savings and temporary cash investments 4
5Dividends and interest from securities 5

6a 1,377,133

3,937,315

1,724,031

2,213,284

467,576,977

942515075

7/1/2006 6/30/2007

0

14,042,370

17,500

0

241,555,344

220,379,572

21,175,772

218,096,944
87,020,598

35,727,326

66,697,435

16,480,005

814,980,808

41,079,837

711,700,066

62,200,905

605,770,329

0

88,013,012

49,149,148

468,608,169

667,971,234

13,262,310

50,217,430

51,293,272

23,389,056

5,556,617

1,144,226

13,335,273

5,615,808

2,072,301

20,448,094

481,636,847

232,907
Gross rents 6a

6bLess: rental expenses b
6cNet rental income or (loss). Subtract line 6b from line 6ac
7Other investment income (describe )7

(B) Other(A) SecuritiesGross amount from sales of assets other
than inventory 

8a
8a

R
e

v
e

n
u

e

8bLess: cost or other basis and sales expensesb
8cGain or (loss) (attach schedule) c

8dNet gain or (loss). Combine line 8c, columns (A) and (B)    d

9

Gross revenue (not including $ of
contributions reported on line 1b) 

a
9a

9bLess: direct expenses other than fundraising expensesb
9cNet income or (loss) from special events. Subtract line 9b from line 9ac

10aGross sales of inventory, less returns and allowance 10a
10bLess: cost of goods sold b

10cGross profit or (loss) from sales of inventory (attach schedule). Subtract line 10b from line 10ac
11Other revenue (from Part VII, line 103) 11

12 Total revenue. Add lines 1e, 2, 3, 4, 5, 6c, 7, 8d, 9c, 10c, and 11 12

1313 Program services (from line 44, column (B)) 
14Management and general (from line 44, column (C)) 14
15Fundraising (from line 44, column (D)) 15
16Payments to affiliates (attach schedule) 16E

x
p

e
n

s
e

s

17 Total expenses. Add lines 16 and 44, column (A) 17

18Excess or (deficit) for the year. Subtract line 17 from line 1218
19Net assets or fund balances at beginning of year (from line 73, column (A)) 19

N
e

t 
A

s
s
e

ts

2020 Other changes in net assets or fund balances (attach explanation)
21 21Net assets or fund balances at end of year. Combine lines 18, 19, and 20

Form 990 (2006)For Privacy Act and Paperwork Reduction Act Notice, see the separate instructions. Cat. No. 11282Y

A

C

Room/suite

Accounting method:F

K

B Check if applicable:

Final return

Amended return

Address change

Organization type (check only one)

G

Group Exemption NumberI

501(c) ( ) 5274947(a)(1) or

H(a) Yes NoIs this a group return for affiliates?

If “Yes,” enter number of affiliates

Is this a separate return filed by an
organization covered by a group ruling?

H(b)

H(d)

(insert no.)

Yes No

Initial return

Name change

Are all affiliates included?
(If “No,” attach a list. See instructions.)

H(c) Yes No

H and I are not applicable to section 527 organizations.● Section 501(c)(3) organizations and 4947(a)(1) nonexempt charitable

trusts must attach a completed Schedule A (Form 990 or 990-EZ).

Open to Public
Inspection

Check if the organization is not required
to attach Sch. B (Form 990, 990-EZ, or 990-PF).

M

( )

Application pending

Cash Accrual

Other (specify)

Website:

L Gross receipts: Add lines 6b, 8b, 9b, and 10b to line 12

J

Special events and activities (attach schedule). If any amount is from gaming, check here 

2006

Contributions to donor advised funds a

1d

?

?

?

? 3

?

?
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Page 2Form 990 (2006)

Statement of
Functional Expenses

All organizations must complete column (A). Columns (B), (C), and (D) are required for section 501(c)(3) and (4)
organizations and section 4947(a)(1) nonexempt charitable trusts but optional for others. (See the instructions.)

Do not include amounts reported on line
6b, 8b, 9b, 10b, or 16 of Part I.

(C) Management
and general

(B) Program
services

(D) Fundraising(A) Total

Other grants and allocations (attach schedule)22b

23 Specific assistance to individuals (attach
schedule)

Benefits paid to or for members (attach
schedule)

24

Compensation of current officers, directors,
key employees, etc. listed in Part V-A (attach
schedule)

25a

Salaries and wages of employees not included 
on lines 25a, b, and c

26

Pension plan contributions not included on
lines 25a, b, and c

27

Employee benefits not included on lines
25a – 27

28

Payroll taxes 29

Professional fundraising fees30

Accounting fees 31

Legal fees 32

Supplies33

Telephone34

Postage and shipping 35

Occupancy36

Equipment rental and maintenance 37

Printing and publications 38

Travel39

Conferences, conventions, and meetings 40

Interest41

Depreciation, depletion, etc. (attach schedule)42

Other expenses not covered above (itemize):43

b

c

d

Total functional expenses. Add lines 22a
through 43g. (Organizations completing
columns (B)–(D), carry these totals to lines
13–15)

44

Part II

If “Yes,” enter (i) the aggregate amount of these joint costs $ ; (ii) the amount allocated to Program services $ ;
Yes No

22b

23

24

25a

26

27

28

29

30

31

32

33

34

35

36

37

38

39

40

41

42

43a

44

43b

43c

43d

Joint Costs. Check if you are following SOP 98-2.

(cash $  noncash $ )

(iii) the amount allocated to Management and general $ ; and (iv) the amount allocated to Fundraising $

Form 990 (2006)

Are any joint costs from a combined educational campaign and fundraising solicitation reported in (B) Program services? 
 

a

e

f

g

43e

43f

43g

If this amount includes foreign grants, check here
 

Grants paid from donor advised funds (attach schedule)22a

(cash $  noncash $ )
If this amount includes foreign grants, check here

 

Compensation of former officers, directors,
key employees, etc. listed in Part V-B (attach
schedule)

Compensation and other distributions, not included above, to 
disqualified persons (as defined under section 4958(f)(1)) and 
persons described in section 4958(c)(3)(B) (attach schedule) 

b

c

25b

25c

22a

0

141,145,161

141,145,161 141,145,161

0

0 0

0 0

2,897,646

184,109,649

13,583,445

17,841,835

14,599,431

3,571,002

1,072,020

939,223

6,181,265

6,275,223

17,586,480

15,426,141

6,970,211

40,490,974

22,951,235

20,389,445

0

10,911,154

78,828,789

605,770,329

134,379,447 87,454,101

41,421,3225,504,024

125,222,346

8,562,340

11,445,736

9,382,526

0

0

0

4,018,847

4,155,021

11,699,158

10,223,574

4,369,853

29,869,365

15,850,867

17,930,618

0

7,409,353

67,323,404

468,608,169

23,274,201

2,504,725

3,032,319

2,455,416

0

1,072,020

939,223

470,214

665,790

381,156

2,023,560

977,119

263,078

1,613,256

939,517

0

1,582,528

4,057,380

49,149,148

35,613,102

2,516,380

3,363,780

2,761,489

3,571,002

0

0

1,692,204

1,454,412

5,506,166

3,179,007

1,623,239

10,358,531

5,487,112

1,519,310

0

1,919,273

7,448,005

88,013,012

2,897,646

0 0

0 0

0 0

0

0

0 0

0

0

0

?

?
?
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Form 990 (2006) Page 4
Balance Sheets (See the instructions.)

(B)
End of year

(A)
Beginning of year

Note: Where required, attached schedules and amounts within the description
column should be for end-of-year amounts only.

A
ss

et
s

45Cash—non-interest-bearing45
4646 Savings and temporary cash investments 

47aAccounts receivable 47a
47c47bLess: allowance for doubtful accounts b

48aPledges receivable 48a
48b 48cLess: allowance for doubtful accounts b

49Grants receivable 49
50a Receivables from current and former officers, directors, trustees, and 

key employees (attach schedule) 50a

51a
51a Other notes and loans receivable (attach

schedule)
51b 51cb Less: allowance for doubtful accounts 

5252 Inventories for sale or use 
5353 Prepaid expenses and deferred charges 

54a54a Investments—publicly-traded securities 
 

Investments—land, buildings, and
equipment: basis

55a
55a

Less: accumulated depreciation (attach
schedule)

b
55b 55c

56Investments—other (attach schedule) 56
57aLand, buildings, and equipment: basis 57a

57c57b
Less: accumulated depreciation (attach
schedule)

b

58
Other assets, including program-related investments
(describe  )

58

Total assets (must equal line 74). Add lines 45 through 58 59 59

Li
ab

ili
ti

es

60Accounts payable and accrued expenses 60
61Grants payable 61
62Deferred revenue62

63
Loans from officers, directors, trustees, and key employees (attach
schedule)

63

64aTax-exempt bond liabilities (attach schedule) 64a

65Other liabilities (describe  )65

Total liabilities. Add lines 60 through 65 66 66

Part IV

64bMortgages and other notes payable (attach schedule) b

N
et

 A
ss

et
s 

o
r 

Fu
nd

 B
al

an
ce

s

Organizations that do not follow SFAS 117, check here

6767 Unrestricted
6868 Temporarily restricted 
6969 Permanently restricted

7070 Capital stock, trust principal, or current funds
7171 Paid-in or capital surplus, or land, building, and equipment fund
7272 Retained earnings, endowment, accumulated income, or other funds

73

73 Total net assets or fund balances. Add lines 67 through 69 or lines
70 through 72. (Column (A) must equal line 19 and column (B) must
equal line 21) 

7474 Total liabilities and net assets/fund balances. Add lines 66 and 73 

and

Organizations that follow SFAS 117, check here and complete lines
67 through 69 and lines 73 and 74.

complete lines 70 through 74.

Cost FMV

Form 990 (2006)

Receivables from other disqualified persons (as defined under section
4958(f)(1)) and persons described in section 4958(c)(3)(B) (attach schedule)

b

Investments—other securities (attach schedule) 
 

Cost FMV 54bb

50b

6,908,738

50,287,306
140,085,435

5,145,447

128,422,899

6,980,974
8,073,578

423,562,516
6,192,325

2,519,423

80,418,535

243,338,070
1,095,026,508

47,999,384
294,861,886

9,935,956

0
2,295,000
4,315,880

23,918,336

383,326,442

319,685,494
244,430,205
147,584,367

711,700,066
1,095,026,508

0

0

0

0

0

78,874,937
123,752,736

6,908,738

145,479,600

8,345,393
7,789,852

502,205,430
5,211,303

2,503,167

78,991,381

251,861,443
1,211,923,980

50,595,994
306,212,416

7,937,740

0
2,160,000

503,506
29,533,516

396,943,172

384,617,453
262,743,329
167,620,026

814,980,808
1,211,923,980

0

0

0

0

0

148,364,224

2,650,000

146,833

185,003,382

106,012,001

2,884,624

0

0
0

✔

✔

✔
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661

Chapter Sixteen

1 National Center for Education Statistics (NCES), Postsecondary Institutions in the United States: Fall
2006 and Degrees and Other Awards Conferred: 2005–2006 (Washington, DC: Department of
Education, 2007).
2 National Center for Education Statistics (NCES), Digest of Education Statistics: 2007 (Washington,
DC: Department of Education, 2008).

Accounting for
Colleges and
Universities
Learning Objectives

After studying this chapter, you should be able to:

1. Distinguish between generally accepted accounting principles for public and
private colleges and universities.

2. Describe financial reporting for public and private colleges and universities.

3. Discuss accounting and reporting issues for all colleges and universities, such as
accounting for assets, liabilities, and net assets; accounting for revenues and
expenses; and accounting for cash flows.

4. Journalize transactions for private colleges and universities.

5. Prepare financial statements for public and private colleges and universities.

6. Discuss managerial, auditing, and reporting issues, such as performance
measures, auditing, federal financial assistance, and related entities.

Institutions of higher learning have long been dichotomized into public colleges and
universities, which are governmental in nature, and private colleges and universities,
which are nongovernmental not-for-profit organizations. In comparison, public insti-
tutions receive a significant share of their total revenues from state appropriations
and research grants, whereas private institutions depend to a larger extent on student
tuition and fees, private gifts, and research grants. Also governmental in nature, com-
munity colleges are supported in large part by local property tax assessments. More
recently, a few for-profit corporations have joined the higher education market. The
National Center for Education Statistics lists 4,314 degree-granting postsecondary
institutions in 2006–2007.1 These institutions enroll approximately 18 million stu-
dents and expended over $373 billion in 2006–2007.2
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ACCOUNTING AND FINANCIAL REPORTING STANDARDS

For most of the 20th century, the majority of institutions in the higher education
industry, without regard to their sources of financing, followed a single set of
accounting and financial reporting standards. This guidance was described in the
AICPA Audit Guide Audits of Colleges and Universities and included standards set
by the American Institute of Certified Public Accountants (AICPA) in cooperation
with committees of the National Association of College and University Business
Officers (NACUBO) and task forces of groups related to the U.S. Department of
Education.

In 1984, the Governmental Accounting Standards Board (GASB) was given juris-
diction over accounting and financial reporting standards for public colleges and uni-
versities, as well as state and local governments and public schools. The Financial
Accounting Standards Board (FASB) retained jurisdiction over accounting and finan-
cial reporting standards for private colleges and universities, and for for-profit busi-
nesses providing higher education. In 1991, the GASB issued a statement that
allowed public colleges and universities to continue using the AICPA college guide
model until comprehensive studies of governmental reporting models were com-
pleted. The AICPA college guide model included six fund groups: current funds
(unrestricted and restricted), loan funds, endowment and similar funds, annuity and
life income funds, plant funds (composed of four subgroups), and agency funds.

Until 1993, with the exception that private colleges and universities were
required by FASB Statement No. 93 to report depreciation of their plant assets,
most colleges and universities, both public and private, used the AICPA college
guide model. The issuance of FASB Statement No. 116, “Accounting for Contri-
butions Received and Contributions Made,” and FASB Statement No. 117, “Finan-
cial Statements of Not-for-Profit Organizations,” in 1993, marked a significant
divergence in the accounting and reporting standards applicable to public and pri-
vate colleges and universities.

Statement Nos. 116 and 117 require private colleges and universities to report on
the net assets of the entity as a whole rather than reporting on fund groups as pre-
scribed in the AICPA college guide model. This change was made to standardize the
way all nongovernmental not-for-profit entities report to the public and to make them
report more like businesses and less like governments. An important presumption
was that decision makers would find this format more useful, even though compa-
rability between public and private universities would be made more difficult.3

After much due process that included a Research Report (1988), Invitation to
Comment (1994), public hearings, user focus groups, task forces, mail surveys,
Preliminary Views (1995), and two Exposure Drafts (1997 and 1999), the GASB
issued GASBS 35, “Basic Financial Statements—and Management’s Discussion
and Analysis—for Public Colleges and Universities,” in November 1999.4 This
statement amends GASBS 34 to include public colleges and universities as special
purpose governments and possibly enterprise funds or component units of another
governmental entity. Comparability between public and private entities is again

662 Part Three Not-for-Profit Organizations

3 John H. Engstrom and Connie Esmond-Kiger, “Different Formats, Same User Needs: Do the FASB
and GASB College and University Reporting Models Meet User Needs?” Accounting Horizons 11
(September 1997), pp. 16–34.
4 See Appendices A and B in GASBS 35 for details on the due process and other background infor-
mation, pars. 13–20.
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possible as a result of GASBS 34 and 35’s added emphasis on accrual accounting
and net assets. Due to the changes in college and university accounting brought
about by FASB and GASB standards, the AICPA no longer issues a separate audit
guide for colleges and universities; instead, the relevant guidance is in the AICPA
Audit and Accounting Guides, Not-for-Profit Organizations and State and Local
Governments.

Many of the accounting and financial reporting requirements for private colleges
and universities were addressed in Chapter 14, while many of the accounting and
financial reporting requirements for public colleges and universities were addressed
in Chapter 7. Therefore, in this chapter those accounting and reporting issues unique
to the higher education industry are addressed.

Public Colleges and Universities
GASB requires that all public colleges and universities follow the financial report-
ing model used by state and local governments (and described in Chapters 2–9) for
their separately issued financial statements.5 This reflects the GASB’s decision that
adopting the same model for colleges and universities was preferable to creating a
precedent of setting standards on an industry-by-industry basis. GASB permits col-
leges and universities to use the guidance for special purpose governments engaged
only in business-type activities, engaged only in governmental activities, or engaged
in both, for their stand-alone reports. A management’s discussion and analysis
(MD&A) is required, and infrastructure assets must be reported. The accrual basis
of accounting must be used, and depreciation must be reported on capital assets. A
statement of cash flows using the direct method is required.

Most public colleges and universities follow the model for public institutions
engaged only in business-type activities. The basic financial statements for Midwest
University, a hypothetical public university reporting as a business-type activity are
presented in Illustrations 16–1, 16–2, and 16–3. These statements include the state-
ment of net assets (Illustration 16–1), the statement of revenues, expenses, and
changes in net assets (Illustration 16–2), and the statement of cash flows (Illustra-
tion 16–3). Since the reporting model is that used by business-type activities, the
statements are similar in format to Illustrations 7–6, 7–7, and 7–8 for proprietary
funds. If a college or university has a component unit, such as a university hospital,
it is presented discretely from the primary institution.

Some public higher education institutions, such as community colleges, have
“taxing authority,” the power to assess special taxes on local residents. These insti-
tutions may elect to report as “engaged in governmental-type activities only” or
“engaged in both governmental and business-type activities.” The basic financial
statements are the same as those discussed for state and local governments in
Chapters 1 through 9 and shown in Illustrations A1–1 through A1–11 using revenue
and expenditure/expense classifications appropriate to colleges and universities.
These institutions would use fund accounting, based on the authoritative guidance
provided by GASB.

Private Colleges and Universities
The FASB requires private colleges and universities to report on the changes in unre-
stricted, temporarily restricted, and permanently restricted net assets of the entity as
a whole, the same as the nongovernmental not-for-profit organizations described in

Chapter 16 Accounting for Colleges and Universities 663

5 GASB, Codification, Sec. Co5.
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664 Part Three Not-for-Profit Organizations

ILLUSTRATION 16–1

MIDWEST UNIVERSITY
Statement of Net Assets

June 30, 2011
(in thousands)

Primary Component 
Institution Unit Hospital

Assets
Current assets:

Cash and cash equivalents $ 1,568 $ 98
Short-term investments 428 225
Accounts receivable, net 110 953
Inventories 95 127
Deposits with bond trustee 373 —
Prepaid expenses 29 47

Total current assets 2,603 1,450

Noncurrent assets:
Endowment investments 10,450 —
Loans receivable, net 613 —
Long-term investments 7,063 646
Capital assets, net of depreciation 63,440 3,260

Total noncurrent assets 81,566 3,906

Total assets 84,169 5,356

Liabilities

Current liabilities:
Accounts payable and accrued liabilities 274 291
Deferred revenue 35 —
Deposits held in custody for others 350 —
Annuities and income payable 1,855 —
Long-term liabilities—current portion 1,050 99

Total current liabilities 3,564 390

Noncurrent liabilities:
Notes payable 600
Bonds payable 24,000 220

Total noncurrent liabilities 24,600 220

Total liabilities 28,164 610

Net Assets

Invested in capital assets, net of related debt 37,790 2,941
Restricted for:

Nonexpendable:
Scholarships and fellowships 10,496 —

Expendable:
Research 1,459 228
Instructional department uses 3,417 —
Loans 756 —
Capital projects 2,185 91
Debt service 430 15

Unrestricted (528) 1,471

Total net assets $56,005 $4,746

Source: Adapted from GASB, Codification, Sec. Co5.902.
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Chapter 16 Accounting for Colleges and Universities 665

ILLUSTRATION 16–2

MIDWEST UNIVERSITY
Statement of Revenues, Expenses, and Changes in Net Assets

For the Year Ended June 30, 2011
(in thousands)

Primary Component
Institution Unit Hospital

Operating Revenues

Tuition and fees (net) $ 2,690

Patient services (net) $4,629

Federal grants and contracts 35 747

Auxiliary activities 2,300 —

Other operating revenues — 43

Total operating revenues 5,025 5,419

Operating Expenses

Salaries and wages 5,346 2,699

Benefits 998 775

Scholarships and fellowships 135 —

Utilities 1,211 912

Supplies and other services 215 734

Depreciation 3,000 297

Other operating expenses 302 —

Total operating expenses 11,207 5,417

Operating income (loss) (6,182) 2

Nonoperating Revenues (Expenses)

Federal appropriations 438 —

State appropriations 4,170 —

Gifts 1,621 32

Investment income 975 49

Change in fair value of investments 189 —

Interest expense (1,850) (3)

Net nonoperating revenues 5,543 78

Income before changes in capital assets 
and endowments (639) 80

Capital grants and gifts 220 71

Additions to permanent endowments 2,186 —

Increase in net assets 1,767 151

Net Assets

Net assets—beginning of year 54,238 4,595

Net assets—end of year $56,005 $4,746

(Note: Operating expenses are displayed here using object classification; however, expenses could be shown using functional classifica-
tion as in Illustration 16–5.)

Source: Adapted from GASB, Codification, Sec. Co5.902.
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ILLUSTRATION 16–3

MIDWEST UNIVERSITY
Statement of Cash Flows

For the Year Ended June 30, 2011 
(in thousands)

Primary Component
Institution Unit Hospital

Cash Flows from Operating Activities

Cash received from students for tuition and fees $ 2,775 —

Research grants and contracts 35 —

Cash received from auxiliary activities 2,300 —

Cash received from patients and third-party payors — $1,858

Cash received from Medicaid and Medicare — 3,164

Payments to suppliers and others (1,322) (1,308)

Payments to students—scholarships (135) —

Payments to employees (6,344) (3,299)

Payments to annuitants (250) —

Other payments (447) (100)

Net cash provided (used) by operating activities (3,388) 315

Cash Flows from Noncapital Financing Activities

Federal appropriations 438 —

State appropriations 4,170 —

Gifts and grants received for endowment purposes 4,192 —

Net cash flows provided by noncapital financing activities 8,800 —

Cash Flows from Capital and Related Financing Activities

Capital grants and gifts received 220 71

Proceeds from capital debt 500 —

Purchase of capital assets (1,490) (195)

Principal paid on capital debt (550) (13)

Interest paid on capital debt (1,850) (3)

Net cash used by capital and related financing activities (3,170) (140)

Cash Flows from Investing Activities

Proceeds from sales and maturities of investments 2,664 284

Investment income 975 7

Loans (163) —

Purchase of investments (4,825) (454)

Net cash provided (used) by investing activities (1,349) (163)

Net Increase in Cash and Cash Equivalents 893 12

Cash and cash equivalents—beginning of year 675 86

Cash and cash equivalents—end of year $ 1,568 $ 98

Reconciliation of Net Operating Revenues (Expenses) 
to Net Cash Provided (Used) by Operating Activities

Operating income (loss) $(6,182) $ 2

Adjustments to reconcile net income (loss) to net cash
provided (used) by operating activities:

Depreciation expense 3,000 297
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ILLUSTRATION 16–3 (Continued)

Source: Adapted from GASB, Codification, Sec. Co5.902.

Chapter 14. The reader is directed to that chapter for more information on the def-
initions of net asset classifications and the considerable discretion that is allowed by
SFAS No. 117 in presenting financial information, including optional display of sup-
plementary fund accounting information, if desired. Later in this chapter, Illustra-
tions 16–4, 16–5, and 16–6 present the statement of financial position, statement of
activities, and statement of cash flows, respectively, for Valley College, a hypothet-
ical private not-for-profit college. These statement formats are generally the same as
those illustrated in Chapter 14.

Some of the major differences that do exist between the financial statements of
private and public institutions of higher education are in the areas of classification
of net assets, format of the operating statement, the cash flows statement, invest-
ments, pension disclosures, and compensated absences. Several of the accounting
and reporting differences are discussed in the next section of this chapter.

Fund Accounting
Many private and public colleges and universities may continue to use fund account-
ing for internal purposes. For these institutions, a worksheet can then be used to con-
vert fund accounting information to institution-wide information necessary for the
basic financial statements. Fund information may also be included as supplementary
information in the financial report. The most commonly used funds are unrestricted
current funds, restricted current funds, plant funds, loan funds, endowment funds,
annuity and life-income funds, and agency funds. As can be seen, several of the
funds have similar counterparts under government fund accounting; these include
unrestricted current funds (similar to a General Fund), restricted current funds (sim-
ilar to special revenue funds), endowment funds, and agency funds. Additional
information concerning funds can be found in the AICPA Audit and Accounting
Guide, Not-for-Profit Organizations. In this chapter, our focus is on basic external
financial reporting for the majority of colleges and universities expected to report as
“engaged in business-type activities only”; consequently, there is little discussion of
fund accounting in this chapter.

Chapter 16 Accounting for Colleges and Universities 667

Primary Component
Institution Unit Hospital

Change in assets and liabilities:

Receivables, net 70 33

Inventories (15) (16)

Short-term investments (128) —

Deposit with bond trustee (23) —

Prepaid expenses (9) 8

Accounts payable 119 (8)

Deferred revenue 15 —

Deposits held in custody for others 15 —

Annuities payable (250) (1)

Net cash provided (used) by operating activities $(3,388) $ 315
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ACCOUNTING AND REPORTING ISSUES

Because GASB standards primarily focus on state and local governments, we can
expect public colleges and universities to rely on industry guidance, such as
NACUBO’s Financial Accounting and Reporting Manual for Higher Education
(FARM), and its Accounting Principles Council that studies issues and publishes
guidance in the form of implementation guides. Private colleges and universities fol-
low the guidance in FASB standards, and FARM. It might be helpful during the fol-
lowing discussion of selected elements of the financial statements to refer
periodically to the illustrative financial statements for Midwest University (Illustra-
tions 16–1 through 16–3), a hypothetical public university, and to those of Valley
College (Illustrations 16–4 through 16–6, shown later), a hypothetical private col-
lege. Differences between generally accepted accounting principles for public and
private institutions will be noted where applicable.

Statement of Net Assets or Financial Position
Illustration 16–1 presents a statement of net assets for a public university, and Illus-
tration 16–4 presents a statement of financial position (or balance sheet) for a pri-
vate college. Some of the accounting issues related to assets, liabilities, and net assets
of colleges and universities are discussed next.

Unrestricted and Restricted Assets

Resources available for use in carrying out operations directly related to the institu-
tion’s educational objectives arise from the instruction, research, and public service
activities of a college or university as well as from residence halls, food services,
intercollegiate athletics, student stores, and other auxiliary activities. Assets that are
available for all purposes of the institution at the discretion of the governing board
are unrestricted. Assets that are not available for current operating purposes (i.e.,
have a long-term purpose) due to limitations placed on them by persons or organi-
zations outside the institution are considered restricted or limited as to use. The
FASB indicates that such assets should be identified separately from current assets
and reported on the face of the financial statement or disclosed in the notes. For
public colleges and universities, the GASB indicates that restrictions that limit the
ability of assets to pay current liabilities should be disclosed either in the noncur-
rent asset section of the financial statement or the financial statement notes.

Investments

Investments, under both FASB and GASB standards, are to be reported at fair value
as of the end of the reporting period. Unrealized gains and losses arising from report-
ing investments at fair value are reported on the statement of activities for both pub-
lic and private colleges and universities.

Loan Assets

Assets that are loanable to students, faculty, and staff of an educational institution
are provided by gifts, grants, and income from endowments. In some cases, loans
may also be made to the institution for the purpose of extending loans to eligible
individuals. The intent is that the loan activities be operated on a self-sustaining
basis: The repayment of loans and the interest received on the loans are deposited
and are then available for lending to other eligible persons. Interest earned on loans
and interest earned on temporary investments of loan assets are expected to offset
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wholly or partially the cost of administration of loan activities and the loss from
uncollectible loans. Interest on loans should be credited on the full accrual basis to
appropriate revenue accounts. Costs of administering loan activities, losses on
investments of loan assets, provision for losses on loans (either estimated or actual),
and related expenses and losses serve to reduce loan net asset balances.

Capital Assets

Capital assets are generally acquired with resources from external agencies, student
fees and assessments for capital acquisition purposes, borrowings from external
sources, investment income, and gifts restricted for plant, property, and equipment.
Long-lived assets are carried at cost, or at fair value at the date of acquisition in the
case of assets acquired by gift. In the absence of historical cost records, the assets
may be stated at historically based appraised values. The basis of valuation should
be disclosed in the notes to the financial statements.

GASB requires that long-lived assets, including infrastructure assets (e.g., roads,
bridges, tunnels, drainage systems, water and sewers, and lighting systems), be cap-
italized and depreciated. Under GASB standards, public colleges and universities
may elect not to depreciate certain eligible infrastructure assets by adopting the
“modified approach.” In these cases, if the government uses an asset management
system and documents that the eligible assets are being preserved at the level estab-
lished in that system, all expenditures incurred to preserve the eligible infrastructure
assets at that level are expensed in the period incurred. See Chapter 5 for further
discussion on capital assets and depreciation for governmental entities.

Disclosures about capital assets should be provided in the notes to the financial
statements. The GASB indicates that disclosures should include a schedule showing
beginning of the year balances, additions, retirements, and end-of-year balances of
land; infrastructure; buildings; furniture, fixtures, and equipment; library materials;
capitalized collections; and related accumulated depreciation. Disclosures under
FASB include the amount of depreciation expense for the year, accumulated depre-
ciation, depreciation method, and liquidity of property, plant, and equipment (such
as pledged, collateralized, or restricted). The FASB does not recognize an infra-
structure category.

Collections

Many colleges and universities have historical archives, libraries, and museums con-
taining valuable works of art, historical treasures, and similar assets. Both FASB and
GASB provide for note disclosure of such assets rather than reporting them on the
balance sheet; both FASB and GASB permit nonrecognition only if the donated items
are added to collections that meet these conditions:

a. Are held for public exhibition, education, or research in furtherance of public ser-
vice rather than financial gain.

b. Are protected, kept unencumbered, cared for, and preserved.
c. Are subject to an organizational policy that requires the proceeds from sales of

collection items to be used to acquire other items for collections.6

The clear intent of the authoritative guidance is to allow nonrecognition of contri-
butions of valuable collections only if the collection is to be maintained to serve the
public interest, not to achieve financial gain from trading in collectible items.
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6 GASB, Codification, Sec. 1400.109 and SFAS No. 116, par. 11.
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Liabilities

FASB and GASB require that short-term and long-term liabilities be reported. Long-
term liabilities include leases, bonds payable, compensated absences, and pension
obligations, among others. Public colleges and universities should identify the cur-
rent portion of long-term liabilities and disclose in the notes the beginning and end-
ing balances of long-term liabilities, along with any additions and reductions in
balances. Disclosures for private colleges and universities are the same as those for
corporate entities.

One somewhat unfamiliar short-term liability that may appear on college and uni-
versity statements is Deposits Held in Custody for Others. This account is used to
record events such as students making cash deposits for housing, equipment, or ser-
vices. If the college or university is obligated to return some or all of the deposit at
a future date, it should be accounted for as a liability.

Net Assets

Public and private colleges and universities use three categories to report net assets.
On the statement of activities, public colleges and universities report net assets using
the following categories: unrestricted; restricted; and invested in capital assets, net
of related debt. The restricted category should be divided according to purpose into
expendable or nonexpendable. Private colleges and universities report net assets as
unrestricted, temporarily restricted, or permanently restricted on the statement of
financial position.

Restrictions on net assets may arise from donors or resource providers stipulating
that funds be used for scholarships and fellowships, research, instructional depart-
ment uses, loans, capital projects, debt service, or other reasons. Accounts and
reports must be in sufficient detail to demonstrate that the donor’s restrictions and
any board policies are being met. Of particular importance to colleges and universi-
ties are the resources received through fund-raising efforts. Although many of these
resources are restricted, the remainder of this section will focus on only two examples
of commonly found restricted net assets: endowments and split-interest agreements.

Endowments are donor-restricted resources that are nonexpendable as of the date
of reporting and are or can be invested for the purpose of producing income. Gen-
erally, endowments are in one of two forms—permanent or term. Permanent
endowments are gifts, for which donors or other external agencies have stated that
as a condition of the gift the principal must be maintained intact in perpetuity. The
principal is invested in order to earn income. The use of the income may be restricted
by the donor; if so, the income is considered an addition to restricted net assets. If
the use of the income is unrestricted, the income is considered an increase to unre-
stricted net assets. Under term endowments, the principal is to be maintained
intact until the happening of a particular event or the passage of a stated period of
time. Once the event has occurred or the time has passed, all or a portion of the
principal can be expended.

When investing endowment assets, the objective of many educational institutions
has focused on the return of the investment portfolio. In determining the return on
the portfolio, changes in the market value of the portfolio are considered. This con-
cept is known as total return. Total return is calculated as the sum of net realized
and unrealized appreciation or shrinkage in portfolio value plus dividend and inter-
est yield. Total return has another aspect; this is the determination of spending rate,
the proportion of total return that may prudently be used by an institution for cur-
rent purposes. The adoption of total return as a policy requires the approval of legal
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counsel and formal approval of the governing board. The total return concept appears
to be used by an increasing number of colleges and universities.

Split-interest agreements occur when a donor enters into an arrangement with
the college or university (institution) requiring the institution to share the benefits
received from the donor’s gift with another beneficiary. Split-interest agreements can
be revocable or irrevocable. A revocable agreement allows donors to take back their
gifts in certain situations. Alumni and others often use split-interest agreements as
a form of planned giving to the institution. There are four widely used types of split-
interest agreements: charitable lead trusts, charitable remainder trusts, charitable gift
annuities, and pooled (life) income funds.

As indicated, the institution shares either the income from the investment of the
donor’s gift or the investment itself with another beneficiary, which may include the
donor. The donor gift can be placed in a trust with the trust assets held by a third party.
If the institution has an interest in an irrevocable split-interest agreement, the assets
should be recorded at fair value. When the agreement includes promises to give non-
cash assets (e.g., homes), a present value or other fair value technique as described in
FASB Statement No. 157 can be used. Any liabilities accepted, such as to pay the donor-
stipulated amounts of an annuity agreement, should also be recorded at the time of the
agreement. Any difference between assets and liabilities is either a restricted or unre-
stricted net asset, depending on the agreement with the donor. The remainder of this
section briefly discusses two of the four types of irrevocable split-interest agreements.

Annuity agreements are used to account for assets given to an institution under
conditions that bind the institution to pay a fixed amount periodically to the donors or
other designated individuals for a period of time specified in the agreements or for the
lifetime of the donor or other designated individual. Under a pooled (life) income
fund the donor’s assets become part of a managed pool of investments. The income
fund is divided into units and each donor is assigned a pro rata share of the income
fund’s units, based on the fair value of the donor’s contributions to the total fair value
of the fund.7 The donor is paid the total income earned on the fund units the donor
holds. Upon the donor’s death, the value of the assigned units reverts to the institution.8

The acceptance of annuity funds by a not-for-profit organization is subject to reg-
ulation by the Internal Revenue Service and, in many jurisdictions, by agencies of
the appropriate state government. The Internal Revenue Code and regulations state
the conditions under which (for IRS purposes) an annuity trust may be established
and administered. State agencies may specify the types of investments in which annu-
ity assets may be invested.

It is possible to have an annuity agreement in which liabilities exceed initial assets.
Entering into an annuity agreement that has initial deficit net assets would not appear
to be in the institution’s best interests. Agreements with potential donors of annu-
ities should be carefully drawn by attorneys experienced with such agreements in
consultation with accountants and investment managers in order to protect the inter-
ests of the receiving institution as well as the donor. The definition of income is one
of the matters needing most careful attention. From the accounting point of view,
income should be defined in accrual terms. It is also in the interest of the institu-
tion that an equitable allocation of indirect administrative expenses be permitted as
well as a deduction for direct expenses of administering each annuity.
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7 American Institute of Certified Public Accountants, Audit and Accounting Guide, Not-for-Profit
Organizations (New York: AICPA, 2008), par. 6.39.
8 Ibid.
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Annuity payments are debited to a liability account that is created when the agree-
ment is initiated. Periodically, an adjustment is made between the liability and
restricted net assets to record the actuarial gain or loss due to recomputation of the
liability based on revised life expectancy and anticipated return on investments. On
termination of an annuity agreement, the principal of the annuity is transferred to
the net asset category specified in the agreement; if the agreement is silent on the
point, the principal of the terminated annuity fund should be transferred to unre-
stricted net assets and identified so readers of the financial statements will not infer
that a new gift has been received.

Life income fund agreements differ from annuity agreements. The primary dif-
ference is that the life income fund agreement provides that the income earned by
the donated assets will be paid to the donors over a specified period rather than in
a fixed amount. Since the amount to be paid can vary from period to period as the
income produced by the life income fund assets varies, it is not practical or neces-
sary to compute the present value of the stream of unknown future payments.
Accordingly, the liabilities of life income fund agreements consist of payments cur-
rently due and any indebtedness against the life income fund assets. With this excep-
tion, accounting for life income fund agreements is similar to annuity agreements.

If the college or university is party to a revocable split-interest agreement, the
assets are recorded at fair value when received. However, a refundable advance (lia-
bility) rather than contribution revenue is recognized as the credit entry for the trans-
action. Contribution revenue is recognized when the agreement becomes irrevocable
or when the assets are distributed to the institution for its unconditional use.9

While the discussion in this section has related to GASB and FASB requirements,
endowment and split-interest agreements may be subject to other standards and laws
as well. For example, several states have adopted the Uniform Prudent Management
of Institutional Funds Act, which deals with the management of endowment funds.

Statement of Revenues, Expenses, 
and Changes in Fund Net Assets
Revenues

Colleges and universities should recognize revenues on the accrual basis. Revenue
accounts provided in the NACUBO chart of accounts include these:

Tuition and Fees
Federal Appropriations
State Appropriations
Local Appropriations
Federal Grants and Contracts
State Grants and Contracts
Local Grants and Contracts
Private Gifts
Investment Income
Sales and Services of Educational Activities
Sales and Services of Auxiliary Activities
Other Sources
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All of the account titles listed are control accounts and should be supported by
appropriately named subsidiary accounts. For example, Tuition and Fees may be sup-
ported by subsidiary accounts for the regular session, summer school, extension, con-
tinuing education, and any other accounts providing useful information for a given
educational institution. Gross tuition and fees should be recorded as a revenue even
though some will be offset by fee remissions, scholarships, and fellowships. Actual
refunds should be charged against the Tuition and Fees account. GASB indicates that
tuition and fees be reported at a net amount. The AICPA guide, Not-for-Profit Orga-
nizations, which applies to private colleges and universities, also requires that tuition
revenue be reported net of tuition discounts and scholarships.10

It should be noted that because college and university fiscal years and academic
years rarely coincide, it is common for tuition and fees collected near the end of a
fiscal year to relate in large portion to services to be rendered by the institution dur-
ing the ensuing fiscal year. GASB requires that institutions use accrual principles,
recognizing the revenue in the period in which it is available and earned. NACUBO
indicates that determining when an institution earns tuition revenue is a matter of
professional judgment.11 Therefore, recognition of such tuition revenues may vary by
institution.

The GASB requires that revenues be shown net of any estimated uncollectible
amounts. Public colleges and universities can use a contra-revenue account, such as
Provision for Bad Debts (see Chapter 7), to account for estimated uncollectible
tuition and fees. NACUBO indicates that colleges and universities should show
tuition and fees net of any estimated uncollectible amounts, directly adjusting the
revenue account for the estimate.12

GASB requires the identification of operating activity separately from non-
operating activity on the face of the financial statement. However, FASB allows
colleges and universities the option of identifying operating activity separately from
non-operating activity.

Contributions

GASB (discussed in Chapter 4), and SFAS No. 116 (discussed in Chapter 14) pro-
vide guidance to public and private colleges and universities, respectively, when they
are the recipients of gifts and grants in nonexchange transactions. Private colleges
and universities may depend more on contributions from alumni and other support-
ers to keep tuition costs reasonable than do public institutions that receive relatively
more state funding. However, this distinction is becoming less evident as public uni-
versities recognize the benefits of increasing endowments to decrease reliance on
volatile state funding and constrained tuition support. Endowments are permanently
restricted net assets that result from nonexchange transactions.

GASB,13 SFAS No. 116, and the AICPA Audit and Accounting Guide Not-for-
Profit Organizations distinguish between (1) nonexchange transactions, such as
contributions in which the donor does not expect anything of value in return, and
(2) exchange transactions, in which there is quid pro quo or expectation by each
party that goods or services will be exchanged between the parties at fair values.
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10 AICPA, Audit and Accounting Guide, Not-for-Profit Organizations (AAG-NPO) (New York: AICPA,
2008), 12.05 and 13.07.
11 NACUBO, FARM, Sec. 309.
12 Ibid., Sec. 311.
13 GASB, Codification, Sec. N50.
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Contributions by donors are considered nonexchange transactions as long as the
donor does not receive any direct benefits from the donation. Public colleges and
universities recognize contributions as revenue when all eligibility requirements and
time restrictions have been met. Contributions with a purpose restriction but no eli-
gibility requirement are recognized as revenue and reported as restricted net assets.
Public colleges and universities may also receive promises to give. Revenue from
promises to give is recognized in the same manner as contributions. Generally, the
time requirement relating to promises to give will not be met until cash or other
assets are received.

Private colleges and universities recognize contributions as income in the period
in which the contributions are made and report increases as either unrestricted, tem-
porarily restricted, or permanently restricted net assets, depending on the stipulation
of the donor. This also applies to promises to give, even though they may not be
legally enforceable. (See Chapter 14.)

If a contribution to a private or public college or university is contingent upon a
future event, such as obtaining matching funds, the university waits until the condi-
tion has been met before recording the contribution revenue. Intentions to give, such
as naming a university in a will, are not recognized as revenue or considered a
promise because the potential donor can change the will at any time.

Grants, Awards, and Scholarships

Grants and other assistance given by governments, foundations, or corporations may
be nonexchange or exchange transactions, depending upon whether the resource
provider directly benefits by receiving something of value through the transaction.
The facts and circumstances of each award should be examined. For example, a fed-
eral research grant given to a university in which the value received by the agency
is incidental to the public benefit from using the assets transferred is considered a
nonexchange transaction; consequently, it is recognized as revenue in the period in
which the contribution is made and classified as an increase in expendable restricted
net assets by a public college or university or as temporarily restricted net assets by
a private college or university. On the other hand, if a federal agency enters into a
contract in which the university tests a product and any patent or other results of the
activity are retained by the federal agency, that transaction is considered an exchange
transaction, not a contribution; consequently, this transaction results in an increase
in unrestricted net assets because only donors in nonexchange transactions can
restrict net assets.14 Colleges and universities should not report grants as exchange
transactions or operating revenue without careful consideration of the terms of the
grant.

Gifts in Kind

Contributions of noncash, tangible assets to a college or university are called gifts
in kind.15 These gifts should be recorded in the period they are received at their fair
value. If the donor has stipulated that the assets should be distributed to a third party
and the institution does not have discretion over the disposition of the assets, the
institution is acting as an agent. It does not have a gift in kind, and therefore the
assets should not be recorded as a contribution. The institution may also receive items
such as tickets or merchandise that are to be given to the ultimate resource provider at
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14 FASB, SFAS No. 116, par. 13; GASB, Codification, Sec. 1800.134.
15 AICPA, AAG-NPO, pars. 5.54–5.56.
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a fund-raising event, for example, an auction for the institution’s public radio station.
In these cases, the value of the contribution to be recognized is initially the fair value
of the gift in kind plus any additional amount paid by the ultimate donor (i.e., the
contributor to the radio station). If the item is auctioned off for less than its initial
fair value, the contribution revenue should be decreased for the difference between
the ultimate amount paid and the fair value at the date of the gift to the institution.

Contributed Services

Although contributed service by unpaid volunteers is generally less important for
colleges and universities than for other not-for-profit organizations, such as service
organizations and hospitals, some colleges and universities do utilize volunteers
extensively for fund-raising and other activities, and, in the case of religious colleges,
for instruction. GASB standards are silent on the issue of reporting revenues and
expenses relating to contributed services, even though this issue is relevant to pub-
lic institutions that have executives and/or artists-in-residence who teach courses.
SFAS No. 116 permits recognition of contributed services at their fair value if the
services received create or enhance a nonfinancial asset (e.g., property and equip-
ment) or (1) need to be purchased by the organization, (2) require specialized skills,
and (3) are provided by professionals with those skills. If these criteria are met, the
fair value of the services should be reported as both a contribution and as a salary
expense. In any case, reporting the fair value of contributed services is encouraged,
if practicable.16

Expenses

Expenses should be recognized on the accrual basis and can be classified on a nat-
ural basis (as seen in Illustration 16–2) or on a functional basis (as demonstrated
later in Illustration 16–5). Recall from Chapter 14 that the FASB requires that not-
for-profit organizations, such as private colleges and universities, identify expenses
by function. Functional classifications provided in the NACUBO chart of accounts
for educational and general expenses include the following:

Instruction
Research
Public Service
Academic Support
Student Services
Institutional Support
Operation and Maintenance of Plant
Scholarships and Fellowships

Functional expense accounts are also provided for auxiliary activities.
Within each of the functional expense account categories just listed, accounts are kept

by organizational unit, project, or other classification that provides useful information
for internal or external users of the financial statements. A third level of analysis of
expenses is provided by an object classification—personnel compensation and supplies
expense are suggested as object classifications in the NACUBO chart of accounts. Fur-
ther detail under each of these object classifications is usually kept to facilitate plan-
ning and control. For example, personnel compensation may be subdivided into salaries,
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16 FASB, SFAS No. 116, par. 10.
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other personnel services, and personnel benefits, with each of these further subdivided
as desired by the administrators of a given college or university.

The AICPA Audit and Accounting Guide, Not-for-Profit Organizations, pertinent
to private colleges and universities, also requires that expenses that relate to more
than one function, such as occupancy costs, and interest and other expenses, be allo-
cated to the programs or functional expenses to which they pertain.17 It is not diffi-
cult to assign direct expenses, such as travel, to various functions; however, in order
to allocate indirect expenses, such as occupancy costs or interest expense, a reason-
able allocation basis must be employed. That basis may be square footage of space
occupied by each program or personnel costs. There appears to be a difference of
opinion as to whether CPA firms consider the language in the AICPA Audit and
Accounting Guide prescriptive or suggestive. For example, some institutions report
plant and interest costs as separate line or object items rather than allocating them
across programs in their audited financial statements.

Statement of Cash Flows
GASB standards applicable to colleges and universities require a statement of cash
flows to be prepared using the direct method. In addition, institutions using GASB
reporting standards must categorize cash flow information into operating, investing,
noncapital financing, and capital and related financing activities. For information on
the types of activities reported under each cash flow category, the reader is referred
to Chapter 7. Private colleges and universities have the option of preparing the state-
ment using either the direct or the indirect method, as described in Chapter 14. Illus-
tration 16–3 shows a statement of cash flows for the sample public university while
Illustration 16–6 provides a private college example. Note that for public institutions
state appropriations are reported as nonoperating revenues in Illustration 16–2 and
as cash flows from noncapital financing activities in Illustration 16–3.

Segment Reporting
GASB requires that public institutions that use business-type reporting present
segment information in the notes to the financial statements.18 A segment is an
identifiable activity for which one or more revenue bonds or other revenue-backed
debt instruments are outstanding, for example, revenue bonds for residence halls
or bookstores. Required disclosures include a condensed statement of net assets;
a statement of revenues, expenses, and changes in net assets; and a statement of
cash flows. SFAS No. 131 exempts private colleges and universities from segment
reporting.19

ILLUSTRATIVE TRANSACTIONS FOR PRIVATE COLLEGES 
AND UNIVERSITIES

This section presents journal entries for selected illustrative transactions for Valley
College, a hypothetical private college. This information is then summarized in the
financial statements presented in Illustrations 16–4 through 16–6. The account bal-
ances as of July 1, 2010, the beginning of Valley College’s fiscal year, are provided
in the following trial balance.
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17 Ibid., par. 13.36.
18 GASB, Codification, Sec. 2500.
19 FASB, SFAS No. 131, pars. 115–118.
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During the fiscal year ended June 30, 2011, the following revenue items were recorded:
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VALLEY COLLEGE
Post-Closing Trial Balance

As of June 30, 2010

Debits Credits

Cash and Cash Equivalents $       675,000

Tuition and Fees Receivable 298,000

Allowance for Doubtful Accounts $         18,000

Pledges Receivable 800,000

Allowance for Doubtful Pledges 50,000

Discount on Pledges Receivable 100,000

Loans Receivable 460,000

Allowance for Doubtful Loans 10,000

Inventories 80,000

Deposits with Trustees 350,000

Prepaid Expenses 20,000

Long-term Investments 16,163,000

Property, Plant, and Equipment 85,745,000

Accumulated Depreciation 21,795,000

Accounts Payable 140,000

Accrued Liabilities 15,000

Deposits Held in Custody for Others 335,000

Deferred Revenue 350,000

Annuities and Income Payable 1,720,000

Notes Payable 700,000

Bonds Payable 25,000,000

Net Assets—Unrestricted 37,158,000

Net Assets—Temporarily Restricted 2,200,000

Net Assets—Permanently Restricted 15,000,000

Total $104,591,000 $104,591,000

Receivables:
Tuition and fees 5,990,000
Federal grants and contracts 1,075,000
Pledges

Unrestricted 4,850,000
Temporarily restricted 1,000,000

Cash revenue items:
Investment Income

Unrestricted 700,000
Temporarily restricted 280,000

Auxiliary enterprises 2,300,000

The temporarily restricted pledges receivable will be collected over five succeeding
fiscal years. FASB standards require pledges that will not be collected in less than a
year’s time to be reported at fair value. Valley College has opted to use the present
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value technique20 to determine the fair value of the pledges receivable for years two
through five. Based on the discount rate selected, the present value calculation results
in a discount of $74,000 on the pledges receivable.21 In addition, student scholar-
ships in the amount of $450,000 were awarded, reducing the amount of the receiv-
able to $5,540,000 and creating the contra-revenue account Tuition and Fees
Discounts and Allowances. In the preceding year, deferred revenue was recorded for
cash collected from students for classes offered in the current year. In the current
year, the deferred revenue amount ($350,000) is reclassified as Tuition and Fees.
Entry 1 records the recognition of revenue for fiscal year 2011.

Entry 2 records the collections of cash for tuition and fees receivable amounting
to $5,650,000, grants receivable of $1,075,000, and $4,945,000 in pledges receiv-
able. For those pledges collected from prior periods, $14,000 of the Discount on
Pledges Receivable was amortized and recorded as unrestricted contributions.

Entry 3 records operating expenses incurred in accomplishing the goals of the
college. In addition, operating expenses for auxiliary enterprises are recorded.
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20 FASB, SFAS No. 157, pars. 18–20.
21 If Valley College had made a fair value election in conformity with FASB Statement No. 159, the
discount would not be amortized over the period; rather, a current discount rate would be used to
determine fair value at each measurement date.

Debits Credits

1. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,280,000

Tuition and Fees Receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . 5,540,000

Grants Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,075,000

Pledges Receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,850,000

Deferred Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350,000

Tuition and Fees Discounts and Allowances  . . . . . . . . . . . . . . 450,000

Tuition and Fees—Unrestricted  . . . . . . . . . . . . . . . . . . . . . . 6,340,000

Federal Grants and Contracts—Unrestricted  . . . . . . . . . . . . 1,075,000

Contributions—Unrestricted  . . . . . . . . . . . . . . . . . . . . . . . . 4,850,000

Contributions—Temporarily Restricted  . . . . . . . . . . . . . . . . 926,000

Discount on Pledges Receivable  . . . . . . . . . . . . . . . . . . . . . 74,000

Investment Income—Temporarily Restricted  . . . . . . . . . . . . 280,000

Investment Income—Unrestricted  . . . . . . . . . . . . . . . . . . . . 700,000

Auxiliary Enterprises—Unrestricted  . . . . . . . . . . . . . . . . . . . 2,300,000

2. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,670,000

Discount on Pledges Receivable  . . . . . . . . . . . . . . . . . . . . . . . 14,000

Tuition and Fees Receivable . . . . . . . . . . . . . . . . . . . . . . . . . 5,650,000

Grants Receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,075,000

Pledges Receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,945,000

Contributions—Unrestricted  . . . . . . . . . . . . . . . . . . . . . . . . 14,000
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Accounts payable and accrued liabilities were paid in the amounts of $4,003,500
and $9,133,900, respectively. Refunds of students’ deposits amounted to $10,000.

Inventories and prepaid expenses increased during the year in the amounts shown
in Entry 5. These increases reduced expenses in instruction and institutional support,
as shown.

Contributions restricted for the purpose of research were received.

Expenses for the restricted research purposes described in Entry 6 were incurred
during the period in the amount of $1,025,000.
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Debits Credits

3. Instruction Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,321,000

Public Service Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,123,460

Academic Support Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . 129,630

Student Services Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,592,600

Institutional Support Expense  . . . . . . . . . . . . . . . . . . . . . . . . . 2,872,170

Auxiliary Enterprises Expense  . . . . . . . . . . . . . . . . . . . . . . . . . 2,116,000

Accounts Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,936,500

Accrued Liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,218,360

4. Accounts Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,003,500

Accrued Liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,133,900

Deposits Held in Custody for Others . . . . . . . . . . . . . . . . . . . . . 10,000

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13,147,400

5. Inventories  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000

Prepaid Expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,000

Instruction Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13,200

Institutional Support Expense  . . . . . . . . . . . . . . . . . . . . . . . . 10,800

6. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,109,000

Contributions—Temporarily Restricted  . . . . . . . . . . . . . . . . . 1,109,000

7a. Research Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,025,000

Accrued Liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,015,000

7b. Net Assets Released from Restrictions—
Temporarily Restricted  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,025,000

Net Assets Released from Restrictions—
Unrestricted  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,025,000
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Loans were made to students during the year in the amount of $260,000, and other
student loans were repaid in the amount of $95,000 with an additional amount of
$7,000 received as interest revenue on these loans. There are no imposed stipula-
tions on the interest earned. Entries 9a and 9b record the loan transactions.

During the year, cash of $500,000 for construction of a new laboratory building
was received from a private foundation and 8 percent term bonds maturing in five
years were issued in the amount of $2,000,000.

During the year, the new laboratory building was completed at a cost of
$2,000,000. Equipment costs amounted to $350,000. Renovations to the old labora-
tory building totaled $250,000; however, none of the renovations met the criteria for
capitalization.

Valley College received endowment gifts during the year in the amount of
$2,186,000. In addition, the college has annuity agreements (split-interest agree-
ments) with some contributors. For the year, $487,000 was received from annuity
contributors. The actuarial liability related to the annuity contributions is $385,000,
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Debits Credits

8. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 208,000

State Grants and Contracts—Temporarily Restricted  . . . . . . . 208,000

Entry 8 records the receipt of state grants that are temporarily restricted for stu-
dent loans.

9a. Loans Receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 260,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 260,000

9b. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 102,000

Loans Receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 95,000

Interest Income—Unrestricted . . . . . . . . . . . . . . . . . . . . . . . 7,000

10. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,500,000

Bonds Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000,000

Contributions—Temporarily Restricted  . . . . . . . . . . . . . . . . 500,000

11a. Buildings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000,000

Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350,000

Research Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,600,000

11b. Net Assets Released from Restrictions—
Temporarily Restricted  . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000

Net Assets Released from Restrictions—
Unrestricted  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000
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with the difference between the contribution and the liability permanently restricted
until the annuity term expires. Entry 12 records the effect of the endowment and
annuity gifts.

Long-term investments were made using $2,200,000 from the endowment and
$300,000 from the annuity contributions.

Entry 14 records the interest and principal payments on outstanding bonds and
notes. The interest is allocated to the instruction function.

Valley College acts as an agent for a number of student groups. These groups
deposited $130,000 with the college; $110,000 in withdrawals were made, as shown
in Entries 15a and 15b.

As shown in Entry 16, distributions related to annuity agreements was $250,000.

Near the end of the current fiscal year, the college collected tuition and fees in
the amount of $350,000 for classes that will be held in the following fiscal year. The
college recognizes a deferred revenue liability since the fees are related to educa-
tional programs conducted in the following fiscal year.
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Debits Credits

12. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,673,000

Contributions—Permanently Restricted  . . . . . . . . . . . . . . . 2,288,000

Annuities and Income Payable  . . . . . . . . . . . . . . . . . . . . . . 385,000

13. Long-term Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,500,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,500,000

14. Instruction Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,850,000

Bonds Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000

Notes Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,400,000

16. Annuities and Income Payable  . . . . . . . . . . . . . . . . . . . . . . . . 250,000

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000

15a. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 130,000

Deposits Held in Custody for Others  . . . . . . . . . . . . . . . . . 130,000

15b. Deposits Held in Custody for Others . . . . . . . . . . . . . . . . . . . 110,000

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 110,000
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Adjusting Entries
Entry 18 records the accrual of instructional and public service expenses at June 30,
2011, in the amounts shown.

At the end of the year, a pre-audit review of the loans receivable and pledges
receivable indicates that the balances in the allowance accounts are sufficient. How-
ever, the Allowance for Doubtful Accounts related to tuition and fees is increased
for expected write-offs in the amount of $2,000.

As of June 30, 2011, the fair value of long-term investments increased by $7,800
from the value reported in the college’s financial records. The gain is permanently
restricted.

Capital assets are depreciated as shown in Entry 21. For simplicity, the total
expense is charged to instruction.

Closing Entries
All revenue and expense accounts were closed to the appropriate net asset
accounts.
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Debits Credits

17. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350,000

Deferred Revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350,000

18. Instruction Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 51,000

Public Service Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 21,000

Accounts Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 65,000

Accrued Liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,000

19. Tuition and Fees—Unrestricted . . . . . . . . . . . . . . . . . . . . . . . . 2,000

Allowance for Doubtful Accounts . . . . . . . . . . . . . . . . . . . . 2,000

20. Long-term Investments  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,800

Unrealized Gain on Investments  . . . . . . . . . . . . . . . . . . . . . 7,800

21. Instruction Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000

Accumulated Depreciation  . . . . . . . . . . . . . . . . . . . . . . . . . 300,000
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The financial statements for Valley College are presented in Illustrations 16–4, 16–5,
and 16–6 for the fiscal year ended June 30,  2011. Valley college discloses restrictions
on assets in the notes, rather than recognizing them on the face of the statement.

OTHER ACCOUNTING ISSUES

Performance Measures
The performance of the organization is monitored by decision makers, such as inter-
nal management (e.g., administrators), oversight bodies (e.g., governing boards,
accrediting agencies), funding sources (e.g., governments, donors, grantors, investors),
and constituents with a beneficial interest in the school (e.g., students, faculty,
alumni, and staff). The extent to which these stakeholders use financial information
to make their decisions and the most useful form of financial reporting continue
to be accounting research questions. The objective of audited annual financial
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Net assets released from restrictions are closed in the following entry:

Debits Credits

22a. Tuition and Fees—Unrestricted . . . . . . . . . . . . . . . . . . . . . . . 6,338,000

Federal Grants and Contracts—Unrestricted . . . . . . . . . . . . . 1,075,000

Contributions—Unrestricted  . . . . . . . . . . . . . . . . . . . . . . . . 4,864,000

Interest Income—Unrestricted  . . . . . . . . . . . . . . . . . . . . . . . 7,000

Investment Income—Unrestricted  . . . . . . . . . . . . . . . . . . . . 700,000

Auxiliary Enterprises—Unrestricted . . . . . . . . . . . . . . . . . . . . 2,300,000

Net Assets—Unrestricted  . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,793,860

Instruction Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,508,800

Public Service Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,144,460

Academic Support Expense  . . . . . . . . . . . . . . . . . . . . . . . 129,630

Student Services Expense  . . . . . . . . . . . . . . . . . . . . . . . . . 2,592,600

Institutional Support Expense  . . . . . . . . . . . . . . . . . . . . . . 2,861,370

Auxiliary Enterprises Expense  . . . . . . . . . . . . . . . . . . . . . . 2,116,000

Research Expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,275,000

Tuition and Fees Discounts and Allowances  . . . . . . . . . . . 450,000

22b. Contributions—Temporarily Restricted  . . . . . . . . . . . . . . 2,535,000

State Grants—Temporarily Restricted . . . . . . . . . . . . . . . 208,000

Investment Income—Temporarily Restricted  . . . . . . . . . . 280,000

Net Assets—Temporarily Restricted  . . . . . . . . . . . . . . 3,023,000

22c. Contributions—Permanently Restricted  . . . . . . . . . . . . . 2,288,000

Unrealized Gain on Investments . . . . . . . . . . . . . . . . . . 7,800

Net Assets—Permanently Restricted . . . . . . . . . . . . . . 2,295,800

23. Net Assets—Temporarily Restricted  . . . . . . . . . . . . . . . . . . . . 1,525,000

Net Assets Released from Restrictions—Unrestricted  . . . . . . . 1,525,000

Net Assets—Unrestricted  . . . . . . . . . . . . . . . . . . . . . . . . . . 1,525,000

Net Assets Released from Restrictions—
Temporarily Restricted  . . . . . . . . . . . . . . . . . . . . . . . . . . 1,525,000
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statements is to ensure that statements conform to generally accepted accounting
principles and are fairly presented, not to document whether the organization per-
formed efficiently. Consequently, other methods of measuring and reporting perfor-
mance are being developed.

Public colleges and universities are encouraged to present nonfinancial and non-
quantitative information, such as service efforts and accomplishments, that document
how well the organization accomplished its mission.22 However, many accrediting agen-
cies, and a few states, are requiring assessment of student outcomes, sometimes as a
determining factor in funding levels. Some states are requiring standardized norm-based
objective exams, although more often the institution is allowed to develop its own
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22 Governmental Accounting Standards Board, Concepts Statement No. 2, “Service Efforts and Accom-
plishments” (Norwalk, CT: GASB, 1994).

ILLUSTRATION 16–4

VALLEY COLLEGE
Statement of Financial Position

June 30, 2011

Assets

Cash and cash equivalents $     414,600

Tuition and fees receivable, less allowance for doubtful accounts of $20,000 168,000

Pledges receivable, less allowance for doubtful pledges of $50,000 and
a discount of $160,000 1,495,000

Loans receivable, less allowance for doubtful loans of $10,000 615,000

Inventories, at average cost 95,000

Prepaid expenses 29,000

Deposits with trustees 350,000

Long-term investments, at fair value, cost of $18,663,000 18,670,800

Property, plant, and equipment, net of accumulated depreciation of $22,095,000 66,000,000

Total assets $87,837,400

Liabilities and Net Assets

Liabilities:

Accounts payable $     138,000

Accrued liabilities 116,460

Deposits held in custody for others 345,000

Deferred revenue 350,000

Annuities and income payable 1,855,000

Notes payable 650,000

Bonds payable 26,500,000

Total liabilities 29,954,460

Net Assets:

Unrestricted 36,889,140

Temporarily Restricted 3,698,000

Permanently Restricted 17,295,800

Total net assets 57,882,940

Total liabilities and net assets $87,837,400
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measure of outcomes based on mission-based objectives. This approach recognizes that
the mission of higher education institutions differs in the weight each one places on
instruction, research, and service. Outputs, for example, might be graduation statis-
tics, such as time to degree, number of graduates, and job placements.23 Outcomes
differ from outputs in that they measure the benefits derived by constituents, such as
performance on nationally ranked exams or student/employer satisfaction with educa-
tion quality. Many colleges and universities have projects on developing improvement
processes and benchmarking for improvement. The best measures are those that cap-
ture the “value added” to the student through the educational process. Although doing
so is difficult, colleges and universities are increasingly attempting to capture data
from alumni and employers concerning the effectiveness of the educational process.
There is more discussion about performance evaluation in Chapter 13.
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23 Teresa Gordon and Mary Fischer, “Communicating Performance: The Extent and Effectiveness of
Performance Reporting by U.S. Colleges and Universities,” Public Budgeting, Accounting & Financial
Management 20, no. 2 (2008), pp. 217–255.

ILLUSTRATION 16–5

VALLEY COLLEGE
Statement of Activities

Year Ended June 30, 2011

Temporarily Permanently
Unrestricted Restricted Restricted Total

Revenues and gains:

Student tuition and fees (net) $ 5,888,000 $ 5,888,000

Government grants and contracts 1,075,000 $ 208,000 1,283,000

Investment and interest income 707,000 280,000 987,000

Contributions 4,864,000 2,535,000 $ 2,288,000 9,687,000

Auxiliary enterprise sales and services 2,300,000 2,300,000

Gain on investments 7,800 7,800

Net assets released from restrictions 1,525,000 (1,525,000) 0

Total revenues and gains 16,359,000 1,498,000 2,295,800 20,152,800

Expenses and losses:

Educational and general expenses:

Instruction 6,508,800 6,508,800

Public service 1,144,460 1,144,460

Academic support 129,630 129,630

Research 1,275,000 1,275,000

Student services 2,592,600 2,592,600

Institutional support 2,861,370 2,861,370

Total educational and general expenses 14,511,860 14,511,860

Auxiliary enterprises 2,116,000 2,116,000

Total expenses and losses 16,627,860 16,627,860

Total change in net assets (268,860) 1,498,000 2,295,800 3,524,940

Net assets, beginning of the year 37,158,000 2,200,000 15,000,000 54,358,000

Net assets, end of the year $36,889,140 $3,698,000 $17,295,800 $57,882,940
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The financial community, through bond rating agencies, financial analysts,
underwriters, and investors, has always evaluated financial performance and the
creditworthiness of institutions that issue debt. Some key ratios they use to eval-
uate viability, return, and leverage are (1) expendable resources to debt, (2) unre-
stricted resources to operations, (3) expendable resources to total net assets, 
(4) total resources per full-time-equivalent student, and (5) maximum debt ser-
vice coverage.24
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24 See Engstrom and Esmond-Kiger, “Different Formats,” pp. 24–25.

ILLUSTRATION 16–6

VALLEY COLLEGE
Statement of Cash Flows
Year Ended June 30, 2011

Cash Flows from Operating Activities

Increase in net assets $ 3,524,940

Adjustments to reconcile increase in net assets to net cash
provided by operating activities:

Depreciation 300,000

Increase in pledges receivable (net) (845,000)

Decrease in tuition and fees receivable (net) 112,000

Increase in accounts payable and accrued expenses 99,460

Increase in deposits and agency funds 10,000

Increase in annuities payable 135,000

Increase in prepaid expenses (9,000)

Increase in inventories (15,000)

Gains restricted for long-term purpose (7,800)

Contributions restricted for long-term investment (2,673,000)

Net cash provided for operating activities 631,600

Cash Flows from Investing Activities

Purchases of investments (2,500,000)

Purchases of property, plant, and equipment (2,350,000)

Loans to students and faculty (260,000)

Collections of loans to students and faculty 95,000

Net cash used for investing activities (5,015,000)

Cash Flows from Financing Activities

Proceeds from contributions restricted for long-term investment 2,673,000

Issuance of long-term debt 2,000,000

Repayment of long-term debt (550,000)

Net cash provided by financing activities 4,123,000

Net decrease in cash and cash equivalents (260,400)

Cash and cash equivalents, beginning of year 675,000

Cash and cash equivalents, end of year $ 414,600
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Auditing Colleges and Universities
Most colleges and universities, whether private or public, publish audited financial
statements. More and more often, financial statements appear on their Web sites. At
a minimum, audits of colleges and universities are performed in conformity with the
generally accepted auditing standards (GAAS) promulgated by the AICPA, as dis-
cussed in Chapter 12. Additionally, many colleges and universities, as a condition of
accepting federal financial awards, are audited under the auditing standards estab-
lished by the U.S. Government Accountability Office in its publication Government
Auditing Standards (GAS), also known as the “yellow book,” as discussed in Chap-
ter 12. Specifically, if a college or university expends $500,000 or more in federal
awards in a given fiscal year, it must have a “single audit” in accordance with the
provisions of Office of Management and Budget (OMB) Circular A–133, “Audits of
States, Local Governments and Nonprofit Organizations.” Since the audit require-
ments for the single audit are described in considerable detail in Chapter 12, they
need not be reiterated here.

Due to the large number of dollars involved and decentralized controls, an item
of special concern in auditing colleges and universities is ensuring that only costs
allowable under OMB Circular A–21,25 “Cost Principles for Educational Institu-
tions,” are charged, either as direct costs or indirect costs, to federal grants or con-
tracts. The federal government devotes considerable resources to auditing educational
institutions that receive federal assistance, in particular their compliance with OMB
Circular A–21, as well as unrelated business income. The cost principles and admin-
istrative requirements under OMB Circular A–11026 are discussed more fully in
Chapter 13. The tax issues involving unrelated business income are discussed in
Chapter 15. As with single audits of state and local governments, Circular A–133
audits place heavy emphasis on evaluating the system of internal controls and com-
pliance with applicable laws and regulations in addition to the traditional audit of
the financial statements.

Federal Financial Assistance
The federal government supports institutions of higher learning in the form of
research grants and student loan funds. As mentioned in the previous section on
auditing issues, acceptance of federal funds requires reporting to the grantor and con-
formance with various cost accounting rules as well as administrative requirements.

Sponsored Research Funds

Research funds received from the federal government are most likely to be in the
form of contracts and grants in which the government is expecting periodic activ-
ity reports and a report at the end of the grant period as to how the funds were
used. In some instances, the organization may contract with the federal government
for a specific product for the funds paid. The terms of the grant or contract are
critical factors in determining whether it is an exchange or a nonexchange trans-
action. Some colleges and universities may have a policy to classify all federal
grants as exchange transactions, but the facts and circumstances of each grant
should be examined.

Chapter 16 Accounting for Colleges and Universities 687

25 OMB Circular A–21 has been relocated to Title 2 of the Code of Federal Regulations (2CFR), 
Subtitle A, Chapter II, Part 220.
26 OMB Circular A–110 has been relocated to 2CFR, Subtitle A, Chapter II, Part 215.
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Student Grants and Loans

Student assistance takes various forms: loans or grants, subsidized or unsubsidized,
held by the institution or given directly to the student. A Pell Grant is one in which
the federal government provides funds to the institution, which then selects the
recipient.27

Related Entities
Public and private colleges and universities can be complex in their organizational
structure, including majority-owned subsidiaries for intellectual property and busi-
nesslike enterprises; clinical and research facilities; financing corporations; and con-
trolled affiliates for fund-raising, alumni relations, and management of assets. At
issue is whether there is sufficient control of one organization over another to com-
bine their financial information under one reporting entity.

Most institutionally related fund-raising, clinical, and athletic foundations are
legally separate organizations independent of the college or university they serve.
However, it may be misleading to exclude the foundation from the college or uni-
versity’s financial report if the foundation operates essentially as an agent of the
institution. GASB provides guidance for public colleges and universities in deter-
mining whether certain organizations such as those just described are component
units of the institution.28 Organizations that raise and hold economic resources for
the direct benefit of a governmental unit, are legally separate, tax-exempt enti-
ties, and meet all of the following criteria should be discretely presented as com-
ponent units:

1. The economic resources received or held by the separate organization are entirely
or almost entirely for the direct benefit of the primary government, its compo-
nent units, or its constituents.

2. The primary government or its component units are entitled to or have the abil-
ity to otherwise access a majority of the economic resources received or held by
the separate organization.

3. The economic resources received or held by an individual organization that the
specific primary government or its component units are entitled to or has the abil-
ity to otherwise access are significant to that primary government.

If a college or university has a relationship with an organization that does not meet
each of these criteria and for which it is not financially accountable, professional
judgment should be exercised to determine whether exclusion would render the
financial statements of the reporting entity misleading or incomplete.29 At a mini-
mum, note disclosures of the existence of these affiliated organizations should be
made in the public college or university’s financial report.

Private colleges and universities, although less likely to have independent fund-
raising foundations, may have related entities that require preparation of consolidated
financial reports. Generally, consolidated financial reports are needed when a col-
lege or university has a controlling financial interest in a for-profit or not-for-profit
entity. Controlling financial interest can occur when the college or university has
direct or indirect ownership of a majority voting interest in the for-profit or not-for-
profit entity or it can occur under other circumstances, such as through a contract.
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27 Catalog of Federal Domestic Assistance (CFDA) #84.063. See: http://www.cfda.gov.
28 GASB, Codification, Sec. 2100, pars. 119–141.
29 Ibid., par. 141.
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American Institute of Certified Public Accountants. Audit and Accounting Guide.
Not-for-Profit Organizations. New York: AICPA, 2008.

Financial Accounting Standards Board. Statement of Financial Accounting Stan-
dards No. 116, “Accounting for Contributions Received and Contributions
Made.” Norwalk, CT, 1993.

———. Statement of Financial Accounting Standards No. 117, “Financial State-
ments of Not-for-Profit Organizations.” Norwalk, CT, 1993.

Governmental Accounting Standards Board. Codification of Governmental Account-
ing and Financial Reporting Standards as of June 30, 2008. Norwalk, CT, 2008.

National Association of College and University Business Officers. Financial
Accounting and Reporting Manual for Higher Education (e-FARM). 
Washington, DC. In electronic form.

16–1. What are restricted assets and how are they shown in the financial statements?
16–2. Explain how restricted gifts and grants are reported by a public college or

university. How would such restricted gifts and grants be recorded and
reported by a private college or university?

16–3. Private colleges and universities report temporarily and permanently
restricted net assets. What, if any, comparable reporting is provided by pub-
lic universities?

16–4. What are some of the accounting and reporting differences between endow-
ments and split-interest agreements?

16–5. Compare the reporting of contributed services by private and public colleges
and universities.

16–6. A private college has received a multi-year unconditional pledge from a major
supporter. How will the college report the pledge in its financial statements?

16–7. Explain the conditions that must exist for a public or private college or uni-
versity to avoid accounting recognition of the value of its collections of art,
historical treasures, and similar assets.

16–8. What is an annuity agreement and how does it differ from a life income
fund?

16–9. What is a revocable split-interest agreement and how is it recorded by a pri-
vate college?

16–10. Describe some measures of performance that can be used in assessing
whether a university operates effectively.

16–1 Institutionally Related Foundations. Review each of the following cases that
describe a public university and a foundation related to it (i.e., an institution-
ally related foundation). Explain whether the GASB criteria are met so that
the organizations should be discretely presented in the financial statements of
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Key Terms Annuity agreements, 671
Collections, 669
Endowments, 670
Gifts in kind, 674
Permanent endowments, 670

Pooled (life) income fund, 671
Spending rate, 670
Split-interest agreements, 671
Term endowments, 670
Total return, 670
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the public university. (Hint: See Illustration 9–1 and related discussion in
Chapter 9.) If the criteria are not met, explain why.

1. University Alumni Association. KMH University Alumni Association was
established as a legally separate, tax-exempt organization to support both
KMH University and its students. Generally, when the university awards a
scholarship to a student who meets the criteria established by the Alumni
Association, the university requests funds from the Alumni Association’s
resources. Normally, the Alumni Association honors the request and trans-
fers the funds to the university. In the current year, the Alumni Associa-
tion has endowed a chair and financed 14 scholarships for the KMH
University School of Business and has donated funds for these purposes
to KMH University. The funds donated directly to the university and the
resources held by the association are significant to the university’s finan-
cial statements.

2. University Fund-Raising Foundation. CCB University Foundation is a
legally separate, tax-exempt organization whose bylaws state that it exists
solely to provide financial support to CCB University. The foundation reg-
ularly makes distributions directly to the university and pays certain main-
tenance expenses by making payments directly to vendors and contractors
rather than the university. Separately, the direct cash payments to the uni-
versity and the maintenance expenses of the university paid by the founda-
tion are not significant to the university; however, they are significant when
combined. The economic resources of the foundation that are restricted for
the benefit of the university are significant.

3. University Research Foundation. Ten years ago, the State University Research
Foundation was established as a legally separate, tax-exempt organization to
provide the buildings, laboratory facilities, and administrative support neces-
sary for the faculty of State University to competitively attract and carry out
research grants, principally from the federal government and corporations.
The foundation’s total research and administrative costs were significant to
the university in the current year. The foundation occupies two buildings that
it constructed on campus on land leased from the university. A significant
portion of the instructional faculty in the School of Engineering, Science, and
Technology carry out research at the foundation, and the annual university
performance evaluations and merit increases of these faculty are based to a
certain extent on the research they perform at the foundation.

The completion of a research grant typically results in the submittal of
a report of research findings and recommendations to the grantor, and often
the publication of results in academic and professional journals. This
research activity is deemed integral to the duties of faculty and is consis-
tent with the university’s mission.

A formal agreement between the university and the foundation requires
the foundation to make its general lecture and meeting rooms available,
upon request, to the university, and to make certain research laboratories
available for special lectures and seminars. The university’s personnel office
provides administrative support for hiring foundation personnel, including
research technicians who typically are selected by faculty committees. The
relationship between the university and the foundation is disclosed in a
brochure for prospective faculty of the university.
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Students enrolled in university graduate courses work at the foundation
as research assistants. They are compensated through stipends paid by
research grants through financial aid work-study programs administered by
the university. Faculty are required to periodically report their research,
instructional, and other efforts through a reporting system administered
jointly by the foundation and the university. Faculty working on research
grants typically receive a portion of their compensation from grant funds.
Note: The preceding cases were taken from Appendix C of GASBS 39.

16–2 Comparison of Public and Private Universities. Following are the operating
statements for a public and private university. The operating statements have
been adapted from the annual reports of a public and a private university. As
would be expected, the reports are somewhat different. Boca Bay State Col-
lege has an enrollment of 28,980 students and Von College has an enrollment
of 20,100 students.

VON COLLEGE
Statement of Activities

for Year Ended June 30, 2011 
(amounts in thousands)

Temporarily Permanently
Unrestricted Restricted Restricted Totals

Revenues

Tuition and fees $494,729 — — $ 494,729

Less: Scholarships (173,659) — — (173,659)

Net tuition and fees 321,070 — — 321,070

Contributions 28,121 $17,443 $ 45,135 90,699

Grants and contracts 66,730 — — 66,730

Investment revenue 21,361 112 403 21,876

Net realized and unrealized gains on investments 83,655 — 168 83,823

Auxiliary enterprises 141,910 — — 141,910

Other 16 — — 16

Net assets released from restrictions 14,508 (14,508) — —

Total revenues 677,371 3,047 45,706 726,124

Expenses

Instruction 265,946 — — 265,946

Sponsored research 48,331 — — 48,331

Academic support 77,969 — — 77,969

Student services 40,541 — — 40,541

Institutional support 67,475 — — 67,475

Auxiliary enterprises 144,013 — — 144,013

Total expenses 644,275 — — 644,275

Change in net assets before cumulative effect of 
change in accounting principle 33,096 3,047 45,706 81,849

Cumulative effect of change in accounting principle (24,083) — — (24,083)

Change in net assets 9,013 3,047 45,706 57,766

Net assets at beginning of year 845,610 35,936 358,121 1,239,667

Net assets at end of year $854,623 $38,983 $403,827 $1,297,433
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BOCA BAY STATE COLLEGE
Statement of Revenues, Expenses, and Changes in Net Assets 

for the Year Ended September 30, 2011
(amounts in thousands)

Operating Revenues

Tuition and fees (net of scholarship allowances of $36,632) $ 160,978
Federal grants and contracts 78,826
State grants and contracts 67,742
Auxiliary enterprises 83,482
Other operating revenues 14,596

Total operating revenues 405,624

Operating Expenses
Compensation and benefits 380,516
Scholarships and fellowships 13,812
Supplies and services 175,326
Depreciation 32,306

Total operating expenses 601,960

Operating loss (196,336)

Nonoperating Revenues (Expenses)
State appropriations 247,895
Gifts 26,591
Net investment income 44,912
Interest expense (10,167)

Nonoperating revenues 309,231

Income before other changes in net assets 112,895

Other Changes in Net Assets
Capital appropriations 104
Capital grants 19,051
Additions to permanent endowments 237

Change in net assets 132,287
Net assets—beginning of year 856,857

Net assets—end of year $ 989,144

Required

a. List some of the differences you observe in the formats of the two operat-
ing statements.

b. What portion of the total revenues of Boca Bay State College comes from
tuition and fees? From state appropriations? From gifts and contributions?
How do those amounts compare to those for Von College?

c. What portion of all of Boca Bay State College’s gifts, grants, and contracts
is in the form of endowments? How does that amount compare to the por-
tion of gifts, grants, and contracts in the form of endowments at Von Col-
lege? Can you tell how much each college earns on its endowments?

d. Which college’s financial operating performance for the year appears to be
better? Explain your answer.

16–3 UPMIFA—Internet Case. UPMIFA stands for the Uniform Prudent Manage-
ment of Institutional Funds Act. This Act was approved in July 2006 and replaces
the Uniform Management of Institutional Funds Act (UMIFA). Subsequent 
to approval of UPMIFA, the FASB issued Staff Position (FSP) FAS 117–1. 
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(Note: The FASB, www.fasb.org, and NACUBO, www.nacubo.org, Web sites
may be helpful in completing this case.)

Required

a. What is the purpose of UPMIFA and how does it relate to UMIFA?
b. Why is UPMIFA important to colleges and universities?
c. To what organizations does FAS 117–1 apply?
d. What is the purpose of FAS 117–1?

16–1 Review of Annual Financial Report. Obtain the most recent copy of the
annual report for your college or university (school). Using the annual report,
answer the following.

Required

a. Does your school follow GASB or FASB standards? Use the financial state-
ments to explain how you can tell which GAAP is being applied.

b. Does your school appear to be using the NACUBO classifications for rev-
enues and expenses, as identified earlier in this chapter? Explain.

c. Do the financial statements appear to follow the reporting standards of the
appropriate standards-setting body? Identify examples to support your
answer. Identify any instances where you believe the reporting standards are
not being met. (Hint: It may be helpful to refer to the financial statement
illustrations presented in this chapter.)

d. What percentage of total revenue comes from student tuition and fees? What
percentage of total tuition and fees are student discounts and/or scholarship
allowances?

e. What percentage of total revenue comes from grants and contracts?
f. What percentage of total net assets is nonexpendable (endowments)?
g. Has an audit been included with the financial report? Discuss the content

of the audit report.
16–2 Multiple Choice. Choose the best answer.

1. Under GASB standards, public colleges and universities engaged only in
business-type activities present all of the following statements in their
stand-alone reports except a:
a. Statement of net assets.
b. Statement of revenues, expenses, and changes in net assets.
c. Statement of revenues, expenditures, and changes in fund balances.
d. Statement of cash flows.

2. Which of the following statements is not prepared by a private college
or university?
a. Statement of financial position.
b. Statement of cash flows.
c. Statement of activities.
d. Statement of comprehensive income.

3. Which of the following is a true statement about tuition revenue in a
college or university?
a. Scholarships should always be reported as expenses.
b. Tuition receivables estimated to be uncollectible should be reported as

an operating expense.
c. Refunds should be reported as deductions from gross revenue.
d. All of these statements are true.
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4. A college expended $2,475,000 on a new parking facility. How would this
be reported in the statement of cash flows?
a. As an investing activity by a public college.
b. As a capital and related financing activity by a private college.
c. As an investing activity by a private college.
d. Both a and c are correct.

5. Funds that the governing board of a public university has set aside so that
only the income earned on the assets is expendable are called:
a. Term endowments.
b. Designated, unrestricted net assets.
c. Life income fund agreements.
d. Permanently restricted net assets.

6. If during the year a college or university expends federal awards such as
research grants, it is required to:
a. Have a single audit in accordance with the provisions of OMB Circu-

lar A–133 if expenditures have exceeded $500,000.
b. Follow OMB Circular A–21, “Cost Principles for Educational Institutions.”
c. Follow federal uniform administrative requirements under OMB Circu-

lar A–110.
d. Do all of the above.

7. Accounting for public colleges and universities and private colleges and
universities differs in that:
a. Net assets are classified differently.
b. Depreciation is reported differently.
c. Collections are reported differently.
d. Only private colleges and universities report investments at fair

value.

8. Under generally accepted accounting principles applicable to public uni-
versities, the monies resulting from a new library construction fund drive
would be recorded as increases to:
a. Unrestricted net assets.
b. Permanently restricted net assets.
c. Temporarily restricted net assets.
d. Restricted net assets.

9. Funds received from an external donor that are to be retained and invested,
with the related earnings restricted to the purchase of library books, would
be accounted for as an increase to:
a. Temporarily restricted net assets in a private university.
b. Nonexpendable, restricted net assets in a public university.
c. Unrestricted net assets in either a public or private university.
d. Permanently restricted net assets in a public university.

10. Which of the following statements helps define an irrevocable split-interest
agreement?
a. The college is sharing the income from investments with a donor.
b. The college is maintaining the donation indefinitely.
c. The college is reporting the donation as a liability.
d. The college is receiving all of the income from the investments.
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16–3 Private College Transactions. Elizabeth College, a small private college, had
the following transactions in fiscal year 2011.

1. Billings for tuition and fees totaled $5,600,000. Tuition waivers and scholar-
ships of $61,500 were granted. Students received tuition refunds of $101,670.

2. During the year the college received $1,891,000 cash in unrestricted pri-
vate gifts, $575,200 cash in temporarily restricted grants, and $1,000,000
in securities for an endowment.

3. A pledge campaign generated $626,000 in unrestricted pledges, payable in
fiscal year 2012.

4. Auxiliary enterprises provided goods and services that generated $94,370
in cash.

5. Collections of tuition receivable totaled $5,380,000.
6. Unrestricted cash of $1,000,000 was invested.
7. The college purchased computer equipment at a cost of $10,580.
8. During the year the following expenses were paid:

Instruction $3,866,040
Academic support 1,987,000
Student services 87,980
Institutional support 501,130
Auxiliary enterprises 92,410

9. Instruction provided $450,000 in services related to the temporarily
restricted grant recorded in transaction 2.

10. At year-end, the allowance for uncollectible tuition and fees was increased
by $7,200. The fair value of investments had increased $11,540; of this
amount, $3,040 was allocated to permanently restricted net assets, the
remainder was allocated to unrestricted net assets. Depreciation on plant
and equipment was allocated $34,750 to instruction, $41,000 to auxiliary
enterprises, and $12,450 to academic support.

11. All nominal accounts were closed.

Required

a. Prepare journal entries in good form to record the foregoing transactions
for the fiscal year ended June 30, 2011.

b. Prepare a statement of activities for the year ended June 30, 2011. Assume
beginning net asset amounts of $7,518,000 unrestricted, $200,000 tem-
porarily restricted, and $5,000,000 permanently restricted.

16–4 Public University Transactions. The Statement of Net Assets of Green Tree
State University, a governmentally owned university, as of the end of its fis-
cal year June 30, 2010, follows.

GREEN TREE STATE UNIVERSITY
Statement of Net Assets 

June 30, 2010

Assets
Cash $ 340,000
Accounts receivable (net of doubtful accounts of $15,000) 370,000
Investments 250,000
Capital assets $1,750,000
Accumulated depreciation 275,000 1,475,000

Total assets 2,435,000
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The following information pertains to the year ended June 30, 2011:

1. Cash collected from students’ tuition totaled $3,000,000. Of this
$3,000,000, $362,000 represented accounts receivable outstanding at June
30, 2010; $2,500,000 was for current-year tuition; and $138,000 was for
tuition applicable to the semester beginning in August 2011.

2. Deferred revenue at June 30, 2010, was earned during the year ended June
30, 2011.

3. Notification was received from the federal government that up to $50,000
in funds could be received in the current year for costs incurred in devel-
oping student performance measures.

4. During the year, the University received an unrestricted appropriation of
$60,000 from the state.

5. Equipment for the student computer labs was purchased for cash in the
amount of $225,000.

6. During the year, $200,000 in cash contributions was received from alumni.
The contributions are to be used for construction of a new library.

7. Interest expense on the bonds payable in the amount of $48,000 was paid.
8. During the year, investments with a carrying value of $25,000 were sold

for $31,000. Investments were purchased at a cost of $40,000. Investment
income of $18,000 was earned and collected during the year.

9. General expenses of $2,500,000 related to the administration and operation
of academic programs, and research expenses of $37,000 related to the devel-
opment of student performance measures were recorded in the voucher sys-
tem. At June 30, 2011, the accounts payable balance was $75,000.

10. Accrued liabilities at June 30, 2010, were paid.
11. At year-end, adjusting entries were made. Depreciation on capital assets

totaled $90,000. Accrued interest on investments was $1,250. The fair
value of investments at year-end was $262,000. The Allowance for Doubt-
ful Accounts was adjusted to $17,000.

12. Nominal accounts were closed and net asset amounts were reclassified as
necessary.

Required

a. Prepare journal entries in good form to record the foregoing transactions
for the year ended June 30, 2011.

b. Prepare a statement of net assets for the year ended June 30, 2011.
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Liabilities
Accounts payable 105,000
Accrued liabilities 40,000
Deferred revenue 25,000
Bonds payable 600,000

Total liabilities 770,000
Net Assets
Invested in capital assets, net of related debt 875,000
Restricted 215,000
Unrestricted 575,000

Total net assets $1,665,000
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16–5 Various Unrelated Transactions. Following are several unrelated transac-
tions involving a university.

1. In fiscal year 2011, the university was notified by the federal government
that in 2012 it would receive a $500,000 grant for wetlands research.

2. The university received $234,000 in contributed services from nurses pro-
viding services in its community outreach clinics. The services were part of
the regular operation of the clinics.

3. During the year, the university constructed a new street, to allow for the
expansion of its student housing efforts. The cost of the street was $1,980,000.

4. The university extended $325,000 in loans to students. During the year,
$196,000 in loans was collected, along with $2,450 in interest.

5. At year-end, the Allowance for Doubtful Accounts was increased by $1,670.

Required

a. Prepare journal entries to record the foregoing transactions, assuming the
university is a private institution.

b. Prepare journal entries to record the foregoing transactions, assuming the
university is a public institution.

16–6 Financial Statements—Private University. The following is the pre-closing
trial balance for Horton University as of June 30, 2011. Additional informa-
tion related to net assets and the statement of cash flows is also provided.

HORTON UNIVERSITY
Pre-Closing Trial Balance 

June 30, 2011

Debits Credits

Cash and Cash Equivalents $1,516,600

Investments 3,200,000

Tuition and Fees Receivable 372,400

Allowance for Doubtful Accounts $     75,600

Pledges Receivable 223,000

Allowance for Doubtful Pledges 79,000

Property, Plant, and Equipment 1,996,160

Accumulated Depreciation 658,720

Accounts Payable 103,000

Accrued Liabilities 37,500

Deposits Held in Custody for Others 17,570

Bonds Payable 792,000

Deferred Revenue 62,150

Liabilities Under Split-Interest Agreements 40,510

Net Assets—Unrestricted 4,051,410

Net Assets—Temporarily Restricted 200,600

Net Assets—Permanently Restricted 980,000

Net Assets Released from Restrictions—Temporarily Restricted 26,850

Net Assets Released from Restrictions—Unrestricted 26,850

Tuition and Fees 290,750

Tuition and Fees Discounts and Allowances 98,000
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Additional information

Net assets released from temporary restrictions totaled $26,850. There were no re-
strictions on the investment income earned. Twenty percent of the unrealized gain
is related to permanently restricted net assets and 10 percent is related to tem-
porarily restricted net assets, with the remainder related to unrestricted net assets.

The differences between the beginning and ending balances were as follows:

Tuition and Fees Receivable increased by $10,230.
Pledges Receivable decreased by $1,560.
Allowance for Doubtful Accounts was increased by $770 (the bad debt was 

netted against Tuition and Fees).
Accounts Payable decreased by $2,900.
Accrued Liabilities decreased by $1,120.
Deferred Revenue increased by $6,200.
Depreciation Expense was $30,070.
Cash of $100,000 was used to retire bonds.
Investments were sold for $1,500,000 and others were purchased for 

$1,250,000.

Required

a. Prepare a statement of activities for the year ended June 30, 2011.
b. Prepare a statement of financial position for June 30, 2011.
c. Prepare a statement of cash flows for the year ended June 30, 2011.

16–7 Financial Statements—Public College. The following balances come from the
trial balance of Sherlock State College as of the end of the 2011 fiscal year.

698 Part Three Not-for-Profit Organizations

Contributions—Unrestricted 310,200

Contributions—Temporarily Restricted 77,000

Grants and Contracts—Unrestricted 324,000

Grants and Contracts—Temporarily Restricted 121,800

Investment Income—Unrestricted 11,500

Other Revenue 13,250

Auxiliary Enterprise Sales and Services 53,560

Unrealized Gain on Investments 280,400

Instruction Expense 629,750

Research Expense 269,600

Academic Support Expense 100,400

Student Services Expense 46,500

Institutional Support Expense 68,910

Auxiliary Enterprise Expenses 58,700

Loss on Sale of Equipment 500

Total $8,580,520 $8,580,520
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SHERLOCK STATE COLLEGE
Pre-Closing Trial Balance 

June 30, 2011
(000s omitted)

Debits Credits

Cash and Cash Equivalents $ 3,278
Investments 29,387
Accounts Receivable 1,957
Allowance for Uncollectible Receivables $ 137
Due from State 79,626
Cash and Cash Equivalents—Restricted 26,716
Investments—Restricted 2,383
Depreciable Capital Assets 149,714
Accumulated Depreciation 28,850
Nondepreciable Assets 55,481
Other Noncurrent Assets 26
Accounts Payable 2,306
Accrued Liabilities 2,039
Deferred Revenue 13,789
Bonds Payable—Current Portion 1,538
Bonds Payable 92,116
Net Assets—Invested in Capital Assets, Net of Related Debt 82,692
Net Assets—Restricted for Debt Service—Expendable 1,157
Net Assets—Restricted for Capital Projects—Expendable 49,272
Net Assets—Unrestricted 70,954
Tuition and Fees 30,095
Tuition and Fees Discounts and Allowances 7,565
Grants and Contracts Revenue 18,196
Auxiliary Enterprise Sales 14,595
Investment Income 1,745
State Appropriations 44,894
Capital Appropriations 12,785
Institutional Support Expenses 26,268
Academic Support Expenses 58,940
Scholarships and Fellowships Expense 7,664
Depreciation Expense 5,580
Interest Expense 378
Auxiliary Enterprise Expenses 12,197

Totals $467,160 $467,160

Information on Cash and Cash Equivalents Activity
Beginning Cash Balance $ 28,067
Received Tuition and Fees (net) 23,609
Received Grants and Contracts 12,940
Received from Auxiliary Enterprises 13,765
Payments to Employees 58,220
Payments to Vendors 21,711
Payments to Students for Scholarships and Fellowships 7,664
Received State Appropriations 39,894
Received Capital Appropriations 20,540
Purchase of Capital Assets 20,634
Interest Paid on Debt 2,095
Interest Income 1,503
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Required

a. Prepare a statement of revenues, expenses, and changes in net assets for
the year ended June 30, 2011, in good form. See Illustration 16–2; how-
ever, display expenses using functional classifications as shown in Illus-
tration 16–6.

b. Prepare a statement of net assets as of June 30, 2011, in good form. For the
period, net assets restricted for capital projects increased by $3,000, and net
assets restricted for debt service increased by $150; all bonded debt relates
to capital assets. See Illustration 16–1.

c. Prepare a statement of cash flows for the year ended June 30, 2011. Infor-
mation on changes in assets and liabilities is as follows: Accounts Receiv-
able (net) increased by $2,574; Due from State decreased by $14,842;
Accounts Payable and Accrued Liabilities increased by $1,962; and Deferred
Revenue decreased by $1,763. See Illustration 16–3.
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Chapter Seventeen

1 National Coalition on Health Care, Health Insurance Cost. see www.nchc.org.
2 The Hospital Survey and Construction Act of 1946 (P.L. 79-725).

Accounting for Health
Care Organizations
Learning Objectives

After studying this chapter, you should be able to:

1. Identify the different organizational forms and the related authoritative
accounting literature for health care organizations.

2. Describe financial reporting for health care organizations.

3. Explain unique accounting and measurement issues in health care organizations,
including accounting for revenues, assets, expenses, and liabilities.

4. Journalize transactions and prepare the basic financial statements for not-for-
profit and governmental health care organizations.

5. Describe other accounting issues in the health care industry, including
budgeting and costs, auditing, taxation and regulation, prepaid health care
services, and continuing care retirement communities.

6. Explain financial and operational analysis of health care organizations.

The health care industry in the United States changed dramatically in the last cen-
tury. In the early 1900s health care was provided primarily by not-for-profit hospi-
tals affiliated with communities or religious organizations, major projects were
funded by donations, and hospital managers had little financial expertise and faced
few regulations. Today, health care organizations are complex entities that cross the
private, public, and not-for-profit sectors; spiraling costs outpace inflation; capital
construction requires extensive financing; and professional managers face increasing
public scrutiny and government oversight. Technological advances brought dramatic
changes in the delivery and quality of health care services but also contributed
greatly to rising costs. Health care spending in 2007 was $2.3 trillion, representing
16 percent of gross domestic product. It is projected to grow to $4.2 trillion by 2016.1

Political, social, and economic factors explain the tremendous change in the health
care industry. For example, in the 1940s and 1950s, health insurance coverage
became a common employee fringe benefit, and health care providers began to look
to employers and third parties for payment for services. The Hill-Burton Program in
1944 encouraged growth in the industry by making federal funds available for the
construction of health care facilities.2 The initiation of entitlement programs, such
as Medicare and Medicaid in the 1960s, reflected public policy efforts to make health
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care a basic right to be regulated at the federal level. In the 1980s, employers and
insurance companies initiated managed care systems in an attempt to bring down the
cost of providing health care coverage. In the 1990s, comprehensive health care
reform became a political issue at the federal level.

Health care continues to be a political issue in the first decade of the 21st cen-
tury, with soaring health care costs running two to five times the rate of inflation
since 2000.3 Today, roughly half of hospital health care is provided by not-for-profit
organizations, although most providers of health care are for-profit groups of med-
ical professionals who are associated with governmental or not-for-profit health care
organizations. Illustration 17–1 shows classifications of health care organizations by
legal structure as well as by the nature of services they provide. This chapter focuses
on the financial reporting and accounting issues of primarily not-for-profit and gov-
ernmental organizations that charge patients or third parties for the services provided.
Voluntary health and welfare organizations, which are nonbusiness oriented and pro-
vide more general social services funded primarily by contributions and grants rather
than charges for services, are discussed in Chapter 14.

GAAP FOR HEALTH CARE PROVIDERS

Generally accepted accounting principles (GAAP) for hospitals and other health
care organizations have evolved through the efforts of the American Hospital
Association (AHA), the Healthcare Financial Management Association (HFMA),
and the American Institute of Certified Public Accountants (AICPA). More
recently, statements of the Financial Accounting Standards Board (FASB) and the
Governmental Accounting Standards Board (GASB) have directly impacted
accounting and reporting for health care providers. The AICPA Audit and
Accounting Guide Health Care Organizations applies to health care organizations
that are either (1) investor-owned businesses, (2) not-for-profit enterprises that,
although they have no ownership interests, are essentially business-oriented and
self-sustaining from fees charged for goods and services, or (3) governmental
entities. These organizations are often classified by the nature of the services pro-
vided, as listed in Illustration 17–1. Since 1990, the AICPA Audit and Account-
ing Guide has covered all providers of health care services, not just hospitals. The
guide covers governmental providers that use proprietary accounting, as well as
private and not-for-profit health care organizations.4

Governmental hospitals and health care providers are considered special purpose
governments, that is, legally separate entities that may be either component units of
another government or stand-alone governmental entities. GASB standards provide
guidance for organizations that may be engaged in either governmental or business-
type activities or both. The AICPA Audit and Accounting Guide is considered cate-
gory (b) authority for both governmental and nongovernmental entities, which means
that GASB and FASB statements take precedence.5 Consequently, even though there
is only one audit guide for all health care entities, accounting and reporting rules may
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3 National Coalition on Health Care, Health Insurance Cost. See www.nchc.org.
4 American Institute of Certified Public Accountants, Audit and Accounting Guide, Health Care Orga-
nizations (AAG-HCO) (New York: AICPA, 2007).
5 American Institute of Certified Public Accountants, SAS No. 69, “The Meaning of ‘Present Fairly in
Conformity with Generally Accepted Accounting Principles’ in the Independent Auditor’s Report”
(New York: AICPA, 1991), as amended by SAS No. 91, “Federal GAAP Hierarchy,” 2001.
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differ, depending on whether the health care provider is legally structured as an
investor-owned, not-for-profit, or governmental organization. Some of the differences
relate to accounting and reporting for contributions and financial reporting display,
cash flows, and investments, as seen in Illustration 17–2. This chapter illustrates finan-
cial accounting and reporting for not-for-profit health care organizations, the largest
segment of the in-patient health care industry, and points out differences unique to
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ILLUSTRATION 17–1 Classification of Health Care Organizations

Source: Adapted from the American Institute of Certified Public Accountants, Audit and Accounting Guide, Health Care Organizations (New York: AICPA, 2007), Preface.

Investor-owned

Sponsorship or Legal Structure

Not-for-profit:
Business-oriented

For-profit
(Proprietary)

Governmental:
Public

                                       Types of Health Care Organizations

Clinics, medical group practices, individual practice associations, individual

practitioners, and other ambulatory care organizations.

Continuing care retirement communities (CCRCs).

Health maintenance organizations (HMOs) and similar prepaid health care plans.

Home health agencies.

Hospitals.

Nursing homes that provide skilled, intermediate, and a less-intensive level of health care.

Drug and alcohol rehabilitation centers and other rehabilitation facilities.

Parent companies and other organizations that primarily plan, organize, and oversee

health care services.

Religion affiliated

Private university 
sponsored

Community-based

State

City

Public 
university 
sponsored

County

Federal
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governmental health care providers. The reader is directed to Chapter 14 for a more
thorough discussion of SFAS Nos. 116 and 117 for not-for-profit organizations, and
to Chapter 7 for a discussion of business-type enterprises of government.

FINANCIAL REPORTING

The financial statements of a health care entity serve a broad set of users and con-
sequently include: (1) a balance sheet (statement of financial position) or statement
of net assets; (2) a statement of operations or statement of revenues, expenses, and
changes in net assets; and (3) a statement of cash flows, as well as notes to the finan-
cial statements. Additionally, proprietary and not-for-profit entities prepare a state-
ment of changes in equity (net assets), which can be issued as a separate statement
or combined with the statement of operations. The FASB and AICPA allow consid-
erable flexibility in displaying financial information.

A health care organization may choose to use fund accounting for internal purposes,
in part, to account for revenues and expenses associated with grants (or because it is
a governmental entity). For organizations using fund accounting, the fund structure
should include general unrestricted funds and donor-restricted funds (e.g., specific 
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ILLUSTRATION 17–2 GAAP for Health Care Entities in Different Sectors

Health Care Providers

Accounting and
Reporting Issue Investor-Owned Not-for-Profit Governmental

Reporting entity APB Opinion No. 18, AICPA SOP 94-3 GASB Codification, Sec. 2100 (see
SFAS No. 94 Footnote 9 for citation)

Contributions and SFAS No. 116 SFAS Nos. 116 and 117 GASB Codification, Secs. N50
financial  statement display and 2200

Cash flows SFAS No. 95 SFAS No. 95 GASB Codification, Sec. 2450
Deposits with SFAS No. 105 SFAS No. 105 GASB Codification, Sec. C20

financial institutions
Investments SFAS No. 115 and AAG-HCO, SFAS No. 124 GASB Codification, Sec. I50

Chapter 4
Operating leases SFAS No. 13 SFAS No. 13 GASB Codification, Sec. C20
Prepaid health care AAG-HCO, Chapters 8 and 14 AAG-HCO, Chapters 8 GASB Codification, Secs. C50 and

arrangements and and 14 Po20
self-insurance programs

Compensated absences SFAS Nos. 43 and 112 SFAS Nos. 43 and 112 GASB Codification, Sec. C60
Debt refundings APB Opinion No. 26, SFAS APB Opinion No. 26, SFAS GASB Codification, Sec. D20

Nos. 4 and 125 Nos. 4 and 125
Pensions SFAS Nos. 87, 132 (revised), SFAS Nos. 87, 132 GASB Codification, Sec. P20

and 158 (revised), and 158
Risks and uncertainties AICPA SOP 94-6 AICPA SOP 94-6 GASB Codification, Sec. C50
Post-retirement benefits SFAS Nos. 106 SFAS Nos. 106 and 132 GASB Codification, Sec. P50

and 132 (revised) (revised)
Fair value measurements SFAS No. 157 SFAS No. 157 None

Source: Adapted from the AICPA, Audit Risk Alert, Health Care Industry Developments—2001/02 (New York: AICPA, 2002), par. 121, updated for new standards.
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purpose, plant replacement and expansion, and endowment). Comparative statements
for a not-for-profit hospital are presented in Illustrations 17–3 through 17–5.

Balance Sheet or Statement of Net Assets
The balance sheet presented in Illustration 17–3 is for Sierra Regional Hospital, a hypo-
thetical not-for-profit health care entity. Not-for-profit organizations are required to
present information about the liquidity of their assets and liabilities. The net asset sec-
tion of a not-for-profit organization balance sheet should classify net assets into unre-
stricted, temporarily restricted, and permanently restricted categories, as described in
Chapter 14. Governmental organizations classify net assets into invested in capital
assets, net of related debt; restricted; and unrestricted, as illustrated in Chapters 1
through 9. The equity section of an investor-owned health care provider should show
stockholders’ equity separated into capital stock and retained earnings.
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ILLUSTRATION 17–3

SIERRA REGIONAL HOSPITAL
Balance Sheet

As of September 30, 2011

Assets Liabilities and Net Assets

Current assets: Current liabilities:

Cash $     172,100 Accounts payable $     259,000

Accounts and notes receivable, net of Accrued expenses payable 173,500

allowance for uncollectibles of $135,000 353,000

Pledges receivable, net of allowance for

uncollectibles of $114,300 548,700

Accrued interest receivable 44,000

Inventory 160,000

Prepaid expenses 8,000

Short-term investments 1,778,000

Total current assets 3,063,800 Total current liabilities 432,500

Assets limited as to use: Long-term debt:

Internally designated for capital Mortgages payable 6,000,000

acquisition—cash 6,500 Total liabilities 6,432,500

Internally designated for capital

acquisition—investments 778,000

Total assets limited as to use 784,500 Net assets:

Long-term investments 146,000 Unrestricted—undesignated 8,536,600

Property, plant, and equipment: Unrestricted—designated 784,500

Temporarily restricted—plant 2,392,700

Land 1,080,000 Temporarily restricted—programs 25,000

Buildings, net of accumulated Permanently restricted 178,000

depreciation of $1,365,000 9,685,000 Total net assets 11,916,800

Equipment, net of accumulated

depreciation of $1,702,000 3,590,000

Total property, plant, and equipment 14,355,000

Total assets $18,349,300 Total liabilities and net assets $18,349,300
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Operating Statement
The principal sources of revenue for a health care organization are (1) patient service
revenue, (2) premium revenue derived from capitation fees, which are fixed fees per
person paid periodically, regardless of services provided, by a health maintenance orga-
nization, (3) resident service revenue, such as maintenance or rental fees in an extended
care facility, and (4) other revenue or gains. Service revenue is shown net of contrac-
tual adjustments, discussed later in this chapter. Other revenue includes sales (e.g., med-
ical supplies and cafeteria meals), fees (e.g., for educational programs or transcripts),
rental of facilities other than to residents, investment income and gains, contributions,
and grants. Additionally, some governmental health care organizations may be sup-
ported, at least in part, by taxes or intergovernmental revenue. Research grants or con-
tracts may be considered exchange transactions or nonexchange transactions (i.e.,
contributions), as discussed in Chapters 14 and 16. Not-for-profit health care entities
show net assets released from temporary restrictions as increases to unrestricted net
assets and also indicate how the restriction was met, such as passage of time, satisfac-
tion of purpose, or through acquisition of equipment. Sierra Regional Hospital, as shown
in Illustration 17–4, reports some of these sources of income.

Considerable flexibility is allowed not-for-profits in displaying the results of opera-
tions, such as classifying them as operating and nonoperating, earned and unearned, or
recurring and nonrecurring. FASB concepts statements provide guidance on distin-
guishing operating items (i.e., those arising from ongoing major activities, such as ser-
vice revenue) from nonoperating items (i.e., those arising from transactions peripheral
or incidental to the delivery of health care, such as investment income and unrestricted
contributions).6 Unlike not-for-profits, governmental health care entities are required to
display operating and nonoperating activity on the operating statement.

As required, Sierra Regional Hospital reports all expenses as decreases in unre-
stricted net assets. Functional expenses must be displayed or disclosed in the notes
and can be as simple as distinguishing between health care services and support ser-
vices, such as general/administrative expenses. If functional expenses are displayed,
all natural expenses (e.g., depreciation, interest, and provision for bad debts) should
be allocated to the functional expenses.

Not-for-profit health care organizations should include a performance indicator
to report the results of operations. The intent of the performance indicator is to pro-
vide an operating measure that is equivalent to income from continuing operations
of for-profit health care organizations. The principal components of a performance
indicator are unrestricted revenues, gains, and other support; expenses; and other
income. Examples include excess of revenues over expenses, revenues and gains over
expenses and losses, earned income, and performance earnings. Investment income,
realized gains and losses, and unrealized gains and losses on trading securities should
be reported in the performance indicator; however, the following items should be
reported separately from the performance indicator:

• Transactions with owners acting in that capacity.
• Equity transfers involving other related entities.
• Receipt of temporarily and permanently restricted contributions.
• Contributions of (and assets released from donor restrictions related to) long-lived

assets.

6 Financial Accounting Standards Board, Concepts Statement No. 6, “Elements of Financial State-
ments” (Norwalk, CT: FASB, 1985).
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ILLUSTRATION 17–4 Illustration of a Two-Part Statement of Operations

SIERRA REGIONAL HOSPITAL
Statement of Operations

Year Ended September 30, 2011

Unrestricted revenues, gains, and other support:

Net patient service revenue $  9,161,000

Other revenue 48,800

Contributions 297,900

Investment income 36,100

Total revenues and gains 9,543,800

Expenses and losses:

Nursing services $4,667,500

Other professional services 1,311,620

General services 2,056,260

Fiscal and administrative services 1,332,320

Total expenses 9,367,700

Loss on disposal of equipment 1,500

Total expenses and losses 9,369,200

Excess of revenue and gains over expenses and losses 174,600

Net assets released from restrictions:

Satisfaction of equipment acquisition restrictions 100,000

Increase in unrestricted net assets $     274,600

Statement of Changes in Net Assets
Year Ended September 30, 2011

Unrestricted net assets (see Part 1 above):

Total unrestricted revenues, gains, and other support $  9,543,800

Net assets released from restrictions 100,000

Total unrestricted expenses and losses (9,369,200)

Increase in unrestricted net assets 274,600

Temporarily restricted net assets:

Contributions 25,000

Investment income 77,000

Increase in provision for uncollectible pledges (66,300)

Loss on sale of investments (26,000)

Net assets released from restrictions (100,000)

Decrease in temporarily restricted net assets (90,300)

Permanently restricted net assets:

Contributions 24,000

Increase in permanently restricted net assets 24,000

Increase in net assets 208,300

Net assets at beginning of year 11,708,500

Net assets at end of year $11,916,800
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• Unrealized gains and losses on investments other than trading securities.
• Investment returns restricted by donors or by law.
• Other items that are required by GAAP to be reported separately, such as extra-

ordinary items, the effect of discontinued operations, or the cumulative effect of ac-
counting changes.7

Statement of Changes in Net Assets
Illustration 17–4 shows increases and decreases in the three classes of net assets
for a not-for-profit organization: unrestricted, temporarily restricted, and perma-
nently restricted. Net assets released from restrictions increase unrestricted net
assets and decrease temporarily restricted net assets. Net gains on permanently
restricted endowments are shown as increases to the permanently restricted net
assets in Illustration 17–4; however, the accounting treatment of net gains will
depend on donor stipulations, state law, and organizational policy. Note that this
statement may be combined with the statement of activities or operations. Gov-
ernmental health care entities do not have a statement comparable to the state-
ment of changes in net assets.

Statement of Cash Flows
The statement of cash flows in Illustration 17–5 is that required by SFAS No. 95
(as amended).8 The direct method is presented with a reconciliation of changes
in net assets to net cash provided by operating activities, although the indirect
method is also acceptable. Note that Illustration 17–6, presented later in this chap-
ter, shows the statement of cash flows required by GASB standards for a gov-
ernmental health care organization. That statement includes a fourth section, cash
flows from noncapital financing activities. The FASB statement can be prepared
using either the direct method or the indirect method, but under GASB standards,
governmental entities must use the direct method.9 The statements differ primar-
ily in terms of which cash flows are reported as part of each activity. In the GASB
statement, interest paid and interest received are reported as investing activities,
whereas the same items are reported as operating activities in the FASB statement
except for investment income added to temporarily or permanently restricted net
assets. Such restricted income is reported in the FASB statement as a financing
activity. Acquisitions of property and equipment are reported as capital and related
financing activities in the GASB statement but as investing activities in the FASB
statement. Unrestricted gifts are reported as cash flows from noncapital financ-
ing activities in the GASB statement but as cash flows from operating activities
in the FASB statement. A final, and major, difference is that the reconciliation
schedule in the GASB statement reconciles operating income (loss) to cash flows
from operating activities, whereas in the FASB statement the schedule reconciles
changes in net assets to cash flows from operating activities. In preparing either
cash flow statement, the worksheet or T-account approaches explained in most
intermediate accounting texts may be useful.
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7 AAG-HCO, pars. 4.07, 10.20–21.
8 Financial Accounting Standards Board, Statement No. 95, “Statement of Cash Flows” (Norwalk, CT:
FASB, 1987), as amended by SFAS No. 117, “Financial Statements of Not-for-Profit Organizations”
(Norwalk, CT: FASB, 1993), par. 30.
9 Governmental Accounting Standards Board, Codification of Governmental Accounting and Financial
Reporting Standards as of June 30, 2008 (Norwalk, CT, 2008), Sec. 2200. 174.
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ILLUSTRATION 17–5 Illustration of Statement of Cash Flows—Not-for-Profit Organizations

SIERRA REGIONAL HOSPITAL
Statement of Cash Flows

Year Ended September 30, 2011

Cash Flows from Operating Activities
Cash received from patients and third-party payors $ 8,842,000

Other receipts from operations 48,800

Interest received on assets limited as to use 36,100

Receipts from unrestricted gifts 297,900

Cash paid to employees and suppliers (8,014,200)

Interest paid (160,000)

Net cash provided by operating activities 1,050,600

Cash Flows from Investing Activities
Purchase of property and equipment (400,000)

Purchase of long-term investments (737,000)

Proceeds from sale of securities 59,000

Proceeds from sale of equipment 500

Net cash used by investing activities (1,077,500)

Cash Flows from Financing Activities
Proceeds from contributions restricted for:

Investment in plant 292,000

Future operations 5,000

297,000

Other financing activities:

Interest and dividends restricted to endowment 69,000

Repayment of long-term debt (400,000)

(331,000)

Net cash used by financing activities (34,000)

Net increase (decrease) in cash (60,900)

Cash and cash equivalents, September 30, 2010 239,500

Cash and cash equivalents, September 30, 2011 $    178,600

Reconciliation of Changes in Net Assets to Net Cash
Provided by Operating Activities

Changes in net assets $    208,300

Adjustments to reconcile change in net assets to net cash 
provided by operating activities:

Depreciation 783,000

Loss on disposal of equipment 1,500

Increase in patient accounts receivable, net (139,000)

Increase in supplies (80,000)

Increase in accounts payable and accrued expenses 306,500

Decrease in prepaid expenses 4,000

Gifts, grants, and bequests restricted for long-term investment (49,000)

Interest restricted for long-term investment (77,000)

Loss on sale of investments 26,000

Increase in provision for uncollectible pledges 66,300

Net cash provided by operating activities $ 1,050,600
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ACCOUNTING AND MEASUREMENT ISSUES

Revenues
Sources of Revenue

Health care organizations receive the majority of their revenue in the form of fees
for services. These fees may come from the patient; the government, in the form of
Medicare or Medicaid payments; third-party payors, such as Blue Cross/Blue Shield
or other private insurance companies; or contracts with other private health care com-
panies. This service revenue is recorded at the gross amount when services are ren-
dered. Contractual adjustments (or allowances) are recorded as contra-revenue
accounts (i.e., reductions of revenue and receivables) for the difference between the
gross patient service revenue and the negotiated payment by third-party payors in
arriving at net patient service revenue. Prepaid health care plans that earn revenues
from agreements to provide services record revenue at the point that agreements are
made, not when services are rendered. The variety of payment plans with third-party
payors makes accounting for patient service revenue a complicated accounting task.
For example, payments can be made on a per case, per service performed, per diem,
or per person (capitated) basis. In addition, interim payments are often received with
final settlement at a later point in time.

Charity Service

Tax-exempt entities are expected to provide charity care, services to persons with
a demonstrated inability to pay. Since charity service is never expected to result in
cash flows, it is neither recognized as revenue nor receivables nor bad debt
expense.10 If the health care organization does not pursue collection of amounts
determined to qualify as charity care, they are not reported as revenue. In practice,
it is often difficult to distinguish bad debt expense from charity service. However,
it is important to disclose management’s charity care policies and the level of char-
ity care provided for several reasons. The Hill-Burton Act of 1946 requires that hos-
pitals receiving federal assistance for construction projects perform some charity
care. The IRS and local tax authorities question the tax-exempt status of some not-
for-profit health care providers that do not appear to deliver an adequate amount of
charity service to justify their tax exemption, although regulations do not specify
levels of adequacy. Some third-party payors reimburse for a portion of bad debts
but not charity service.

Third-Party Payors

Contracts with Medicare, Medicaid, Blue Cross and other insurance companies, and
state and local welfare agencies customarily provide for payment by third-party
payors according to allowable costs or a predetermined (prospective) contractual
rate rather than paying the service rates billed by the health care provider. For exam-
ple, under Medicare’s Prospective Payment System (PPS), payments are based on
allowable service costs for medical procedures within the same diagnosis-related
group (DRG), explained later in this chapter, rather than on the length of the patient’s
hospital stay or the actual cost of services rendered. Some payment methods, such
as capitation fees in prepaid health care plans, shift a considerable amount of risk
to the provider. That is, the fixed amount of revenue received per patient may not
cover the costs of providing the service.
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10 AAG-HCO, par. 10.03.
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Other Revenue and Support

Services donated to a not-for-profit health care entity and noncash assets donated to
a not-for-profit or governmental health care entity generally are recorded at their fair
value when received. This presumes that the criteria described in Chapter 14 and the
AICPA Audit and Accounting Guide are met.11 Noncash assets could be supplies
used in operations or long-lived items, such as land, buildings, or equipment. Donors
may make cash or noncash gifts unrestricted or restricted. Restricted gifts to not-for-
profit entities must be identified as temporarily restricted or permanently restricted.
As indicated in Chapter 4, governmental health care entities defer recognition of
unrestricted or restricted nonexchange transactions, such as gifts, until any related
eligibility requirements are met.

Assets
Assets Limited as to Use

The phrase assets limited as to use is associated with not-for-profit entities and refers
to unrestricted assets whose use is limited by the governing board or contracts or
agreements with outside parties other than donors or grantors.12 Examples include
proceeds of debt issues; funds deposited with a trustee; self-insurance funding
arrangements, such as medical malpractice funding arrangements; and statutory
reserve requirements (i.e., those required under state law for health maintenance
organizations). An example of a limitation placed on the assets by the board of direc-
tors or trustees would be for capital acquisition. Information about significant con-
tractual limits should be disclosed in the notes to the financial statements. Internally
designated funds should be reported separately from externally designated funds on
the face or in the notes to the financial statements.13 Assets that are held in trust by
other parties are not reported on the balance sheet of the health care entity; how-
ever, their existence should be disclosed in the notes. Notice that assets limited as
to use differs from restricted assets as discussed in Chapter 16.

Investments

Generally, health care organizations report their investments at fair value, although
exact treatment of specific assets depends on the legal structure of the organization,
as seen in Illustration 17–2. Not-for-profit organizations follow SFAS No. 124, which
requires that all investments in equity securities with readily determinable values and
all debt securities be reported at fair value with the realized and unrealized gains
and losses reported as changes in net assets. SFAS No. 157 provides guidance on
measuring fair value.14 Governmental entities follow GASB standards, which require
that changes in the fair value of certain investments be reported in the statement of
revenues, expenses, and changes in net assets.15 Investor-owned entities follow SFAS
No. 115, which is the most complicated set of rules in that investments are separated
into three categories and the accounting treatment for each category differs.16
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11 Ibid., pars. 10.08–10.12.
12 Ibid., par. 9.03.
13 Ibid., par. 1.30.
14 Financial Accounting Standards Board, Statement of Financial Accounting Standards No. 157, “Fair
Value Measurements” (Norwalk, CT, 2008).
15 GASB, Codification, Sec. I50, Par. 105.
16 Financial Accounting Standards Board, Statement No. 115, “Accounting for Certain Investments in
Debt and Equity Securities” (Norwalk, CT: FASB, 1993).
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Receivables

Amounts due from patients and third-party payors result in several asset and contra-
asset accounts on the balance sheet: Accounts Receivable, Allowance for Uncol-
lectible Accounts, Allowance for Contractual Adjustments, Interim Payments, and
Settlement accounts. Settlement accounts are the receivables (or payables) arising
from differences between original payment estimates by third-party payors, cash
received and paid, and final determinations.

The rate-setting process in the health care industry is complex and beyond the
scope of this text. However, an understanding of the relationship between accrual
accounting revenue recognition principles and alternative payment methods, such as
prospective and retrospective, is critical in properly accounting for revenues and
receivables in a health care organization. These organizations may also have pledges
receivable that arise from donations and loans receivable that result from loans to
employees or physicians’ groups.

Expenses
All health care providers use the accrual basis of accounting, and the accrual of
expenses is generally the same as for any business organization. An exception is that
the GASB requires governmental health care organizations to recognize bad debts
as an adjustment to revenue instead of as an expense. Other health care organiza-
tions (nongovernmental) recognize bad debts as an expense. All organizations record
depreciation on capital assets other than land, including donated buildings and equip-
ment. Expenses can be reported using either a natural presentation (e.g., salaries,
supplies, and occupancy costs) or a functional presentation (e.g., inpatient services,
ancillary outpatient services, and fiscal and administrative services). Functional
expenses, if reported, should be based on full cost allocations. As noted earlier in
this chapter, not-for-profit health care organizations must disclose functional classi-
fications in the notes to the financial statements if they report expenses using a nat-
ural classification.

Liabilities
Commitments and Contingencies

Contingencies that are common for health care providers arise from malpractice
claims, risk contracting, third-party payor payment programs, obligations to provide
uncompensated care, and contractual agreements with physicians. Other commit-
ments and contingencies found in most business enterprises also apply to health care
organizations, such as those that arise from construction contracts, pension plans,
operating leases, purchase commitments, and loan guarantees. The cost of these
claims against the health care organization should be accrued if they can be rea-
sonably estimated, and it is probable they will have to be paid.17 Accruals should be
made for unasserted claims at the best estimates based on industry experience.

Long-term Debt

The high cost and critical nature of facilities and equipment in the delivery of health
care lead to significant amounts of long-term debt. Very often, health care providers are
entitled to financing assistance through tax-exempt debt or governmental financing
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17 Financial Accounting Standards Board, SFAS No. 5, “Accounting for Contingencies” (Norwalk, CT:
FASB, 1975); Financial Accounting Standards Board, Interpretation No. 14, “Reasonable Estimation of
the Amount of a Loss” (Norwalk, CT: FASB, 1976); and GASB, Codification, Sec. C50.
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authorities without regard to their legal structure. Financing agreements often include
requirements to set aside funds for repayment of the interest on and principal of the
debt. These funds are reported as assets limited as to use (not-for-profit) or restricted
(governmental).

ILLUSTRATIVE CASE FOR A NOT-FOR-PROFIT HEALTH
CARE ORGANIZATION

The illustrative transactions provided in this section are for a hypothetical not-for-
profit hospital, Sierra Regional Hospital. Hospitals continue to be the dominant form
of health care organization and usually exhibit a greater range of operating activi-
ties and transactions than other forms of health care organizations. Typical hospital
transactions are illustrated for Sierra Regional Hospital following the post-closing
trial balance as of September 30, 2010, the end of its fiscal year.

Chapter 17 Accounting for Health Care Organizations 713

SIERRA REGIONAL HOSPITAL
(A Not-for-Profit Organization)

Post-Closing Trial Balance
As of September 30, 2010

Debits Credits

Cash $     233,000

Short-term Investments 1,480,000

Accrued Interest Receivable 36,000

Accounts and Notes Receivable 300,000

Allowance for Uncollectible Receivables $       86,000

Pledges Receivable 960,000

Allowance for Uncollectible Pledges 73,000

Inventory 80,000

Prepaid Expenses 12,000

Assets Limited as to Use—Cash 6,500

Assets Limited as to Use—Investments 400,000

Long-term Investments 146,000

Land 1,080,000

Buildings 11,050,000

Equipment 4,920,000

Accumulated Depreciation—Buildings 1,050,000

Accumulated Depreciation—Equipment 1,260,000

Accounts Payable 110,000

Accrued Expenses Payable 16,000

Mortgages Payable 6,400,000

Net Assets—Unrestricted, Undesignated 8,640,000

Net Assets—Unrestricted, Designated 406,500

Net Assets—Temporarily Restricted—Plant 2,508,000

Net Assets—Permanently Restricted 154,000

$20,703,500 $20,703,500
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During fiscal year 2011, the gross revenues for patient services from all respon-
sibility centers totaled $9,261,000. It is the practice of Sierra Regional Hospital to
debit receivable accounts for the gross charges for all services rendered to patients
except for charity care patients. The following entry should be made:

The preceding entry recorded the revenues the hospital would have earned if all
services rendered to each patient (other than charity care patients) were to be col-
lected from the patients or third-party payors as billed. Customers of profit-seeking
businesses do not all pay their bills in full, and neither do hospital patients or
patients’ insurance companies. The variety of third-party payment policies makes
estimation of net patient service revenue difficult, but obviously, such estimation is
necessary for sound financial management and proper financial reporting. For the
FY 2011, it is assumed the estimated provision for bad debts is $180,000 and con-
tractual adjustments from third-party payors is $100,000. The entry to record this
information is:

Provision for Bad Debts is another name for Bad Debts Expense and is reported
as an operating expense. Contractual Adjustments, however, is deducted from Patient
Service Revenue and only the net amount is reported as revenues of the period.

Examples of other revenues for hospitals include tuition from nursing students,
interns, or residents; cafeteria and gift shop revenues; parking fees; fees for copies
of medical records; and other activities related to the ongoing major or central oper-
ations of the hospital. Similarly, unrestricted gifts, grants, and endowment income
restricted by donors to finance charity care would appropriately be classified as other
revenue of a hospital. Assuming a total of $48,800 was received in cash during FY
2011 from sources classified as other revenue, Entry 3 is appropriate:

Apart from items previously described, hospitals may receive unrestricted dona-
tions of money or services. Ordinarily, such donations should be classified as non-
operating gains rather than revenues. Hospitals often receive donated medicines and
other materials. If such medicines and materials would otherwise have to be pur-
chased, it is appropriate to record these donations at fair value as other revenue.
Hospitals also routinely receive benefits from the services of volunteer workers;
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Debits Credits

1. Accounts and Notes Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,261,000

Patient Service Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,261,000

2. Provision for Bad Debts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 180,000

Contractual Adjustments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Allowance for Uncollectible Receivables . . . . . . . . . . . . . . . . . . . 180,000

Accounts and Notes Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

3. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,800

Other Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,800

wiL79603_ch17_701-740.qxd  1/8/09  4:33 PM  Page 714 User-S198 Macintosh HD:broker:MH-BURR:MHBR093:MHBR093-17:upload:



however, the value of such services is recorded as a revenue or gain (and as an
expense) only if the restrictive conditions required by the FASB standards for recog-
nition are met. (See related discussions in Chapters 14 and 16.)

Assume that total contributions were received in cash in the amount of $297,900
and unrestricted endowment income was $8,100.

One piece of capital equipment, which had a historical cost of $28,000 and a book
value of $2,000 as of September 30, 2010, was sold early in the 2011 fiscal year for
$500 cash. The entry to record the disposal of the asset at a loss is:

New capital equipment costing $400,000 was purchased during FY 2011 by Sierra
Regional Hospital, $100,000 with temporarily restricted net assets and $300,000 with
unrestricted net assets. The entries should be:

During the year, the following items were recorded as accounts payable: the
$16,000 accrued expenses payable as of September 30, 2010; nursing services
expenses, $4,026,000; other professional services expenses, $947,200; general ser-
vices expenses, $1,650,000; fiscal and administrative services expenses, $1,124,000;
and supplies added to inventory, $400,000. The following entry summarizes that
activity:
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Debits Credits

4. Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 306,000

Contributions—Unrestricted . . . . . . . . . . . . . . . . . . . . . . . . . . . 297,900

Investment Income—Unrestricted . . . . . . . . . . . . . . . . . . . . . . . 8,100

5. Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500

Loss on Disposal of Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,500

Accumulated Depreciation—Equipment . . . . . . . . . . . . . . . . . . . . 26,000

Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 28,000

6a. Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000

6b. Net Assets Released from Restrictions—Temporarily 
Restricted—Plant. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Net Assets Released from Restrictions—Unrestricted . . . . . . . . . 100,000

7. Accrued Expenses Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000

Nursing Services Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,026,000

Other Professional Services Expenses . . . . . . . . . . . . . . . . . . . . . . 947,200

General Services Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,650,000

Fiscal and Administrative Services Expenses . . . . . . . . . . . . . . . . . 1,124,000

Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000

Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,163,200
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Collections on accounts and notes receivable during the year amounted to
$8,842,000; accounts and notes receivable totaling $131,000 were written off:

The following cash disbursements were made during FY 2011: accounts payable,
$8,014,200; a principal payment in the amount of $400,000 was made to reduce the
mortgage liability; and interest amounting to $160,000 on mortgages was paid:

Supplies issued during the year cost $320,000 ($20,000 of the total was for use
by fiscal and administrative services; $120,000 for use by general services; and the
remainder for use by other professional services):

Accrued expenses as of September 30, 2011, included $160,000 interest on mort-
gages; fiscal and administrative services expenses, $8,700; and other professional
services expenses, $4,800. Prepaid expenses, consisting of general services expense
items, declined $4,000 during the year:

Depreciation of plant and equipment for FY 2011 was in the amounts shown in
the following journal entry:
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Debits Credits

8. Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,842,000

Allowance for Uncollectible Receivables . . . . . . . . . . . . . . . . . . . . . 131,000

Accounts and Notes Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . 8,973,000

9. Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,014,200

Mortgages Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000

Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 160,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,574,200

10. Other Professional Services Expenses. . . . . . . . . . . . . . . . . . . . . . . 180,000

General Services Expenses. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000

Fiscal and Administrative Services Expenses . . . . . . . . . . . . . . . . . . 20,000

Inventory. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 320,000

11. Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 160,000

Fiscal and Administrative Services Expenses . . . . . . . . . . . . . . . . . . 8,700

Other Professional Services Expenses. . . . . . . . . . . . . . . . . . . . . . . 4,800

General Services Expenses. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000

Accrued Expenses Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 173,500

Prepaid Expenses. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000
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The hospital received cash of $28,000 for interest on investments held in the
Assets Limited as to Use—Investments account. Entry 13 records the receipt of cash
and the corresponding credit.

The $28,000 received in cash for interest (see Entry 13) was reinvested in invest-
ments to be held for eventual use for expansion of facilities; the hospital governing
board decided to purchase an additional $350,000 of investments for the same pur-
pose. Entries 14a and 14b reflect the purchase of the investments and the increase
in unrestricted designated net assets.

Individual philanthropists and civic and charitable groups have donated money
and securities to Sierra Regional Hospital subject to the restriction that the assets
may be utilized only for plant replacement and expansion. Cash was received dur-
ing FY 2011 from the following sources: interest on marketable securities (includ-
ing the amount accrued at the end of the 2010 fiscal year), $69,000; and collections
of pledges receivable, $292,000:

Marketable securities carried in the accounts at $85,000 were sold for $59,000.
The proceeds were reinvested in marketable securities, and $300,000 additional mar-
ketable securities were purchased from cash received during the year. The $26,000
loss on sale of investments reduces the amount available for acquisition of plant and
will be closed at year-end to Net Assets—Temporarily Restricted—Plant.
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Debits Credits

12. Depreciation Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 783,000

Accumulated Depreciation—Buildings . . . . . . . . . . . . . . . . . . . . 315,000

Accumulated Depreciation—Equipment . . . . . . . . . . . . . . . . . . . 468,000

13. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 28,000

Investment Income—Unrestricted. . . . . . . . . . . . . . . . . . . . . . . . 28,000

14a. Assets Limited as to Use—Investments . . . . . . . . . . . . . . . . . . . . . 378,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 378,000

14b. Net Assets—Unrestricted, Undesignated . . . . . . . . . . . . . . . . . . . . 378,000

Net Assets—Unrestricted, Designated . . . . . . . . . . . . . . . . . . . . 378,000

15. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 361,000

Pledges Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 292,000

Accrued Interest Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . 36,000

Investment Income—Temporarily Restricted—Plant . . . . . . . . . . 33,000
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A review of pledges receivable indicated pledges restricted for plant acquisition
in the amount of $25,000 should be written off, and the allowance for uncollectible
pledges should be increased by $66,300.

The fair values of short-term investments and assets limited as to use have not
changed during the year. At the end of FY 2011, the amount of interest accrued on
marketable securities is $44,000. This amount is temporarily restricted for plant
acquisition.

Sierra Regional Hospital did not have any net assets temporarily restricted for pro-
grams as of September 30, 2010. In September 2011, however, a civic organization
donated $5,000 to the hospital to be used to augment the physician residency pro-
gram. The organization pledged an additional sum of $20,000 to be paid in the com-
ing year for the same purpose.

The governing board and administration of Sierra Regional Hospital expect the civic
organization to honor its pledge; therefore, no Allowance for Uncollectible Pledges
is created. Because the gift was received shortly before the end of FY 2011, no
expenses for the program were incurred during the year.

The hospital endowment consists of donated assets, the principal of which must
be retained intact. The income from hospital endowment assets is expendable as the
donor directed either for general operating purposes or for named items or projects.
The discussion in Chapters 8 and 16 concerning problems involved in distinguish-
ing between principal and income are relevant also to hospital endowments. In order
to be able to show that the terms of each endowment have been met, it is desirable
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Debits Credits

16a. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 59,000

Loss on Sale of Investments—Temporarily Restricted—Plant . . . . . . 26,000

Short-term Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 85,000

16b. Short-term Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 359,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 359,000

17a. Allowance for Uncollectible Pledges . . . . . . . . . . . . . . . . . . . . . . . . 25,000

Pledges Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000

17b. Provision for Uncollectible Pledges . . . . . . . . . . . . . . . . . . . . . . . . . 66,300

Allowance for Uncollectible Pledges . . . . . . . . . . . . . . . . . . . . . . 66,300

18. Accrued Interest Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 44,000

Investment Income—Temporarily Restricted—Plant. . . . . . . . . . . 44,000

19. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000

Pledges Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

Contributions—Temporarily Restricted—Programs . . . . . . . . . . . 25,000
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to keep records for each separate endowment. As of September 30, 2010, Sierra
Regional Hospital is assumed to have only one endowment.

During FY 2011, the hospital received marketable securities with a market value
of $24,000 at the date of the gift. The securities are to be held for the production of
income; the income from these securities is for unrestricted use. The endowment may
be recorded as shown in the following entry:

Natural expenses of depreciation, interest, and provision for bad debts were allo-
cated to the functional expenses based on an allocation basis established by the
hospital.

The pre-closing trial balance for Sierra Regional Hospital as of September 30,
2011, is shown here. Financial statements reflecting the preceding transactions for
Sierra Regional Hospital were shown earlier in this chapter as Illustrations 17–3,
17–4, and 17–5.
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Debits Credits

20. Short-term Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 24,000

Contributions—Permanently Restricted . . . . . . . . . . . . . . . . . . . . 24,000

21. Nursing Services Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 641,500

Other Professional Services Expenses . . . . . . . . . . . . . . . . . . . . . . . . 179,620

General Services Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 282,260

Fiscal and Administrative Services Expenses . . . . . . . . . . . . . . . . . . . 179,620

Provision for Bad Debts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 180,000

Depreciation Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 783,000

Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 320,000

SIERRA REGIONAL HOSPITAL
Pre-Closing Trial Balance 

As of September 30, 2011

Debits Credits

Cash $     172,100

Short-term Investments 1,778,000

Accrued Interest Receivable 44,000

Accounts and Notes Receivable 488,000

Allowance for Uncollectible Receivables $     135,000

Pledges Receivable 663,000

Allowance for Uncollectible Pledges 114,300

Inventory 160,000

Prepaid Expenses 8,000

Assets Limited as to Use—Cash 6,500

Assets Limited as to Use—Investments 778,000

Long-term Investments 146,000

Land 1,080,000

Buildings 11,050,000
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End-of-Year Closing Journal Entries

Unrestricted revenues and expenses that pertain to FY 2011 are closed to the Net
Assets—Unrestricted, Undesignated account as follows:
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Debits Credits

Equipment 5,292,000

Accumulated Depreciation—Buildings 1,365,000

Accumulated Depreciation—Equipment 1,702,000

Accounts Payable 259,000

Accrued Expenses Payable 173,500

Mortgages Payable 6,000,000

Net Assets—Unrestricted, Undesignated 8,262,000

Net Assets—Unrestricted, Designated 784,500

Net Assets—Temporarily Restricted—Plant 2,508,000

Net Assets—Permanently Restricted 154,000

Patient Service Revenue 9,261,000

Contractual Adjustments 100,000

Other Revenue 48,800

Contributions—Unrestricted 297,900

Contributions—Temporarily Restricted—Programs 25,000

Contributions—Permanently Restricted 24,000

Investment Income—Unrestricted 36,100

Investment Income—Temporarily Restricted—Plant 77,000

Net Assets Released from Restrictions—Unrestricted 100,000

Net Assets Released from Restrictions—Temporarily Restricted 100,000

Nursing Services Expenses 4,667,500

Other Professional Services Expenses 1,311,620

General Services Expenses 2,056,260

Fiscal and Administrative Services Expenses 1,332,320

Loss on Disposal of Equipment 1,500

Provision for Uncollectible Pledges 66,300

Loss on Sale of Investments—Temporarily Restricted—Plant 26,000

$31,327,100 $31,327,100

Debits Credits

22. Patient Service Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,261,000

Other Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,800

Contributions—Unrestricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 297,900

Investment Income—Unrestricted . . . . . . . . . . . . . . . . . . . . . . . . . 36,100

Contractual Adjustments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Nursing Services Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,667,500

Other Professional Services Expenses . . . . . . . . . . . . . . . . . . . . 1,311,620

General Services Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,056,260

Fiscal and Administrative Services Expenses . . . . . . . . . . . . . . . 1,332,320

Loss on Disposal of Equipment . . . . . . . . . . . . . . . . . . . . . . . . 1,500

Net Assets—Unrestricted, Undesignated . . . . . . . . . . . . . . . . . 174,600
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Restricted revenues that pertain to FY 2011 are closed to the restricted net asset
accounts as shown:

Net assets released from restrictions are closed out in the following entry:

FINANCIAL REPORTING FOR A GOVERNMENTAL HEALTH
CARE ORGANIZATION

GASB standards specify the required content of the annual financial report and pro-
vide guidance for governmental health care organizations that may be engaged in
either governmental activities (i.e., financed through taxes, intergovernmental rev-
enues, and other nonexchange revenues) or business-type activities (i.e., financed in
whole or in part by fees charged to external users), or both.18 Governmental health
care activities that are part of a larger primary government are reported in govern-
mental funds and internal service funds, and business-type activities are reported in
enterprise funds. Governmental health care organizations that are legally separate
from the primary government (e.g., component units) are required to provide a man-
agement’s discussion and analysis (MD&A), basic financial statements for govern-
mental activities or business-type activities, as applicable, and other required
supplementary information (RSI).

If a governmental health care organization is engaged in more than one governmental
program or has both governmental and business-type activities, it should provide both
fund financial statements and government-wide financial statements. For these organi-
zations, all requirements for basic financial statements and RSI apply. Separately issued
financial statements of a component unit hospital or other health care provider should
acknowledge that it is a component unit of another government, for example “Sample
County Hospital, a component unit of Sample County.” In addition, the notes to the
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Debits Credits

23. Contributions—Temporarily Restricted—Programs . . . . . . . . . . . . . . 25,000

Contributions—Permanently Restricted . . . . . . . . . . . . . . . . . . . . . . 24,000

Investment Income—Temporarily Restricted—Plant . . . . . . . . . . . . . 77,000

Net Assets—Temporarily Restricted—Plant . . . . . . . . . . . . . . . . . . . . 15,300

Provision for Uncollectible Pledges . . . . . . . . . . . . . . . . . . . . . . . 66,300

Loss on Sale of Investments—Temporarily Restricted—Plant . . . . 26,000

Net Assets—Temporarily Restricted—Programs . . . . . . . . . . . . . . 25,000

Net Assets—Permanently Restricted . . . . . . . . . . . . . . . . . . . . . . 24,000

24. Net Assets Released from Restrictions—Unrestricted . . . . . . . . . . . . . 100,000

Net Assets—Temporarily Restricted—Plant . . . . . . . . . . . . . . . . . . . . 100,000

Net Assets Released from Restrictions—
Temporarily Restricted—Plant . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Net Assets—Unrestricted, Undesignated . . . . . . . . . . . . . . . . . . . . 100,000

18 GASBS 34, Codification, Sec Ho 5.
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ILLUSTRATION 17–6 Illustration of Statement of Cash Flows—GASB Jurisdiction

BLOOMFIELD HOSPITAL
Statement of Cash Flows

Year Ended September 30, 2011

Cash Flows from Operating Activities

Cash received from patients and third-party payors $  8,842,000

Cash paid to employees and suppliers (8,014,200)

Other receipts from operations 48,800

Net cash provided by operating activities 876,600

Cash Flows from Noncapital Financing Activities

Unrestricted gifts and income from endowments 306,000

Gifts restricted for future operations 5,000

Net cash provided by noncapital financing activities 311,000

Cash Flows from Capital and Related Financing Activities

Purchase of property and equipment (400,000)

Principal paid on mortgage (400,000)

Interest paid (160,000)

Collection of pledges receivable 292,000

Proceeds from sale of equipment 500

Net cash used for capital and related financing activities (667,500)

Cash Flows from Investing Activities

Proceeds from sale of securities 59,000

Interest received on assets limited as to use 28,000

Interest received on donor-restricted assets 69,000

Cash invested in assets limited as to use (378,000)

Cash invested in donor-restricted assets (359,000)

Net cash used by investing activities (581,000)

Net increase (decrease) in cash (60,900)

Cash and cash equivalents, September 30, 2010 239,500

Cash and cash equivalents, September 30, 2011 $     178,600

Reconciliation of Operating Income to Net Cash 
Provided by Operating Activities

Operating income (loss) $    (157,900)

Adjustments:

Depreciation 783,000

Increase in patient accounts receivable, net (139,000)

Increase in inventory (80,000)

Increase in accounts payable 149,000

Increase in accrued expenses 157,500

Decrease in prepaid expenses 4,000

Interest paid in cash (Note 1) 160,000

Net cash provided by operating activities and gains and losses $     876,600

Note 1: Interest was classified as an operating expense on the income statement but as cash flows from capital and related activities on the cash flows statement prepared in
conformity with GASB standards. 
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financial statements should identify the primary government in whose financial report-
ing entity it is included and describe its relationship with the primary government.

As indicated earlier in this chapter, some differences exist between not-for-profit
and governmental health care organizations. One difference is that the statement of
cash flows prepared by a governmental entity will have four sections; the additional
section relates to cash flows from noncapital financing activities, such as unre-
stricted gifts, investment income, and gifts restricted for future periods, as shown
in Illustration 17–6, a statement of cash flows prepared under GASB standards for
Bloomfield Hospital, a hypothetical governmental hospital. The statement of net
assets (or balance sheet) and statement of revenue, expenses, and changes in net
assets required for governmental health care organizations that follow proprietary
fund accounting—the most common case—are similar to the balance sheet and
operating statements illustrated for not-for-profit health care organizations in Illus-
trations 17–3 and 17–4. Thus, these statements are not illustrated in this chapter.
The interested reader should refer to Chapter 7 for illustrations of the formats of
proprietary fund statements.

RELATED ENTITIES

Health care organizations have long been associated with separate fund-raising founda-
tions, medical research foundations, auxiliaries, and guilds. More recently, organizations
have begun networking with other organizations in an effort to integrate health care ser-
vices, control costs, increase efficiency, and ultimately improve the quality of health
care. Some independent organizations combine for a specific purpose, for example, to
obtaining financing, in which case they become an obligated group. These joint ven-
tures include every combination of legal structure: for-profit, not-for-profit, and gov-
ernmental organizations. Financial reporting guidance comes from the FASB in existing
statements on consolidations and affiliated organizations and from the GASB in state-
ments on the reporting entity and affiliated organizations. If one entity controls another,
the financial statements of the two organizations should be consolidated in order to be
most useful to the decision maker. At a minimum, any economic interest between the
organizations should be disclosed in each other’s notes to the financial statements. At
issue are working definitions of control and agency. The FASB is expected to provide
further guidance as part of its consolidations project.19

OTHER ACCOUNTING ISSUES

Budgeting and Costs
Not-for-profit governmental hospitals and other health care organizations, even
though they are service institutions, must have an inflow of funds at least equal to
their outflow of funds. Since this is the case, prudent management will attempt to
forecast the outlays for a definite period and forecast the income for the same period.
Most hospitals use comprehensive budgets for managerial purposes but do not incor-
porate the budgetary provision in the accounts. Other hospitals, principally govern-
mental hospitals, do record their budgets in the ledger. Nevertheless, it is important
that every hospital and other health care organization have an annual budget and that
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19 When the FASB completes its project on consolidations, the authors will make an update bulletin
available to adopters of this book.
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the budget be administered intelligently. For a hospital or any other enterprise, good
financial management requires outlays to be evaluated in terms of results achieved.
Insistence on rigid adherence to a budget not related to actual workload (as is the
case in some governmental agencies) tends to make the budget useless as a man-
agement tool. Budgetary accounts are used only if required by law.

Until the 1980s, it was customary for hospitals to determine costs of services ren-
dered during a fiscal year by rearranging financial accounting data generated during
that year. Although never satisfactory for financial management purposes, the proce-
dure for cost determination was acceptable for purposes of reporting costs to third-party
payors, which reimbursed hospitals on a retrospective (after-the-fact) basis. Since 1983,
however, the largest purchaser of hospital services, Medicare, in an attempt to establish
better control over hospital costs, has utilized a system of prospective payment. The
Medicare system pays health care providers standardized rates for services rendered to
patients in each diagnosis-related group (DRG). In addition, many other third-party
payors negotiate services and rates with health care providers. Health care providers,
therefore, have an incentive to determine actual costs of services rendered, to keep their
costs commensurate with payments for services. It is now common for most hospitals
to have sophisticated systems to capture costs by procedure.

The DRG is a case-mix classification scheme that is used to determine the pay-
ment provided to the hospital for inpatient services, regardless of how much the hos-
pital spends to treat a patient. For example, for a particular geographic area, the DRG
for maternity patients may provide payment at 0.8 relative to a norm of 1.0, while
the DRG for a heart transplant patient may provide 1.3 times the average payment.
These relative numbers are multiplied by the federal standard rate as determined by
the Centers for Medicare & Medicaid Services (CMS).

Auditing
Auditing issues of particular significance to the health care industry relate to con-
tingencies, third-party payors, related entities, and restructuring. Renewed efforts on
the part of the federal government to curb health care fraud and illegal acts also
affect auditors and their clients. Congress instituted civil and criminal penalties in
the Health Insurance Portability and Accountability Act (HIPAA) of 1996, False
Claims Act, and Stark Laws I and II that are designed to penalize individuals and
organizations that contribute to the estimated $100 billion losses due to fraud and
abuse in the health care industry. Investigations center on improper billing and cod-
ing, improper care, and kickbacks. Health care providers should have written com-
pliance policies and designate a compliance officer who has the authority to
implement the compliance program.20 Auditors must also understand OMB Circular
A–133 and its application to hospitals and health care organizations that receive fed-
eral financial assistance, as described in Chapter 12 of this text.

Taxation and Regulatory Issues
Since a large number of health care providers are legally structured as tax-exempt orga-
nizations under IRC Sec. 501(c)(3), the regulations and activities of the Internal Rev-
enue Service should be of concern to the accountant working with health care
organizations. For example, the penalties for private inurement or excess economic
benefits to individuals, introduced in the Taxpayer Bill of Rights 2 of 1996 (see
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20 AICPA, Audit Risk Alert, Health Care Industry Developments 2001–02 (New York: AICPA, 2002), 
p. 10; AICPA, Statement of Position 00-1, “Auditing Health Care Third-Party Revenues and Related
Receivables” (New York: AICPA, 2000).
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Chapter 15 of this text), apply to health care administrators and persons with substantial
influence over the organization. The IRS has increased its review of physician recruit-
ing incentives, joint operating agreements for exemption applications, unrelated busi-
ness income (such as hospital pharmacy sales to the general public), private-activity
bonds, and independent contractor (versus employee) status. Congressional and public
scrutiny over the accountability for assets of not-for-profit organizations and the
amount of charity care provided by tax-exempt hospitals is at a high point. Sanctions
are economically significant and may involve loss of tax-exempt status or eligibility
for tax-exempt financing. Health care providers may also be regulated by states that
have laws governing the granting of licenses and the scope of services to be rendered.

Prepaid Health Care Plans
Prepaid health care plans, such as health maintenance organizations (HMOs)
and preferred provider organizations (PPOs), function as brokers between the
consumer or patient demanding the services and the providers of health care, such
as health care professionals or hospitals. Contractual arrangements among these par-
ties, including employers, are complex and varied. If the premium revenue from con-
tracts is not expected to cover the agreed-upon health care costs, the prepaid plan
may transfer some of its risk to an insurance company under stop-loss insurance, or
a risk contract. In any case, the costs of future services to be rendered, net of antic-
ipated revenue, should be recorded as a liability if it meets the criteria of a contin-
gent liability. Certain contract acquisition costs, such as commissions paid to agents
based on new enrollments or subscriber contracts, should be expensed as incurred,
although there is some theoretical support for deferring these costs.21

Continuing Care Retirement Communities
There are more than 1,000 continuing care retirement communities (CCRCs) in
the United States that are operated primarily by not-for-profit organizations. CCRCs
provide residential care in a facility, along with some level of long-term medical care
that is less intensive than hospital care. There are many ways to structure contracts
between the patient/resident and the CCRC; however, most plans require advance
payment of an entrance fee and periodic fees to cover operating costs in exchange
for current use of the facilities and the promise to provide some level of health and
residential services in the future. The advance fee may be refundable if certain future
events occur, such as the death of the resident. Certain accounting issues related to
CCRCs, such as refundable and nonrefundable advance fees, the obligation to pro-
vide future services, and the costs of acquiring initial continuing care contracts,22 are
beyond the scope of this text.

FINANCIAL AND OPERATIONAL ANALYSIS

The goal of financial and operational analysis depends, of course, on the needs of
the decision maker. For example, managers are directly accountable for performance,
financial analysts determine the creditworthiness of organizations issuing debt, and
third parties determine appropriate payment based on costs. Consumers may want
nonfinancial performance and quality measures, such as the success rate for various
procedures or the value received for money spent.
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22 Ibid., Sec. 14.22–33.

wiL79603_ch17_701-740.qxd  1/8/09  4:33 PM  Page 725 User-S198 Macintosh HD:broker:MH-BURR:MHBR093:MHBR093-17:upload:



726 Part Three Not-for-Profit Organizations

Health care entities are evaluated using a variety of ratios and benchmarks, some
of which are unique to hospitals and others that are similar to those applied to other
business organizations. The Healthcare Financial Management Association (HFMA)
reports annual benchmark data compiled from bond-rating agencies and other
national organizations for 11 financial indicators that are key measures used to deter-
mine the financial health of hospitals. Formulas for calculating the financial indica-
tors are provided to members and subscribers at www.hfma.org. When combined with
patient volume (e.g., average length of stay and occupancy rate) and patient and pay-
out mix (e.g., Medicare, Medicaid, third-party payors, self-pay, charity care, etc.),
ratios such as these can provide important information about liquidity, solvency, and
financial performance. The 11 financial indicators are:23

1. Operating margin (%)
2. Excess margin (%)
3. Debt services coverage
4. Current ratio
5. Cash on hand (days)
6. Cushion ratio
7. Accounts receivable (days)
8. Average payment period (days)
9. Average age of plant (years)

10. Debt-to-capitalization (%)
11. Capital expense (%)

Other organizations, such as the Health Care Accounting and Finance Bench-
marking Association, an organization of over 140,000 accounting and finance pro-
fessionals in the health care industry, provide benchmarking databases to members
and participants.

Several organizations maintain quality-of-care benchmarking databases that
report both medical process and outcome data for numerous hospitals and other
health care organizations. These include databases such as the national Consumer
Assessment of Healthcare Providers and Systems (CAHPS) benchmarking data-
base, which is publicly accessible at the hospitalcompare Web site (www.hospital-
compare.hhs.gov). This site was created by the Centers for Medicare and Medicaid
Services (CMS), the U.S. Department of Health and Human Services, and the Hos-
pital Quality Alliance (HQA), an alliance of numerous national health care and
other organizations.

CONCLUSION

A single chapter on accounting for health care organizations can touch on only the
most fundamental features. Variations in the reporting and accounting procedures for
individual health care entities exist due to the variety in the type and size of health
care providers, the range of services offered, the dependence of these entities on
third-party payors, and the financial sophistication of the governing board, adminis-
trator, and finance director. For further information, the references cited in the
Selected References section are recommended.

23 Adapted from Steven Berger, “Making the Most of Key Hospital Financial Metrics,” Strategic Finan-
cial Planning Newsletter, Fall 2006. Source: Healthcare Financial Management Association,
www.hfma.org/publications/know_newsletter/030707.htm.
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American Institute of Certified Public Accountants. Audit and Accounting Guide.
Health Care Organizations. New York, 2007.

Financial Accounting Standards Board. Statement No. 116, “Accounting for Contri-
butions Received and Contributions Made.” Norwalk, CT, 1993.

———. Statement No. 117, “Financial Statements of Not-for-Profit Organizations.”
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17–1. “The American Institute of CPAs (AICPA) is the primary source of gener-
ally accepted accounting principles (GAAP) for all health care organiza-
tions.” Do you agree with this statement? Why or why not?

17–2. What are the required financial statements for (a) a not-for-profit health care
entity and (b) a governmental health care entity reporting only business-type
activities?

17–3. How do the accounting treatments for charity services, patient discounts,
contractual adjustments, and provision for bad debts differ in terms of their
effects on patient service revenues and related receivables? Explain any dif-
ferences between not-for-profit and governmental recognition.

17–4. What is an example of a performance indicator and to what would it com-
pare in investor-owned financial reporting?

17–5. What is the difference in accounting for investments among investor-owned,
not-for-profit, and governmental health care organizations?

17–6. Breyer Memorial Hospital received a $100,000 gift that was restricted by the
donor for heart research. At fiscal year-end Breyer had incurred $25,000 in
expenses related to this project. Explain how these transactions would be
reported in Breyer’s balance sheet and operating statement under the indepen-
dent assumptions that Breyer is (a) a government hospital and (b) a not-for-
profit hospital. Would your answer change if the gift was based on
cost-reimbursement as opposed to a purpose restriction?
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17–7. What are assets limited as to use and how do they differ from restricted
assets?

17–8. What contingent liabilities arise from a health care organization’s relations
with third-party payors?

17–9. Explain the importance of diagnosis-related groups (DRGs) in the cost
accounting systems of a health care provider.

17–10. What are some taxation and regulatory issues affecting health care organi-
zations?

17–1 Charity Care. The local newspaper of a large urban area printed a story titled
“Charity Care by Hospitals Stirs Debate.” The story quotes one legislator who
wants “to ensure that the state’s nonprofit hospitals are fulfilling their obli-
gation; that is to provide charity care at least equal to the tax exemption they
receive as a nonprofit entity.” The following table is provided:

Comparison of Selected Factors in Three Nonprofit Hospitals
(dollars in millions)

Hope St. Pat’s Capitol
Hospital Hospital Hospital

Estimated taxes the hospitals would 
pay if they were not tax-exempt $6.8 $2.2 $4.5

Charity and other uncompensated care $17.8, of which $3.1, not including $6.7
$3.8 is bad debts bad debts

Community service programs* $1.6 $1.0 n.a.
Unpaid cost of Medicaid 

and Medicare $3.4 $0.6 n.a.
Nonreimbursed research and

graduate medical education $2.0 $0.7 n.a.

n.a. � Not available.
*Including such programs as activity sponsorships, playground equipment, neighborhood outreach, and scholarships for at-
risk students.

Required

a. What are the obligations of IRC Sec. 501(c)(3) organizations to provide
charity care?

b. Do you agree that the hospitals are not fulfilling their obligations? Why or
why not?

c. What additional information would you like to have? Do you expect to find
this information in the audited annual financial statements?

17–2 Organizational Form. Responding to a growing need for medical care as
its population grew in the early 1900s, Suffolk County founded the Suffolk
County Hospital in 1920, financing construction of the original hospital
building and equipment with a $500,000 general obligation bond issue.
Over the next 75 years, the hospital was able to sustain its own operations
from patient service, federal and state grants, and other revenues, but it
relied on the Suffolk County government to finance construction of needed
expansions. In 1995, Suffolk County issued $10 million of general obli-
gation bonds to finance a new hospital building. A special property tax levy
has paid principal and interest on this debt issue and will continue to do
so until 2020.
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In 1998, the hospital board of trustees signed a 10-year lease and manage-
ment contract under which the hospital became an affiliate of ABC Medical
Group, a for-profit organization. Under the contract, ABC agreed to provide
capital financing for plant expansion and equipment modernization, in addi-
tion to providing the county with 15 percent of net income, as defined in the
contract. Over the past 10 years, the county has received an average of about
$1.5 million each year, but it has had no involvement with the operations of
the hospital, except for continuing oversight by the elected board of trustees.

As the lease contract nears its renewal date, two of the five members of the
hospital board are openly questioning ABC’s quality of care and pricing struc-
tures. In addition, these members argue that the hospital has not been suffi-
ciently responsive to county patients and has not provided adequate charity care.
The other three members of the board believe that ABC is performing well under
the lease contract and that the contract should be renewed for another 10 years.
These three members of the board believe, however, that the contract should not
be renewed unless a higher share of net income can be negotiated with ABC. A
target share of 20 percent has been mentioned by one of the board members.

As might be expected in such circumstances, the local print and broadcast
media have devoted extensive coverage to this issue and public feelings are
running strong both for and against renewing the lease contract with ABC.
For the most recent year, ABC reported $10.9 million of net income on rev-
enues of $17.4 million and expenses of $6.5 million.

Required

a. Assume you are the county finance director and have been asked to eval-
uate the arguments for and against renewing the lease contract with ABC
Medical Group. What financial and nonfinancial factors would you con-
sider in conducting your analysis and preparing recommendations to share
with the hospital board of trustees?

b. What factors, in your judgment, are most important in deciding whether
or not to renew the lease contract?

17–3 Internet Case—Medicare and Medicaid. The federal government through
the Medicare and Medicaid programs is one of the largest providers of patient
service revenues to health care organizations. Information concerning these
programs is available through the Department of Health and Human Services
Web site.

Required

Accessing the Web site at www.cms.hhs.gov, answer the following questions:
a. Who are the recipients of Medicare and Medicaid program benefits?
b. What were the annual outlays (expenditures) for each program for the most

recent year?
c. What is CMS?
d. What is the National Program on Integrity and what are the objectives of

its program reviews?
e. What factors do you believe contribute to fraud in Medicare and Medic-

aid programs?
17–4 Internet Case—Evaluating the Quality of Health Care. The U.S.

Department of Health and Human Services maintains the Web site
www.hospitalcompare.hhs.gov, which provides an array of process of care
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and outcome of care measures that report on how well individual hospitals
are caring for their patients, compared with state and national benchmarks.

Required

a. Access the Web site shown above and describe the medical and surgical
categories for which process of care and outcome of care quality measures
are reported.

b. At the Web site, click on “Find and Compare Hospitals” and locate qual-
ity of care data for two hospitals in your city or geographic area. Evaluate
that data and explain how the quality of care scores of each of those hos-
pitals compares with the average scores for your state and the nation.

c. Explain how such factors as patient mix, occupancy rate, average length
of stay, payor mix (i.e., Medicare, Medicaid, third-party insurers, self-pay,
and charity care), and the hospital’s financial condition may affect the qual-
ity of care. Did any of these factors impact, in your judgment, the quality
of care scores received by the two hospitals you selected for analysis?

17–1 Multiple Choice. Choose the best answer.
1. The organization assigned primary responsibility for establishing account-

ing and financial reporting standards for health care organizations is the:
a. American Institute of CPAs (AICPA).
b. Financial Accounting Standards Board (FASB) for for-profit and non-

governmental not-for-profit health care organizations.
c. Governmental Accounting Standards Board (GASB) for governmental

health care organizations.
d. Both b and c are correct.

2. A not-for-profit hospital would present all of the following financial state-
ments, except a:
a. Balance sheet or statement of financial position.
b. Statement of functional expenses.
c. Statement of operations.
d. Statement of cash flows.

3. Which of the following is a true statement regarding a performance
indicator?
a. All health care organizations are required to report a performance

indicator.
b. Only governmental health care organizations are required to report a

performance indicator.
c. The purpose of reporting a performance indicator is to make it easier

to compare the results of operations of not-for-profit health care orga-
nizations to those of for-profit health care organizations.

d. The purpose of reporting a performance indicator is to assist in eval-
uating the efficiency and effectiveness of a health care organization’s
operating activities.

4. Which of the following is not a correct statement about the statement of
cash flows presented by a health care organization?
a. Governmental health care organizations must report cash flows from

operating activities using the direct method.
b. For-profit and not-for-profit health care organizations may report cash

flows from operating activities using either the direct or indirect method.
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c. All health care organizations report acquisition of capital assets in the
cash flows from investing activities section of the statement of cash
flows.

d. All of the above are correct statements.
5. How should charity service be reported in the operating statement?

a. Receivables and revenues should not be reported for these services.
b. Receivables and revenues should be reported at the regular self-pay

amount.
c. Receivables and revenues should be reported at the regular self-pay

amount, less the estimated cost of collection efforts.
d. None of the above.

6. Contractual adjustments are reported as:
a. Additions to the cost of providing medical services.
b. Reductions to receivables and revenue for medical services provided to

insured patients.
c. Reductions to receivables and revenues for charity care medical 

services.
d. Contingent liabilities.

7. Assets that are set aside under a bond covenant for future debt service
payments are reported by a not-for-profit health care organization as:
a. Assets limited as to use.
b. Temporarily restricted net assets.
c. Restricted for debt service.
d. Assets held by trustee.

8. Fees received by a hospital for medical record transcripts should be
reported as:
a. Patient service revenue.
b. Administrative service revenue.
c. Other revenue.
d. Nonoperating gains.

9. A governmental health care organization, depending on its legal form,
may be required to prepare which of the following financial statements?
a. Statement of revenues, expenses, and changes in net assets.
b. Statement of revenues, expenditures, and changes in fund balances.
c. Statement of cash flows.
d. All of the above.

10. Which of the following would be most useful for evaluating the financial
liquidity of a not-for-profit health care organization?
a. Current ratio.
b. Debt-to-capitalization.
c. Capital expense.
d. Debt services coverage.

17–2 Revenue Classifications. Rosemont Hospital, a not-for-profit hospital,
recorded the following transactions. For each transaction, indicate the appro-
priate revenue or gain classification by selecting the letter or letters of that
(those) classification(s) from the list in the right-hand column.
1. Received $100 as co-pay from a. Patient service revenue

a patient for an out-patient visit. b. Contractual adjustments
Billed $500 to insurance. c. Other revenue

2. Gift shop sales amounted to $1,500. d. Nonoperating gain
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3. Citizen’s Health Insurance paid $350 e. Contribution revenue
as final payment on the $500 billed f. No revenue or gain
for the patient in transaction 1.

4. The hospital provided medical 
care valued at $20,000 for 
homeless citizens.

5. A grateful patient contributed $1,000 
for unrestricted use by the hospital.

6. The hospital received $500 for CPR 
training it provided to the city 
fire department.

7. The hospital sold $45,000 of 
prescription medications from 
its pharmacy.

8. Pharmaceutical firms donated 
recently approved drugs valued 
at $8,000. The hospital would not 
have purchased these drugs had they 
not been donated.

17–3 Not-for-Profit Financial Statements. Renfrow Rehabilitation Center uses
fund accounting for internal purposes. Presented is the December 31, 2011
balance sheet prepared from the funds the center uses.

Required

The controller asks that you prepare an aggregated balance sheet in accordance
with current financial reporting standards for a not-for-profit health care organiza-
tion using SFAS No. 117 and the AICPA Audit and Accounting Guide, Health Care
Organizations. Based on additional information provided, you determine that
1. The cash and investments of the plant are restricted under the terms of sev-

eral gifts to use for plant expansion, with income from plant fund invest-
ments restricted to the same purpose.

2. Income from endowment fund investments may be used at the discretion
of the center’s governing board.

RENFROW REHABILITATION CENTER
Balance Sheet

As of December 31, 2011

Assets Liabilities and Fund Balances

Operating Fund

Cash $   120,000 Accounts payable $   516,000
Short-term investments 500,000 Accrued expenses payable 96,000

Accounts receivable $   137,000
Less: Allowance for
uncollectible
accounts 27,000 110,000 Total liabilities 612,000

Inventory of supplies 74,000 Fund balance 192,000

Total $   804,000 Total $   804,000
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Assets Liabilities and Fund Balances

Plant Fund

Cash $     53,800 Mortgage bonds payable $   950,000

Investments 871,200
Land 400,000
Buildings $2,750,000

Less: Accumulated Fund balance:
depreciation 525,000 2,225,000 Investment in plant 2,621,000

Equipment 1,380,000 Reserved for plant improvement 
Less: Accumulated and replacement 925,000

depreciation 434,000 946,000 Total fund balance 3,546,000

Total $4,496,000 Total $4,496,000

Endowment Fund

Cash $       6,000 Fund balance—
Investments 1,260,000 income unrestricted $1,266,000

Total $1,266,000 Total $1,266,000

17–4 Restricted Contribution. The following transactions occurred at Jackson
Hospital:

1. Under the will of Samuel H. Samuels, a bequest of $100,000 was received
for research on gerontology. The principal of the bequest, as well as any
earnings on investments, is expendable for the specified research purpose.

2. Pending the need for the money for the designated purpose, part of the
bequest was invested in $95,000 of par value City of Jackson 6 percent
bonds at 103 plus accrued interest of $823.

3. An interest payment of $2,850 was received on the City of Jackson bonds.
4. The bonds were sold at 104 plus accrued interest of $443.
5. The income from the Samuels gift was used for the stipulated purpose.

Required

Make journal entries for these transactions assuming that this is a not-for-
profit hospital.

17–5 Revenue and Related Transactions. During its current fiscal year, Dearborn
General Hospital, a not-for-profit health care organization, had the following
revenue-related transactions (amounts summarized for the year).

1. Services provided to inpatients and outpatients amounted to $9,600,000, of
which $450,000 was for charity care, $928,000 was paid by uninsured patients,
and $8,222,000 was billed to Medicare, Medicaid, and insurance companies.

2. Pharmaceutical drugs sold by the hospital pharmacy amounted to
$970,000, all of which was paid by customers or insurance.

3. Medicare, Medicaid, and third-party payors (insurance companies)
approved and paid $5,365,000 of the $8,222,000 billed by the hospital dur-
ing the year (see transaction 1).

4. An unconditional contribution of $5,000,000 was received in cash from a
donor to construct a new facility for care of Alzheimers patients. The full
amount is expendable for that purpose. No activity occurred on this project
during the current year.
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5. A total of $840,000 was received from the following activities/sources:
cafeteria and gift shop sales, $710,000; unrestricted transfers from the
Dearborn General Hospital Foundation, $75,000; and fees for medical tran-
scripts, $55,000.

6. The allowance for uncollectible receivables was increased by $1,200.

Required

a. Record the preceding transactions in general journal form.
b. Prepare the unrestricted revenues, gains, and other support section of

Dearborn General Hospital’s statement of operations for the current year,
following the format in Illustration 17-4.

c. On which statement would restricted contributions be reported? Explain.
17–6 Governmental Hospital. During 2011, the following selected events and

transactions were recorded by Nichols County Hospital.
1. Gross charges for hospital services, all charged to accounts and notes

receivable, were as follows:
Patient service revenues $1,364,900

2. After recording patient service revenues, it was determined that $52,000
related to charity care.

3. Additional information relating to current-year receivables and revenues
is as follows:
Contractual adjustments $632,000
Provision for bad debts 30,200

4. During the year, the hospital received unrestricted cash contributions of
$50,000 and unrestricted cash income from endowment investments of
$6,500.

5. A federal cost reimbursement research grant of $350,000 was awarded.
As of the end of the year, $200,000 in expenses related to the grant had
been made. (Hint: See Chapter 4 for eligibility requirements.)

6. New equipment costing $39,000 was acquired from donor-restricted cash.
An X-ray machine that cost $31,000 and had a book value of $2,400 was
sold for $500 cash.

7. Vouchers totaling $1,340,200 were issued for the following items:
Fiscal and administrative services expenses $241,800
General services expenses 253,100
Nursing services expenses 585,000
Other professional services expenses 185,600
Inventory 67,500
Expenses accrued at December 31, 2010 7,200

8. Collections of accounts receivable totaled $1,159,000. Accounts written
off as uncollectible amounted to $11,900.

9. Cash payments on vouchers payable (paid to employers and suppliers)
during the year were $1,031,200.

10. Supplies of $68,000 were issued to nursing services.
11. On December 31, 2011, accrued interest income on investments was $800.
12. Depreciation of buildings and equipment was as follows:

Buildings $51,000
Equipment 73,000

13. On December 31, 2011, closing entries were made in the general 
journal.
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Required

a. Show in general journal form the entries that should be made for each of
the transactions and the closing entries in accordance with the standards
for a governmental health care entity that follows proprietary fund account-
ing, as discussed in this chapter and Chapter 7.

b. Using the available information, calculate the net patient service revenue
that would be reported on the statement of revenues, expenses, and changes
in net assets.

17–7 Not-for-Profit Hospital Financial Statement Analysis. Examine the finan-
cial statements for Oak Valley Hospital for the years ended December 31,
2010, and 2011.

Required

Prepare a short answer to address each of the following questions.
a. Discuss the relative importance of different classifications of assets to total

assets. What additional information would you expect to find in the notes
to the financial statements about major classification of assets?

b. Describe how net patient service revenue likely differs from gross patient
revenue.

c. Did this hospital have a profitable year? Why or why not?
d. What is the best explanation for the change in cash for the most recent

year? For the previous year?

OAK VALLEY HOSPITAL
Consolidated Balance Sheets

December 31 
(in thousands)

Assets Liabilities and Net Assets

2011 2010 2011 2010

Current assets: Current liabilities:

Cash and cash equivalents $  15,289 $       623 Accounts payable and

Marketable securities 6,963 11,776 accrued expenses $  53,041 $  69,009

Patient accounts receivable, Salaries, wages, and

less allowance for doubtful amounts withheld 11,009 7,295

accounts 42,438 66,314 Accrued vacation and sick pay 15,013 16,397

Current portion of funds held Current portion of

by Trustee 1,023 2,712 long-term debt 7,205 6,906

Inventories 8,846 8,344

Prepaid expenses and other

current assets 16,530 17,550

Total current assets 91,089 107,319 Total current liabilities 86,269 99,607

Assets with limited use:

Capital expansion fund 167,298 150,121 Deferred revenue and deposits 18,589 18,617

Board-designated 92,170 98,046 Accrued compensation 21,830 17,100

Funds held by Trustee 207 30,068 Claims liability 69,442 74,457

Investments 27,657 23,562 Long-term debt, less

287,332 301,797 current portion 377,591 386,652
Total liabilities 573,721 596,433

Other assets:
Investments 80,280 141,315
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2011 2010 2011 2010

Deferred bond issue costs, less Unrestricted net assets 298,457 363,740
accumulated amortization of
$4,783,225 in 2011 and
$3,868,295 in 2010 14,429 15,423

Investment in affiliates 13,065 11,723
Pledges receivable 2,963 3,801
Other 13,867 17,896

124,604 190,158

Property and equipment:
Land 15,157 16,038
Buildings and improvements 304,856 318,465
Equipment 332,685 282,762
Construction in progress 33,599 23,854

686,297 641,119
Accumulated depreciation (317,144) (280,220)

369,153 360,899

Total assets $872,178 $960,173 Total liabilities and net assets $872,178 $960,173
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OAK VALLEY HOSPITAL
Consolidated Statements of Operations and Changes in Net Assets

Year Ended December 31 
(in thousands)

2011 2010

Unrestricted revenue, gains and other support:

Net patient service revenue $553,152 $555,579
Other revenue 72,800 75,867

Total revenue 625,952 631,447

Expenses:
Salaries and wages 297,248 283,800
Employee benefits 52,071 54,845
Services, supplies, and other 215,719 206,097
Bad debts 43,329 32,096
Depreciation and amortization 46,141 39,859
Interest 20,592 21,020
Impairment and restructuring 28,725

Total expenses 703,825 637,718

Operating loss (77,873) (6,271)

Nonoperating gains (losses):
Investment income 23,537 19,308
Interest expense — (410)

Share of net income (loss) of affiliates 377 (77)

Excess of (expenses over revenue) (53,959) 12,548
Other changes in net assets:

Change in unrealized appreciation in fair value of investments (11,326) 16,466

(Decrease) increase in net assets, before extraordinary item (65,283) 29,015
Extraordinary loss — (1,032)

(Decrease) increase in net assets (65,283) 27,983
Net assets, beginning of year 363,740 335,757

Net assets, end of year $298,457 $363,740
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OAK VALLEY HOSPITAL
Consolidated Statements of Cash Flows

Year Ended December 31 
(in thousands)

2011 2010

Operating activities:

(Decrease) increase in unrestricted net assets $(65,282) $ 27,983

Adjustments to reconcile (decrease) increase in unrestricted

net assets to net cash provided by operating activities and

nonoperating gains and losses:

Extraordinary loss — 1,032

Depreciation and amortization 46,141 39,859

Impairment of long-lived assets 24,940 2,000

Change in unrealized depreciation (appreciation) in fair

market value of investments 11,330 (16,466)

Decrease in accounts receivable 23,872 5,211

(Increase) decrease in inventories (501) 170

Decrease (increase) in other current assets 1,019 (7,361)

Decrease in pledges receivable 836 418

(Decrease) increase in accounts payable and other 
accrued expenses (15,966) 13,629

Increase in accrued compensation and amounts withheld 7,058 32

(Decrease) increase in deferred revenue (29) 1,005

(Decrease) increase in claims liability (5,014) 1,425

Share of net (gain) loss in equity transactions of affiliate (383) 77

Cash provided by operating activities and nonoperating 
gains and losses 28,022 69,017

Investing activities:

Purchase of property and equipment (78,421) (58,082)

Decrease (increase) in investments, marketable securities 
with limited use 70,676 (63,726)

Increase in investment in affiliates (958) (4,097)

Decrease (increase) in other assets 4,109 (2,425)

Cash used in investing activities (4,594) (128,331)

Financing activities:

Proceeds from issuance of long-term debt — 124,472

Payments and refunding of long-term debt (8,762) (66,886)

Cash (used in) provided by financing activities (8,762) 57,586

Increase (decrease) in cash and cash equivalents 14,666 (1,728)

Cash and cash equivalents at beginning of year 623 2,351

Cash and cash equivalents at end of year $  15,289 $ 623
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17–8 Not-for-Profit Hospital. The Phelps Community Hospital balance sheet as of
December 31, 2010, follows.

PHELPS COMMUNITY HOSPITAL
Balance Sheet

December 31, 2010

Assets Liabilities and Net Assets

Current: Current:

Cash $ 65,000 Accounts payable $ 65,000

Accounts and 
notes receivable $ 140,000 Accrued payroll 110,000

Less: Allowance 
for uncollectibles 12,000 128,000

Inventory 71,000

Total current assets 264,000 Total current liabilities 175,000

Assets limited as to use:

Cash 11,500 Long-term debt:

Investments 210,000 Mortgage payable 3,500,000

Total assets Total liabilities 3,675,000

limited as to use 221,500 Net assets:

Property, plant, 
and equipment: Unrestricted, undesignated 1,782,000

Land 208,000 Unrestricted, designated 
Buildings, at cost 4,516,000 for plant replacements 221,500

Less: Accumulated Total net assets 2,003,500

depreciation 1,506,000 3,010,000

Equipment, at cost 2,871,000

Less: Accumulated 
depreciation 896,000 1,975,000

Total property, 
plant, and 
equipment 5,193,000

Total liabilities and 
Total assets $5,678,500 net assets $5,678,500

Required

a. Record in general journal form the effect of the following transactions dur-
ing the fiscal year ended December 31, 2011, assuming that Phelps Com-
munity Hospital is a not-for-profit hospital.
(1) Summary of revenue journal:

Patient services revenue, gross $3,584,900
Adjustments and allowances:
Contracting agencies 162,000

(2) Summary of cash receipts journal:
Interest on investments in Assets Limited as to Use 7,350
Unrestricted grant from United Fund 300,000
Collections of receivables 3,520,600

738 Part Three Not-for-Profit Organizations
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(3) Purchases journal:
Administration expenses 167,900
General services expenses 181,200
Nursing services expenses 278,800
Other professional services expenses 263,100

(4) Payroll journal:
Administration expenses 253,700
General services expenses 179,200
Nursing services expenses 659,200
Other professional services expenses 422,400

5) Summary of cash payments journal:
Interest expense 280,000
Payment on mortgage principal 500,000
Accounts payable for purchases 936,800
Accrued payroll 1,579,500
Transfer to Assets Limited as to Use 30,000

(6) The following additional information relates to assets limited as to use:
(a) $10,000 in CDs matured on which $590 in interest was earned.
(b) $30,000 was reinvested in CDs.
(c) $12,300 in equipment was purchased.

(7) Depreciation charges for the year amounted to $117,000 for the build-
ings and $128,500 for equipment.

(8) Other information:
(a) Provision for uncollectible receivables was increased by $3,800.
(b) Supplies inventory:

12/31/2010 12/31/2011

Administration expenses $  8,000 $ 7,300
General services expenses 8,700 9,000

Nursing services expenses 17,000 16,800

Other professional 
services expenses 37,300 40,000

Totals $71,000 $73,100

(c) Portion of mortgage payable due within one year, $500,000.

(9) Assume that there was no change in fair value of investments at year-
end.

(10) Provisions for bad debts, interest expense, and depreciation expense
were allocated to functional expense accounts in proportion to their
preallocation balances. Nominal accounts were closed.

(11) Reflecting the net increase in Assets Limited as to Use of $25,640 (see
transactions 2, 5, and 6), record the increase in Net Assets—Unrestricted,
Designated for Plant Replacement.

b. Prepare a balance sheet as of December 31, 2011.
c. Prepare a statement of operations for the year ended December 31, 2011.

Chapter 17 Accounting for Health Care Organizations 739
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Glossary

741

Some of these definitions were adapted from publications of the
Government Finance Officers Association. Others were taken
from specialized publications cited in the text; the remainder were
supplied by the authors. The letters q.v. signify “which see”; that
is, the preceding word is defined elsewhere in the glossary.

A
Abatement A complete or partial cancellation of a levy
imposed by a government. Abatements usually apply to
tax levies, special assessments, and service charges.

Accountability Being obliged to explain one’s actions,
to justify what one does; the requirement for government
to answer to its citizenry—to justify the raising of public
resources and expenditure of those resources. Also, in the
GASB’s view, the obligation to report whether the govern-
ment operated within appropriate legal constraints;
whether resources were used efficiently, economically,
and effectively; whether current-year revenues were suffi-
cient to pay for the services provided in the current year;
and whether the burden for services previously provided
will be shifted to future taxpayers.

Accounting Period A period at the end of which and
for which financial statements are prepared. See also
Fiscal Period.

Accounting System The total structure of records and
procedures that discover, record, classify, and report
information on the financial position and operations of a
government or any of its funds, and organizational
components.

Accounts Receivable Amounts owing on open account
from private persons, firms, or corporations for goods and
services furnished by a government. Taxes Receivable and
Special Assessments Receivable are recorded separately.
Amounts due from other funds or from other governments
should be reported separately.

Accrual Basis The basis of accounting under which
revenues are recorded when earned and expenditures (or
expenses) are recorded as soon as they result in liabilities for
benefits received, notwithstanding that the receipt of cash or
the payment of cash may take place, in whole or in part, in
another accounting period. See also Accrue and Levy.

Accrue To record revenues when earned and to record
expenditures (or expenses) as soon as they result in liabili-
ties for benefits received, notwithstanding that the receipt
of cash or payment of cash may take place, in whole or in
part, in another accounting period. See also Accrual
Basis, Accrued Expenses, and Accrued Revenue.

Accrued Expenses Expenses incurred during the cur-
rent accounting period but not payable until a subsequent
accounting period. See also Accrual Basis and Accrue.

Accrued Interest on Investments Purchased Interest
accrued on investments between the last interest payment
date and the date of purchase.

Accrued Interest Payable A liability account that rep-
resents the amount of interest expense accrued at the bal-
ance sheet date but not due until a later date.

Accrued Revenue Revenue earned during the current
accounting period but not to be collected until a subsequent
accounting period. See also Accrual Basis and Accrue.

Accrued Taxes Payable A liability for taxes that have
accrued since the last payment date.

Accrued Wages Payable A liability for wages earned
by employees between the last payment date and the
balance sheet date.

Acquisition Adjustment Difference between amount
paid by a utility for plant assets acquired from another
utility and the original cost (q.v.) of those assets less
depreciation to date of acquisition.

Activity A specific and distinguishable line of work
performed by one or more organizational components of a
government for the purpose of accomplishing a function
for which the government is responsible. For example,
food inspection is an activity performed in the discharge
of the health function. See also Function, Subfunction,
and Subactivity.

Activity-Based Costing (ABC) A cost accounting sys-
tem that identifies specific factors (cost drivers) that drive
the costs of service or production activities and tracks the
consumption of cost drivers in producing outputs of goods
or services. See also Cost Determination.

Activity Classification A grouping of expenditures on
the basis of specific lines of work performed by organiza-
tion units. For example, sewage treatment and disposal,
solid waste collection, solid waste disposal, and street
cleaning are activities performed in carrying out the func-
tion of sanitation, and the segregation of the expenditures
made for each of these activities constitutes an activity
classification.

Actuarial Accrued Liability (AAL) A liability arising
from past unfunding and ad hoc changes in pension plan
provisions. AAL is determined by using any of several
generally accepted actuarial methods, for example, entry
age method.
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Actuarial Basis A basis used in computing the amount
of contributions to be made periodically to a fund so that
the total contributions plus the compounded earnings
thereon will equal the required payments to be made out of
the fund. The factors taken into account in arriving at the
amount of these contributions include the length of time
over which each contribution is to be held and the rate of
return compounded on such contribution over its life.

Actuarial Present Value of Total Projected Benefits
A component of the annual required contribution that
allows for projected salary increases and additional
statutory or contractual agreements.

Actuarial Value of Assets The value of a pension plan’s
assets used by an actuary for purposes of determining
annual required contributions and other actuarial aspects
of a defined benefit pension plan.

Ad Valorem Property Taxes In proportion to value. A
basis for levy of taxes on property.

Advance Refunding The issuance of debt instruments
to refund existing debt before the existing debt matures or
is callable.

Advocacy Speaking up for the mission of an organiza-
tion or needs of a group of people. 

Agency Funds Funds consisting of resources received
and held by the government as an agent for others; for
example, taxes collected and held by a municipality for a
school district. Note: Sometimes resources held by a gov-
ernment for other organizations are handled through an
agency fund known as a pass-through agency fund.

Allocate To divide a lump-sum appropriation into parts
that are designated for expenditure by specific organization
units and/or for specific purposes, activities, or objects.

Allotment A part of an appropriation (or, in federal
usage, parts of an apportionment) that may be encum-
bered (obligated) or expended during an allotment period.

Allotments Available for Commitment/Obligation
The portion of a federal agency’s allotments not yet obli-
gated by issuance of purchase orders, contracts, or other
evidence of commitment.

Allowable Costs Costs that meet specific criteria deter-
mined by the resource provider, generally used in the con-
text of federal financial assistance.

Allowance for Amortization The account in which the
amounts recorded as amortization (q.v.) of the intangible
asset are accumulated.

Allowance for Depreciation The account in which the
amounts recorded as depreciation (q.v.) of the related
asset are accumulated.

Amortization (1) Gradual reduction, redemption, or liqui-
dation of the balance of an account according to a specified
schedule of times and amounts. (2) Provision for the extin-
guishment of a debt by means of a debt service fund (q.v.).

Annual Pension Cost The annual expense to an
employer for a pension plan, which is a function of annual
required contribution (ARC), net pension obligation
(NPO), interest, and adjustments.
Annual Required Contribution (ARC) An actuarially
determined amount that the employer should contribute
each year to a defined benefit pension plan to ensure full
actuarial funding of the plan.
Annuity A series of equal money payments made at
equal intervals during a designated period of time. In gov-
ernmental accounting, the most frequent annuities are
accumulations of debt service funds for term bonds and
payments to retired employees or their beneficiaries under
public employee retirement systems.
Annuity Agreements Assets given to an organization
subject to an agreement that binds the organization to pay
stipulated amounts periodically to the donor(s).
Annuity Serial Bonds Bonds for which the amount of
annual principal repayments is scheduled to increase each
year by approximately the same amount that interest
payments decrease.
Apportionment A distribution made of a federal appro-
priation by the Office of Management and Budget into
amounts available for specified time periods.
Appropriation Act, Bill, Ordinance, Resolution, or
Order A legal action giving the administration of a gov-
ernment authorization to incur on behalf of the govern-
ment liabilities for the acquisition of goods, services, or
facilities to be used for purposes specified in the act, ordi-
nance, or so on, in amounts not to exceed those specified
for each purpose. The authorization usually expires at the
end of a specified term, most often one year.
Appropriations Authorizations granted by a legislative
body to incur liabilities for purposes specified in the
Appropriation Act (q.v.). Note: An appropriation is usu-
ally limited in amount and as to the time when it may be
expended. See, however, Indeterminate Appropriation.
Appropriations Budget Appropriations requested by
departments or by the central administration of a govern-
ment for a budget period. When the appropriations budget
has been adopted in accord with procedures specified by
relevant law, the budget becomes legally binding on the
administration of the government for which the budget
has been adopted.
Appropriations Used An account used in federal
government accounting to indicate resources provided by
current- or prior-period appropriations that were con-
sumed during the current fiscal period.
Arbitrage Earning a higher interest rate from investing
borrowed funds than is applicable to the entity’s tax-
exempt debt. Federal tax regulations require governments
to rebate the investment earnings in excess of that permit-
ted. See also Arbitrage Rebate.
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Arbitrage Rebate Required repayment to the federal
government arising from the arbitrage rules that prohibit the
government from investing bond proceeds at interest rates
higher than that applicable to the entity’s tax-exempt debt.
Assess To value property officially for the purpose of
taxation. Note: The term is also sometimes used to denote
the levy of taxes, but such usage is not correct because it
fails to distinguish between the valuation process and the
tax levy process.
Assessed Valuation A valuation set on real estate or
other property by a government as a basis for levying
taxes.
Assessment (1) The process of making the official valu-
ation of property for purposes of taxation. (2) The valua-
tion placed on property as a result of this process.
Asset Impairment A significant, unexpected decline in
the service utility of a capital asset (q.v.).
Assets Probable future economic benefits obtained or
controlled by a particular entity as a result of past transac-
tions or events.
Assets Limited as to Use Assets whose use is limited
by contracts or agreements with outside parties (such as
proceeds of debt issues, funds deposited with a trustee,
self-insurance funding arrangements, and statutory
reserve requirements) other than donors or grantors. The
term also includes limitations placed on assets by the
board of directors or trustees.
Attestation Engagements Services related to internal
control, compliance, MD&A presentation, allowability
and reasonableness of proposed contract amounts, final
contract costs, and reliability of performance measures.
Audit The examination of documents, records, reports,
systems of internal control, accounting and financial
procedures, and other evidence for one or more of the
following purposes:

1. To determine whether the financial statements or
other financial reports and related items are fairly
presented in accordance with generally accepted
accounting principles or other established or stated
criteria.

2. To determine whether the entity has complied with
laws and regulations and other specific financial
compliance requirements that may have a material
effect on the financial statements or that may affect
other financial reports or the economy, efficiency, or
effectiveness of program activities.

3. To determine whether the entity is acquiring, protect-
ing, and using its resources economically and
efficiently.

4. To determine whether the desired program results or
benefits established by the legislature or other autho-
rizing body are being achieved.

Audit Committee A committee of the governing board
whose function it is to help select the auditor, monitor the
audit process, review results of the audit, assist the gov-
erning board in understanding the results of the audit, and
participate with both management and the independent
auditor in resolving internal control or other deficiencies
identified during the audit.
Audit Findings Items identified by the auditors in the
course of the audit, such as internal control weaknesses,
instances of noncompliance, questioned costs, fraud, and
material misrepresentations (by the auditee).
Auditor’s Opinion or Report A statement signed by an
auditor stating that he or she has examined the financial
statements in accordance with generally accepted auditing
standards (with exceptions, if any) and expressing his or
her opinion on the financial condition and results of oper-
ations of the reporting entity, as appropriate.
Authority A government or public agency created to
perform a single function or a restricted group of related
activities. Usually such governments are financed from
service charges, fees, and tolls, but in some instances they
also have taxing powers. An authority may be completely
independent of other governments, or in some cases it
may be partially dependent on other governments for its
creation, its financing, or the exercise of certain powers.
Auxiliary Enterprises Activities of a college or univer-
sity that furnish a service to students, faculty, or staff on a
user-charge basis. The charge is directly related but not
necessarily equal to the cost of the service. Examples
include college unions, residence halls, stores, faculty
clubs, and intercollegiate athletics.

Available Collectible within the current period or soon
enough thereafter to be used to pay liabilities of the cur-
rent period.

B
Balance Sheet A statement that reports the balances of
assets, liabilities, reserves, and equities of a fund, govern-
ment, or not-for-profit entity at a specified date, properly
classified to exhibit financial position of the fund or unit
at that date.

Balanced Scorecard An integrated set of performance
targets, both financial and nonfinancial, that are derived
from an organization’s strategies about how to achieve its
goals.

Basic Financial Statements Term used in GASBS 34 to
describe required government-wide and fund financial
statements.

Basis of Accounting The standard(s) used to determine
the point in time when assets, liabilities, revenues, and
expenses (expenditures) should be measured and recorded
as such in the accounts of an entity. See Accrual Basis,
Cash Basis, and Modified Accrual Basis.

wiL79603_glos_741-772.qxd  1/9/09  19:55  Page 743 User-S178 MAC-OSX_1:broker:MH-BURR:MHBR093:MHBR093-GLOSS:MHBR093-GLOSS:



744

Bearer Bond A bond that requires the holder to present
matured interest coupons or matured bonds to the issuer
or a designated paying agent for payment. Payments are
made to the bearer since the issuer maintains no record of
current bond ownership. Note: Federal law requires that
all tax-exempt bonds issued since June 15, 1983, must be
in registered form (see also Registered Bonds). However,
some long-term bearer bonds remain outstanding.

Benchmarking The method of identifying a number that
represents a target to which actual results are compared, or
a basis for comparison; for example, industry averages.

Betterment An addition made to or change made in a
capital asset that is expected to prolong its life or to
increase its efficiency over and above that arising from
maintenance (q.v.) and the cost of which is therefore
added to the book value of the asset. Note: The term is
sometimes applied to sidewalks, sewers, and highways,
but these should preferably be designated as improve-
ments or infrastructure assets (q.v.).

Blended Presentation The method of reporting the
financial data of a component unit in a manner similar to
that in which the financial data of the primary govern-
ment are presented. Under this method the component
unit data are usually combined with the appropriate fund
types of the primary government and reported in the same
columns as the data for the primary government except
General Funds. See Discrete Presentation.

Block Grants Federal monies given to state or local
governments with the discretion to administer for many
projects and to many recipients and for which no match-
ing requirement exists.

Board-Designated Funds Funds created to account for
assets set aside by the governing board of an organization
for specified purposes.

Board-Designated Net Assets Unrestricted net assets
that the not-for-profit organization’s board decides to set
aside or “designate” for specific purposes.

Bond A written promise to pay a specified sum of
money, called the face value or principal amount, at a
specified date or dates in the future, called the maturity
date(s), together with periodic interest at a specified rate.
Note: The difference between a note and a bond is that the
latter runs for a longer period of time and requires greater
legal formality.

Bond Anticipation Notes (BANs) Short-term interest-
bearing notes issued by a government in anticipation of
bonds to be issued at a later date. The notes are retired
from proceeds of the bond issue to which they are related.
See also Interim Borrowing.
Bond Discount The excess of the face value of a bond
over the price for which it is acquired or sold. Note: The
price does not include accrued interest at the date of
acquisition or sale.

Bond Indenture The contract between an entity issuing
bonds and the trustees or other body representing
prospective and actual holders of the bonds.

Bond Ordinance or Resolution An ordinance (q.v.) or
resolution (q.v.) authorizing a bond issue.

Bond Premium The excess of the price at which a bond
is acquired or sold over its face value. Note: The price
does not include accrued interest at the date of acquisition
or sale.
Bonded Debt That portion of indebtedness represented
by outstanding bonds. See Gross Bonded Debt and Net
Bonded Debt.
Bonds Authorized and Unissued Bonds that have been
legally authorized but not issued and that can be issued
and sold without further authorization. Note: This term
must not be confused with the terms margin of borrowing
power or legal debt margin, either one of which repre-
sents the difference between the legal debt limit of a
government and the debt outstanding against it.
Book Value Value (q.v.) as shown by the books of
account. Note: In the case of assets subject to reduction by
valuation allowances, book value refers to cost or stated
value less the appropriate allowance. Sometimes a distinc-
tion is made between gross book value and net book value,
the former designating value before deduction of related
allowances and the latter after their deduction. In the
absence of any modifier, however, the term book value is
understood to be synonymous with net book value.

Budget A plan of financial operation embodying an
estimate of proposed expenditures for a given period and
the proposed means of financing them. Used without any
modifier, the term usually indicates a financial plan for a
single fiscal year.

Budget Accounts Accounts used in federal agencies
that are broad in scope, for which appropriations are
made, and that are not the same as the standard general
ledger accounts used for accounting purposes.

Budget Calendar A schedule of certain steps to be fol-
lowed in the budgeting process and the dates by which
each step must be completed.

Budget Document The instrument used by the budget-
making authority to present a comprehensive financial
program to the appropriating body. The budget document
usually consists of three parts: (1) a message from the
budget-making authority with a summary of the proposed
expenditures and the means of financing them; (2) sched-
ules supporting the summary; and (3) drafts of the appro-
priation, revenue, and borrowing measures necessary to
put the budget into effect.

Budget Officer A person, usually in the central admin-
istrative office, designated to ensure that administrative
policies are actually used in budget preparation and that
the budget calendar and other legal requirements are met.
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Budgetary Accounts Those accounts that reflect bud-
getary operations and condition, such as estimated
revenues, appropriations, and encumbrances, as distin-
guished from proprietary accounts. See also Proprietary
Accounts.
Budgetary Control The control or management of a
government or enterprise in accordance with an approved
budget for the purpose of keeping expenditures within the
limitations of available appropriations and available
revenues.
Budgetary Resources A term that includes new bud-
getary authority for the period plus unobligated budgetary
authority carried over from the prior period and offsetting
collections, if any, plus or minus any budgetary adjust-
ments in a federal agency.
Budget Solvency A government’s ability to generate
enough revenue over its normal budgetary period to meet
its expenditures and not incur deficit’s.
Buildings A capital asset account that reflects the
acquisition value of permanent structures used to house
persons and property owned by a government. If buildings
are purchased or constructed, this account includes the
purchase or contract price of all permanent buildings and
fixtures attached to and forming a permanent part of such
buildings. If buildings are acquired by gift, the account
reflects their appraised value at time of acquisition.
Business-Type Activities Commercial-type activities of
a government, such as public utilities (e.g., electric, water,
gas, and sewer utilities), transportation systems, toll roads,
toll bridges, hospitals, parking garages and lots, liquor
stores, golf courses, and swimming pools.

C
Callable Bond A type of bond that permits the issuer to
pay the obligation before the stated maturity date by giv-
ing notice of redemption in a manner specified in the
bond contract. Also called optional bond.
Capital Assets Assets of a long-term character that are
intended to continue to be held or used, such as land,
buildings, machinery, furniture, and other equipment.
Note: The term does not indicate the immobility of an
asset, which is the distinctive character of “fixture” (q.v.).
Also called fixed assets.
Capital Budget A plan of proposed capital outlays and
the means of financing them for the current fiscal period.
It is usually a part of the current budget. If a capital pro-
gram is in operation, it will be the first year thereof. A
capital program is sometimes referred to as a capital
budget. See also Capital Program.

Capital Expenditures See Capital Outlays.

Capital Improvements Fund A fund to accumulate
revenues from current taxes levied for major repairs and
maintenance to capital assets of a nature not specified at

the time the revenues are levied. Appropriations of this
fund are made in accord with state law at the time specific
projects become necessary.

Capital Lease A lease that substantively transfers the
benefits and risks of ownership of property to the lessee.
Any lease that meets certain criteria specified in applica-
ble accounting and reporting standards is a capital lease.
See also Operating Lease.

Capital Outlays Expenditures that result in the acquisi-
tion of or addition to capital assets.

Capital Program A plan for capital expenditures to be
incurred each year over a fixed period of years to meet
capital needs arising from a long-term work program or
otherwise. It sets forth each project or other contemplated
expenditure in which the government is to have a part and
specifies the full resources estimated to be available to
finance the projected expenditures.

Capital Projects Fund (CPF) A fund created to
account for all resources to be used for the construction or
acquisition of designated capital assets by a government
except those financed by proprietary or fiduciary funds.

Capitation Fees Fixed dollar amount of fees per person
paid periodically by a third-party payor to a health care
organization, regardless of services provided.

Cash Currency, coin, checks, money orders, and
bankers’ drafts on hand or on deposit with an official or
agent designated as custodian of cash and bank deposits.
Note: All cash must be recorded as a part of the fund to
which it belongs. Any restrictions or limitations as to its
availability must be indicated in the records and state-
ments. It is not necessary, however, to have a separate
bank account for each fund unless required by law.

Cash Basis The basis of accounting under which rev-
enues are recorded when received in cash and expendi-
tures (or expenses) are recorded when cash is disbursed.

Cash Discount An allowance received or given if pay-
ment is completed within a stated period of time.

Cash Equivalents Short-term, highly liquid invest-
ments that are both readily convertible into known
amounts of cash and so near their maturity that they pre-
sent insignificant risk of changes in value due to changes
in interest rates.

Cash Solvency A government’s ability to generate
enough cash over a 30- or 60-day period to pay its bills.

Certificate of Participation (COP) A long-term debt
instrument authorized for construction of municipal facil-
ities, typically issued by a quasi-independent authority but
secured by a long-term lease with a general-purpose local
government.

Character A basis for distinguishing expenditures
according to the periods they are presumed to benefit. See
also Character Classification.
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Character Classification A grouping of expenditures on
the basis of the fiscal periods they are presumed to benefit.
The three groupings are (1) current expenditures, presumed
to benefit the current fiscal period, (2) debt service, pre-
sumed to benefit prior fiscal periods primarily but also pres-
ent and future periods, and (3) capital outlays, presumed to
benefit the current and future fiscal periods. See also Activ-
ity, Activity Classification, Expense, Function, Functional
Classification, Object, and Object Classification.

Charitable Solicitation The direct or indirect request
for money, credit, property, financial assistance, or other
things of value on the representation that these assets will
be used for a charitable purpose.

Charity Care Service provided by a health care orga-
nization to persons with a demonstrated inability to pay.

Check A bill of exchange drawn on a bank and payable
on demand; a written order on a bank to pay on demand a
specified sum of money to a named person, to his or her
order, or to the bearer, from money on deposit to the
credit of the maker. Note: A check differs from a warrant
in that the latter is not necessarily payable on demand and
may not be negotiable. It differs from a voucher in that the
latter is not an order to pay.

Clearing Account An account used to accumulate total
charges or credits for the purpose of distributing them
later among the accounts to which they are allocable or
for the purpose of transferring the net differences to the
proper account. Also called suspense account.

Cognizant Agency for Audit Responsibilities The
federal awarding agency that provides the predominant
amount of direct funding to a nonfederal entity expending
more than $25 million in federal awards, as provided by
OMB Circular A–133, unless the OMB designates a dif-
ferent cognizant agency.

Collateralized Secured with the pledge of assets to
minimize the risk of loss. Deposits, investments, or loans
are often required to be collateralized.

Collections Works of art, historical treasures, or similar
assets that are (1) held for public exhibition, education, or
research in furtherance of public service rather than finan-
cial gain, (2) protected, kept unencumbered, cared for, and
preserved, and (3) subject to an organizational policy that
requires the proceeds of items that are sold to be used to
acquire other items for collection.

Combining Financial Statement A financial statement
that displays nonmajor governmental or enterprise funds
in columns with totals that agree with those reported in
the basic financial statements.

Commitment In federal government usage, a reserva-
tion of an agency’s allotment in the estimated amount of
orders for goods or services, prior to actually placing the
orders. See also Obligation.

Common Rule Term given to OMB Circular A–102
that describes administrative requirements that must be
met by a state or local government receiving federal
financial assistance.

Compliance Audit An audit designed to provide rea-
sonable assurance that a government has complied with
applicable laws and regulations. Required for every audit
performed in conformity with generally accepted govern-
mental auditing standards.

Component Units Separate governments, agencies, or
not-for-profit corporations that, pursuant to the criteria in
the GASB Codification, Section 2100, are combined with
other component units to constitute the reporting entity
(q.v.).

Comprehensive Annual Financial Report (CAFR) A
government’s annual report that contains three sections—
introductory, financial, and statistical. A CAFR provides
financial information beyond the general purpose external
financial statements and conforms to guidance in the
GASB Codification.

Conditional Promise to Give A promise to make a con-
tribution to an organization that depends on the occurrence
of a specified future and uncertain event to bind the
promisor, such as obtaining matching gifts by the recipient.

Construction Work in Progress The cost of construc-
tion work that has been started but not yet completed.

Consumption Method A method of recording supplies
as inventory when purchased and as expenditures when
used or consumed. The alternative method is called the
purchases method.

Contingency Fund Assets or other resources set aside
to provide for unforeseen expenditures, anticipated expen-
ditures, or an uncertain amount(s).

Contingent Liabilities Items that may become liabilities
as a result of conditions undetermined at a given date, such
as guarantees, pending lawsuits, judgments under appeal,
unsettled disputed claims, unfilled purchase orders, and
uncompleted contracts. Contingent liabilities of the latter
two types are disclosed in balance sheets of governmental
funds as Reserve for Encumbrances; other contingent lia-
bilities are disclosed in notes to the financial statements.

Continuing Appropriation An appropriation that, once
established, is automatically renewed without further
legislative action, period after period, until altered or
revoked. Note: The term should not be confused with
indeterminate appropriation (q.v.).

Continuing Care Retirement Community (CCRC) A
facility that provides residential care along with some
level of long-term nursing or medical care, generally to
elderly or retired persons.

Contractual Adjustments (or Allowances) The differ-
ence between the gross patient service revenue and the
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negotiated payment by third-party payors in arriving at net
patient service revenue.

Contribution An amount given to an individual or to an
organization for which the donor receives no direct private
benefits. Contributions may be in the form of pledges,
cash, securities, materials, services, or capital assets.

Control Account An account in the general ledger in
which is recorded the aggregate of debit and credit post-
ings to a number of identical or related accounts called
subsidiary accounts. For example, the Taxes Receivable
account is a control account supported by the aggregate of
individual balances in individual property taxpayers’
accounts.

Cost The amount of money or money’s worth
exchanged for property or services. Note: Costs may be
incurred even before money is paid, that is, as soon as a
liability is incurred. Ultimately, however, money or
money’s worth must be given in exchange. Again, the cost
of some property or service may, in turn, become a part of
the cost of another property or service. For example, the
cost of part or all of the materials purchased at a certain
time will be reflected in the cost of articles made from
such materials or in the cost of services provided using
such materials.

Cost Accounting The branch of accounting that pro-
vides for the assembling and recording of all elements of
cost incurred to accomplish a purpose, to carry on an
activity or operation, or to complete a unit of work or a
specific job.

Cost Determination The use of statistical procedures to
determine or estimate the cost of goods or services as
opposed to accumulating such costs in a formal cost
accounting system.

Cost Objective In federal terminology, an organization
unit, function, activity, project, cost center, or pool estab-
lished for the accumulation of costs.

Cost Unit A term used in cost accounting to designate
the unit of product or service whose cost is computed.
These units are selected for the purpose of comparing the
actual cost with a standard cost or with actual costs of
units produced under different circumstances or at 
different places and times. See also Unit Cost.

Coupon Rate The interest rate specified on interest
coupons attached to a bond. The term is synonymous with
nominal interest rate (q.v.) for coupon bonds.

Covered Payroll The amount of payroll on which con-
tributions to a pension plan are based.

Credit Risk The risk that a debt issuer will not pay
interest and principal when due. See also Default.

Cumulative Results of Operations A term generally
used in federal agencies to refer to the net difference
between expenses/losses and financing sources, including

appropriations, revenues, and gains, since the inception of
the activity.

Current A term applied to budgeting and accounting
that designates the operations of the present fiscal period
as opposed to past or future periods.

Current Assets Those assets that are available or can be
made readily available to meet the cost of operations or to
pay current liabilities. Some examples are cash, tempo-
rary investments, and taxes receivable.

Current Financial Resources Cash or items expected
to be converted into cash during the current period or
soon enough thereafter to pay current period liabilities.

Current Fund In governmental accounting, sometimes
used as a synonym for General Fund.

Current Funds Funds whose resources are expended
for operating purposes during the current fiscal period.
Colleges and universities and voluntary health and wel-
fare organizations often use fund types called Current
Funds—Unrestricted and Current Funds—Restricted for
Internal Purposes.

Current Liabilities Liabilities payable within a rela-
tively short period of time, usually no longer than a year.
See also Floating Debt.

Current Resources Resources (q.v.) to which recourse
can be had to meet current obligations and expenditures.
Examples are estimated revenues of a particular period
not yet realized, transfers from other funds authorized but
not received, and, in the case of certain funds, bonds
authorized and unissued.

Current Special Assessments (1) Special assess-
ments levied and becoming due during the current fiscal
period from the date special assessment rolls are
approved by the proper authority to the date on which a
penalty for nonpayment is attached. (2) Special assess-
ments levied in a prior fiscal period but becoming due
in the current fiscal period from the time they become
due to the date on which a penalty for nonpayment is
attached.

Current Taxes (1) Taxes levied and becoming due dur-
ing the current fiscal period from the time the amount of
tax levy is first established to the date on which a penalty
for nonpayment is attached. (2) Taxes levied in the pre-
ceding fiscal period but becoming due in the current fis-
cal period from the time they become due until a penalty
for nonpayment is attached.

Customer Advances for Construction Amounts required
to be deposited by a customer for construction projects
undertaken by the utility at the request of the customer.

Customer Relationship Management (CRM) Systems
that create an integrated view of a customer to coordinate
services from all channels of the organization with the intent
to improve long-term relationships.
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Cycle Billing A practice to bill part of the customers
each working day during a month instead of billing all
customers as of a certain day of the month. It is followed
by utilities, retail stores, and other organizations with a
large number of credit customers.

D
Data Processing (1) The preparation and handling of
information and data from source media through pre-
scribed procedures to obtain specific end results such as
classification, problem solution, summarization, and
reports. (2) Preparation and handling of financial infor-
mation wholly or partially by use of computers.

Debt A liability resulting from the borrowing of money
or from the purchase of goods and services. Debts of gov-
ernments include bonds, time warrants, notes, and floating
debt. See also Bond, Notes Payable, Time Warrant, Floating
Debt, Long-term Debt, and General Long-term Liabilities.

Debt-Financed Income Income from property that is
subject to debt, such as rental income from a building that
has been financed with a mortgage.

Debt Limit The maximum amount of gross or net debt
that is legally permitted.

Debt Margin The difference between the amount of the
debt limit (q.v.) and the net amount of outstanding indebt-
edness subject to the limitation.

Debt Service Fund (DSF) A fund established to
finance and account for the payment of interest and prin-
cipal on all tax-supported debt, serial and term, including
that payable from special assessments.

Default Failure of a debtor to pay interest or repay the
principal of debt when legally due.

Defeasance A transaction in which the liability for a
debt is substantively settled and is removed from the
accounts, even though the debt has not actually been paid.
See also Legal Defeasance and In-Substance Defeasance.

Deferred Revenues or Deferred Credits In govern-
mental accounting, items that may not be recognized as
revenues of the period in which received because they are
not “available” until a subsequent period.

Deferred Serial Bonds Serial bonds (q.v.) in which the
first installment does not fall due for two or more years
from the date of issue.

Deficiency A general term indicating the amount by
which anything falls short of some requirement or expec-
tation. The term should not be used without qualification.

Deficit (1) The excess of liabilities and reserved equity
of a fund over its assets. (2) The excess of expenditures
over revenues during an accounting period or, in the case
of enterprise and internal service funds, of expense over
revenue during an accounting period.

Defined Benefit Plan A pension plan that provides a
specified amount of benefits based on a formula that
may include factors such as age, salary, and years of
employment.

Defined Contribution Plan A pension plan that speci-
fies the amount or rate of contribution, often a percentage
of covered salary, that the employer and employees must
contribute to the members’ accounts.

Delinquent Special Assessments Special assessments
remaining unpaid on and after the date on which a penalty
for nonpayment is attached.

Delinquent Taxes Taxes remaining unpaid on and after
the date on which a penalty for nonpayment is attached.
Even though the penalty may be subsequently waived and
a portion of the taxes may be abated or canceled, the
unpaid balances continue to be delinquent taxes until
abated, canceled, paid, or converted into tax liens. Note:
The term is sometimes limited to taxes levied for the fis-
cal period or periods preceding the current one, but such
usage is not entirely correct. See also Current Taxes and
Prior-Years’ Tax Levies.

Deposit Warrant A financial document prepared by a
designated accounting or finance officer authorizing the
treasurer of a government to accept for deposit sums of
money collected by various departments and agencies of
the government.

Deposits Money deposited with a financial institution
that must be released upon the “demand” of the depositor;
for example, demand deposits (checking) and time
deposits (savings accounts). These funds are generally
insured by the Federal Deposit Insurance Corporation (up
to a limit) and are distinguished from investments.

Depreciation (1) Expiration of the service life of capital
assets other than wasting assets attributable to wear and
tear, deterioration, action of the physical elements, inade-
quacy, and obsolescence. (2) The portion of the cost of a
capital asset other than a wasting asset that is charged as
an expense during a particular period.

Derivative A financial instrument or other contract that
has one or more reference rates and one or more notional
amounts (e.g., face amount), requires little or no initial
investment, and requires or permits net settlement.

Derived Tax Revenues A classification of nonexchange
transactions, such as income or sales taxes.

Designated A term that describes assets or equity set
aside by action of the governing board; as distinguished
from assets or equity set aside in conformity with require-
ments of donors, grantors, or creditors.

Diagnosis-Related Groups (DRGs) A case-mix classifi-
cation scheme instituted by Congress in 1983 in relation to
the Medicare program that is used to determine the reim-
bursement received by a hospital for inpatient services.
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Payment is made based on the patient’s diagnosis regardless
of how much the hospital spends to treat a patient.

Direct Costs Costs incurred because of some definite
action by or for an organization unit, function, activity,
project, cost center, or pool; costs identified specifically
with a cost objective (q.v.).

Direct Debt The debt that a government has incurred in
its own name or assumed through the annexation of terri-
tory or consolidation with another government. See also
Overlapping Debt.

Direct Expenses Those expenses that can be charged
directly as a part of the cost of a product or service or of a
department or operating unit as distinguished from overhead
and other indirect costs that must be prorated among several
products or services, departments, or operating units.

Direct Lobbying Testifying at legislative hearings, corre-
sponding or conferring with legislators or their staffs, and
publishing documents advocating specific legislative action.

Disbursements Payments in cash.

Discount on Taxes A cash discount offered to taxpayers
to encourage early payment of taxes.

Discrete Presentation The method of reporting finan-
cial data of component units in a column(s) separate from
the financial data of the primary government.

Disqualified Person A person who has substantial
influence over the affairs of a not-for-profit organization,
such as an officer or manager.

Donated Assets Noncash contributions (q.v.) that may
be in the form of securities, land, buildings, equipment, or
materials.

Donated Materials See Donated Assets.

Donated Services The services of volunteer workers
who are unpaid or are paid less than the market value of
their services.

Double Entry A system of bookkeeping that requires
that for every entry made to the debit side of an account
or accounts an entry for a corresponding amount or
amounts to the credit side of another account or accounts
be made. Note: Double-entry bookkeeping involves main-
taining a balance between assets on the one hand and lia-
bilities and equities on the other.

Due Diligence Formal disclosure and discovery of all
relevant information about a transaction or organization,
particularly about risks.

E
Earnings See Income and Revenue.

Economic Condition A composite of a government’s
financial health and its ability and willingness to meet
its financial obligations and its commitments to provide
services.

Economic Interest An interest in another organization
because it holds or utilizes significant resources that must
be used for the purposes of the reporting organization or
the reporting organization is responsible for the liabilities
of the other entity.

Economic Resources Measurement Focus Attention
on measuring the total economic resources that flow in
and out of the government rather than on measuring cur-
rent financial resources only.

Economic Size The minimum possible size to be able to
provide services without long-term damage to the organi-
zation’s financial base.

Effective Interest Rate The rate of earning on a bond
investment based on the actual price paid for the bond, the
maturity date, and the length of time between interest
dates, in contrast with the nominal interest rate (q.v.).

Effectiveness Measures Measures that relate cost to
outcomes.

Efficiency Measures Measures that relate quantity or
cost of resources used to unit of output.

Eligibility Requirements Specified characteristics that pro-
gram recipients must possess or reimbursement provisions
and contingencies tied to required actions by the recipient.

Encumbrances Accounts used to record the estimated
amount of purchase orders, contracts, or salary commit-
ments chargeable to an appropriation. The account is
credited when goods or services are received and the
actual expenditure of the appropriation is known.

Endowment A gift whose principal must be maintained
inviolate but whose income may be expended.

Engagement Letter Written agreement between an
auditor and the audited entity that describes the scope of
work to be completed, among other things.

Enterprise Debt Debt that is to be retired primarily
through the earnings of governmentally owned and oper-
ated enterprises. See also Revenue Bonds.

Enterprise Fund (EF) A fund established to finance
and account for the acquisition, operation, and mainte-
nance of governmental facilities and services that are
entirely or predominantly self-supporting by user charges;
or for when the governing body of the government has
decided periodic determination of revenues earned,
expenses incurred, and/or net income is appropriate. Gov-
ernmentally owned utilities and hospitals are ordinarily
accounted for by enterprise funds.

Entitlement The amount of payment to which a state or
local government is entitled as determined by the federal
government pursuant to an allocation formula contained
in applicable statutes.

Entity Assets Those assets of a federal agency that the
reporting entity has authority to use in its operations as
opposed to holding but not available to spend.
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Entitywide Perspective A view of the net assets of the
organization as a whole, rather than as a collection of sep-
arate funds.

Entrepreneurial Budgeting A budgeting approach that
positions budgeting at the highest level and merges strate-
gic plans, incentives, and accountability into the budget to
communicate to citizens as a package.

Entry (1) The record of a financial transaction in its
appropriate book of account. (2) The act of recording a
transaction in the books of account.

Equipment Tangible property of a more or less per-
manent nature (other than land, buildings, or improve-
ments) that is useful in carrying on operations.
Examples are machinery, tools, trucks, cars, furniture,
and furnishings.

Escheats (Escheat Property) Private properties that
revert to government ownership upon the death of the
owner if there are no legal claimants or heirs.

Estimated Expenditures The estimated amounts of
expenditures included in budgeted appropriations. See
also Appropriations.

Estimated Other Financing Sources Amounts of
financial resources estimated to be received or accrued
during a period by a governmental or similar type fund
from interfund transfers or from the proceeds of noncur-
rent debt issuance.

Estimated Other Financing Uses Amounts of finan-
cial resources estimated to be disbursed or accrued during
a period by a governmental or similar type fund for trans-
fer to other funds.

Estimated Revenues For revenue accounts kept on an
accrual basis (q.v.), this term designates the amount of
revenue estimated to accrue during a given period
regardless of whether or not it is all to be collected dur-
ing the period. For revenue accounts kept on a cash
basis (q.v.), the term designates the amount of revenue
estimated to be collected during a given period. Under
the modified accrual basis (q.v.), estimated revenues are
those that are measurable and available. See also Rev-
enue, Cash Basis, Accrual Basis, and Modified Accrual
Basis.

Estimated Uncollectible Accounts Receivable (or Cur-
rent Taxes, Delinquent Taxes or Interest Receivable)
That portion of receivables that it is estimated will never
be collected. The account is deducted from the Accounts
Receivable account on the balance sheet in order to arrive
at the net amount of accounts receivable.

Excess Benefit Transaction A transaction that results
in unfair benefits to a person who has substantial influ-
ence over a not-for-profit organization, for example,
unreasonable compensation, sales of assets at bargain
prices, and lease arrangements.

Exchange Transaction A transaction in which each
party receives direct tangible benefits commensurate with
the resources provided, for example, sales between a
buyer and a seller.

Exchange-like Transactions A transaction in which the
values exchanged, though related, may not be quite equal
or in which the direct benefits may not be exclusively for
the parties to the transaction, unlike a “pure” exchange
transaction.

Exemption A statutory reduction in the assessed valua-
tion of taxable property accorded to certain taxpayers,
such as senior citizens and war veterans.

Expendable Assets and resources may be converted
into cash and used in their entirety for purposes of the
fund.

Expended Appropriation (Authority) A charge
against an appropriation for the actual cost of items
received; the appropriation is no longer available to
acquire additional goods and services.

Expenditure Responsibility The responsibility of one
public charity over another to which it has given a grant to
ensure that the grant was used exclusively for the purpose
for which it was made.

Expenditure An expenditure is recorded when liabili-
ties are incurred pursuant to authority given in an
appropriation (q.v.). If the accounts are kept on the
accrual basis (q.v.) or the modified accrual basis (q.v.),
this term designates the cost of goods delivered or ser-
vices rendered, whether paid or unpaid, including
expenses, provision for debt retirement not reported as a
liability of the fund from which retired, and capital out-
lays. When the accounts are kept on the cash basis
(q.v.), the term designates only actual cash disburse-
ments for these purposes. Note: Encumbrances are not
expenditures.

Expense A charge incurred, whether paid or unpaid, for
operation, maintenance, interest, and other charges pre-
sumed to benefit the current fiscal period.

External Investment Pool Centrally managed invest-
ment portfolios (pools) that manage the investments of
participants (e.g., other governments and not-for-profit
organizations) outside the reporting entity of the govern-
ment that administers the pool.

External Support Test One of two parts of the broad
public support test to determine if an organization is a
public charity rather than a private foundation. It is met if
at least one-third of the organization’s total revenue comes
from the government or general public in the form of con-
tributions, grants, membership dues, charges for services,
or sales of merchandise.

Extraordinary Items Unusual and infrequent material
gains or losses.
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F
Face Value As applied to securities, the amount of lia-
bility stated in the security document.
Facilities and Administrative Costs (F&A) Costs that
are not readily assignable to one program or cost objective
in a college or university but are incurred for a joint pur-
pose. These costs are called indirect costs in some OMB
circulars. See also Indirect Costs.
Fair Value The amount at which a financial instrument
could be exchanged in a current transaction between will-
ing parties other than in a forced or liquidation sale.
Federal Financial Management Improvement Act of
1996 (FFMIA) Act of Congress in 1996 that requires
each federal agency to maintain a financial management
system that applies federal accounting standards and pro-
vides the information necessary to report whether the
agency is in compliance with those standards.
Federated Fund-Raising Organization An organiza-
tion composed of independent charitable organizations
that have voluntarily joined together to raise and distribute
money among themselves.
Feeder Organization An entity controlled by a not-for-
profit organization and formed to carry on a trade or busi-
ness for the benefit of an exempt organization and remit
its profits to the exempt organization.
Fidelity Bond A written promise to indemnify against
losses from theft, defalcation, and misappropriation of
public funds by government officers and employees. See
also Surety Bond.
Fiduciary Activities Activities in which the government
acts in a fiduciary capacity either as an agent or trustee
for parties outside the government, for example in the col-
lection of taxes or amounts bequeathed from private citi-
zens, as well as assets held for employee pension plans.
Fiduciary Funds Any fund held by a government in a
fiduciary capacity for an external party, ordinarily as
agent or trustee. Also called trust and agency funds.
Financially Accountable When a primary government
either appoints a voting majority of an organization’s gov-
erning board and can impose its will on the organization,
or the organization can provide specific benefits to (or
impose specific burdens on) the primary government. See
Accountability.
Financial Audit One of the two major types of audits
defined by the U.S. Government Accountability Office
(see Performance Audit for the other major type). A
financial audit provides an auditor’s opinion that finan-
cial statements present fairly an entity’s financial
position and results of operations in conformity with
generally accepted accounting principles or that other
financial reports comply with specified finance-related
criteria.

Financial Condition The probability that a government
will meet its financial obligations as they become due and
its service obligations to constituencies, both currently
and in the future. See Financial Position.

Financial Position The adequacy of cash and short-
term claims to cash to meet current obligations and those
expected in the near future. See Financial Condition.

Financial Reporting Entity See Reporting Entity.

Fiscal Accountability Current-period financial position
and budgetary compliance reported in fund-type financial
statements of governments. See also Financial
Accountability.

Fiscal Agent A bank or other corporate fiduciary that
performs the function of paying, on behalf of the govern-
ment or other debtor, interest on debt or principal of debt
when due.

Fiscal Capacity A government’s ongoing ability and
willingness to raise revenues, incur debt, and meet its
financial obligations as they become due.

Fiscal Period Any period at the end of which a govern-
ment determines its financial position and the results of
its operations.

Fiscal Year A 12-month period of time to which the
annual budget applies and at the end of which a govern-
ment determines its financial position and the results of
its operations. For example, FY10 refers to the year that
ends in 2010 (e.g., 7-1-09 to 6-30-10).

Fixed Assets See Capital Assets.

Fixed Charges Expenses (q.v.) the amount of which is
set by agreement. Examples are interest, insurance, and
contributions to pension funds.

Fixtures Attachments to buildings that are not intended
to be removed and that cannot be removed without dam-
age to the latter. Note: Those fixtures with a useful life
presumed to be as long as that of the building itself are
considered a part of the building; all others are classed as
equipment.

Floating Debt Liabilities other than bonded debt and
time warrants that are payable on demand or at an early
date. Examples are accounts payable, notes, and bank
loans. See also Current Liabilities.

Force Account Construction The determination of the
cost of construction of buildings and improvements by
some agency of the government.

Forfeiture The automatic loss of cash or other property
as a punishment for not complying with legal provisions
and as compensation for the resulting damages or losses.
Note: The term should not be confused with confiscation.
The latter term designates the actual taking over of the
forfeited property by the government. Even after property
has been forfeited, it cannot be said to be confiscated until
the government claims it.
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Franchise A special privilege granted by a government
permitting the continuing use of public property, such as
city streets, and usually involving the elements of monop-
oly and regulation.

Full Cost The total cost of providing a service or pro-
ducing a good; the sum of both direct costs (q.v.) and indi-
rect costs (q.v.).

Full Faith and Credit A pledge of the general taxing
power for the payment of debt obligations. Note: Bonds
carrying such pledges are usually referred to as general
obligation bonds.

Function A group of related activities aimed at accom-
plishing a major service or regulatory responsibility for
which a government is responsible. For example, public
health is a function. See also Subfunction, Activity,
Character, and Object.

Functional Classification A grouping of expenditures
on the basis of the principal purposes for which they are
made. Examples are public safety, public health, and pub-
lic welfare. See also Activity, Character, and Object
Classification.

Fund A fiscal and accounting entity with a self-
balancing set of accounts recording cash and other
financial resources together with all related liabilities
and residual equities or balances, and changes therein,
which are segregated for the purpose of carrying on
specific activities or attaining certain objectives in
accordance with special regulations, restrictions, or
limitations.

Fund Accounting An accounting system organized on
the basis of funds, each of which is considered a separate
accounting entity. Accounting for the operations of each
fund is accomplished with a separate set of self-balancing
accounts that comprise its assets, liabilities, fund equity,
revenues, and expenditures, or expenses, as appropriate.
Resources are allocated to and recorded in individual
funds based upon purposes for which they are to be spent
and the means by which spending activities are controlled.
Fund accounting is used by states and local governments
and internally by not-for-profit organizations that need to
account for resources the use of which is restricted by
donors or grantors.
Fund Balance The portion of fund equity (q.v.) avail-
able for appropriation.

Fund Balance Sheet A balance sheet for a single fund.
See Fund and Balance Sheet.

Fund Balance with Treasury An asset account of a
federal agency representing cash balances held by the
U.S. Treasury upon which the agency can draw. The
Treasury will disburse cash on behalf of and at the
request of the agency to pay for authorized goods and
services.

Fund Equity The excess of fund assets and resources
over fund liabilities. A portion of the equity of a govern-
mental fund may be reserved (q.v.) or designated (q.v.);
the remainder is referred to as fund balance.

Fund Financial Statements A category of the basic
financial statements that assist in assessing fiscal
accountability.

Fund Type A classification of funds that are similar in
purpose and character.

Funded Deficit A deficit eliminated through the sale of
bonds issued for that purpose. See also Funding Bonds.

Funded Ratio The ratio of actuarial value of assets to
actuarial accrued liability (AAL) of a pension plan.

Funding The conversion of floating debt or time war-
rants into bonded debt (q.v.).

Funding Bonds See Refunding Bonds.

Funds Functioning as Endowments Funds established
by the governing board of an institution, usually a college
or university, to account for assets to be retained and
invested. Also called quasi-endowment funds.

G
GAAP Hierarchy The chart from SAS No. 69 amended
by SAS No. 91 that shows the relative weight to be placed
on authoritative and other material for nongovernmental
entities, state and local governments, and federal govern-
mental entities.

Gains Increases in net assets from peripheral or inci-
dental transactions of an entity.

General Capital Assets (GCA) Those capital assets of
a government that are not recognized by a proprietary or
fiduciary fund.
General Fund A fund used to account for all transac-
tions of a government that are not accounted for in
another fund. Note: The General Fund is used to account
for the ordinary operations of a government that are
financed from taxes and other general revenues.
General Long-Term Liabilities Long-term debt legally
payable from general revenues and backed by the full
faith and credit of a governmental entity. See Long-Term
Debt.
General Obligation (GO) Bonds Bonds for whose pay-
ment the full faith and credit of the issuing body is
pledged. More commonly, but not necessarily, general
obligation bonds are considered to be those payable from
taxes and other general revenues. In some states, these
bonds are called tax-supported bonds. See also Full Faith
and Credit.
General Property, Plant, and Equipment Property,
plant, and equipment used to provide general government
goods and services in a federal agency.
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General Purpose Governments Governments that pro-
vide many categories of services to their residents, such as
states, counties, municipalities, and townships. Typical
services include public safety, road maintenance, and
health and welfare.
General Revenues Revenues that are not directly linked
to any specific function or do not produce a net revenue.
Generally Accepted Accounting Principles (GAAP)
The body of accounting and financial reporting stan-
dards, conventions, and practices that have authoritative
support from standards-setting bodies such as the Gov-
ernmental Accounting Standards Board and the Finan-
cial Accounting Standards Board, or for which a degree
of consensus exists among accounting professionals at a
given point in time. Generally accepted accounting prin-
ciples are continually evolving as changes occur in the
reporting environment.
Generally Accepted Auditing Standards (GAAS)
Standards prescribed by the American Institute of Certi-
fied Public Accountants to provide guidance for planning,
conducting, and reporting on audits by certified public
accountants.
Generally Accepted Government Auditing Standards
(GAGAS) See Government Auditing Standards.
Gifts in kind Contributions of tangible items to a tax-
exempt organization.
Government Auditing Standards (GAS) Auditing
standards set forth by the Comptroller General of the
United States to provide guidance for federal auditors,
state and local governmental auditors, and public accoun-
tants who audit federal organizations, programs, activities,
and functions. Also referred to as generally accepted
government auditing standards (GAGAS).
Government-Mandated Nonexchange Transactions
A category of nonexchange transactions, such as certain
education, social welfare, and transportation services
mandated and funded by a higher level of government.
Governmental Accounting The composite activity of
analyzing, recording, summarizing, reporting, and inter-
preting the financial transactions of governments and
agencies. The term generally is used to refer to accounting
for state and local governments rather than the U.S.
federal government.
Governmental Activities Core governmental services,
such as protection of life and property (e.g., police and
fire protection), public works (e.g., streets and highways,
bridges, and public buildings), parks and recreation facili-
ties and programs, and cultural and social services. Also
includes general administrative support, such as data pro-
cessing, finance, and personnel.
Governmental Assets (Liabilities) Assets (or liabili-
ties) that arise from transactions of the federal govern-

ment or an entity of the federal government with nonfed-
eral entities.
Governmental Funds A generic classification used by
the GASB to refer to all funds other than proprietary and
fiduciary funds. The General Fund, special revenue funds,
capital projects funds, debt service funds, and permanent
funds are the types of funds referred to as governmental
funds.
Government-wide Financial Statements Two state-
ments prescribed by GASBS 34 designed to provide a
highly aggregated overview of a government’s net assets
and results of financial activities.
Grant A contribution by one entity to another, usually
made to aid in the support of a specified function (for
example, education), but sometimes for general purposes
or for the acquisition or construction of capital assets.
Grants in Aid See Grant.

Grass-Roots Lobbying An appeal to the general public
to contact legislators or to take other action regarding a
legislative matter.
Gross Bonded Debt The total amount of direct debt of
a government represented by outstanding bonds before
deduction of any assets available and earmarked for their
retirement. See also Direct Debt.

Gross Tax Levy The amount of the tax bill sent to the tax-
payer without regard for any estimate of uncollectible taxes.

H
Health Maintenance Organization (HMO) A prepaid
health care plan that functions as a broker of health care
between the consumer/patient requiring services and
health care providers. HMOs differ depending, in part, on
whether or not the health care provider is an employee of
the HMO. Similar to preferred provider organizations
(PPOs).
Heritage Assets Federal capital assets (q.v.), such as the
Washington Monument, that possess educational, cultural,
or natural characteristics.
Historical Cost The amount paid or liability incurred
by an accounting entity to acquire an asset and make it
ready to render the services for which it was acquired.
Human Service Organization See Voluntary Health
and Welfare Organization.

I
Imposed Nonexchange Revenues A category of nonex-
change revenue, such as property taxes and most fines
and forfeitures.

Improvements Buildings, other structures, and other
attachments or annexations to land that are intended to
remain so attached or annexed, such as sidewalks, trees,
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drives, tunnels, drains, and sewers. Note: Sidewalks, curb-
ing, sewers, and highways are sometimes referred to as
betterments, but the term improvements other than build-
ings is preferred. Infrastructure assets is also a term used.

Improvements Other than Buildings A capital asset
account that reflects the acquisition value of permanent
improvements, other than buildings, that add value to
land. Examples of such improvements are fences and
retaining walls. If the improvements are purchased or con-
structed, this account contains the purchase or contract
price. If improvements are obtained by gift, it reflects fair
value at time of acquisition.

Income A term used in accounting for governmental
enterprises to represent the excess of revenues earned over
the expenses incurred in carrying on the enterprise’s oper-
ations. It should not be used without an appropriate modi-
fier, such as operating, nonoperating, or net. See also
Operating Income, Nonoperating Income, and Net
Income. Note: The term income should not be used in lieu
of revenue (q.v.) in nonenterprise funds.

Incremental Budgeting A budgeting approach that is
simply derived from the current-year’s budget by multi-
plying by a factor (i.e., an incremental increase equal to
inflation) or by adding amounts expected to be required
by salary and other cost increases and deducting expenses
not needed when the scope of operations is reduced.

Indeterminate Appropriation An appropriation that is
not limited to any definite period of time and/or to any
definite amount. Note: A distinction must be made
between an indeterminate appropriation and a continuing
appropriation. A continuing appropriation is indefinite
only as to time, an indeterminate appropriation is indefi-
nite as to both time and amount. Even indeterminate
appropriations that are indefinite only as to time are to be
distinguished from continuing appropriations in that such
indeterminate appropriations may eventually lapse.

Indirect Costs Costs incurred that cannot be identified
specifically with a cost objective (q.v.) but benefit multi-
ple cost objectives (e.g., a hospital cafeteria, central data
processing department, and general management costs).

Indirect Expenses Those expenses that are not directly
linked to an identifiable function or program.

Industrial Aid Bonds Bonds issued by governments,
the proceeds of which are used to construct plant facilities
for private industrial concerns. Lease payments made by
the industrial concern to the government are used to ser-
vice the bonds. Such bonds may be in the form of general
obligation bonds (q.v.) or revenue bonds (q.v.). Also called
industrial development bonds (IDBs).

Influencing Promoting, supporting, affecting, modify-
ing, opposing, or delaying by any means. Often used in
the context of “influencing” legislation or political
candidates.

Infrastructure Assets Roads, bridges, curbs and gut-
ters, streets, sidewalks, drainage systems, and lighting
systems installed for the common good. See also
Improvements.

Input Measures Measures of service efforts, or finan-
cial and nonfinancial resources used in a program or
process.

In-Substance Defeasance A transaction in which low-
risk U.S. government securities are placed into an irrevo-
cable trust for the benefit of debtholders, and the liability
for the debt is removed from the accounts of the entity
even though the debt has not been repaid. See Defeasance
and Legal Defeasance.

Intangible Assets Capital assets that lack physical sub-
stance, have a useful life of more than one reporting
period, and are nonfinancial in nature.

Inter-Activity Transactions Interfund loans or transfers
that occur between a governmental fund (or internal ser-
vice fund) and an enterprise fund.

Interest and Penalties Receivable on Taxes The uncol-
lected portion of interest and penalties due on taxes.

Interest Receivable on Investments The amount of
interest receivable on investments, exclusive of interest
purchased. Interest purchased should be shown in a sepa-
rate account.

Interest Receivable—Special Assessments The
amount of interest receivable on unpaid installments of
special assessments.

Interfund Accounts Accounts in which transactions
between funds are reflected. See Interfund Transfers.

Interfund Loans Loans made by one fund to another.

Interfund Transfers Amounts transferred from one
fund to another.

Intergovernmental Revenue Revenue from other gov-
ernments. Grants, shared revenue, and entitlements are
types of intergovernmental revenue.

Interim Borrowing (1) Short-term loans to be repaid
from general revenues during the course of a fiscal year.
(2) Short-term loans in anticipation of tax collections or
bonds issuance. See Bond Anticipation Notes, Tax Antici-
pation Notes, and Revenue Anticipation Notes.

Interim Statement A financial statement prepared
before the end of the current fiscal year and covering only
financial transactions during the current year to date.

Intermediate Sanctions Penalties imposed by the
IRS in the form of excise taxes on private inurement to
disqualified persons resulting from excess economic
benefit transactions. For example, excessive salaries
paid to a manager of a not-for-profit organization or
rents higher than fair market value paid to a board
member who owns the building the organization
occupies.
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Internal Control A plan of organization under which
employees’ duties are so arranged and records and proce-
dures so designed as to make it possible to exercise effec-
tive accounting control over assets, liabilities, revenues,
and expenditures. Under such a system, the work of
employees is subdivided so that no single employee per-
forms a complete cycle of operations. For example, an
employee handling cash would not post the accounts
receivable records. Moreover, under such a system, the
procedures to be followed are definitely laid down and
require proper authorizations by designated officials for
all actions to be taken.

Internal Exchange Transactions A term (coined by the
authors) that captures both the interfund and interactivity
nature of reciprocal exchange transactions within an
entity (formerly called quasi-external transactions).

Internal Service Funds (ISFs) Funds established to
finance and account for services and commodities fur-
nished by a designated department or agency to other
departments and agencies within a single government or
to other governments. Amounts expended by the fund are
restored thereto either from operating earnings or by
transfers from other funds, so that the original fund capi-
tal is kept intact. Formerly called a working capital fund
or intragovernmental service fund.

Internal Support Test One of two tests of broad public
support to determine if an organization is a public charity
rather than a private foundation. The test is met if the 
not-for-profit organization does not receive more than
one-third of its total support from investment income and
unrelated business income.

Interperiod Equity A term coined by the Governmen-
tal Accounting Standards Board indicating the extent to
which current-period revenues are adequate to pay for
current-period services.

Intra-Activity Transactions Transactions that occur
between two governmental funds (or between a govern-
mental fund and an internal service fund) or between two
enterprise funds.

Intra-Entity Transactions Exchange or nonexchange
transactions between the primary government and its
blended or discretely presented component units.

Intragovernmental Assets (Liabilities) Claims by or
against a reporting entity that arise from transactions
between that entity and other reporting entities.

Inventory A detailed list showing quantities, descrip-
tions, and values of property and frequently units of mea-
sure and unit prices.

Invested in Capital Assets, Net of Related Debt One
of the three categories of net assets reported by govern-
ments. It is the net capital assets less the debt relating to
the acquisition or construction of the capital assets.

Investment Trust Funds Funds used to account for
the assets, liabilities, net assets, and changes in net
assets corresponding to the equity of the external
participants.

Investments Securities and real estate held for the pro-
duction of income in the form of interest, dividends,
rentals, or lease payments. The term does not include cap-
ital assets used in governmental operations.

Irregular Serial Bonds Bonds payable in which the
total principal is repayable, but the repayment plan does
not fit the definitions of regular serial bonds, deferred ser-
ial bonds, or term bonds.

J
Job Order Cost Cost accounting system most appropri-
ate for recording costs chargeable to specific jobs, grants,
programs, projects, activities, or departments.

Joint Venture A legal entity that results from a contrac-
tual arrangement that is owned, operated, or governed by
two or more participants as a separate and specific activ-
ity subject to joint control.

Jointly Governed Organizations A regional govern-
ment or other multigovernmental arrangement that is
governed by representatives.

Judgment An amount to be paid or collected by a gov-
ernment as the result of a court decision, including a con-
demnation award in payment for private property taken
for public use.

Judgment Bonds Bonds issued to pay judgments (q.v.).
See also Funding.

Judgments Payable Amounts due to be paid by a gov-
ernment as the result of court decisions, including con-
demnation awards in payment for private property taken
for public use.

L
Land A capital asset account that reflects the carrying
value of land owned by a government. If land is pur-
chased, this account shows the purchase price and costs
such as legal fees and filling and excavation costs that are
incurred to put the land in condition for its intended use.
If land is acquired by gift, the account reflects its
appraised value at time of acquisition.

Lapse (Verb) As applied to appropriations, to terminate
an appropriation. Note: Except for indeterminate appro-
priations (q.v.) and continuing appropriations (q.v.), an
appropriation is made for a certain period of time. At the
end of this period, any unexpended and unencumbered
balance thereof lapses unless otherwise provided by law.

Leasehold The right to the use of real estate by virtue
of a lease, usually for a specified term of years, for which
a consideration is paid.
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Legal Defeasance A transaction in which debt is legally
satisfied based on certain provisions in the debt instru-
ment (e.g., third-party guarantor assumes the debt) even
though the debt has not been repaid. See also Defeasance
and In-Substance Defeasance.

Legislation Action by Congress, a state legislative
body, or a local council to establish laws, statutes, and
ordinances.

Levy (Verb) To impose taxes, special assessments, or
service charges for the support of governmental activities.
(Noun) The total amount of taxes, special assessments, or
service charges imposed by a government.

Liabilities Probable future sacrifices of economic bene-
fits arising from present obligations of a particular entity
to transfer assets or provide services to other entities in
the future as a result of past transactions or events. 
Note: The term does not include encumbrances (q.v.).

Life Income Fund Funds, ordinarily of colleges and
universities and not-for-profit organizations, established
to account for assets given to the organization subject to
an agreement to pay to the donor or designee the income
earned by the assets over a specified period of time. Also
called pooled (life) income funds.

Limited Obligation Debt Debt secured by a pledge of
the collections of a certain specified tax (rather than by all
general revenues).

Limited Purpose Governments See Special Purpose
Governments.

Line Item Budget A detailed expense or expenditure
budget, generally classified by object within each organi-
zational unit and often classified within each object as to
authorized number of employees at each salary level
within each job classification, and so on.

Loans Receivable Amounts that have been loaned to
persons or organizations, including notes taken as security
for such loans.

Lobbying Communicating directly with a public official
in either the executive or legislative branch of the state gov-
ernment for the purpose of influencing legislation.

Local Education Agency (LEA) A broad term that is
used to include school districts, public schools, intermedi-
ate education agencies, and school systems.

Long-Run Solvency A government’s ability in the long
run to pay all of the costs of doing business.

Long-Term Budget A budget prepared for a period
longer than a fiscal year, or, in the case of some state gov-
ernments, a budget prepared for a period longer than a
biennium. If the long-term budget is restricted to capital
expenditures, it is called a capital program (q.v.) or a
capital improvement program.

Long-Term Debt Debt with a maturity of more than
one year after the date of issuance.

Losses Decreases in net assets from peripheral or inci-
dental transactions of an entity.
Lump-Sum Appropriation An appropriation made
for a stated purpose or for a named department without
specifying further the amounts that may be spent for
specific activities or for particular objects of expendi-
ture. An example of such an appropriation would be one
for the police department that does not specify the
amount to be spent for uniform patrol, traffic control,
and so on, or for salaries and wages, materials and
supplies, travel, and so on.

M
Machinery and Equipment See Equipment.
Maintenance The upkeep of physical properties in con-
dition for use or occupancy. Examples are the inspection
of equipment to detect defects and the making of repairs.
Major Funds Funds are classified as major if they are
significantly large with respect to the whole government.
A fund is “major” if

(a) total assets, liabilities, revenues, or expenditures/
expenses of the individual governmental or enter-
prise fund are at least 10 percent of the correspond-
ing total of assets, liabilities, revenues, or
expenditures/expenses for all funds of that category
or type (total governmental or total enterprise
funds), and

(b) total assets, liabilities, revenues, or expenditures/
expenses of the individual governmental fund or
enterprise fund are at least 5 percent of the corre-
sponding total for all governmental and enterprise
funds combined.

Major Programs All federal programs identified by the
auditor through a risk-based process that will be audited
as part of a single audit.
Management’s Discussion and Analysis (MD&A)
Narrative information, in addition to the basic financial
statements, in which management provides a brief, objec-
tive, and easily readable analysis of the government’s
financial performance for the year and its financial posi-
tion at year-end. An MD&A is required by GASBS 34 for
state and local governments and by FASAB’s SFFAC No.
3 for federal agencies.
Market Risk The risk of loss arising from increases in
market rates of interest or other factors that reduce market
value of securities.
Material Weakness A reportable condition of such
magnitude that the internal control structure elements do
not reduce the risk of material noncompliance to an
acceptably low level.
Materiality An auditor’s judgment as to the level at
which the quantitative or qualitative effects of missstate-
ments will have a significant impact on user’s evaluations.
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Matured Bonds Payable Bonds that have reached their
maturity date but remain unpaid.

Matured Interest Payable Interest on bonds that has
matured but remains unpaid.

Measurable Capable of being expressed in monetary
terms.

Measurement Focus The nature of the resources,
claims against resources, and flows of resources that are
measured and reported by a fund or other entity. For
example, governmental funds currently measure and
report available financial resources, whereas proprietary
and fiduciary funds measure and report economic
resources.

Modified Accrual Basis Under the modified accrual
basis of accounting, required for use by governmental
funds (q.v.), revenues are recognized in the period in
which they become available and measurable, and expen-
ditures are recognized at the time a liability is incurred
pursuant to appropriation authority.

Modified Approach An approach that allows the gov-
ernment to elect not to depreciate certain eligible infra-
structure assets provided certain requirements are met.

Modified Cash Basis Sometimes same as Modified
Accrual Basis, sometimes a plan under which revenues
are recognized on the cash basis but expenditures are
recognized on the accrual basis.

Mortgage Bonds Bonds secured by a mortgage against
specific properties of a government, usually its public
utilities or other enterprises. If primarily payable from
enterprise revenues, they are also classed as revenue
bonds. See also Revenue Bonds.

Municipal In its broadest sense, an adjective that
denotes the state and all subordinate units of government.
As defined for census statistics, the term denotes a city,
town, or village as opposed to other units of local
government.

Municipal Bond A bond (q.v.) issued by a state or local
government.

Municipal Corporation A body politic and corporate
established pursuant to state authorization for the purpose
of providing governmental services and regulations for its
inhabitants. A municipal corporation has defined bound-
aries and population and is usually organized with the
consent of its residents. It usually has a seal and may sue
and be sued. Cities and towns are examples of municipal
corporations. See also Quasi-Municipal Corporation.

N
Net Assets The difference between total assets and total
liabilities.

Net Bonded Debt Gross bonded debt (q.v.) less cash or
other assets available and earmarked for its retirement.

Net Income A term used in accounting for governmen-
tal enterprises to designate the excess of total revenues
(q.v.) over total expenses (q.v.) for an accounting period.
See also Income, Operating Revenues, Operating
Expenses, Nonoperating Income, and Nonoperating
Expenses.
Net Pension Obligation (NPO) A component of annual
pension cost that comprises (1) the transition pension lia-
bility (or asset), if any, and (2) the cumulative difference
from the implementation date of GASBS 27 to the current
balance sheet date between the annual pension cost and
the employer’s actual contributions.
Net Position Net assets of a federal agency.
Net Revenue Available for Debt Service Gross operat-
ing revenues of an enterprise less operating and mainte-
nance expenses but exclusive of depreciation and bond
interest. Net revenue as thus defined is used to compute
“coverage” of revenue bond issues. Note: Under the laws
of some states and the provisions of some revenue bond
indentures, net revenues used for computation of coverage
are required to be on a cash basis rather than an accrual
basis.
Nominal Interest Rate The contractual interest rate
shown on the face and in the body of a bond and repre-
senting the amount of interest to be paid, in contrast to the
effective interest rate (q.v.). See also Coupon Rate.
Nonaudit Work Work that is solely for the benefit of
the entity requesting the work and does not provide for a
basis for conclusions, recommendations, or opinions.
Nonentity Assets Those assets of a federal agency that
the reporting entity is holding but are not available for the
entity to spend.
Nonexchange Revenue See Derived Tax Revenues,
Imposed Nonexchange Revenues, Voluntary Nonex-
change Transactions, and Government-Mandated Nonex-
change Transactions.
Nonexchange Transactions Transactions in which the
donor derives no direct tangible benefits from the recipi-
ent agency, for example, a contribution to or support for a
government or not-for-profit organization.
Nonexpendable The principal and sometimes the
earnings of a gift that may not be expended. See also
Endowment.
Nonexpenditure Disbursements Disbursements not
chargeable as expenditures; for example, a disbursement
made for the purpose of paying a liability previously
recorded on the books.
Nonoperating Expenses Expenses (q.v.) incurred for
nonoperating properties or in the performance of activities
not directly related to supplying the basic service by a
governmental enterprise. An example of a nonoperating
expense is interest paid on outstanding revenue bonds.
See also Nonoperating Properties.
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Nonoperating Income Income of governmental enter-
prises that is not derived from the basic operations of such
enterprises. An example is interest on investments or on
bank time deposits.

Nonoperating Properties Properties owned by a gov-
ernmental enterprise but not used in the provision of basic
services for which the enterprise exists.

Nonoperating Revenue Revenue arising from transac-
tions peripheral or incidental to the delivery of basic oper-
ations, including investment income, gains and losses, and
unrestricted contributions.

Nonrevenue Receipts Collections other than revenue
(q.v.), such as receipts from loans whose liability is
recorded in the fund in which the proceeds are placed and
receipts on account of recoverable expenditures.

Normal Cost The present value of benefits allocated to
the current year by the actuarial cost method being used.

Not-for-Profit (Nonprofit) Organizations An entity
that is distinguished from a business enterprise by these
characteristics: (1) contributions by providers who do not
expect commensurate returns, (2) operating purposes
other than to earn a profit, and (3) absence of ownership
interests. The AICPA prefers the term not-for-profit over
nonprofit. The term nongovernmental organization (NGO)
is used in an international context.

Notes Payable In general, an unconditional written
promise signed by the maker to pay a certain sum in
money on demand or at a fixed or determinable time
either to the bearer or to the order of a person designated
therein.

Notes Receivable A note payable held by an entity.

O
Object A basis for distinguishing expenditures by the
article purchased or the service obtained (as distinguished
from the results obtained from expenditures). Examples
are personal services, contractual services, materials, and
supplies.

Object Classification A grouping of expenditures on
the basis of goods or services purchased, for example,
personal services, materials, supplies, and equipment. See
also Functional Classification, Activity Classification,
and Character Classification.

Objects of Expenditure See Object.

Obligated Group A group of independent organiza-
tions that have joined together for a specific purpose, for
example, to obtain financing in which case all parties are
obligated in some way to repay the debt.

Obligation Generally, an amount that a government
may be required legally to meet out of its resources.
Included are actual liabilities, as well as unliquidated
encumbrances. In federal usage, obligation has essentially

the same meaning as encumbrance in state and local gov-
ernmental accounting.

Obsolescence The decrease in the value of capital
assets resulting from economic, social, technological, or
legal changes.

Operating Budget A budget that applies to all outlays
other than capital outlays. See Budget.

Operating Cycle The cycle of an organization that
includes forecasting cash flows; collecting revenues;
investing excess cash; tracking the performance and secu-
rity of investments; making disbursements for various
purposes; and monitoring, evaluating, and auditing cash
flows.

Operating Expenses (1) As used in the accounts of
governmental enterprises, those costs that are necessary to
the maintenance of the enterprise, the rendering of ser-
vices, the sale of merchandise, the production and dispo-
sition of commodities produced, and the collection of
enterprise revenues. (2) Sometimes used to describe
expenses for general governmental purposes.

Operating Fund The fund used to account for all assets
and related liabilities used in the routine activities of a
hospital. Also sometimes used by governments as a syn-
onym for General Fund.

Operating Income Income of a governmental enterprise
derived from the sale of its goods and/or services. For exam-
ple, income from the sale of water by a municipal water util-
ity is operating income. See also Operating Revenues.

Operating Lease A rental-type lease in which the risks
and benefits of ownership are substantively retained by
the lessor, and thus do not meet the criteria defined in
applicable accounting and reporting standards for a
capital lease (q.v.).

Operating Revenues Revenues derived from the pri-
mary operations of governmental enterprises of a business
character.

Operating Statement A statement summarizing the
financial operations of a government for an accounting
period as contrasted with a balance sheet (q.v.) that shows
financial position at a given moment in time.

Operational Accountability Information useful in
assessing operating results and short- and long-term
financial position and the cost of providing services from
an economic perspective reported in entitywide financial
statements.

Opinion Units In the GASBS 34 reporting model, these
are (1) governmental activities, (2) business-type activi-
ties, (3) aggregate discretely presented component units,
(4) each major governmental and enterprise fund, and 
(5) the aggregate remaining fund information.

Order A formal legislative enactment by the governing
body of certain local governmental entities that has the
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full force and effect of law. For example, county govern-
ing bodies in some states pass orders rather than laws or
ordinances.

Ordinance A formal legislative enactment by the coun-
cil or governing body of a municipality. If it is not in con-
flict with any higher form of law, such as a state statute or
constitutional provision, it has the full force and effect of
law within the boundaries of the municipality to which it
applies. Note: The difference between an ordinance and a
resolution (q.v.) is that the latter requires less legal for-
mality and has a lower legal status.

Organization Unit Units or departments within an
entity, such as police department or city attorney
department.

Organizational Test A not-for-profit organization
meets the organizational test if its articles of incorporation
limit the organization’s purposes to those described in
IRC Sec. 501 and does not empower it to engage in activi-
ties that are not in furtherance of those purposes.

Original Cost The total of assets given and/or liabilities
assumed to acquire an asset. In utility accounting, the
original cost is the cost to the first owner who dedicated
the plant to service of the public.

Other Appropriations Realized A budgetary account
used in federal government accounting to record an
agency’s basic operating appropriations for a fiscal
period.

Other Comprehensive Basis of Accounting (OCBOA)
A term used to encompass bases of accounting that are
not GAAP (q.v.). Bases included are cash, modified cash,
regulatory basis, income tax basis, and substantial support
criteria basis.

Other Financing Sources An operating statement clas-
sification in which financial inflows other than revenues
are reported, for example, proceeds of long-term debt and
transfers in.

Other Financing Uses An operating statement classifi-
cation in which financial outflows other than expenditures
are reported, for example, transfers out.

Other Postemployment Benefits (OPEB) Benefits,
other than pensions, provided to employees subsequent to
employment. Included would be items such as health care
and life insurance.

Other Stand-Alone Government A legally separate
governmental organization that does not have a separately
elected governing body and is not a component unit.

Outcome Measures Accomplishments, or the results of
services provided.

Outlays Sometimes synonymous with disbursements.
See also Capital Outlays.

Output Measures Quantity measures reflecting either
the total quantity of service provided or the quantity of

service provided that meets a specified quality
requirement.

Overhead Those elements of cost necessary in the pro-
duction of an article or the performance of a service that
are of such a nature that the amount applicable to the
product or service cannot be determined accurately or
readily. Usually they relate to those objects of expenditure
that do not become an integral part of the finished product
or service, such as rent, heat, light, supplies, management,
or supervision.

Overlapping Debt The proportionate share of the debts
of local governments located wholly or in part within the
limits of the government reporting entity that must be
borne by property within each government. Note: Except
for special assessment debt, the amount of debt of each
unit applicable to the reporting unit is arrived at by 
(1) determining what percentage of the total assessed
value of the overlapping jurisdiction lies within the limits
of the reporting unit and (2) applying this percentage to
the total debt of the overlapping jurisdiction. Special
assessment debt is allocated on the basis of the ratio of
assessments receivable in each jurisdiction that will be
used wholly or in part to pay off the debt to total assess-
ments receivable that will be used wholly or in part for
this purpose.

Oversight Agency The federal agency that makes the
predominant amount of direct funding to the nonfederal
entity receiving less than $25 million in federal awards.
An oversight agency’s responsibilities are similar to those
of a cognizant agency but are less extensive.

P
Pay-As-You-Go Basis A term used to describe the
financial policy of a government that finances all of its
capital outlays from current revenues rather than by bor-
rowing. A government that pays for some improvements
from current revenues and others by borrowing is said to
be on a partial or modified pay-as-you-go basis.

Penalty A legally mandated addition to a tax on the day
it became delinquent (generally, the day after the day the
tax is due).

Pension Trust Funds (PTFs) See Public Employee
Retirement Systems.

Performance Audit One of the two major types of
audits defined by the U.S. Government Accountability
Office (see Financial Audit for the other type). A perfor-
mance audit provides an auditor’s independent
determination (but not an opinion) of the extent to which
government officials are efficiently, economically, and
effectively carrying out their responsibilities.

Performance Budgeting Budget format that relates the
input of resources and the output of services for each
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organizational unit individually. Sometimes used synony-
mously with program budget (q.v.).

Performance Indicator A measure of how well a health
care organization has performed. Examples include
“excess of revenues over expenses,” “revenues and gains
over expenses and losses,” “earned income,” and “perfor-
mance earnings.”

Permanent Endowments Gifts for which donors or other
external agencies have stated that as a condition of the gift
the principal must be maintained intact in perpetuity.

Permanent Funds Governmental-type funds used to
account for public-purpose trusts for which the earnings
are expendable for a specified purpose, but the principal
amount is not expendable (i.e., an endowment).

Permanently Restricted Net Assets A term used in
accounting for not-for-profit organizations indicating the
amount of net assets whose use is permanently restricted
by an external donor. See Endowment and Net Assets.

Perpetual Inventory A system whereby the inventory of
units of property at any date may be obtained directly from
the records without resorting to an actual physical count. A
record is provided for each item or group of items to be
inventoried and is so divided as to provide a running
record of goods ordered, received, and withdrawn, and the
balance on hand, in units and frequently also in value.

Petty Cash A sum of money set aside for the purpose of
making change or paying small obligations for which the
issuance of a formal voucher and check would be too
expensive and time-consuming. Sometimes called a petty
cash fund, with the term fund here being used in the com-
mercial sense of earmarked liquid assets.

Planning-Programming-Budgeting System (PPBS)
A budgeting approach that integrates planning, program-
ming, and budgeting into one system; most popular in the
federal government during the 1960s.

Plant Acquisition Adjustment See Acquisition
Adjustment.

Political Activity Activity designed to influence legislation
or that relates to a candidate’s campaign for political office.

Political Organization Entities described in IRC Sec.
527, such as political action committees, political parties,
and campaign committees for candidates for government
office.

Pollution Remediation Obligations Obligations that
arise from responsibilities related to the cleanup of
hazardous waste resulting from existing pollution.

Pooled (Life) Income Fund See Life Income Fund.

Pooled Investments Investments that may be pooled or
merged to simplify portfolio management, obtain a
greater degree of investment diversification for individual
endowments or trusts, and reduce brokerage, taxes, and
bookkeeping expenses.

Popular Reports Highly condensed financial informa-
tion, including budgets, summaries, and narrative
descriptions.

Postaudit An audit made after the transactions to be
audited have taken place and have been recorded or
approved for recording by designated officials if such
approval is required. See also Preaudit.

Posting The act of transferring to an account in a ledger
the data, either detailed or summarized, contained in a
book or documentary of original entry.

Preaudit An examination for the purpose of determin-
ing the propriety of proposed financial transactions and
financial transactions that have already taken place but
have not yet been recorded, or, if such approval is
required, before the approval of the financial transactions
by designated officials for recording.

Preferred Provider Organization (PPO) See Health
Maintenance Organization.

Prepaid Expenses Expenses entered in the accounts for
benefits not yet received. Prepaid expenses differ from
deferred charges in that they are spread over a shorter
period of time than deferred charges and are regularly
recurring costs of operations. Examples of prepaid
expenses are prepaid rent, prepaid interest, and premiums
on unexpired insurance.

Prepayment of Taxes The deposit of money with a gov-
ernment on condition that the amount deposited is to be
applied against the tax liability of a designated taxpayer
after the taxes have been levied and such liability has been
established. See also Taxes Collected in Advance and
Deferred Revenues.

Primary Government A state government or general
purpose local government. Also, a special-purpose gov-
ernment that has a separately elected governing body, is
legally separate, and is fiscally independent of other state
or local governments.

Prior-Years’ Encumbrances See Reserve for 
Encumbrances—Prior Year.

Prior-Years’Tax Levies Taxes levied for fiscal periods
preceding the current one.

Private Foundation An organization exempt from fed-
eral income taxes under IRC Sec. 501(a) that (1) receives
its support from a small number of individuals or corpora-
tions and investment income rather than from the public at
large and (2) exists to make grants to public charities.

Private-Purpose Trust Funds Funds that account for
contributions received under a trust agreement in which
the investment income of an endowment is intended to
benefit an external individual, organization, or
government.

Private Trust Fund A trust fund (q.v.) that will ordinar-
ily revert to private individuals or will be used for private
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purposes, for example, a fund that consists of guarantee
deposits.

Pro Forma For form’s sake; an indication of form; an
example. The term is used in conjunction with a noun to
denote merely a sample form, document, statement, cer-
tificate, or presentation, the contents of which may be
either wholly or partially hypothetical, actual facts,
estimates, or proposals.

Program Budgeting A budget wherein inputs of
resources and outputs of services are identified by pro-
grams without regard to the number of organizational
units involved in performing various aspects of the pro-
gram. See also Performance Budgeting.

Program Revenues Revenues linked to a specific func-
tion or program and reported separately from general rev-
enues on the government-wide statement of activities.

Program-Specific Audit An audit of one specific fed-
eral program as opposed to a single audit of the whole
entity.

Programs Activities, operations, or organizational 
units grouped together because they share purposes or
objectives.

Project A plan of work, job, assignment, or task. Also
refers to a job or task.

Promise to Give A pledge or promise to make a contri-
bution that may be unconditional or conditional.
Propaganda Information that is skewed toward a particu-
lar belief with a tendency to have little or no factual basis.
Property Assessment A process by which each parcel
of taxable real and personal property owned by each tax-
payer is assigned a valuation.
Property Taxes Taxes levied by a legislative body
against agricultural, commercial, residential, or personal
property pursuant to law and in proportion to the assessed
valuation of said property, or other appropriate basis. See
Ad Valorem Property Taxes.
Proprietary Accounts Those accounts that show actual
financial position and operations, such as actual assets,
liabilities, reserves, fund balances, revenues, and expendi-
tures, as distinguished from budgetary accounts (q.v.).
Proprietary Funds Sometimes referred to as income-
determination, business-like, or commercial-type funds of
a state or local government. Examples are enterprise
funds and internal service funds.
Prospective Payment System (PPS) Medicare’s system
in which payments are based on allowed service costs for
medical procedures within the same diagnosis-related
group rather than on the length of the patient’s hospital
stay or actual cost of services rendered.

Public Authority See Authority.

Public Charity An organization exempt from taxes
under IRC Sec. 501(a) that receives its support from the

public at large rather than from a limited number of
donors. Most often public charities are exempt from fed-
eral income taxes under IRC Sec. 501(c)(3).
Public Corporation See Municipal Corporation and
Quasi-Municipal Corporation.
Public Employee Retirement Systems (PERS) The
organizations that collect retirement and other employee
benefit contributions from government employers and
employees, manage assets, and make payments to quali-
fied retirants, beneficiaries, and disabled employees.
Public-Purpose Trust Contributions received under a
trust agreement in which the investment income or an
endowment must be used to benefit a public program or
function or the citizenry.
Public Trust Fund A trust fund (q.v.) whose principal,
earnings, or both must be used for a public purpose, for
example, a pension or retirement fund.
Purchase Order A document that authorizes the deliv-
ery of specified merchandise or the rendering of certain
services and the making of a charge for them.
Purchases Method A method of recording supplies as
Expenditures when purchased. If inventory levels have risen
at the end of the month, the asset Supplies Inventory is deb-
ited and Fund Balance—Reserve for Inventory is credited.
An alternative method is called the consumption method.

Purpose Restrictions Specifications by resource
providers of the purposes for which resources are required
to be used.

Q
Quasi-Endowments See Funds Functioning as
Endowments.
Quasi-External Transaction See Internal Exchange
Transactions.
Quasi-Municipal Corporation An agency established
by the state primarily for the purpose of helping to carry
out its functions, for example, a county or school district.
Note: Some counties and other agencies ordinarily classi-
fied as quasi-municipal corporations have been granted
the powers of municipal corporations by the state in
which they are located. See also Municipal Corporation.

Questioned Cost A cost identified by an auditor in an
audit finding that generally relates to noncompliance with a
law, regulation, or agreement, when the costs are either not
supported by adequate documentation or appear unreason-
able. OMB cost circulars identify, for different kinds of
organizations, which costs are allowable and unallowable.

R
Rate Base The value of utility property used in comput-
ing an authorized rate of return as authorized by law or a
regulatory commission.
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Realize To convert goods or services into cash or
receivables. Also to exchange for property that is a current
asset or can be converted immediately into a current asset.
Sometimes applied to conversion of noncash assets into
cash.

Rebates Abatements (q.v.) or refunds (q.v.).

Receipts This term, unless otherwise qualified, means
cash received.

Recoverable Expenditure An expenditure made for or
on behalf of another government, fund, or department or
for a private individual, firm, or corporation that will sub-
sequently be recovered in cash or its equivalent.

Refunding Bonds Bonds issued to retire bonds already
outstanding. The refunding bonds may be sold for cash
and outstanding bonds redeemed in cash, or the refunding
bonds may be exchanged with holders of outstanding
bonds.

Registered Bond A bond the owner of which is regis-
tered with the issuing government and that cannot be sold
or exchanged without a change of registration.

Registered Warrant A warrant that is registered by the
paying officer for future payment on account of present
lack of funds and that is to be paid in the order of its reg-
istration. In some cases, such warrants are registered
when issued; in others, they are registered when first
presented to the paying officer by the holders. See also
Warrant.

Regular Serial Bonds Bonds payable in which the total
principal is repayable in a specified number of equal
annual installments.

Regulatory Accounting Principles (RAP) The
accounting principles prescribed by federal or state regu-
latory commissions for investor-owned and some govern-
mentally owned utilities. Also called statutory accounting
principles (SAP). RAP or some SAP may differ from
GAAP.

Reimbursement Cash or other assets received as a
repayment of the cost of work or services performed or 
of other expenditures made for or on behalf of another
government or department or for an individual, firm, or
corporation.

Replacement Cost The cost as of a certain date of a
property that can render similar service (but need not be
of the same structural form) as the property to be
replaced. See also Reproduction Cost.

Reportable Condition A significant deficiency in the
design or operation of the internal control structure that
could adversely affect the entity’s ability to administer
federal financial assistance programs in accordance with
laws and regulations.

Reporting Entity The primary government and all
related component units, if any, combined in accordance

with GASB Codification Section 2100 constitute the gov-
ernmental reporting entity.

Reproduction Cost The cost as of a certain date of
reproducing an exactly similar new property in the same
place.

Repurchase Agreement An agreement wherein a gov-
ernment transfers cash to a financial institution in
exchange for securities and the financial institution agrees
to repurchase the same securities at an agreed-upon price.

Required Supplementary Information (RSI) Infor-
mation that is required by generally accepted accounting
principles to be included with the audited annual financial
statements, usually directly following the notes to the gen-
eral purpose external financial statements.

Requisition A written demand or request, usually from
one department to the purchasing officer or to another
department, for specified articles or services.

Reserve An account that records a portion of the fund
equity that must be segregated for some future use and
that is, therefore, not available for further appropriation or
expenditure. See also Reserve for Inventory and Reserve
for Encumbrances.

Reserve for Encumbrances A segregation of a portion
of fund equity in the amount of encumbrances outstand-
ing. See also Reserve.

Reserve for Encumbrances—Prior Year Encum-
brances outstanding at the end of a fiscal year are desig-
nated as pertaining to appropriations of a year prior to the
current year in order that related expenditures may be
matched with the appropriations of the prior year rather
than appropriations of the current year.

Reserve for Inventory A segregation of a portion of
fund equity to indicate that assets equal to the amount of
the reserve are invested in inventories and are, therefore,
not available for appropriation.

Reserve for Noncurrent Interfund Loans Receivable
A reserve that represents the segregation of a portion of a
fund equity to indicate that assets equal to the amount of
the reserve are invested in a long-term loan to another
fund and are, therefore, not available for appropriation.

Reserve for Revenue Bond Contingency A reserve in
an enterprise fund that represents the segregation of a por-
tion of net assets equal to current assets that are restricted
for meeting various contingencies, as may be specified
and defined in the revenue bond indenture.

Reserve for Revenue Bond Debt Service A reserve in
an enterprise fund that represents the segregation of a por-
tion of net assets equal to current assets that are restricted
to current servicing of revenue bonds in accordance with
the terms of a bond indenture.

Reserve for Revenue Bond Retirement A reserve in an
enterprise fund that represents the segregation of a portion
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of net assets equal to current assets that are restricted for
future servicing of revenue bonds in accordance with the
terms of a bond indenture.

Reserve for Uncollected Taxes A reserve equal to the
amount of taxes receivable by a fund. The reserve is
deducted from Taxes Receivable, thus effectively placing
the fund on the cash basis of revenue recognition.

Resolution A special or temporary order of a legislative
body; an order of a legislative body requiring less legal for-
mality than an ordinance or statute. See also Ordinance.

Resources Legally budgeted revenues of a state or local
government that have not been recognized as revenues
under the modified accrual basis of accounting as of the
date of an interim balance sheet.

Restricted Assets Assets (usually of an enterprise fund)
that may not be used for normal operating purposes
because of the requirements of regulatory authorities, pro-
visions in bond indentures, or other legal agreements, but
that need not be accounted for in a separate fund.

Restricted Fund A fund established to account for
assets the use of which is limited by the requirements of
donors or grantors. Hospitals may use three types of
restricted funds for internal purposes: specific purpose
funds, endowment funds, and plant replacement and
expansion funds. The governing body or administration
cannot restrict the use of assets; they may only designate
the use of assets. See Board-Designated Funds.

Restricted Net Assets The portion of the residual of
assets and liabilities (i.e., net assets) that has been
restricted in purpose or time by parties external to the
organization.

Retirement Fund A fund out of which retirement annu-
ities and/or other benefits are paid to authorized and des-
ignated public employees. The accounting for a retirement
fund is the same as that for a pension trust fund (q.v.).

Revenue The inflow of economic resources resulting
from the delivery of services or activities that constitute
the organization’s major or central operations rather than
from interfund transfers (q.v.) and debt issue proceeds.

Revenue Anticipation Notes (RANS) Notes issued in
anticipation of the collection of revenues, usually from
specified sources, and to be repaid upon the collection of
the revenues.

Revenue Bonds Bonds whose principal and interest are
payable exclusively from earnings of a public enterprise.
In addition to a pledge of revenues, such bonds sometimes
contain a mortgage on the enterprise’s property and are
then known as mortgage revenue bonds.

Revenues Budget A legally adopted budget authorizing
the collection of revenues from specified sources and esti-
mating the amounts to be collected during the period from
each source.

Revenues Collected in Advance A liability account that
represents revenues collected before they are earned.
Revolving Fund See Internal Service Funds.
Risk-Based Approach This approach, used by auditors
to determine which programs will be audited as part of
the single audit, is a five-step process designed to select
federal programs that are relatively large as well as likely
to have problems. The auditors can use their professional
judgment to classify programs that have been audited
recently without audit findings, have had no significant
changes in personnel or systems, or have a high level of
oversight by awarding agencies as “low risk.”
Risk Contract An insurance policy used to protect a
prepaid health care plan from losses arising from excess
of actual cost of providing health care over the fixed
(capitation) fee.

S
Schedules (1) The explanatory or supplementary state-
ments that accompany the balance sheet or other principal
statements periodically prepared from the accounts. 
(2) The accountant’s or auditor’s principal work papers
covering their examination of the books and accounts. 
(3) A written enumeration or detailed list in orderly form.
Scrip An evidence of indebtedness, usually in small
denomination, secured or unsecured, interest bearing or
noninterest bearing, stating that the government, under
conditions set forth, will pay the face value of the certifi-
cate or accept it in payment of certain obligations.
Securities Bonds, notes, mortgages, or other forms 
of negotiable or nonnegotiable instruments. See also
Investments.
Self-Supporting or Self-Liquidating Debt Debt obli-
gations whose principal and interest are payable solely
from the earnings of the enterprise for the construction or
improvement of which they were originally issued. See
also Revenue Bonds.
Serial Annuity Bonds Serial bonds in which the annual
installments of bond principal are so arranged that the
combined payments for principal and interest are approxi-
mately the same each year.
Serial Bonds Bonds the principal of which is repaid in
periodic installments over the life of the issue. See Serial
Annuity Bonds and Deferred Serial Bonds.
Service Capacity A government’s ongoing ability and
willingness to supply the capital and human resources
needed to meet its commitments to provide services.
Service Efforts and Accomplishments (SEA) A con-
ceptualization of the resources consumed (inputs), tasks
performed (outputs), goals attained (outcomes), and the
relationship among these items in providing services in
selected areas (e.g., police protection, solid waste garbage
collection, and elementary and secondary education).
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Service-level Solvency A government’s ability to pro-
vide services at the level and quality that are required for
the health, safety, and welfare of the community and that
its citizens desire.

Settlement Accounts Receivables (or payables) arising
from differences between original payment estimates by
third-party payors, cash received and paid, and final deter-
minations in health care organizations.

Shared Revenue Revenue levied by one governmental
unit but shared, usually on a predetermined basis, with
another unit of government or class of governments.

Short-Term Debt Debt with a maturity of one year or
less after the date of issuance. Short-term debt usually
includes floating debt, bond anticipation notes, tax antici-
pation notes, and interim warrants.

Significant Deficiency A deficiency in internal control,
or combination of deficiencies, that adversely affects the
entity’s ability to initiate, authorize, record, process, or
report data reliably.

Single Audit An audit prescribed by federal law for
state and local governments and not-for-profit organiza-
tions that expend federal financial assistance above a
specified amount. Such an audit is to be conducted in
conformity with the Office of Management and Budget
Circular A–133. Such an audit is conducted on an organi-
zationwide basis rather than on the former grant-by-grant
basis. The Single Audit Act of 1984, as amended in 1996,
and the circular cited impose uniform and rigorous
requirements for conducting and reporting on single
audits.

Sinking Fund See Debt Service Fund.

Sinking Fund Bonds Bonds issued under an agreement
that requires the government to set aside periodically out
of its revenues a sum that, with compound earnings
thereon, will be sufficient to redeem the bonds at their
stated date of maturity. Sinking fund bonds are usually
also term bonds (q.v.).

Special Assessment A compulsory levy made against
certain properties to defray part or all of the cost of a spe-
cific improvement or service that is presumed to be 
a general benefit to the public and of special benefit to
such properties.

Special Assessment Bonds Bonds payable from the
proceeds of special assessments (q.v.). If the bonds are
payable only from the collections of special assessments,
they are known as special-special assessment bonds. If, in
addition to the assessments, the full faith and credit of the
government is pledged, they are known as general obliga-
tion special assessment bonds.

Special Assessment Liens Receivable Claims that a
government has on properties until special assessments
(q.v.) levied against them have been paid. The term

normally applies to those delinquent special assessments
for the collection of which legal action has been taken
through the filing of claims.

Special Assessment Roll The official list showing the
amount of special assessments (q.v.) levied against each
property presumed to be benefited by an improvement or
service.

Special District An independent unit of local govern-
ment organized to perform a single governmental function
or a restricted number of related functions. Special dis-
tricts usually have the power to incur debt and levy taxes;
however, certain types of special districts are entirely
dependent on enterprise earnings and cannot impose
taxes. Examples of special districts are water districts,
drainage districts, flood control districts, hospital districts,
fire protection districts, transit authorities, port authori-
ties, and electric power authorities.

Special District Bonds Bonds issued by a special dis-
trict. See Special District.

Special Fund Any fund that must be devoted to some
special use in accordance with specific regulations and
restrictions. Generally, the term applies to all funds other
than the General Fund (q.v.).

Special Items Operating statement items that are either
unusual or infrequent and are within management control.

Special Purpose Governments Governments that pro-
vide only a single function or a limited number of func-
tions, such as independent school districts and special
districts. Formerly called limited purpose governments.

Special Revenue Funds (SRFs) Funds used to account
for revenues from specific taxes or other earmarked rev-
enue sources that by law are designated to finance partic-
ular functions or activities of government. After the fund
is established, it usually continues year after year until dis-
continued or revised by proper legislative authority. An
example is a motor fuel tax fund used to finance highway
and road construction.

Special-Special Assessment Bonds See Special Assess-
ment Bonds.

Spending Rate The proportion of total return that may
prudently be used by an institution for current purposes.

Split-Interest Agreements Forms of planned giving by
donors who divide the rights to investment income on
assets and assets themselves with intended beneficiary
organizations in a predetermined manner.

Statute A written law enacted by a duly organized and
constituted legislative body. See also Ordinance, Resolu-
tion, and Order.

Statutory Accounting Principles (SAP) See Regula-
tory Accounting Principles.

Stewardship Investments Beneficial investments of the
federal government in items such as nonfederal physical
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property (property financed by the federal government
but owned by state or local governments), human capital,
and research and development.

Stewardship Land Federal land other than that
included in general property, plant, and equipment (e.g.,
national parks).

Stores Materials and supplies on hand in storerooms
subject to requisition and use.

Straight Serial Bonds Serial bonds (q.v.) in which the
annual installments of a bond principal are approximately
equal.

Subactivity A specific line of work performed in carry-
ing out a governmental activity. For example, replacing
defective street lamps would be a subactivity under the
activity of street light maintenance.

Subfunction A grouping of related activities within a
particular governmental function. For example, police is a
subfunction of the public safety function.

Subsidiary Account One of a group of related accounts
that support in detail the debit and credit summaries
recorded in a control account, for example, the individual
property taxpayers’ accounts for taxes receivable in the
general ledger. See also Control Account and Subsidiary
Ledger.

Subsidiary Ledger A group of subsidiary accounts
(q.v.) the sum of the balances of which is equal to the
balance of the related control account. See also Control
Account and Subsidiary Account.

Support The increase in net assets arising from contri-
butions of resources or nonexchange transactions and
includes only amounts for which the donor receives no
direct tangible benefits from the recipient agency.

Surety Bond A written promise to pay damages or to
indemnify against losses caused by the party or parties
named in the document through nonperformance or
through defalcation. An example is a surety bond given by
a contractor or by an official handling cash or securities.

Surplus Receipts A term sometimes applied to receipts
that increase the balance of a fund but are not a part of its
normal revenue, for example, collection of accounts pre-
viously written off. Sometimes used as an account title.

Suspense Fund or Account A fund or account estab-
lished to account separately for certain receipts pending
the distribution or disposal thereof. See also Agency
Funds.

Sweep Accounts Arrangements in which a bank auto-
matically “sweeps” cash that exceeds the target balance
into short-term cash investments.

Syndicate, Underwriting A group formed for the
marketing of a given security issue too large for one
member to handle expeditiously after which the group
is dissolved.

T
Tax Anticipation Notes (TANs) Notes (sometimes
called warrants) issued in anticipation of collection of
taxes usually retirable only from tax collections and fre-
quently only from the proceeds of the tax levy whose col-
lection they anticipate.

Tax Certificate A certificate issued by a government 
as evidence of the conditional transfer of title to tax-
delinquent property from the original owner to the holder
of the certificate. If the owner does not pay the amount of
the tax arrearage and other charges required by law during
the special period of redemption, the holder can foreclose
to obtain title. Also called tax sale certificate and tax lien
certificate in some jurisdictions. See also Tax Deed.
Tax Deed A written instrument by which title to prop-
erty sold for taxes is transferred unconditionally to the
purchaser. A tax deed is issued on foreclosure of the tax
lien (q.v.) obtained by the purchaser at the tax sale. The
tax lien cannot be foreclosed until the expiration of the
period during which the owner may redeem his or her
property through paying the delinquent taxes and other
charges. See also Tax Certificate.
Tax Expenditure A revenue loss attributable to provi-
sions of federal tax laws that allow a special exclusion,
exemption, or deduction from gross income or that pro-
vide a special credit, a preferential rate of tax, or a defer-
ral of tax liability.
Tax Increment Debt Debt secured by an incremental
tax earmarked for servicing the debt, such as a half-cent
sales tax, or payable from taxes derived from incremental
growth in the tax base that was financed by the tax incre-
ment debt.
Tax Levy See Levy.
Tax Levy Ordinance An ordinance (q.v.) by means of
which taxes are levied.
Tax Liens Claims that governments have on properties
until taxes levied against them have been paid. Note: The
term is sometimes limited to those delinquent taxes for
the collection of which legal action has been taken
through the filing of liens.
Tax Liens Receivable Legal claims against property
that have been exercised because of nonpayment of delin-
quent taxes, interest, and penalties. The account includes
delinquent taxes, interest, penalties receivable up to the
date the lien becomes effective, and the cost of holding
the sale.
Tax Rate The amount of tax stated in terms of a unit of
the tax base, for example, 25 mills per dollar of assessed
valuation of taxable property.
Tax Rate Limit The maximum rate at which a govern-
ment may levy a tax. The limit may apply to taxes raised
for a particular purpose or to taxes imposed for all
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purposes and to a single government, a class of govern-
ments, or all governments operating in a particular area.
Overall tax rate limits usually restrict levies for all pur-
poses and of all governments, state and local, having
jurisdiction in a given area.

Tax Roll The official list showing the amount of taxes
levied against each taxpayer or property. Frequently, the
tax roll and the assessment roll are combined but even in
these cases the two can be distinguished.

Tax Supplement A tax levied by a local government
that has the same base as a similar tax levied by a higher
level of government, such as a state. The local tax supple-
ment is frequently administered by the higher level of
government along with its own tax. A locally imposed,
state-administered sales tax is an example of a tax
supplement.

Tax-Supported Debt All debt secured by pledges of tax
revenues.

Tax Title Notes Obligations secured by pledges of the
government’s interest in certain tax liens or tax titles.

Taxable Property All property except that which is
exempt from taxation; examples of exempt property are
property owned by governments and property used by
some religious and charitable organizations.

Taxes Compulsory charges levied by a government
for the purpose of financing services performed for the
common benefit. Note: The term does not include either
specific charges made against particular persons or
property for current or permanent benefits such as spe-
cial assessments or charges for services rendered only
to those paying such charges as, for example, sewer
service charges.

Taxes Collected in Advance A liability for taxes col-
lected before the tax levy has been made or before the
amount of taxpayer liability has been established.

Taxes Levied for Other Governments Taxes levied by
the reporting government for other governments, which,
when collected, are to be paid over to these governments.

Taxes Paid in Advance Same as Taxes Collected in
Advance. Also called prepaid taxes.

Taxes Receivable—Current The uncollected portion of
taxes that a government has levied but that are not yet
delinquent.

Taxes Receivable—Delinquent Taxes remaining
unpaid on and after the date on which a penalty for non-
payment is attached. Even though the penalty may be sub-
sequently waived and a portion of the taxes may be abated
or canceled, the unpaid balances continue to be delinquent
taxes until paid, abated, canceled, or converted into tax
liens.

Temporarily Restricted Net Assets A term used in
accounting for not-for-profit organizations indicating the

amount of net assets temporarily restricted by an external
donor for use in a future period or for a particular pur-
pose. See Net Assets.

Term Bonds Bonds the entire principal of which
matures on one date.

Term Bonds Payable A liability account that records
the face value of general obligation term bonds issued and
outstanding.

Term Endowments Assets for which donors or other
external agencies have stipulated, as a condition of the
gift, that the principal is to be maintained intact for a
stated period of time (or term).

Termination Benefits Benefits provided to employees
as a result of the voluntary or involuntary termination of
employment.

Third-Party Payor Term used in health care organiza-
tions to refer to the entity other than the patient/client that
pays for services such as an insurance company or federal
insurance program.

Time Requirements Restrictions that relate to the
period when resources are required to be used or when
use may begin.

Time Warrant A negotiable obligation of a govern-
ment having a term shorter than bonds and frequently
tendered to individuals and firms in exchange for con-
tractual services, capital acquisitions, or equipment
purchases.

Total Quality Management (TQM) A management
approach in which an organization seeks to continu-
ously improve its ability to meet or exceed customer
demands, where customer, in government or not-for-
profit organization usage, may be broadly defined to
include such parties as taxpayers, service recipients,
students, and members.

Total Return A comprehensive measure of rate of
investment return in which the sum of net realized and
unrealized appreciation or shrinkage in portfolio value is
added to dividend and interest yield.

Transfers See Interfund Transfers.

Trial Balance A list of the balances of the accounts in a
ledger kept by double entry (q.v.), with the debit and
credit balances shown in separate columns. If the totals of
the debit and credit columns are equal or their net balance
agrees with a control account, the ledger from which the
figures are taken is said to be “in balance.”

Trust and Agency Funds See Agency Funds, Trust
Funds, and Fiduciary Funds.

Trust Funds Funds consisting of resources received
and held by the government as trustee, to be expended or
invested in accordance with the conditions of the trust.
See also Endowment, Private-Purpose Trust Funds, and
Public-Purpose Trust.
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U
Unallotted Balance of Appropriation An appropria-
tion balance available for allotment (q.v.).
Unamortized Discounts on Bonds Sold That portion
of the excess of the face value of bonds over the amount
received from their sale that remains to be written off
periodically over the life of the bonds.
Unamortized Premiums on Bonds Sold An account
that represents that portion of the excess of bond proceeds
over par value and that remains to be amortized over the
remaining life of such bonds.
Unapportioned Authority The amount of a federal
appropriation made by the Congress and approved by the
President but not yet apportioned by the Office of Man-
agement and Budget. See Other Appropriations Realized
and Apportionment.
Unbilled Accounts Receivable An account that desig-
nates the estimated amount of accounts receivable for ser-
vices or commodities sold but not billed. For example, if a
utility bills its customers bimonthly but prepares monthly
financial statements, the amount of services rendered or
commodities sold during the first month of the bimonthly
period would be reflected in the balance sheet under this
account title.
Unconditional Promise to Give A promise to make
contributions to an organization that depends only on the
passage of time or demand by the promisee for
performance.
Underwriting Syndicate See Syndicate, Underwriting.

Undistributed Change in Fair Value of Investments
An account used by a cash and investment pool to accu-
mulate realized and unrealized gains and losses on sales
of investments pending distribution to pool participants.
See Undistributed Earnings.

Undistributed Earnings An account used by a cash
and investment pool to accumulate investment earnings
pending distribution to pool participants.

Unearned Income See Deferred Revenues.

Unencumbered Allotment That portion of an allotment
not yet expended or encumbered.
Unencumbered Appropriation That portion of an
appropriation not yet expended or encumbered.
Unexpended Allotment That portion of an allotment
not yet expended.

Unexpended Appropriation The equity of a federal
agency provided by an appropriation that has not yet been
expended.
Unfunded Actuarial Liability See Actuarial Accrued
Liability.
Unit Cost A term used in cost accounting to denote the
cost of producing a unit of product or rendering a unit of

service, for example, the cost of treating and purifying a
thousand gallons of sewage.

Unliquidated Encumbrances Encumbrances
outstanding.

Unrealized Revenue See Accrued Revenue.

Unrelated Business Income Gross income from trade
or business regularly carried on by a tax-exempt organiza-
tion less directly connected expenses, certain net operat-
ing losses, and qualified charitable contributions that is
not related to its exempt purpose. If more than $1,000, the
income is subject to federal income tax at corporate tax
rates.

Unrestricted Assets Assets that may be utilized at the
discretion of the governing board of a not-for-profit
entity.

Unrestricted Funds Funds established to account for
assets or resources that may be utilized at the discretion of
the governing board.

Unrestricted Net Assets The portion of the excess of total
assets over total liabilities that may be utilized at the discre-
tion of the governing board of a governmental or not-for-
profit entity. See Net Assets, Temporarily Restricted Net
Assets, and Permanently Restricted Net Assets.

User Charge A charge levied against users of a service
or purchasers of a product.

Utility Plant Acquisition Adjustment An account that
captures the premium paid on a utility plant purchased by
a government. Similar to goodwill except that the pre-
mium is the difference between the purchase price and the
depreciated original cost of the utility rather than the dif-
ference between the purchase price and fair value.

V
Value As used in governmental accounting, this term
designates (1) the act of describing anything in terms of
money or (2) the measure of a thing in terms of money.
The term should not be used without further qualification.
See also Book Value, Face Value, and Fair Value.

Variance Power The unilateral power of an organiza-
tion to redirect donated assets to a beneficiary different
than the third party initially indicated by the donor.

Voluntary Health and Welfare Organization Not-for-
profit organizations that receive contributions from the
public at large and provide health and welfare services 
for a nominal or no fee. Also known as human service
organizations.

Voluntary Nonexchange Transactions A category of
nonexchange transaction that includes certain grants and
entitlements and most donations.

Voucher A written document that evidences the propri-
ety of transactions and usually indicates the accounts in
which they are to be recorded.
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Voucher System A system that calls for the prepara-
tion of vouchers (q.v.) for transactions involving
payments and for the recording of such vouchers in a
special book of original entry (q.v.), known as a
voucher register, in the order in which payment is
approved.

Vouchers Payable Liabilities for goods and services
evidenced by vouchers that have been preaudited and
approved for payment but not paid.

W
Warrant An order drawn by the legislative body or an
officer of a government on its treasurer, directing the lat-
ter to pay a specified amount to the person named or to
the bearer. It may be payable on demand, in which case it
usually circulates the same as a bank check, or it may be
payable only out of certain revenues when and if received,
in which case it does not circulate as freely. See also Reg-
istered Warrant and Deposit Warrant.

Warrants Payable The amount of warrants outstanding
and unpaid.

Work Order A written order authorizing and directing
the performance of a certain task and issued to the person
who is to direct the work. Among the items of information
shown on the order are the nature and location of the job,
specifications of the work to be performed, and a job
number that is referred to in reporting the amount of
labor, materials, and equipment used.

Working Capital Fund See Internal Service Funds.

Y
Yield Rate See Effective Interest Rate.

Z
Zero-Based Budgeting (ZBB) A budget based on the
concept that the very existence of each activity, as well as
the amounts of resources requested to be allocated to each
activity, must be justified each year.
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Governmental 
and Not-for-Profit Organizations

AAA American Accounting Association An organization of
accounting educators and practitioners involved in education
whose objectives are to contribute to the development of account-
ing theory, to encourage and sponsor accounting research, and to
improve the quality of accounting education.

ABFM Association for Budgeting and Financial Management A
section of the American Society for Public Administration that
advances the science, processes, and art of public administration
as it relates to budgeting and financial management.

ACE American Council on Education An organization founded in
1918 to influence public policy on higher education issues
through advocacy, research, and program initiatives.

AFGI Association of Financial Guaranty Insurors The trade asso-
ciation of the insurers and reinsurers of municipal bonds and
asset-backed securities.

AGA Association of Government Accountants An association
formed in 1950 to serve the professional development of govern-
mental finance professionals by providing education, research,
and professional certifications, such as the certified government
financial manager (CGFM).

AHA American Hospital Association An association organized in
the early 1900s by hospital administrators to promote economy
and efficiency in hospital management. Its current mission is to
take a leadership role in public policy, representation and advo-
cacy, and health services.

AICPA American Institute of Certified Public Accountants The
professional organization to which certified public accountants
(CPAs) belong. In addition to providing educational and lobbying
services on behalf of its members, the AICPA is responsible for
promulgating auditing standards applicable to private companies,
governments, and not-for-profit organizations.

APPA American Public Power Association The national trade asso-
ciation representing state and local government-owned electric
utilities.

ASBOI Association of School Business Officials International A
professional association of school business management profes-
sionals that provides programs and services to promote the
highest standards of school business management practices,
professional growth, and the effective use of educational
resources.
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BBB Wise Giving Alliance A 2001 merger of the National
Charities Information Bureau and the Philanthropic Advisory
Service of the Council of Better Business Bureaus Foundation.

CBO Congressional Budget Office An office of the legislative
branch of the federal government established in 1974 that gathers
information for the House and Senate budget committees with
respect to the budget submitted to the executive branch, appropri-
ations bills, other bills providing budget authority, tax expendi-
tures, and other analysis.

CSG Council of State Governments An association of state finan-
cial officers that forecasts policy trends for states, common-
wealths, and territories and champions state sovereignty.

FAF Financial Accounting Foundation The organization that
finances and appoints members of the Financial Accounting
Standards Board and Governmental Accounting Standards Board.

FASAB Federal Accounting Standards Advisory Board The nine-
member standards-setting body that recommends federal govern-
mental accounting and financial reporting standards to the U.S.
Comptroller General, Secretary of the Treasury, and Director of
the Office of Management and Budget.

FASAC Financial Accounting Standards Advisory Council The
council that advises the Financial Accounting Standards Board
on policy matters, agenda items, project priorities, technical
issues, and task forces.

FASB Financial Accounting Standards Board The designated orga-
nization in the private sector for establishing standards of finan-
cial accounting and reporting since 1973.

GAO Government Accountability Office An agency of the legisla-
tive branch of the federal government responsible for prescribing
accounting principles for federal agencies; the auditing arm of
Congress.

GASAC Governmental Accounting Standards Advisory Council The
council that advises the Governmental Accounting Standards
Board on policy matters, agenda items, project priorities, techni-
cal issues, and task forces. Its members are broadly representative
of preparers, attestors, and users of financial information.

GASB Governmental Accounting Standards Board The indepen-
dent agency established under the Financial Accounting Founda-
tion in 1984 as the official body designated by the AICPA to set
accounting and financial reporting standards for state and local
governments.

GFOA Government Finance Officers Association An association of
government finance managers founded in 1906 as the Municipal
Finance Officers Association to promote the professional man-
agement of governments. The GFOA administers the Certificate
of Achievement program to reward excellence in financial
reporting, budgeting, and other areas.
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GRA Governmental Research Association A national organization,
founded in 1914, of individuals professionally engaged in gov-
ernmental research.

HFMA Healthcare Financial Management Association A not-for-
profit organization of financial management professionals
employed by hospitals and other health care providers established
in 1946 to provide professional development opportunities, influ-
ence health care policy, and communicate information and tech-
nical data.

ICMA International City/County Management Association An
organization founded in 1914 that is the professional and educa-
tional organization for appointed administrators serving cities,
towns, counties, and regional entities around the world.

IPSASB International Public Sector Accounting Standards Board An
independent standards-setting body, designated by the International
Federation of Accountants (IFAC) to develop high quality account-
ing standards for use by public sector entities around the world.

NABL National Association of Bond Lawyers An organization of
bond lawyers that educates its members and others in the laws
relating to state and municipal bonds.

NACo National Association of Counties An organization created in
1935 by county officials to provide legislative, research, techni-
cal, and public affairs assistance to members and ensure that the
concerns of over 3,000 counties in the United States are heard at
the federal level of government.

NACUBO National Association of College & University Business Officers
A not-for-profit professional organization founded in 1962
representing chief administrative and financial officers at
colleges and universities whose mission is to promote sound
management and financial practices at institutions of higher
education.

NAFOA Native American Finance Officers Association An associa-
tion of tribal officers, controllers, treasurers, accountants, audi-
tors, financial advisors, tribal leaders, and others that provides
educational forums and resources about finance and accounting
best practices.

NASACT National Association of State Auditors, Comptrollers, and
Treasurers An organization formed in 1915 for state officials
who deal with the financial management of state government.

NASBO National Association of State Budget Officers The profes-
sional organization for state budget and finance officers through
which the states and U.S. territories have collectively advanced
state budget practices since 1945.

NASRA National Association of State Retirement Administrators An
organization comprised of directors of the nation’s public retire-
ment systems for the 50 states, the District of Columbia, and U.S.
territories.
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NCSL National Conference of State Legislatures A bipartisan asso-
ciation that serves the legislators and staffs of the nation’s states,
commonwealths, and territories by providing research, technical
assistance, and opportunities for policy makers to exchange ideas
on state issues.

NFMA National Federation of Municipal Analysts An association
chartered in 1983 to promote professionalism in municipal credit
analysis and to further the skill level of its members through edu-
cational programs and industry communication.

NGA National Governors’Association A bipartisan organization of
the nation’s governors founded in 1908 to promote visionary state
leadership, share best practices, and speak with a unified voice
on national policy.

NLC National League of Cities An organization founded in 1924 as
the American Municipal Association to represent municipal
governments and strengthen and support cities.

OMB Office of Management and Budget An office of the executive
branch of the federal government that has responsibility for
establishing policies and procedures for approving and publishing
financial accounting principles and standards to be followed by
executive branch agencies. It also has the authority to control the
size and nature of appropriations requested of each Congress.

PCIE President’s Council on Integrity and Efficiency A federal
agency established by executive order that is comprised of all
presidentially appointed Inspectors General, as well as other fed-
eral agency members. Its charge is to conduct interagency and
interentity audits and inspect and investigate projects in order to
effectively and efficiently deal with government-wide issues of
fraud, waste, and abuse.

SIFMA Securities Industry and Financial Markets Association A
merger of The Bond Market Association and The Securities
Industry Association representing member firms in all financial
markets with the broad mission to strengthen markets and sup-
port investors.

USCM U.S. Conference of Mayors A nonpartisan organization estab-
lished in 1932 representing U.S. cities with populations of 30,000
or more. The conference aids the development of effective
national urban policy, strengthens federal–city relationships,
ensures that federal policy meets urban needs, and provides may-
ors with leadership and management tools of value in their cities.

For contact information, go to http://www.msu.edu/~kattelus under “Government and
Nonprofit Resources.”
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A

Accountability, 6
fiscal, 8
operational, 8

Accounting, governmental; see Fund
accounting

Accounting period, 43
Accounting principles, regulatory, 285
Accounting system, 92
Accounts

budgetary, described, 74, 86
classification of

expenditures, 78–81
expenses, 66
revenues, 81–86

Accrual basis
accrual, 40
modified, 44

Accrue, 125
Activity, defined, 79

business-type, 38
fiduciary, 38
governmental, 38

Activity-based costing, 550
Actuarial accrued liability, 331
Actuarial present value of total projected

benefits, 335
Actuarial value of assets, 330
Ad valorem property taxes, 82
Advocacy, 633
Agency fund, 47

accounting for, 306
characteristics of, 306
“pass-through funds,” 313–314
tax agency funds, 307–313

Allotments
federal, definition of, 471
state and local accounting for, 92

Allowable costs; 556, see Costs
Allowance for Funds Used during 

Construction (AFUDC), 286
American Institute of Certified Public 

Accountants, Audit and 
Accounting Guides

on health care organizations, 6, 702
on not-for-profit organizations, 6, 593
on state and local governments, 6

Anderson, Bridget M., 551
Annual pension cost, 336
Annual required contribution (ARC), 331
Annuity agreements, 671
Annuity serial bonds, 223; see Bonds
Apportionments, 471

Index
Appropriations, defined, 78, 470
Arbitrage rebate, 195
Assessments, property, 82
Assets

entity, 460
governmental, 460
impairment, 180
limited as to use, 711
nonentity, 460

Attestation engagements, 502
Audits

cognizant agent for audit 
responsibilities, 516

committee, 518
compliance, 511
financial audits, 502
findings, 516
government audit standards, 501
independence, 505
performance audits, 502
program-specific, 508
published audit guides

Health Care Organizations, 702
Not-for-Profit Organizations, 593
State and Local Governments, 6

single audit, defined, 507
Available, defined, 43

B

Balance sheets
combining, 51
interim, 129

Balanced scorecard, 554
Basic financial statements, 8
Basis of accounting

accrual, 40
modified accrual, 44

Benchmarking, 421
Berger, Steven, 616
Berman, Eric S., 338
Berne, Robert, 409
Blackwood, Amy, 649
Bland, Robert K., 530
Blended presentation, 39, 357
Board-designated net assets, 583
Bond anticipation notes, 193
Bond premium, discount and accrued

interest, 224–227
Bonds

general obligation, 275
refunding, 239–241
repayments of long-term, 225

revenue, 275
serial

annuity, 223
deferred, 223
irregular, 223
regular, 222
term, 228

Budget accounts, 454
Budgetary accounts, 74–75, 149
Budgetary resources, 466
Budgetary solvency; 410, see Solvency
Budgeting

appropriations, 78, 537
capital expenditures, 542
incremental, 535
revenues, 81, 541

Budgets
adoption, 87, 115
amendments, 133
calendar, 538
cash disbursements, 543
cash receipts, 541
incremental, 535
as legal documents, 530
officer, 538
performance, 536
program, 536

Buildings, defined, 175
Business-type activities, 38

C

CAFR; see Comprehensive Annual
Financial Report

Campbell, Wilson, 533
Capital assets, 169
Capital grants, 68
Capital improvement funds, 183
Capital leases, 177–178
Capital projects funds

accounting for capital 
leases, 177–178

general nature of, 43, 169
judgments payable, 193
multiple period and project bond 

funds, 195
premiums, discounts, and accrued 

interest on bond entries, 190
re-establishment of encumbrances, 196
retained percentages, 192
statements, 198

Capitation fees, 708
Carpenter, Francis H., 374
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774 Index

Cash
disbursements, 543
equivalents, 258
solvency, 410

Cash and investment pools, 315
Cash flows, statement of

health care entities, 709
not-for-profit organizations, 588
proprietary funds, 258

Chan, James L., 533
Chandler, Kay, 339
Chaney, Barbara A., 419
Character, meaning of, 80
Charitable solicitation, 632
Charity care, 710
Chief Financial Officer (federal 

government) Act of 1990, 448
Classification, by activity, 79

character, 80
function or program, 78
fund, 78
general fund expenditures, 78–81
general fund revenues, 81–86
object, 80
source, 81

Codification; see GASB Codification
Cognizant agency, 516
Cohn, Mandi, 533
Collection

current taxes, 124
delinquent taxes, 125

Collections, 598, 699
College and university accounting 

procedures
assets

restricted, 668
unrestricted, 668

depreciation, 669
Financial Accounting and Reporting

Manual for Higher Education, 668
statements of

cash flows, 676
net assets, 668
revenues, expenses and changes in

fund net assets, 672
Commercial and governmental 

accounting compared, 3
Commitment, 471
Common rule, 557
Comparison of local government and 

federal agencies, 482
Compliance audit; 511, see Audits
Component unit, 39, 356
Comprehensive Annual Financial 

Report, 13
financial section, 13
introductory section, 13
statistical section, 14

Comptroller General
audits by, 501
responsibilities of, 450

Conditional promise to give, 592
Congressional Budget Office, 451
Construction Work in Progress

general capital assets, 176
utilities, 274

Consumption method, 136
Continuing care retirement communities

(CCRC), 725
Contractual adjustments (or 

allowances), 710
Contribution, 592
Cooper, Robin, 550
Correction of errors, 131
Costs

allowable, 556
direct, 558
historical, 286
indirect, 558
objective, 558

Covered payroll, 331
Crain, Keith, 408
Crawford, Michael A., 374
Crawford and Associates, 418
Cumulative results of operations, 462
Current financial resources, 43
Current fund; see General Fund
Customer relationship management, 546
Customers’ advances for 

construction, 274
Customers’ deposits, 273
Cycle billing, 273

D

De Foor, Joya C., 339
Debt

defeasance, 240
limit, 214
long-term, 212
margin, 215
statements of

direct and overlapping debt, 215
legal debt margin, 214

Debt-financed income, 640
Debt service funds

budgeting, 221
capital lease payments, 238
debt refunding, 239
note disclosures, 235
number of, 221
purpose of, 43
regular serial bonds accounting 

procedures, 223
sinking funds, 222
term bonds accounting 

procedures, 228
types of serial bonds, 222

Defeasance
in-substance, 240
legal, 240

Deferred serial bonds; 223, see Bonds
Defined benefit plan, 326
Defined contribution plan, 326
Definitions of governmental and not-

for-profit accounting terms, 741
Delinquent taxes, 124
Depreciation, general capital assets, 171
Derivatives, 339
Derived tax revenues, 129
Diagnosis-related groups 

(DRGs), 724
Direct costs (expenses), definition, 

66, 558
Direct lobbying, 633
Director of the Congressional Budget 

Office, 451
Director of the Office of Management

and Budget, 451
Discrete presentation, 39, 358
Disqualified person, 641
Donated materials, 593
Donated services, 593
Due diligence, 642

E

Economic condition, 410
Economic interest, 599
Economic resources measurement 

focus, 43
Economic size, 642
Educational institutions; see College 

and university accounting 
procedures

Effectiveness measures, 547
Efficiency measures, 547
Eligibility requirements, 144
Encumbrances

accounting for, 117
described, 78
re-establishment, 132

Endowments
college and university, 670
not-for-profit organizations, 583

Engagement letter, 499
Engstrom, John H., 501, 662
Enterprise funds

accounting for non-utility 
enterprises, 286

balance sheet items
construction work in progress, 274
current and accrued assets, 273
current liabilities, 274
customer deposits, 273
long-term liability, 275
plant acquisition adjustment, 286
restricted assets, 273

original cost, 286
purpose of, 46
required segment information, 288
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statements
cash flows, 284
net assets, 282
revenues, expenses, and changes in

net assets, 283
Entity assets, 460
Entrepreneurial budgeting, 537
Epstein, Marc, 554
Epstein, Paul, 533
Escheat properties, 38, 85
Esmond-Kiger, Connie, 662
Estimated other financing sources, 78
Estimated other financing uses, 78
Estimated revenues, 78
Excess benefit transaction, 641
Exchange transactions, 122, 590
Exchange-like transactions, 122
Expended appropriation, 471
Expenditure responsibility, 638
Expenditures, 46
Expenses, 46
External investment pool, 315
External support test; 638, see Support test
Extraordinary items, 69

F

Fair value, 233
FASB; see Financial Accounting 

Standards Board
Federal Accounting Standards Advisory

Board, 5
Federal Energy Regulatory 

Commission, 285
Federal Financial Management Improve-

ment Act of 1996 (FFMIA), 448
Federated fund-raising organizations, 636
Feeder organizations, 639
FICA (Federal Insurance Contribution

Act) taxes, 120
Fiduciary activities, 38
Fiduciary funds, 305

agency funds, 306
reporting

cash and investment pool, 315
tax agency fund, 307

pass-through agency funds, 313
Public Employee Retirement 

Systems, 326
trust funds, 314, 325

Financial accountability, 356
Financial Accounting Standards Board, 3
Financial audits; 502 see Audits
Financial condition, defined, 409
Financial position, 409
Financial reporting entity, 356
Financial resources focus, 8
Financial section, CAFR, 13
Financially interrelated organizations, 599
Fines and forfeits, 85
Fiscal accountability, 8

Fiscal capacity, 410
Fischer, Mary L., 685
Fishbein, John, 561
Fixed assets; see also Capital assets

basis of accounting for, 170
buildings and improvements other than

buildings, 175
construction work in progress, 176
cost

after acquisition, 179
reduction of, 179

general, 169
infrastructure, 176
land, 175
leased assets, 177
machinery and equipment, 175

Force account construction, 175
Fountain, James, 533
Functions, defined, 78
Fund, defined, 42
Fund accounting, 41

federal
entries, 471
statements of, 457–459
structure, 448

types of funds used by not-for-
profits, 602

types of funds used by state and local
governments

agency, 306
capital projects, 182
debt service, 221
enterprise, 270
fiduciary, 305
General, 42
governmental, 42
internal service, 259
investment trust, 315
pension trust, 326
permanent, 148
private-purpose trust, 325
special revenue, 143

Fund balance, 43
Fund balance with Treasury, 460
Fund equity, 43
Fund financial statements, 8
Funded ratio, 331

G

GAAP Hierarchy, 499
Gains, 592
GASB; see Governmental Accounting

Standards Board
GASB codification, 3
General capital assets; see also Fixed 

assets, 169
General Fund

actual and estimated revenues, 86
adjusting entries, 135
budgetary comparison schedule, 76

characteristics, 42
closing entries, 138
fund balance, appropriations or 

reservations of, 71
illustrative entries, 115–135
interfund transfers, 71
inventories, procedures for recognition

of, 135–138
purposes, 42
statements 

balance sheet
interim, 129
year-end, 70, 140

revenues, expenditures, and changes
in fund balance, 72

General long-term liabilities, 211
capital lease obligations, 238
claims, judgments, 193
debt limit, 214
debt margin, 214
overlapping debt, 215
schedules of

direct and overlapping debt, 220
legal debt margin, 218

General obligation bonds, 275
General property, plant, and 

equipment, 460
General purpose governments, 2
General revenues, 68
Generally accepted accounting principles

(GAAP), 5
hierarchy, 499

Generally accepted auditing standards,
(GAAS), 494

Generally accepted government 
auditing standards 
(GAGAS), 501

Gifts in kind, 593, 674
Gordon, Teresa, 685
Gorton, Marion Y., 632
Government Accountability Office

audits by, 501
Government-mandated non-exchange

transactions, 154
Government Performance and Results Act

of 1993, 448
Government-wide financial statements, 8
Governmental Accounting Standards

Board, on
accounting and reporting, 3
capital lease agreements, 177
claims and judgments payable, 193
defining the governmental reporting

entity, 354
intergovernmental revenue, 84
objectives of accounting and financial

reporting, 6
public employee retirement system

accounting, 326
recognition of revenue from property

taxes, 123

wiL79603_ndx_773-778.qxd  1/12/09  6:26 PM  Page 775 User-S198 Macintosh HD:broker:MH-BURR:MHBR093:MHBR093-IND:



776 Index

Governmental activities, 38
Governmental assets, 460
Governmental funds, 42
Governmental liabilities, 211
Governments

general purpose, 2
special purpose, 2

Grant, definition, 556
Grant revenues, governmental funds, 84
Grass roots lobbying; 633, see Lobbying
Green, Jeffrey W., 483
Gross, Malvern, J. Jr., 616, 649
Gross tax levy, 123

H

Health care entities
accounting, 702
assets limited as to use, 711
diagnosis-related group, 724
financial statements of

balance sheet, 705
cash flows, 709
changes in net assets, 709
operating, 708

Health maintenance organization 
(HMO), 725

Heritage assets, 462
Hill-Burton Act of 1944, 701
Historical cost; 170, 285, see Costs
Hoover Commission, 536
Human service organizations; 580, see Vol-

untary health and welfare organizations

I

Imposed nonexchange revenues, 124
Income; see Revenue accounting
Incremental budgeting; 535, see

Budgeting
Indirect costs or expenses; 66, 558, see

Costs
Influencing, 633
Infrastructure assets, 176
Input measures, 547
Intangible assets, 177
In-substance defeasance, 240
Inter-activity transactions, 148
Interest and penalties receivable on 

property taxes
accounting for, 125
revenue classified as “taxes,” 123

Interest charged to construction
capital projects funds, 176
enterprise funds, 274

Interfund transactions
entries, 145
loans and advances, 145
transfers, 147, 188

Intergovernmental revenue, 84
Interim financial reports, 129
Intermediate sanctions, 641
Internal exchange transactions, 135
Internal investment pool, 315
Internal service funds, 46

accounting and financial 
reporting, 259

assets acquired under lease 
agreements, 256

closing entries, 265
dissolution of, 270
establishment of, 259
as financing devices, 269
illustrative entries, 261–265
statements of

cash flows, 268
net assets, 266
revenues, expenses, and changes in

net assets, 267
Internal support test; 638, see Support test
Interperiod equity, 7
Intra-activity transactions, 148
Intra-entity transactions, 148
Intragovernmental assets 

(liabilities), 460
Intragovernmental service funds; see

Internal service funds
Inventories, internal service funds, 262
Investment trust fund, 47, 315
Irregular serial bonds; 223, see Bonds

J

Jackson, Andrea, 538
Joint venture, 358
Jointly governed organizations, 358
Jones, Carolyn, 408
Judgments payable, 193

K

Kaplan, Robert S., 550, 554
Kattelus, Susan C., 620
Kearney, Edward F., 483
Keaton, Kimberly, 561
Kim, Jeongwoo, 543, 572
Kline, James J., 546
Kylman, Joseph J., 632

L

Lalli, William, 537
Land, described, 175
LaPiana, David, 642
Larson, M. Corrine, 339
Leases

capital, 178, 256
operating, 178, 256

Ledgers
expenditures, 90
revenue, 86

Ledingham, Dianne, 546
Legal defeasance, 240
Legally separate organizations, 356
Legislation, 640
Letter of transmittal, 360
Licenses and permits, 84
Life income funds, 671
Loan assets, 668
Lobbying, 633

direct, 633
grass-roots, 633

Long-run solvency; 410, see Solvency

M

Major funds, 12, 49
Major programs, 512
Management’s discussion and 

analysis, 8, 380–392
Manzoni, Jean-Francois, 554
Material weakness, 516
Materiality, 500
McCarthy, John H., 616
Mead, Dean Michael, 409, 419, 649
Measurable, 11
Measurement focus, governmental 

funds, 11
Melkers, Julia, 534
Mikesell, R. M., 5
Meyers, Roy T., 561
Miscellaneous revenue, 85
Modified accrual basis, 44
Modified approach, 176
Municipal solid waste landfills,

accounting for, 287

N

National Association of Regulatory 
Utility Commissioners, 285

National Center for Education 
Statistics, 95–98, 661

Net assets, 583
Net pension obligation, 336
Net position, 462
Newberry, Susan, 375
Nollenberger, Karl, 410, 416
Nonaudit work, 505
Nonentity assets, 460
Nonexchange revenue, 154
Nonexchange transactions, 129, 592
Normal cost, 335
Norton, David, 554
Not-for-profit organizations

categories, 581
distinguishing characteristics, 580
financial reporting objectives, 582
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Notes payable
bond anticipation, 193
tax anticipation, 127

O

Ober Kaler, 649
Object, classification by, 80
Objectives of financial reporting

by federal governmental agencies, 458
by not-for-profit entities, 582
by state and local governmental 

reporting entities, 6
Obligated group, 723
Obligation, federal definition, 471
Office of Management and Budget, 451
Operating leases, 178
Operational accountability, 8
Opinion units, 500
Organization unit, 79
Organizational test, 635
Original cost, utilities, 286
Other comprehensive basis of 

accounting, 374
Other financing sources, 71
Other financing uses, 71
Other postemployment benefits, 338
Other stand-alone governments, 358
Outcome measures, 547
Output measures, 547
Overlapping debt, 215
Oversight agency, 517

P

Patton, Terry K., 533
Penalty, 83
Pension funds; see Retirement funds
Pension plan

defined benefit, 326
defined contribution, 326

Pension trust funds, 326
Performance audits; 502, see Audits
Performance budgeting, 536
Performance indicator, 708
Permanent endowments, 670
Permanent fund, 43, 149
Permanently restricted net assets, 583
PERS; see Retirement funds
Planning-programming-budget 

system, 537
Plant acquisition adjustment, 286
Political activity, 633
Political organization, 641
Pollak, Thomas H., 649
Pollution remediation obligations, 213
Pooled investments, external, 315
Pooled (life) income funds, 671

Popular reports, 374
PPBS; see Planning-programming-budget

system
Preferred provider organization 

(PPO), 725
President’s Council on Integrity and 

Efficiency, 517
Primary government, 39, 355
Private foundation, 638
Private-purpose trust, 47, 148
Proceeds of debt issue, 190
Program budgeting, 536
Program classification, 78
Program revenue, 68
Program services (expenses), 595
Program specific audit; 508, see Audits
Programs, 78
Promise to give, 592
Propaganda, 640
Property, plant, equipment

general, 460
stewardship, 462

Property assessment, 82
Property taxes

ad valorem, 82
assessment, 82
collections of

current, 124
delinquent, 125

exemptions, 83
interest and penalties, 125
recording levy, 123
revenue determination from taxes, 123
write-off of uncollectibles, 126

Proprietary funds; 46, see also enterprise
funds and internal service funds

Prospective payment system 
(PPS), 710

Public charity, 638
Public employee retirement system; 327,

see Retirement funds
Public improvements fund; see Special

assessments
Public-purpose trust, 148
Public schools

expenditures, classification, 96
revenues, classification of, 97

Purchases method, 135
Purpose restrictions, 154

Q

Questioned cost, 516

R

Rahn, Donald L., 338
Rappaport, Alan, 407

Ravenscroft, Susan, 620
Regular serial bonds; 222, see Bonds
Regulatory accounting principles, 285
Reimbursement, 148
Reporting entity, 38
Reports published, governmental

Comprehensive Annual Financial 
Report (CAFR), 13

Required supplementary information
(RSI), 8

Reserve accounts, 71
Reserve for encumbrances

defined, 89
reclassification, 131

Restricted funds, 602, 667, 704
Restricted net assets

permanently restricted, 583
temporarily restricted, 583

Retained percentages, 192
Retirement funds (PERS), 47

accounting for, 326
illustrative case, 332
requirements for government employers

financial reporting, 337
requirements for PERS financial 

reporting, 327
Revenue, 590
Revenue accounting, general fund, 

classifications
charges for services, 85
fines and forfeits, 85
intergovernmental, 84
licenses and permits, 84
miscellaneous, 85
taxes, 82

Revenue bonds, 275
Revenue ledger accounts, 86
Revolving funds; see Internal service

funds
Rigby, Darrell K., 546
Risk-based approach, 512
Risk contract, 725
Rob, Alan, 375
Roldan, Fernandez, 483

S

Schermann, Kenneth R., 419
Schools; see Public Schools
Serial bonds; see Bonds
Service capacity, 410
Service efforts and accomplishments, 

14, 547
Service-level solvency; 410, see Solvency
Settlement accounts, 712
Sharp, Florence C., 374
Shelmon, Nancy E., 616, 649
Significant deficiency, 516
Silver, David W., 632
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Single audit, 507
Single Audit Act Amendments of 

1996, 511
Sinking funds, 222
Social Security taxes; see FICA taxes
Solvency

budgetary, 410
cash, 410
long-run, 410
service-level, 410

Special assessments, 197
bonds, reporting of, 236–237

Special items, 69
Special purpose governments, 2
Special revenue funds, 42
Spending rate, 670
Split-interest agreements, 671
Statistical section, 14
Stewardship investments, 469
Stewardship land, 462
Stop-loss insurance, 725
Subsidiary records

appropriations, 90
encumbrances, 90
estimated revenues, 86
expenditures, 90
revenues, 86

Summary Statement of Governmental
Accounting and Financial Reporting
Principles, 52–56

Supplies funds; see Internal 
service funds

Support, 592
Support test

external, 638
internal, 638

Sweep accounts, 543

T

Tax agency fund, 307–313
Tax anticipation notes, 128, 542

Tax rate, 123
Taxable property, 82
Taxes; see also Property taxes

accounting for
accrual of interest and 

penalties, 125
collection of current taxes, 124
correction of errors, 131
FICA, 120
payroll taxes, 120
recording property tax levy, 123
write-off of uncollectible delinquent

taxes, 126
ad valorem, 82

Temporarily restricted net 
assets, 583

Term bonds; 228, see Bonds
Term endowments, 670
Termination benefits, 338
Terminology, 78
Third-party payor, 710
Tidrick, Donald E., 501
Tierney, Cornelius Z., 483
Time requirements, 144
de Tocqueville, Alexis, 629
Total quality management, 545
Total return, 670
Transactions

exchange, 153
nonexchange, 154

Transfers, 145–148
Treasury, Secretary of, responsibilities 

of, 450
Trust funds; see also Endowments

objective of, 314–315
private-purpose, 47, 325–326
public-purpose, 43

U

Uncollectible taxes, 125
Unconditional promise to give, 592

Unexpended appropriations, 462
Unfunded actuarial liability, 335
United Way of America, 595
University accounting; see College and

university accounting procedures
Unrelated business income (UBI), 639
Unrestricted net assets, 583
Utility funds; see Enterprise funds
Utility plant acquisition adjustment, 286

V

Variance power, 600
Voluntary health and welfare 

organizations, 580
program services and supporting ser-
vices, 595–597

Voluntary nonexchange transactions, 144
Voorhees, William R., 543, 572

W

Willoughby, Katherine, 534
Wing, Kennard T., 649
Work in progress; see Construction work

in progress
Working capital funds; see Internal

service funds

Y

Young, David W., 630, 649

Z

Zero-based budgeting (ZBB), 535
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