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PREFACE



Governmental accounting is a specialized area that has undergone significant changes over the past few decades. As governmental accounting standards have developed, the complexities of preparing financial statements for governmental entities have greatly increased. Providing meaningful financial information to a wide range of users is not an easy task. Adding to these challenges, the Governmental Accounting Standards Board (GASB) brought sweeping changes to the governmental financial reporting model and is now continuing the process of addressing many important accounting areas related to that model.

Given this rapidly changing environment, the financial statement preparer needs a technical resource that provides more than accurate, competent technical information. The resource needs to be written to fit today's governmental accounting environment. It needs to take a fresh look at some of the long-standing accounting questions faced by governments and to provide meaningful up-to-date information on recently issued and soon-to-be-issued accounting pronouncements.

The purpose of this book is to meet these needs by providing a useful, complete, and practical guide to governmental accounting principles and financial reporting. Throughout, the book will provide the reader with:


	An understanding of the concepts and theories underlying each topic discussed.

	A complete, authoritative reference source to assure the reader that all aspects of a particular topic are covered.

	Practical guidance to allow financial statement preparers and auditors to meet the requirements of generally accepted accounting principles for governments and to efficiently and effectively implement new requirements.



The approach used in this book is to provide the reader with useful information in a usable format. Accounting theory must correspond with practical examples to be useful, because theory seldom matches the specific situation. For technical information to be usable, it must be clearly presented without clutter and unnecessary repetition. The substance of accounting requirements must also be understood in order for them to be properly applied. Understanding the reasons why technical requirements exist is an important ingredient in properly applying accounting standards.

The 2020 edition of this book begins with an overview of governmental accounting principles and a description of the various types of funds currently in use by governmental entities. It then describes basic financial statements and provides guidance for reporting various assets, liabilities, revenues, and expenses/expenditures. Finally, it examines the accounting and financial reporting requirements for several specific types of governmental entities. The book also includes a “Disclosure Checklist,” which should prove very helpful in determining the completeness of a governmental entity's financial statement disclosures.

This book would not have come to fruition without the hard work and perseverance of a number of individuals. John DeRemigis of John Wiley & Sons had the confidence to work with me in developing the original concept for the book and in ensuring its quality and success. Sheck Cho's efforts in producing recent editions of the book are greatly appreciated, as well as other members of the Wiley team.

Of course, the time and effort needed to write and maintain this book would not be possible without a supportive family, for which I am grateful to my wife, Marie, and my sons, Christopher and Gregory.


Warren Ruppel, CPA

Woodcliff Lake, NJ

March 2020
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INTRODUCTION

The 2020 Governmental GAAP Guide incorporates all of the pronouncements issued by the Governmental Accounting Standards Board (GASB) through January 2019. This chapter is designed to keep the reader up to date on all pronouncements recently issued by the GASB and their effective dates, as well as to report on the Exposure Drafts, Preliminary Views, and Invitations to Comment (ITCs) for proposed new statements or interpretations that are currently outstanding. This chapter also includes relevant information on the GASB's Technical Agenda for the upcoming year to give readers information as to potential areas for future GASB requirements.



RECENTLY ISSUED GASB STATEMENTS AND THEIR EFFECTIVE DATES




	
	GASB Statement
	Effective Date
	Where in This Book 
 


	74
	Financial Reporting for Postemployment Benefit Plans Other Than Pension Plans
	Fiscal years beginning after June 15, 2016
	Chapter 22 


	75
	Accounting and Financial Reporting for Postemployment Benefits Other Than Pensions
	Fiscal years beginning after June 15, 2017
	Chapter 17 


	76
	The Hierarchy of Generally Accepted Accounting Principles for State and Local Governments
	Periods beginning after June 15, 2015
	Chapter 2 
 

	77
	Tax Abatement Disclosures
	Periods beginning after December 15, 2015
	Chapter 9 


	78
	Pensions Provided through Certain Multi-Employer Defined Benefit Plans
	Periods beginning after December 15, 2015
	Chapter 17 


	79
	Certain External Investment Pools
	Periods beginning after June 15, 2015
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The GASB has a number of Exposure Drafts, Preliminary Views, and Invitations to Comment that it has issued, which will affect future accounting and financial reporting requirements when final standards are developed. The following provides a brief synopsis of what is being covered by each Exposure Draft and Invitation to Comment document. Readers should always be aware that the GASB often modifies proposal stage literature based upon its continuing deliberations and consideration of comments that it receives on each Exposure Draft and Invitation to Comment document.



EXPOSURE DRAFTS


Certain Component Unit Criteria, and Accounting and Financial Reporting for Internal Revenue Code Section 457 Deferred Compensation Plans

The accounting guidance in this Exposure Draft would require that for purposes of determining whether a primary government is financially accountable for a potential component unit, except for a potential component unit that is a defined contribution pension plan, a defined contribution OPEB plan, or another employee benefit plan (for example, a Section 457 plan to which only employees contribute), the absence of a governing board should be treated the same as the appointment of a voting majority of a governing board if the primary government performs the duties that a governing board typically performs.

This Exposure Draft also would require that the financial burden criterion in GASB Statement No. 84, Fiduciary Activities, be applicable to only defined benefit pension plans and defined benefit OPEB plans that are administered through trusts.

Also, this Exposure Draft would require that all accounting and financial reporting requirements relevant to pension plans be applied to Section 457 plans that meet the definition of a pension plan. Similarly, all accounting and financial reporting requirements relevant to pensions should be applied to benefits provided through Section 457 plans that meet the definition of a pension plan.



Internal Revenue Code Section 457 Deferred Compensation Plans That Meet the Definition of a Pension Plan and Supersession of GASB Statement No. 32

This Exposure Draft would require that all accounting and financial reporting requirements relevant to pension plans be applied to Section 457 plans that meet the definition of a pension plan. Similarly, the Exposure Draft would specify that all accounting and financial reporting requirements relevant to pensions be applied to benefits provided through Section 457 plans that meet the definition of a pension plan.



Communication Methods in General Purpose External Financial Reports That Contain Basic Financial Statements: Notes to Financial Statements

This is an Exposure Draft of a Concepts Statement that will provide a conceptual basis to the GASB for use in consideration of a project to review the notes to financial statements to determine:


	The types of information disclosed in notes to the financial statements

	The types of information not appropriate for the financial statements

	The degree of important that information disclosed in the financial statements should possess.





Implementation Guide Update – 2020

This is an Exposure Draft of an Implementation Guide for various GASB pronouncements.



Replacement of Interbank Offered Rates

This Exposure Draft is in response to the widely-used London Interbank Offered Rate (LIBOR) not expected to exist in its current form by 2021. The resulting accounting guidance from this Exposure Draft would do the following relative to LIBOR being replaced:


	Providing an exception for certain hedging derivative instruments to the hedge accounting termination provisions when an Interbank Offered Rate (IBOR) is replaced as the reference rate of the hedging derivative instrument

	Clarifying the hedge accounting termination provisions when an IBOR is replaced as the reference rate of a hedged item

	Clarifying that the uncertainty related to the continued availability of IBORs does not, by itself, affect the assessment of whether a hedged expected transaction is probable

	Removing LIBOR as an appropriate benchmark interest rate for the qualitative evaluation of the effectiveness of an interest rate swap

	Identifying the Secured Overnight Financing Rate and the Effective Federal Funds Rate as appropriate benchmark interest rates for the qualitative evaluation of the effectiveness of an interest rate swap

	Clarifying the definition of reference rate, as it is used in Statement 53

	Providing an exception to the lease modifications guidance in Statement 87 for certain lease contracts that are amended to replace an IBOR as the rate upon which variable payments depend.





Public-Private and Public-Public Partnerships and Availability Payment Arrangements

The accounting guidance resulting from this Exposure Draft broadens the accounting guidance that currently exists for service concession arrangements to include many more types of public-private and public-public partnerships. It also incorporates the guidance of GASBS 87 Leases into circumstances when these types of arrangements are in the form a of a leases.



Subscription-Based Information Technology Arrangements

This Exposure Draft defines a subscription-based information technology arrangement (SBITA as a contract that conveys control of the right to use another party's (a SBITA vendor) hardware, software, or both, including information technology infrastructure (the underlying hardware or software), as specified in the contract for a period of time in an exchange or exchange-like transaction. This Exposure Draft addresses types of arrangement generally referred to as “cloud” computing and treats this arrangements very similarly to leases and bases much of its accounting guidance on GASBS 87.




PRELIMINARY VIEWS


Financial Reporting Model Improvements

In September 2018 the GASB issued this PV to address the accounting used by governmental funds, currently the modified accrual basis of accounting and the current financial resources measurement focus. This PV follows the Invitation to Comment on the same topic. The GASB has reached a preliminary view that the current financial resources measurement focus will be replaced by a short-term financial resource model, where short-term is defined as one year.

The PV also addresses other issues including the format of the resource flows statement for the governmental funds, communication of major component unit information, a schedule of government-wide expenses by natural classification, and budgetary comparison reporting.

There is a “companion” Preliminary Views document of a Concepts Statement, Recognition of Elements of Financial Statements, which will serve as a conceptual underpinning of the financial reporting model improvements project.




INVITATION TO COMMENT


Revenue and Expense Recognition

In January 2018 the GASB issued this ITC related to a project to develop a comprehensive revenue and expense model. According to the ITC, the GASB believes this is necessary because:


	Existing guidance for exchange revenue and expense transactions is limited, resulting in inconsistent reporting of information by governments.

	Existing guidance for nonexchange revenue and expense transactions, though generally effective, could be clarified and improved.

	Other accounting standards setters are considering or implementing a “performance obligation” approach for revenue recognition.

	A comprehensive model is expected to result in more robust, principles-based guidance for addressing a wide range of transactions that will improve comparability and provide more useful information.



As stated, the GASB will be considering whether it would be appropriate to adopt a “performance obligation” approach for revenue recognition, which is the basis used in a recent FASB standard on revenue recognition. Clearly, this project is broader that the FASB's standard in that it also addresses expense recognition.




GASB PROJECT PLAN

The Exposure Drafts, Preliminary Views Documents, and the Invitation to Comment discussed above comprise a substantial portion of the GASB's project plan, particularly as the financial reporting model and revenue and expense recognition projects are substantial projects that will have far-reaching impacts on government accounting and financial reporting.

The other projects included in the GASB's project plan include a re-examination of accounting for compensated absences and a project to exam prior-period adjustments, accounting changes, and error corrections.



SUMMARY

The GASB, as always, maintains an active agenda, and the accounting and financial reporting standards for governments are consistently evolving. Financial statement preparers need to keep an eye on emerging new GASB pronouncements to ensure that they have adequate time to plan for their implementation, as well as to inform financial statement users about their potential impacts.
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INTRODUCTION

The field of governmental accounting and financial reporting has undergone significant growth and development over the last 30 years. Generally accepted accounting principles for governments were once a loosely defined set of guidelines followed by some governments and governmental entities, but now have developed into highly specialized standards used in financial reporting by an increasing number of these entities. Because of this standardization, users are able to place additional reliance on these entities' financial statements. The Governmental Accounting Standards Board (GASB) has designed a model for financial reporting by governments that results in a significantly different look to governmental financial statements from those of the past, as well as from those of commercial organizations. There have also been substantive changes in the accounting principles used by governments. Governmental financial statement preparers, auditors, and users must have a complete understanding of these requirements to fulfill their financial reporting obligations.



CHAPTER OVERVIEW

This chapter provides a background on the development and purpose of governmental accounting standards. The topics in this chapter follow.


	Entities covered by governmental accounting principles.

	Overview of the history of governmental accounting standards setting.

	Objectives of governmental accounting and financial reporting.

	Communication methods.

	Elements of financial statements.

	Hierarchy of governmental accounting standards.





ENTITIES COVERED BY GOVERNMENTAL ACCOUNTING PRINCIPLES

This book addresses this topic in much more detail throughout its later chapters as specific types of entities are discussed. However, in general, the following entities are covered by governmental generally accepted accounting principles:


	State governments.

	Local governments such as cities, towns, counties, and villages.

	Public authorities such as economic development, parking, housing, water and sewer, and airport authorities.

	Governmental colleges and universities.

	School districts.

	Public employee retirement systems.

	Public hospitals and other health care providers.



Throughout this book, when “governmental entities” or “governments” are mentioned, the reference is to these types of entities. Governments covered by governmental accounting principles are sometimes distinguished as general-purpose governments (which include states, cities, towns, counties, and villages) and special-purpose governments (which is a term used in GASBS 34, Basic Financial Statements—and Management's Discussion and Analyses, to refer to governments and governmental entities other than general-purpose governments). Both general-purpose and special-purpose governments are covered by governmental generally accepted accounting principles and by this book.

Not-for-profit organizations are not included within the scope of governmental accounting standards unless they are considered governmental not-for-profit organizations (discussed in detail below), nor are the federal government and its various agencies and departments. Not-for- profit organizations and the federal government are sometimes confused with the governments that this book is addressing when they are homogenized into something commonly referred to as the “public sector.” Not all public-sector entities (as described above) are subject to governmental accounting principles and standards.


Distinguishing a Governmental Entity from a Not-for-Profit Organization

Some organizations are difficult to categorize as either a governmental entity or not-for-profit organization. For example, local governments may set up economic development corporations that have many characteristics of not-for-profit organizations, including federal tax-exempt status under Section 501(c)(3) of the Internal Revenue Code. However, these organizations are usually considered governmental not-for-profit organizations that should follow generally accepted accounting principles for governments. A definition of a governmental not-for-profit organization (subject to the accounting standards promulgated by the GASB) is found in the AICPA Audit and Accounting Guide State and Local Governments (the Guide). The Guide defines governmental organizations as “public corporations and bodies corporate and politic.” Other organizations are governmental organizations under the Guide's definition if they have one or more of the following characteristics:


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

	The potential for unilateral dissolution by a government with the net assets reverting to a government.

	The power to enact or enforce a tax levy.



In applying the above definitions, a public corporation is described in the Guide as an artificial person, such as a municipality or a governmental corporation, created for the administration of public affairs. Unlike a private corporation, it has no protection against legislative acts altering or even repealing its charter. Public corporations include instrumentalities created by the state, formed and owned in the public interest, supported in whole or part by public funds, and governed by managers deriving their authority from the state. Exhibit 1 provides some consensus examples of public corporations often found at the state and local government level.



Exhibit 1: Examples of public corporations


The following are examples of “public corporations” that are often found at the state and local government level. These organizations would usually be considered governmental entities when the definition provided in the Guide is applied.


	Public hospital.

	Public college or university.

	Economic development corporation.

	Housing authority.

	Water and sewer utility.

	Electric or gas utility.

	Industrial development authority.

	Educational construction authority.



Typically, these organizations are created by acts of state legislatures. Their continued existence and legal authority to operate can generally be changed at the discretion of the state legislature.


Furthermore, entities 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, entities possessing only that ability (to issue tax-exempt debt) and none of the other governmental characteristics may rebut the presumption that they are governmental if their determination is supported by compelling, relevant evidence.

The Guide provides that entities are governmental or nongovernmental for accounting, financial reporting, and auditing purposes based solely on the application of the preceding criteria and that other factors are not determinative. As an example the Guide provides that the fact that an entity is incorporated as a not-for-profit organization and exempt from federal income taxation under the provisions of Section 501 of the Internal Revenue Code is not a criterion in determining whether an entity is governmental or nongovernmental for accounting, financial reporting, and auditing purposes.






NOTE: GASBS 34 eliminated some of the apparent inconsistencies that existed in the past about financial reporting for governmental not-for-profit organizations. Under GASBS 34, they are special-purpose governments that should follow the accounting guidance as delineated under GASBS 34 and all other applicable GASB pronouncements.






GASBS 39, Determining Whether Certain Organizations Are Component Units—An Amendment of GASB Statement No. 14, resulted in more not-for-profit organizations being included within the financial reporting entity of a government or governmental entity. In these cases, GASBS 39 does not require that these not-for-profit organizations comply with the financial reporting requirements for governments. Despite their inclusion within a government's reporting entity, many of these types of organizations (such as fundraising foundations) would not be considered governmental organizations and would still report their separately issued financial statements using the standards of the Financial Accounting Standards Board (FASB). The financial statement preparer should incorporate the not-for-profit organization's financial statements (reported using FASB principles) within the governmental reporting model (using GASB principles) which may require that the not-for-profit organization actually be reported somewhat separately from the primary government, such as on a separate page. Appendix E of GASBS 39 provides an illustration of including a not-for-profit organization foundation with a governmental university. GASBS 39 is more fully discussed in Chapter 11.




OVERVIEW OF THE HISTORY OF GOVERNMENTAL ACCOUNTING STANDARDS SETTING

Understanding how governmental accounting standards were developed appears difficult at first because it seems that so many different entities and organizations were involved in the standards-setting process. Working from the current process through history is the easiest way to understand the interrelationships of the various entities involved. Currently, governmental accounting standards are established by the GASB. The GASB is a “sister” organization to the Financial Accounting Standards Board (FASB). The FASB establishes accounting standards for private-sector entities, including both commercial entities and not-for-profit organizations. Both the FASB and the GASB are overseen by the Financial Accounting Foundation (FAF), an independent, private-sector organization that among other things is responsible for the oversight, administration, and finances of the GASB and FASB.






NOTE: One significant difference between the GASB and the FASB is the FASB's role in setting accounting principles for public companies. Under the Sarbanes-Oxley Act of 2002, accounting standards for public companies are the responsibility of the US Securities and Exchange Commission (SEC). The SEC continues to recognize accounting standards promulgated by the FASB.






Prior to the formation of the GASB, governmental accounting standards were promulgated by the National Council on Governmental Accounting (NCGA). The NCGA was an outgrowth of a group called the National Committee on Governmental Accounting, which itself was an outgrowth of a group called the National Committee on Municipal Accounting (NCMA). These groups were sponsored by the Government Finance Officers Association (GFOA), originally known as the Municipal Finance Officers Association (MFOA).

The first of several collections of municipal accounting standards issued by the NCGA in 1934 became known as the “blue book.” Subsequently, a second blue book was issued by the NCGA in 1951, and a third was issued in 1968, entitled Governmental Accounting, Auditing, and Financial Reporting (GAAFR). Subsequent versions of this book were issued in 1980, 1988, and 1994. In 2001, the GFOA issued a major revision of the GAAFR to incorporate the changes to governmental financial reporting as a result of GASBS 34. Another update was published in 2005 to include the new standards for accounting and reporting for postemployment benefits other than pensions established by GASBS 43 and 45. A 2012 update includes reporting deferred inflows and outflows of resources under GASBS 63 and 65. However, these later blue books were different from the 1968 and prior blue books in that they were not meant to be authoritative sources of governmental accounting standards. None of the 1988 through 2012 blue books would be an authoritative source of accounting standards, since the GASB was created in 1984 to serve this purpose; thus the GFOA no longer has the ability to issue authoritative accounting standards. Even with the issuance of the 1980 blue book, the GFOA (then known as the MFOA) decided not to use the blue book as a means of promulgating new accounting standards. Rather, the focus of the blue book was changed to provide financial statement preparers (and their auditors) with detailed and practical guidance to implement authoritative accounting standards. The blue book continues to be used by the GFOA to set the requirements for its “Certificate of Achievement for Excellence in Financial Reporting” program, covered in Chapter 9.






NOTE: The FASB world of accounting standards has been impacted by a move to “converge” standards with International Financial Reporting Standards (IFRS) as promulgated by the International Accounting Standards Board. The reader may wonder if there is an equivalent process in place in the world of government accounting standards. The answer is yes, although there is not nearly the same momentum to converge the US standards with the international standards. Rather, the International Public Sector Accounting Standards Board (IPSASB) has a strategy to converge its International Public Sector Accounting Standards (IPSAS) with IFRS, which are issued by the International Accounting Standards Board. As part of this strategy, IPSASB has developed guidelines for modifying IFRS for application by public sector entities. As discussed later in this chapter, the hierarchy of accounting principles for governments includes IPSAS standards as “other accounting literature.” The FAF, along with the GASB and FASB, has developed a strategic plan which mentions increased involvement of the GASB in international standards as a goal.








OBJECTIVES OF GOVERNMENTAL ACCOUNTING AND FINANCIAL REPORTING

In describing the history of the governmental accounting standards development process, one could logically ask the question, “Why were separate accounting and financial reporting standards needed for governments?” The answer to this depends on the identities of the groups of readers and users of the financial statements of state and local governments, the objectives of these readers and users, and the overall objectives of governmental financial reporting.


GASB Concepts Statement 1

The GASB addressed this basic question relatively soon after it was created to serve as an underpinning for all of its future standards-setting work. The GASB issued Concepts Statement 1, Objectives of Financial Reporting (GASBCS 1), which identifies the primary users of the financial statements of state and local governments and their main objectives.

To determine the objectives of governmental financial reporting, the GASB first set forth the significant characteristics of the governmental environment. These characteristics are listed in Exhibit 2.



Exhibit 2: Characteristics of the governmental environment under GASB Concepts Statement 1



	Primary characteristics of a government's structure and the services it provides.

	Control characteristics resulting from a government's structure.

	Use of fund accounting for control purposes.

	Dissimilarities between similarly designated governments.

	Significant investment in non-revenue-producing capital assets.

	Nature of the political process.

	Users of financial reporting.

	Uses of financial reporting.

	Business-type activities.






Primary Characteristics of a Government's Structure and the Services It Provides


	The representative form of government and the separation of powers. This emphasizes that the ultimate power of governments is derived from the citizenry. The most common forms of government used in the United States are based on a separation of power among three branches of government: executive, legislative, and judiciary.

	The federal system of government and the prevalence of intergovernmental revenues. This characteristic describes the three primary levels of government: federal, state, and local. Because of differences in abilities to raise revenues through taxes and other means, many intergovernmental grants result in revenues passing from one level to another. For example, federal funds for the Temporary Assistance for Needy Families (TANF) program start at the federal level and flow through the states to local governments, where the program is actually administered.

	The relationship of taxpayers to service receivers. In terms of impact on the objectives of financial reporting, this characteristic of governments may be the most significant. Following are some interesting points that the GASB included in GASBCS 1 that may affect financial reporting objectives:

	Taxpayers are involuntary resource providers. They cannot choose whether to pay their taxes.

	Taxes paid by an individual taxpayer generally are based on the value of property owned or income earned and seldom have a proportional relationship to the cost or value of the services received by the individual taxpayer.

	There is no exchange relationship between resources provided and services received. Most individual taxes do not pay for specific services.

	The government generally has a monopoly on the services that it provides.

	It is difficult to measure optimal quality or quantity for many of the services provided by governments. Those receiving the services cannot decide the quantity or quality of a particular service of the government.









Control Characteristics Resulting from a Government's Structure


	The budget as an expression of public policy and financial intent and a method of providing control. In the commercial world, revenues exceeding budget and expenses under budget would almost always be considered good things. In the governmental environment, higher revenues might indicate that taxes are set too high. Even more problematic, expenditures below budget might indicate that levels of spending for public purposes are not achieved because the budgeted funding level is a matter of public policy. Politically speaking, expenditures below budget might not be a good thing, unless the reductions were achieved by unanticipated efficiencies.

	The budget is a financial plan or expression of financial intent. This is a similar concept to the public policy question, but also brings into consideration the fact that the budgets of governments generally need to be balanced; for instance, revenues should equal expenditures, highlighting the concept that governments need to live within their means.

	The budget is a form of control that has the force of law. Since governments' budgets generally are subject to approval of both executive and legislative branches (similar to the process for other forms of legislation), violation of the budget's spending authority can be construed as a violation of the law.

	The budget may be used as a mechanism to evaluate performance. This characteristic is generally less useful in the government environment than in the commercial environment, since performance evaluation is not viewed as the primary purpose of the budget. To be effective, comparison of budgeted to actual results over time would have to be made, as well as consideration of the government's service efforts and accomplishments.




Use of fund accounting for control purposes

Most governments are required by law to use a fund accounting structure as a means to control use of resources. In some cases, bond indentures may require establishing and maintaining funds. In other cases, the government may decide to use fund accounting not because it is required, but simply because it can provide a useful control mechanism for distinguishing various components of its operation.

Regardless of the reason for the use of fund accounting, when examining the objectives of financial reporting for governments, the predominant use of fund accounting must be considered to properly recognize the potential needs of financial statement users.



Dissimilarities between similarly designated governments

GASBCS 1 concludes that the differences in the organization of governmental entities, the services they provide, and their sources of revenues all need to be considered when developing financial reporting objectives. For example, different governments at the same level (for example, county governments) may provide significantly different services to their constituents. The levels and types of services provided by county governments depend on the services provided by the cities, towns, villages, and so forth, within the county, as well as by the state government under which the counties exist. In other unique examples, such as the city of New York, there are five county governments located within the city. Beyond boundary differences, the level of provision of services (such as human services and public safety) varies from county to county. In addition, counties also derive their primary revenues from different sources. Some counties may rely primarily on a county tax on real property within the county. Other counties may rely more heavily on a portion of a sales tax. The important point is that there is a high degree of variability among governments that are at comparable levels.






NOTE: This dissimilarity, while an important characteristic to consider when determining financial reporting objectives, is not unlike that encountered in the commercial environment. A financial statement reader of commercial entities encounters many dissimilarities among the nature of the operations of companies in seemingly identical industries.








Significant investment in non-revenue-producing capital assets

Governments do not determine their capital spending plans based strictly upon return-on-investment criteria. In fact, governments invest in large, non-revenue-producing capital assets, such as government office buildings, highways, bridges, sidewalks, and other infrastructure assets. In many cases, these assets are built or purchased for public policy purposes. Along with this capital investment is a capital maintenance assumption that governments have an obligation to maintain their capital assets. A government's implicit commitment to maintain its assets and its ability to delay maintenance and rehabilitation expenditures (particularly for non-revenue-producing capital assets) were important considerations in GASBCS 1.



Uncertain return on investment is considered

Where governments engage in fee-for- service activities, these considerations are not unlike those found in commercial company accounting. For example, should the public water utility invest in a new piece of equipment that will reduce its costs by $XX or enable it to serve XX number of new customers and generate more revenue? In addition to the business-type decisions, however, governments also make cost/benefit decisions in other seemingly non-revenue-producing activities. For example, a town may decide to invest in new sidewalks and street lighting in its shopping district to raise property values of the businesses in this district, as well as the overall appeal of the town itself. While this investment is non-revenue-producing in the strictest sense, the long-term strategy of the town is the maintenance and enhancement of its property values, and accordingly, its property tax revenues. At the same time, the government may reduce its judgments and claims costs as the number of trip-and-fall lawsuits decreases because of the improved infrastructures.



Nature of the political process

Governments must reconcile the conflict between the services desired by the citizens and the citizens' desire to provide resources to pay for those services. The objectives of the citizenry are to obtain the maximum amount of service with a minimum amount of taxes. These conflicts are handled by politicians whose relatively short terms in public office encourage the use of short-term solutions to long-term problems. Accordingly, governments are susceptible to adopting the practices of satisfying some service needs by deferring others, paying for an increased level of services with nonrecurring revenues, and deferring the cash effect of events, transactions, and circumstances that occur in a particular period. GASBCS 1 concludes that to help fulfill a government's duty to be accountable, financial reporting should enable the user to assess the extent to which operations were funded by nonrecurring revenues or long-term liabilities were incurred to satisfy current operating needs.



Users of financial reporting

GASBCS 1 identifies three primary groups as the users of governmental financial reports:


	The citizenry (including taxpayers, voters, and service recipients), the media, advocate groups, and public finance researchers.

	Legislative and oversight officials, including members of state legislatures, county commissions, city councils, boards of trustees, school boards, and executive branch officials.

	Investors and creditors, including individual and institutional, municipal security underwriters, bond rating agencies, bond insurers, and financial institutions.



While these three user groups have some overlap with the commercial environment, clearly the citizenry and legislative users are somewhat unique to governments.






NOTE: As will be further examined in Chapter 10, which examines the governmental budgeting process, the budget to actual reporting that is considered by many as inherently necessary in governmental financial reporting is designed to meet the needs of the citizenry and legislative users. These groups are somewhat unique to governments as users of financial reporting. This is why budget to actual financial reporting is included where budgets are legally adopted by governments, whereas this reporting has no counterpart in the commercial accounting (or even the not-for-profit accounting) environment.

For example, the expenditures budgeted in a government's general fund represent the amounts that the citizens/taxpayers have authorized the government (through their legislators) to spend from that fund. In order for the government to demonstrate its financial accountability to the citizens and legislators, information is needed within governmental financial reporting that compares the amounts actually spent with the amounts that were legally authorized to be spent.








Uses of financial reporting

The uses of financial reporting by governments center upon economic, political, and social decisions, as well as assessing accountability. These uses are accomplished by the following means:


	Comparing actual financial results with the legally adopted budget. Spending in excess of budget may indicate poor financial management, weak budgetary practices, or uncontrollable, unforeseen circumstances. Underspending may indicate effective cost containment or that the quality or quantity of services provided by the government could have been increased without going over budget.

	Assessing financial condition and results of operations. Each of the three user groups described above has a different primary reason for assessing a government's financial condition and results of operations. For example, investors and creditors are interested in the financial condition of a government in order to assess whether the government will be able to continue to pay its obligations and meet its debt service requirements. Similarly, these users look to a government's results of operations and cash flows for indications of whether the financial condition of the government is likely to improve or worsen. As another example, the citizenry is interested in the financial condition and operating results of a government as indications of the need to change the rate of tax levies or increase or decrease the levels of services provided in the future.

	Assisting in determining compliance with finance-related laws, rules, and regulations. Governmental financial reports can demonstrate compliance with legally mandated budgetary controls and controls accomplished through the use of fund accounting. For example, if the government is legally required to have a debt service fund, and the existence and use of such a fund is clear from a financial statement presentation, compliance is demonstrated. Similarly, compliance with debt covenants, bond indentures, grants, contracts, and taxing and debt limits can also be demonstrated by governmental financial reporting.

	Assisting in evaluating efficiency and effectiveness. Governmental financial reporting may be used to obtain information about service efforts, costs, and accomplishments.



Users of this information are interested in the economy, effectiveness, and efficiency of a government. This information may form the basis of their funding or voting decisions.






NOTE: In the governmental financial reporting model promulgated by GASBS 34, the GASB concluded that both government-wide and fund financial statements were necessary in order for the financial reporting model to meet the financial reporting objectives and needs of users as described in GASBCS 1. The objectives described in GASBCS 1, including the needs of the various user groups described above, were driving forces in determining how the financial reporting model promulgated by GASBS 34 took shape.








Business-type activities

In addition to the general governmental characteristics that must be considered in determining the appropriate objectives of financial reporting, circumstances in which governments perform business-type activities must also be examined. Activities are considered “business-type” not solely because they resemble those performed by the private sector but because there is an exchange involved between the receiver and provider of the service; for instance, the receiver or consumer of the services is charged for those services.

The environment for the provision of business-type activities has some overlap with the traditional governmental environment described above. However, the elements of customer and service provider bring different characteristics into the environment that must be considered in determining financial reporting objectives. The following list describes those characteristics that were considered by the GASB in GASBCS 1:


	Relationship between services received and resources provided by the consumer. For business-type activities, there is frequently a direct relationship between the charge for the service and the service itself. This exchange relationship causes users of financial information to focus on the costs of providing the service, the revenues obtained from the service, and the difference between the two.





NOTE: The fact that a charge is assessed for a service does not imply that the charge covers all of the costs of a service. There may be a conscious decision on the part of the government to subsidize the costs of particular services with revenues from other sources that are not part of the exchange transaction. Less frequently, the government may also decide to charge more than the cost of the service to provide a “profit” to be used for some other non-business-type or governmental activity.







	Revenue-producing capital assets. Many of the capital assets purchased or constructed by governments for business-type activities are revenue-producing. Many business-type activities are capital intensive, and the need for information concerning those assets must be considered when developing financial reporting objectives for governments.

	Similarly designated activities and potential for comparison. There is generally a greater potential for comparability among business-type activities performing similar functions than there is among governmental-type activities. Governmental business-type activities generally only perform a single function, such as supplying water. The problems, procedures, and cost components of obtaining, treating, and delivering water are similar, regardless of whether the function is performed by a commercial enterprise, a public authority, an enterprise fund, or as part of a government's basic operations.





NOTE: More information to help the reader distinguish among these differences is provided in Chapter 7. These similarities facilitate comparison of financial reporting among entities (or parts of entities) providing similar services.







	Nature of the political process. Business-type activities are generally regarded as less influenced by the political process because their fee-for-service operations take them out of the budgetary debate to which governmental activities are subject. However, in many cases, the business-type activities are subsidized by the government in order to keep the fees lower than cost or market values. The rate-setting process then ensues and subjects the business- type activities to pressures from the political process experienced by general governmental activities. Similar influences from the political process develop when the general government furnishes capital funds, even when there is no direct operating subsidy.

	Budgets and fund accounting. Business-type activities generally do not have legally adopted budgets. Budgets are more likely to be used as internal management tools rather than as a revenue and spending plan with the force of law. In addition, since business-type activities are generally found to perform only single functions, the use of fund accounting is far less common than with general governmental activities.



In addition to the characteristics of governments, including those characteristics relating to general government activities and business-type activities described above, the GASB considered three factors in determining the financial reporting objectives for governments. These three factors are:


	Accountability and interperiod equity.

	Characteristics of information in financial reporting.

	Limitations of financial reporting.



The following paragraphs describe why these are important factors in determining the objectives of financial reporting for governments.



Accountability and interperiod equity

ASBCS 1 describes accountability as the “cornerstone” of all financial reporting in governments. Accountability requires that governments answer to the citizenry in order to justify the raising of public resources and the purposes for those resources. Accountability is based on the general belief that the citizenry has a right to know financial information and a right to receive openly declared facts that may lead to public debate by the citizens and their elected representatives.

Interperiod equity is the concept underlying many of the balanced budget legal requirements found in governments, which intend that the current generation of citizens should not be able to shift the burden of paying for current-year services to future-year taxpayers. GASBCS 1 states that interperiod equity is a significant part of accountability and is fundamental to public administration. As such, it needs to be considered when establishing financial reporting objectives. Financial reporting should help users assess 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 services previously provided.

Note that the concept of a “balanced budget” for a government's governmental funds, particularly the main operating fund, which is called the general fund, falls short of providing true interperiod equity. This is because providing for long-term liabilities (such as pensions and retiree health benefits) are often not funded at appropriate levels currently to provide for benefits to be paid in the future.



Characteristics of information in financial reporting

In order for financial information to be an effective method of communication, it must possess certain characteristics that improve its effectivensess. These are described in Exhibit 3.



Exhibit 3: Characteristics of effective financial reporting





	

	Understandable



	Governmental financial reporting should be expressed as simply as possible so that financial reports can be understood by those who may not have detailed knowledge of accounting principles. This does not mean, however, that information should be excluded from financial reports merely because it is difficult to understand. 


	

	Reliable



	The information presented in financial reports should be verifiable, free from bias, and should faithfully represent what it purports to represent. This requires that financial reporting be comprehensive; for instance, nothing significant or material is left out from the information to faithfully represent the underlying events and conditions. Reliability is affected by the amount of estimation in the measurement process and by uncertainties inherent in the item being measured. To this end, financial reporting may need to include narrative explanations about the underlying assumptions and uncertainties inherent in the process. 
 

	

	Relevant



	Relevancy implies that there is a close logical connection between the information provided in financial reporting and its purpose. Information should be considered relevant if it can make a difference in a user's assessment of a problem, condition, or event. 


	

	Timely



	If financial reports are to be useful, they must be issued soon enough after the reported events to affect decisions. Timeliness in some circumstances may be so essential that it may be worth sacrificing some degree of precision or detail in the information presented. 


	

	Consistent



	Presumably, once an accounting principle or reporting method is adopted, it will be used for all similar transactions and events. Consistency should extend to all areas of financial reporting, including valuation methods, basis of accounting, and determination of the financial reporting entity. 


	

	Comparable



	Financial reporting should facilitate comparisons between governments, such as comparing costs of specific functions or components of revenue. Comparability implies that differences between financial reports should be due to substantive differences in the underlying transactions or the governmental structure, rather than selection among different alternatives in accounting procedures or practices. 
  




Limitations of financial reporting

GASBCS 1 acknowledges that in setting objectives of financial reporting for governments, the limitations of financial reporting must be taken into consideration. All financial reporting has certain inherent limitations, such as including approximations and estimates of transactions or events. The primary limitation, however, is the cost/ benefit relationship that exists in determining whether financial information should be required. On one hand, since accountability is identified as a cornerstone of financial reporting, an almost unlimited amount of information and detail could be required. On the other hand, too much detail may inhibit a clear understanding of the overall financial picture of a government and its operations. In addition, the needs of every potential reader and user of a government's financial statements could never be realistically identified and never practically met.

The GASB determined that in setting financial reporting standards, it should focus its attention on the common needs of users. More importantly, the GASB acknowledged that it must strike a balance between the almost unlimited financial reporting that could be required to demonstrate accountability and the costs that would be incurred by governments in obtaining and reporting the required information. The GASB also stated that it will consider factors such as the ability of certain classes of financial statement users to obtain information by special request, the intensity of the needs of all of the groups of users, the risks or costs to users of not having certain types of information, and the relative costs and benefits, considering the size or type of governmental entities involved.

The GASB issued GASB Concepts Statement 5, Service Efforts and Accomplishments Reporting—An Amendment of GASB Concepts Statement No. 2 (GASBCS 5), to provide an update to the service efforts and accomplishment reporting concepts contained in GASB Concepts Statement 2, Service Efforts and Accomplishments Reporting (GASBCS 2).

The GASB has made clear that service efforts and accomplishments reporting (SEA) is not required by generally accepted accounting principles for governments and is outside the scope of this book. SEA reporting is more currently referred to as performance measurement. The GASB's role in promulgating SEA (or performance measurement reporting) concepts has been quite controversial. GASBCS 5 makes it clear that it is beyond the scope of GASB to establish the goals and objectives of state and local governmental services, specific nonfinancial measures or indicators of service performance, or standards or benchmarks for service performance.

Nevertheless, the GASB issued GASBCS 5 to update GASBSCS 2 based upon the significant amount of research performed by the GASB in SEA reporting. It identifies elements of SEA performance measures for reporting purposes that focus on three different types of SEA performance measures:


	Measures of service efforts.

	Measures of service accomplishments.

	Measures that relate service efforts to service accomplishments.



GASBCS 5 also addresses the limitations of SEA performance information and comments on the usefulness of SEA performance information.

Since there is no requirement to consider the concepts in GASBSCS 5 for reporting in accordance with generally accepted accounting principles, there is no effective date for these concepts.





OBJECTIVES OF FINANCIAL REPORTING

With all of the above factors taken into consideration, GASBCS 1 describes what the GASB set forth as the financial reporting objectives for governments. All of the financial reporting objectives listed and described below flow from what the GASB believes to be the most important objective of financial reporting for governments: accountability. The GASB concluded that the same objectives apply to governmental-type activities as to business-type activities, since the business-type activities are really part of the government and are publicly accountable.

The following are the financial reporting objectives contained in GASBCS 1:


	Financial reporting should assist in fulfilling government's duty to be publicly accountable and should enable users to assess that accountability. Financial reporting should provide information to help determine whether current year revenues were sufficient to pay for current year services.

	Financial reporting should demonstrate whether resources were obtained and used in accordance with the entity's legally adopted budget. It should also demonstrate compliance with other finance-related legal or contractual requirements.

	Financial reporting should provide information to assist users in assessing the service efforts, costs, and accomplishments of the governmental entity.





NOTE: These objectives demonstrate the GASB's interest in using financial reporting to demonstrate a government's progress in achieving interperiod equity, described above, and as a means to compare actual performance with the legally adopted budgeted performance. In addition, service efforts and accomplishments reporting, which is the concept of financial performance indicators used in conjunction with nonfinancial indicators, is another means to measure performance. For example, how many miles of road did the government repave in the past year? How did this compare with what it planned to repave, and what it did repave in the prior year? How much did it cost per mile to repave the road? How much did it budget per mile to repave the road? How much did it cost per mile to repave the road last year?







	Financial reporting should assist users in evaluating the operating results of the governmental entity for the year. Financial reporting should provide information about origins and uses of financial resources.

	Financial reporting should provide information about how the governmental entity financed its activities and met its cash requirements.

	Financial reporting should provide information necessary to determine whether the entity's financial position improved or deteriorated as a result of the year's operations.





NOTE: These objectives are fundamental to basic financial accounting and reporting and would be appropriate as part of the objectives for financial reporting for commercial entities as well.







	Financial reporting should assist users in assessing the level of services that can be provided by the governmental entity and its ability to meet its obligations as they become due. Financial reporting should provide information about the financial position and condition of a governmental entity.

	Financial reporting should provide information about a governmental entity's physical and other nonfinancial resources having useful lives that extend beyond the current year, including information that can be used to assess the service potential for those resources.

	Financial reporting should disclose legal or contractual restrictions on resources and risks of potential loss of resources.








NOTE: These financial reporting objectives are meant to provide the user of the financial statements with information as to how financially capable the government is to continue to provide services to its constituents. For example, can the government continue to collect sufficient tax revenues to support its current level of service? Has the government made significant investments in capital resources that are available to benefit future generations of citizens and taxpayers?






At a time when the GASB is significantly changing the financial accounting and reporting model of governments, it is important to understand and keep in mind the underlying objectives of governmental financial reporting described in GASBCS 1.

The preparer or auditor of a governmental entity's financial statements must also understand these objectives as part of the framework used to determine the appropriate accounting treatment for the many types of transactions that fall within a “gray” area. Many times, the precise accounting treatment for a particular transaction or type of transaction is unclear from the promulgated standards. Understanding the financial reporting objectives and the conceptual framework with which these objectives were developed provides additional input in attempting to record these types of gray-area transactions within the spirit and intent of the promulgated accounting standards.

As mentioned earlier in this chapter, GASBCS 1 was issued in 1987 and the reader may be wondering whether these concepts and ideas are still relevant given all of the recent changes that have been made to governmental accounting and financial reporting since its issuance. The GASB published a whitepaper entitled “Why Governmental Accounting and Financial Reporting Is—and Should Be—Different,” which, as its title suggests, makes a case to reinforce the need to have separate accounting and financial reporting standards for governments and governmental entities. (The whitepaper is available for download on the GASB website—www.gasb.org.) It is remarkable that in making this case, the whitepaper looks back on and affirms many of the concepts contained in GASBCS 1, which are still very relevant in today's financial reporting environment. The whitepaper concludes (and the author agrees) that distinctive accounting and financial reporting rules for governments are made necessary by government's uniqueness relative to other types of organizations—including not-for-profit organizations.



COMMUNICATION METHODS


Concepts Statement 3—Communication Methods in General-Purpose External Financial Reports that Contain Basic Financial Statements

The GASB issued GASBCS 3 on communication methods to provide conceptual guidance on the placement of information within general-purpose external financial reports. GASBCS 3 addresses when information should be communicated in one of the following methods:


	Recognition in the basic financial statements.

	Disclosure in the notes to the financial statements.

	Presentation as required supplementary information.

	Presentation as supplementary information.



The principal user of the concepts contained in GASBCS 3 is the GASB, which will use these concepts in determining the communication methods to be used for information resulting from future Standards. However, financial statement preparers would also use the concepts in determining how to communicate information that is not specifically covered by a GASB pronouncement. The following briefly describes the intended uses for each of these communications methods as contained in the Concept Statement.


	Recognition in the basic financial statements. Items recorded in the financial statements are intended to provide reliable representations of the effects of transactions and other events. Items that are elements of financial statements and are measurable with sufficient reliability are recognized in the financial statements. Disclosure in the notes to financial statements or presentation as supporting information is not an adequate substitute.

	Disclosure in the notes to the financial statements. Notes are essential to a user's understanding of the financial statements, meaning that they are so important as to be indispensable to a user (1) with a reasonable understanding of government and public finance activities and of the fundamentals of government financial reporting and (2) with a willingness to study the information with reasonable diligence. Notes may include management's objective explanation of recognized amounts and related known facts, contingencies, certain risks that affect financial statements, subsequent events, measurement methods, accounting policies, and other information essential to understanding the financial statements. Notes do not include subjective assessments of the effects of reported information on the reporting unit's financial position or predictions about the effects of future events on financial position.

	Presentation as required supplementary information. Required supplementary information (RSI) is supporting information that the GASB has concluded is essential for placing the basic financial statements and notes in an appropriate operational, economic, or historical context. RSI may include explanations of known amounts, analysis of known facts or conditions, or information for placing the basic financial statements or notes in proper context. RSI would not include subjective assessments of the effects of reported information on the reporting unit's future financial position, predictions about the effects of future events on future financial position, or information unrelated to the financial statements.

	Presentation as supplementary information. Supplementary information (SI) is supporting information that is useful for placing the basic financial statements and notes in appropriate operational, economic, or historical context. Presentation of SI is voluntary; however, any applicable standards regarding content and format of the information should be followed.






ELEMENTS OF FINANCIAL STATEMENTS

The GASB issued Concepts Statement 4, Elements of Financial Statements (GASBCS 4), which is a component of the conceptual framework of objectives and fundamental concepts that can be used as a basis for establishing consistent financial reporting standards.

GASBCS 4 establishes definitions for the seven elements of historically based financial statements of state and local governments as follows:


	Assets are resources with present service capacity that the entity controls.

	Liabilities are present obligations to sacrifice resources that the government has little or no discretion to avoid.

	A deferred outflow of resources is a consumption of net assets by the government that is applicable to a future reporting period.

	A deferred inflow of resources is an acquisition of net assets by the government that is applicable to a future reporting period.

	Net position is the residual of all other elements presented in a statement of financial position.

	An outflow of resources is a consumption of net assets by the government that is applicable to the reporting period.

	An inflow of resources is an acquisition of net assets by the government that is applicable to the reporting period.



Clearly, GASBCS 4's definitions all hinge on the concept of “resources.” A resource is defined as an item that can be drawn upon to provide services to the citizenry.







OBSERVATION: The definitions of deferred inflows and outflows of resources described above became the foundation for GASB Statement No. 63, Financial Reporting of Deferred Outflows of Resources, Deferred Inflows of Resources, and Net Position, which is discussed in Chapter 9.








Measurement of Elements of Financial Statements

The GASB issued Concepts Statement No. 6—Measurement of Elements of Financial Statements (GASBCS 6) to address both measurement approaches and measurement attributes for elements of financial statements. As described in GASBCS 6, a measurement approach determines whether an asset or liability presented in a financial statement should be (1) reported at an amount that reflects a value at the date that the asset was acquired or the liability was incurred or (2) remeasured and reported at an amount that reflects a value at the date of the financial statements. A measurement attribute is the feature or characteristic of the asset or liability that is measured.

GASBCS 6 establishes the two measurement approaches that would be used in financial statements, as follows:


	Initial-transaction-date-based measurement (initial amount). The transaction price or amount assigned when an asset was acquired or a liability was incurred, including subsequent modifications to that price or amount, such as through depreciation or impairment.

	Current-financial-statement-date-based measurement (remeasured amount). The amount assigned when an asset or liability is remeasured as of the financial statement date.



GASBCS 6 establishes the four measurement attributes that would be used in financial statements, as follows:


	Historical cost is the price paid to acquire an asset or the amount received pursuant to the incurrence of a liability in an actual exchange transaction.

	Fair value is the price that would be received to sell an asset or paid to transfer a liability in an orderly transaction between market participants at the measurement date.

	Replacement cost is the price that would be paid to acquire an asset with equivalent service potential in an orderly market transaction at the measurement date.

	Settlement amount is the amount at which an asset could be realized or a liability could be liquidated with the counterparty, other than in an active market.








NOTE: Concepts Statements themselves do not change existing GAAP; rather, they form a basis on which the GASB will likely issue a new statement, which will then change existing GAAP. Essentially, it represents a reexamination of the accounting basis (historical cost or fair value) of the various components of the financial statements.






Concepts Statements are used by the GASB in its standards-setting process. There is nothing that a financial statement preparer needs to implement relative to a Concepts Statement. However, when a financial statement preparer is faced with an accounting issue for which no clear standards or practices exist, Concepts Statements can be a useful resource in selecting an appropriate accounting treatment.




HIERARCHY OF GOVERNMENTAL ACCOUNTING STANDARDS

The GASB is responsible for promulgating accounting principles for governments. The manner in which the GASB promulgates accounting principles depends somewhat on the pervasiveness and the degree of impact that a new accounting principle is anticipated to have. Generally, an issue or topic will be brought to the GASB's attention for consideration from any of a number of sources, including governments themselves, independent auditors, the GASB board members, or GASB staff. In addition, advisory committees, such as the Governmental Accounting Standards Advisory Council, may also bring matters to the GASB's attention for consideration. Based on the input of these individuals, organizations, and groups regarding important technical issues that need to be addressed, the GASB will determine its formal technical agenda. Once a matter is placed on the GASB's technical agenda, staff resources are devoted to the issue to study and evaluate various alternatives to address it. After the initial research is completed, the GASB staff may issue an Invitation to Comment (ITC) or a Discussion Memorandum (DM) to solicit comments from the constituent groups regarding the advantages and disadvantages of the various alternatives available. Upon receipt and analysis of the feedback from an ITC or a DM, the GASB may be able to reach some initial conclusions about the contents of a final accounting standard. If this is the case, the GASB will issue an Exposure Draft (ED) for public comment. If the GASB still has remaining questions or feels that additional feedback is needed from the constituent community, it may issue a Preliminary Views document (PV). The PV sets forth preliminary views on an accounting matter, but also poses additional questions to the constituent community with the hope of soliciting additional input to be included in the next stage in the due process procedure, the ED.

For issues that are not very pervasive or complex, or where the alternatives are limited, the GASB will decide not to issue an ITC or a DM and move directly to issue an ED. This is the most frequently used approach. ITCs and DMs are reserved for the more important and complex issues. The GASB evaluates and considers the feedback obtained from an ED and then issues a final Statement. If significant changes result from the feedback obtained from the ED, the GASB may choose to issue a second ED before it proceeds to the final Statement.

The process described above would apply whether the GASB is issuing a new Statement or an Interpretation of an existing Statement. In addition to Statements and Interpretations, the GASB issues Technical Bulletins (TBs) and Implementation Guides (usually called “Q&As” because of their question-and-answer format). These two documents are not subject to the same due process procedures described above for new Statements and Interpretations. TBs and Q&As are actually issued by the GASB staff, but they may not be issued if, after review, a majority of the GASB board objects to their issuance.


GAAP Hierarchy for Governments

The hierarchy of GAAP for governments is provided in GASB Statement No. 76, The Hierarchy of Generally Accepted Accounting Principles for State and Local Governments (GASBS 76). The objective of setting a GAAP hierarchy is to identify the sources of accounting principles used to prepare financial statements of state and local governmental entities in conformity with GAAP and the framework for selecting those principles. GASBS 76 provides two categories, as follows:




	Category A
	Officially established accounting principles, which consist of GASB Statements. 


	Category B
	GASB Technical Bulletins: GASB Implementation Guides, and literature of the AICPA that has been cleared by the GASB. 
  

GASBS 76 provides that if the accounting treatment for a transaction or other event is not specified by a pronouncement in Category A, a governmental entity should then consider whether the accounting treatment is specified by a source in Category B.

If the accounting treatment for a transaction or other event is not specified in Category A or Category B, a government should first consider accounting principles for similar transactions within Categories A and B. If the accounting treatment cannot be determined from this consideration, then nonauthoritative accounting literature from other sources, described below, may be considered provided the other source does not conflict with or contradict the authoritative GAAP of Categories A and B.

In addition, GASBS 76 specifies that a governmental entity should not apply the accounting principles in authoritative GAAP to similar transactions or events if those accounting principles prohibit the application of the accounting treatment to the particular transaction or event or indicate that the accounting treatment should not be applied by analogy.


Sources of nonauthoritative accounting literature

GASBS 76 provides that the sources of nonauthoritative accounting literature include:


	GASB Concepts Statements.

	Pronouncements and other literature of the:

	Financial Accounting Standards Board.

	Federal Accounting Standards Advisory Board.

	International Public Sector Accounting Standards Board.





	AICPA literature not cleared by the GASB.

	Practices that are widely recognized and prevalent in state and local government.

	Literature of other professional associations or regulatory agencies: Accounting textbooks, handbooks, and articles.



In evaluating the appropriateness of nonauthoritative literature, GASBS 76 provides that a governmental entity should consider the consistency of the literature with GASB Concepts Statements, the relevance of the literature to the particular circumstances, the specifics of the literature, and the general recognition of the issuer or author as an authority.





CODIFICATION OF CERTAIN FASB AND AICPA ACCOUNTING AND FINANCIAL REPORTING GUIDANCE

The GASB issued Statement No. 62 (GASBS 62), Codification of Accounting and Financial Reporting Guidance Contained in Pre–November 30, 1989 FASB and AICPA Pronouncements, which incorporates into the GASB standards certain accounting and financial reporting guidance that is included in pronouncements of the FASB and AICPA issued on or before November 30, 1989, which do not conflict with or contradict GASB pronouncements.

Previously, GASB Statement No. 20 (GASBS 20), Accounting and Financial Reporting for Proprietary Funds and Other Governmental Entities That Use Proprietary Fund Accounting, required funds and other governmental entities that use proprietary accounting (which would also include government-wide financial statements) to apply all applicable GASB pronouncements, as well as the following pronouncements of the FASB and AICPA issued on or before November 30, 1989, unless those pronouncements conflict with or contradict GASB pronouncements:


	FASB Statements.

	FASB Interpretations.

	Accounting Principles Board Opinions.

	Accounting Research Bulletins.



As all authoritative GAAP for private sector organizations is now contained solely in the FASB's Accounting Standards Codification, these FASB and AICPA pronouncements technically no longer exist. Accordingly, the GASB addressed this issue by including in the GASB standards (by means of GASBS 62) all of the applicable pre–November 30, 1989, FASB and AICPA standards.

GASBS 62 addresses the following general accounting topics:


	Capitalization of Interest Cost.

	Revenue Recognition for Exchange Transactions.

	Revenue Recognition when Right of Return Exists.

	Statement of Net Assets Classification.

	Special and Extraordinary Items.

	Comparative Financial Statements.

	Related Parties.

	Prior Period Adjustments.

	Accounting Changes and Error Corrections.

	Disclosure of Accounting Policies.

	Contingencies.

	Construction-Type Contracts—Long Term.

	Extinguishments of Debt.

	Troubled Debt Restructuring.

	Foreign Currency Transactions.

	Interest Costs—Imputation.

	Inventory.

	Investments in Common Stock.

	Leases.

	Nonmonetary Transactions.

	Sales of Real Estate.

	Costs and Initial Rental Operations of Real Estate Projects.

	Research and Development Arrangements.



GASBS 62 also addresses the following industry-specific standards:


	Broadcasters.

	Cable Television Systems.

	Insurance Entities—Other Than Public Entity Risk Pools.

	Lending Activities.

	Mortgage Banking Activities.

	Regulated Operations.

	Rights of Offset.



While substance of the above content is onerous (GASBS 62 is hundreds of pages long), the GASB used the approach of adopting the accounting and reporting requirements essentially as they existed in the applicable pre–November 30, 1989, FASB and AICPA pronouncements, modifying the language as appropriate to recognize the effects of the governmental environment without affecting the substance of the provisions. Accordingly, GASBS 62 is not intended to establish new financial reporting requirements or modify existing requirements. Rather, it incorporates FASB and AICPA accounting and reporting guidance applicable to governments and governmental entities into the GASB literature. While the GASB's intent was not to change accounting of financial reporting requirements, in the Basis for Conclusions of GASBS 62 the GASB does state that it recognizes that practitioners in exercising professional judgment may have reached different conclusions in applying the hierarchy without specific guidance. This Guide incorporates the significant general guidance areas of GASBS 62.

The GASB issued Statement No. 66 (GASBS 66), Technical Corrections—2012, an Amendment of GASB Statements No. 10 and 62, to make some minor corrections/clarifications to these two GASB Statements. As pertains to GASBS 66, the technical corrections are as follows:


	Operating Leases—GASBS 62, paragraphs 222 and 227(b), is amended to delete what could be perceived as a prohibition of the use of the fair value method that is permitted in paragraph 6(b) of FASB Statement No. 13.

	Purchase of a Loan or Group of Loans—GASBS 62, paragraph 442, is amended to clarify that the purchase of a loan or group of loans should be reported at its purchase price. The initial investment in a purchased loan or group of loans should include the amount paid to the seller plus any fees paid or less any fees received.

	Service Fees—GASBS 62, paragraph 460 is deleted to remove the provision that the same price should be adjusted, for purposes of determining any gain or loss on the sale, to provide for the recognition of a normal servicing fee in each subsequent year.





SUMMARY

This chapter provides a basic foundation for the governmental accounting and financial reporting environment. Understanding this environment will help the reader understand and apply the details of the accounting and financial reporting principles discussed throughout the rest of this book.







3
FUND ACCOUNTING FUNDAMENTALS





	Introduction

	Definition of Fund and the Purpose of Fund Accounting

	Why Do Governments Use Fund Accounting?

	Fund Accounting under the GASBS 34 Reporting Model

	How Is the Number of Funds to Be Established Determined?





	A Synopsis of the Various Types of Funds Used by Governments for Accounting and Financial Reporting

	Governmental Funds

	General Fund

	Special Revenue Funds

	Capital Projects Funds

	Debt Service Funds

	Permanent Funds





	Proprietary (Business-Type) Funds

	Enterprise Funds





	Internal Service Funds

	Fiduciary Funds

	Pension and Other Employee Benefit Trust Funds

	Investment Trust Funds

	Custodial Funds

	Private-Purpose Trust Funds





	Major Funds





	A Definition Of Basis Of Accounting and Measurement Focus

	Basis of Accounting

	Cash Basis of Accounting

	Accrual Basis of Accounting

	Modified Accrual Basis of Accounting









	Recognition and Measurement of Certain Fund Liabilities and Expenditures

	Measurement Focus




	A Synopsis of Basis of Accounting and Measurement Focus Used by Each Type of Fund

	Summary




INTRODUCTION

To fully understand the accounting and financial reporting principles of state and local governments, financial statement preparers and auditors must be familiar with two key concepts: fund accounting and the basis of accounting and measurement focus used by funds. This chapter discusses the following information:


	A definition of fund and the purposes of fund accounting.

	A synopsis of the various types of funds used by governments for accounting and financial reporting.

	A definition of basis of accounting and measurement focus.

	Recognition and measurement of certain fund liabilities and expenditures.

	A description of which basis of accounting and measurement focus are used by each type of fund.



These concepts are key components of the fundamental differences between the accounting and financial reporting for governments and private enterprises. Financial statement preparers and their auditors will need to understand these concepts in understanding the differences between government-wide and fund financial statements. This chapter includes some summarized information to give the reader an overview of the governmental accounting and financial reporting structure. More detailed information is contained in later chapters, which examine not only the accounting for, but also the uses of, the various types of funds and how typical transactions of these funds are reflected in the accounting records. Chapter 9 describes the accounting treatment of various types of transactions that can occur between funds.



DEFINITION OF FUND AND THE PURPOSE OF FUND ACCOUNTING

Fund was defined by Statement 1 of the National Council on Governmental Accounting (NCGAS 1), entitled Governmental Accounting and Financial Reporting Principles, as follows:


A fund is 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.



This definition requires some explanation and clarification to be useful.

First, a fund is a separate entity for accounting and financial reporting purposes. A fund in itself is not a separate legal entity, although it may be established to comply with laws that require that certain transactions be segregated and accounted for as a separate “fund.”

Second, a fund has a self-balancing set of accounts that record assets, liabilities, fund balance, and the operating activities of the fund. In other words, a balance sheet and operating statement can be prepared for individual funds. A fund's financial statements would not necessarily include all of the accounts for assets and liabilities that one would expect to find in a commercial enterprise's financial statements. As will be discussed later in this chapter, fixed assets or long- term liabilities are not recorded in the financial statements of funds classified as “governmental.” Rather, governmental fixed assets, now referred to as capital assets, and long-term liabilities are reported only on the government-wide financial statements under the GASBS 34 financial reporting model. Thus, self-balancing should not be taken to mean a complete picture. It should indicate that the transactions that are supposed to be recorded in a fund are self-balancing; for instance, the debits equal the credits (its trial balances), and that assets less liabilities equals the fund's residual (or, stated differently, its equity or fund balance).






NOTE: One common mistake that is often made by those not familiar with fund accounting is to assume that a fund is synonymous with a “pot of money” available to spend. This is not the case. A fund's “fund balance” represents the difference between the fund's assets and the fund's liabilities (as well as any deferred inflows and outflows of resources). Many of a fund's assets may not be in the form of currency, such as a receivable. Therefore, it is important to keep in mind that a “fund” is an accounting convention for control and financial reporting purposes, and is not the same as a bank account.







Why Do Governments Use Fund Accounting?

Fund accounting for governments was developed in response to the need for state and local governments to be fully accountable for their collection and use of public resources. The use of funds is an important tool for governments to demonstrate their compliance with the lawfully permitted use of resources. A predecessor to fund accounting was the use of separate bank accounts for separate purposes. The finer the degree of financial reporting, management, accountability, and segregation of resources, the less likely it is that governments would overspend budgets or not be as candid in financial reporting as they should be. Clearly, maintaining separate bank accounts for all of the different revenue sources and types of expenditures for the complex governments of today is not practical. Thus, separate bank accounts were replaced by the use of separate funds.



Fund Accounting under the GASBS 34 Reporting Model

Fund accounting remains an important aspect of financial reporting for governments. GASBS 34 includes within its financial reporting model fund financial statements. Fund financial statements enable governments to continue to demonstrate legal compliance as described above. Since the overwhelming number of general-purpose governments have legally adopted budgets at the fund level, demonstration of compliance with budgets is an important component of fund reporting under the GASBS 34 reporting model. However, under the GASBS 34 reporting model, information about a government's overall financial condition and activities is presented in government-wide financial statements that do not provide fund information and in fact are prepared using different accounting methods than the fund financial statements. Reading the government-wide financial statements provides additional information to the user of a government's financial statements that was not previously available from the prior reporting model, which relied exclusively on fund and account group reporting.






NOTE: While fund accounting is an important part of the GASBS 34 reporting model, a review of the more significant accounting pronouncements of the GASB issued after implementation of the GASBS 34 reporting model reveals an emphasis on the accounting used in the government-wide financial statements (and proprietary funds) rather than the governmental fund financial statements (with some notable exceptions). This doesn't necessarily signal that the GASB deemphasizes the importance of governmental funds, but they are clearly, at least to the author, not a high priority for new accounting pronouncements. That said, the GASB's project related to financial reporting model improvements in governmental funds will very likely result in a change to the current financial resources measurement focus and modified accrual basis of accounting used by these funds.








How Is the Number of Funds to Be Established Determined?

The number of separate funds to be established should be based on either legal requirements or management judgment for sound financial administration. In other words, where statute or law requires the establishment of particular funds, certainly these funds must be established by the government. Similarly, establishment of separate funds may be required by contracts into which the government enters, such as bond indentures.

Beyond these legal and contractual requirements, management should determine how many funds should be established to segregate the activities related to carrying on specific activities or attaining certain objectives in accordance with special regulations, restrictions, or limitations. As discussed below, there are different fund types, and most governments will find that they have at least one fund in each fund type.






NOTE: Under the GASBS 34 financial reporting model, distinctions of fund types became somewhat less important, since financial reporting is driven by whether a fund is a major or nonmajor fund, rather than its fund type. The concept of fund type, however, is useful in understanding the purposes for different funds. While reporting by all fund types is not a component of GASBS 34, distinguishing between governmental and business-type activities remains important. In addition, presentation of funds in the fund financial statements grouped by their fund type within the major and nonmajor fund categories can be useful to the financial statement reader. Determination of major funds is discussed later in this chapter. GASBS 54, Fund Balance Reporting and Governmental Fund Type Definitions, fine-tunes the definitions of the fund types. The specific new definitions are discussed in later chapters that discuss the specific fund types.






However, other governments have multiple funds in each fund type. These governments could easily find that they have over 100 funds that “roll up” or combine into one fund type. The financial management of these governments should consider, however, that the establishment of too many funds is likely to result in cumbersome accounting and financial reporting procedures. The development of more sophisticated accounting software, with increasingly greater capability to segregate transactions within expanding account code structures, is likely to encourage governments to use fewer funds. Accountability may be achieved with better account coding, rather than with the establishment of many funds (see Exhibit 1).



Exhibit 1: Size of government's operations versus number of funds


The size of a government's operations does not necessarily coincide with the number of funds that it establishes. For example, excluding component units, the city of New York uses one general fund (a government can have only one general fund), one special revenue fund, one capital projects fund, and one debt service fund to account for its governmental activities. These four funds (in addition to blended component units) are used to account for total revenues in excess of $75 billion. Many smaller governments have dozens of special revenue, capital projects, and debt service funds to account for a far lower volume of activity.

The number of funds is influenced not only by legal requirements, but also by the reliance on fiscal controls built into financial accounting systems. The number of funds established is also affected by the political forces that shape the financial functioning of the government. Some executive branches (mayors, governors, etc.) and legislatures (city councils, state legislatures, etc.) believe financial accountability is increased by using many funds. The result is a wide disparity in the number of funds found at all levels of government.





A SYNOPSIS OF THE VARIOUS TYPES OF FUNDS USED BY GOVERNMENTS FOR ACCOUNTING AND FINANCIAL REPORTING

The following paragraphs introduce the various types of funds that a government may have. This is only a brief introduction to each of these fund types. Each fund type is more fully discussed in later chapters.

The fund types are categorized into three different activities: governmental, business-type, and fiduciary.


	Governmental:

	(a) General fund.

	(b) Special revenue funds.

	(c) Capital projects funds.

	(d) Debt service funds.

	(e) Permanent funds.





	Proprietary (business-type):

	(a) Enterprise funds.

	(b) Internal service funds.





	Fiduciary:

	(a) Pension and other employee benefit trust funds.

	(b) Investment trust funds.

	(c) Custodial funds.

	(d) Private-purpose trust funds.







Following is a summary of the basic characteristics of each of these fund types and funds. Later chapters provide more detailed information.


Governmental Funds


General Fund

The general fund is used to account for all of the financial resources of the government, except those required to be accounted for in another fund. It is the primary operating fund of the government. It should account for all activities of the government unless there is a compelling reason to account for the activities in another fund type, including the legal and contractual requirements discussed previously. In addition, circumstances in which funds need to be segregated to carry on specific activities or attain certain objectives in accordance with special regulations, restrictions, or limitations are reasons for using another fund type. The latter require the judgment of management to determine whether the activities will be accounted for in the general fund or in other fund types.



Special Revenue Funds

Special revenue funds are used to account for the proceeds of specific revenue sources legally restricted to expenditures for specific purposes. The legal restriction on the expenditures does not mean that there is a legal requirement to establish a special revenue fund. If there is a legal or contractual requirement to establish a special revenue fund to account for these earmarked revenues, the government should establish the mandated fund. If there is no legal or contractual requirement, the use of special revenue funds is optional. GAAP does not require the use of special revenue funds (with one small exception relating to blended component units, described below). The activities normally recorded in special revenue funds are frequently accounted for by governments in their general fund. If the government decides to set up special revenue funds, the government also needs to determine how many to establish—for instance, one for all special revenues or numerous funds to account for a variety of types of special revenue. However, given that the purpose of special revenue funds is basically to account for restricted revenues, it is unlikely that using one special revenue fund for many types of special revenues would be helpful in demonstrating legal compliance.

A common example of earmarked revenues that governments may choose to account for in a special revenue fund are the proceeds from grants or other aid programs. Generally, these grant or aid program revenues must be used for specific types of expenditures, and accordingly, accountability for the expenditure may be facilitated by using a special revenue fund. In addition, if not accounted for in the general fund, states should use a special revenue fund to account for the administration of the federal food stamp program.

Certain revenues are precluded by GAAP from being recorded in special revenue funds. Revenues that are earmarked for expenditures for major capital projects should not be recorded in special revenue funds.

The instance in which GAAP requires the use of special revenue funds involves the reporting of component units. As more fully described in Chapter 6, certain legally separate entities may be included in a government's financial reporting entity. Some of these entities may have governmental activities that are blended with the reporting government's own governmental funds, as if the component unit were part of the reporting government. In cases where these blended component units have general funds, these general funds should not be combined with the general fund of the reporting government, but should be reported as special revenue funds.



Capital Projects Funds

Capital projects funds may be used to account for financial resources to be used for acquisition or construction of major capital facilities other than those financed by proprietary or trust funds. As with special revenue funds, the use of capital projects funds (with one exception, described below) is optional to the government, absent any legal or contractual requirement. Again, if the government elects to use capital projects funds, it must also decide whether to establish one fund to account for all capital projects or separate capital projects funds for each capital project or group of projects.

The exception, the situation in which a government is required to establish a capital projects fund under GAAP, relates to when grants or shared revenues are received for capital projects. NCGAS 2, Grant, Entitlement, and Shared Revenue Accounting by State and Local Governments, states that capital grants and shared revenues restricted for capital acquisitions or construction (other than those associated with enterprise and internal service funds) should be accounted for in a capital projects fund.



Debt Service Funds

A government may use debt service funds to account for accumulation of resources for and payment of general long-term debt principal and interest. The use of debt service funds is generally optional for a government, absent any legal or contractual requirement. (Before deciding not to establish debt service funds, financial managers of governments should ensure that these funds are not required by any of the government's bond indentures.)

NCGAS 1 states, “Debt service funds are required when they are legally mandated and/or if financial resources are being accumulated for principal and interest payments maturing in future years.” The second part of this statement requires some clarification. The phrase has been interpreted to mean that the government is regularly setting aside resources to pay more than one year's debt service (principal and interest payments). In other words, the government is using a mechanism similar to a sinking fund to accumulate resources to pay debt service in the future. In this case, the government would be required by GAAP to establish a debt service fund. On the other hand, if the government only sets aside resources to pay the next year's debt service, it is not interpreted to be “accumulating” resources, and a debt service fund would not be required. In this latter case, the government may still establish a debt service fund if it facilitates financial management of these resources.

There is a second instance in which GAAP would require the establishment of a debt service fund. NCGAS 2 states that grants, entitlements, or shared revenues received for the payment of principal and/or interest on general long-term debt should be accounted for in a debt service fund.



Permanent Funds

GASBS 34 created a governmental fund known as a permanent fund. A permanent fund is used to report resources that are legally restricted to the extent that only earnings, and not principal, may be used for purposes that support the reporting government's programs, meaning that the earnings are for the benefit of the government or its citizenry. Types of arrangements that would often be accounted for in a permanent fund are sometimes called “endowments.” Permanent funds are not the same as a private-purpose trust fund (a fiduciary fund that is described later), which is used to report situations in which the government is required to use the principal or earnings for the benefit of individuals, private organizations, or other governments and not for the support of its own programs.




Proprietary (Business-Type) Funds

Proprietary funds, as the name implies, are used to account for the proprietary or business- type activities of a government. GASBS 34 established requirements for when enterprise and internal service funds should be used. The requirements are discussed later in this section as they apply separately to enterprise and internal service funds.


Enterprise Funds

NCGAS 1 defines the purpose of enterprise funds as:


to account for operations (a) that are financed and operated in a manner similar to private business enterprises—where the intent of the governing body is that the costs (expenses, including depreciation) of providing goods or services to the general public on a continuing basis be financed or recovered primarily through user charges; or (b) where the governing body has decided that periodic determination of revenues earned, expenses incurred, and/or net income is appropriate for capital maintenance, public policy, management control, accountability, or other purposes.



A government may use an enterprise fund to account for activities if the criteria of either or (b) are met. In most cases, governments use enterprise funds because there are certain activities performed by governments for the public that closely resemble the characteristic described in (a) above. For example, the government may operate a water and sewer utility that charges its customers for the services rendered. The net results of operations for this particular activity are determined using accounting similar to that used by a commercial enterprise, generally providing the most relevant information to the financial statement user. The government's intent does not have to be to recover all of the costs of the particular activity. However, even if only partial cost recoupment is intended, it is still likely to be desirable to use an enterprise fund to determine the extent of the government's subsidy of a particular activity.

While the criterion under (a) above provides the most common reason to establish enterprise funds, the criterion in (b) certainly provides the government's management with latitude to determine whether to account for certain activities in an enterprise fund.

As will be more fully described in later chapters, there are two activities that GAAP requires to be accounted for in enterprise funds. These activities are a government-operated hospital (Chapter 25) and a government public entity risk pool (Chapter 24).

Governments may use enterprise funds to report any activity for which a fee is charged to external users for goods or services. Accordingly, a government may report as enterprise funds those activities in which a fee is charged to external users of goods or services. The significant change made by GASBS 34 was to establish conditions when the use of an enterprise fund would actually be required.

Activities are required to be reported in an enterprise fund if any one of the following criteria is met. The criteria are to be applied in the context of the activity's principal revenue sources. This means that if the criteria are met for a revenue other than the principal revenue for an activity, the use of an enterprise fund would not be required. In addition, the criteria are applied to activities, which is different from applying them to a fund. In other words, if an activity presently accounted for in the general fund meets any of the criteria, the use of an enterprise fund is required, despite the fact that the activity is not presently accounted for in a separate fund. (These criteria are not meant to require that insignificant activities of governments be reported as enterprise funds simply because a fee or charge is levied. If that fee or charge is not the activity's principal revenue source, the use of an enterprise fund is not required.) The criteria are as follows:


	The activity is financed with debt that is secured solely by a pledge of the net revenues from the fees and charges of the activity, with two additional clarifications:

	If the debt is secured in part by a portion of its own proceeds, it would still be considered as payable solely from the revenues of the activities. In other words, if some of the proceeds from the debt from an activity were placed in debt service reserve accounts, this would not exempt the activity from being reported as an enterprise fund if it would otherwise meet this criterion.

	Debt that is secured by a pledge of revenues from fees and charges and the full faith and credit of a related primary government or component unit is not payable solely from the fees and charges of the activity, and the activity would not be required to be reported as an enterprise fund. (The primary government or the component unit does not have to be expected to make any payments—the pledge of its full faith and credit is sufficient to avoid the requirement to account for the activity using an enterprise fund.)





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

	The pricing policies of the activity establish fees and charges designed to recover its costs, including capital costs (such as depreciation and debt service).



Under GASBS 34, state unemployment insurance funds and public entity risk pools are required to be accounted for in enterprise funds. GASBS 34 did not affect the accounting for special assessment projects because there is no activity for which external users are charged a fee for goods or services. In the case of special assessments, capital assets are constructed and the property owners reimburse the government for amounts necessary to pay principal and interest on bonds.




Internal Service Funds

NCGAS 1 states that internal service funds may be used “to account for the financing of goods or services provided by one department or agency to other departments or agencies of the governmental unit, or to other governmental units, on a cost-reimbursement basis.” In other words, these are activities that are not performed for the general public (as with enterprise funds), but are performed for other parts of the government itself, hence the term internal service funds (Exhibit 2). Governments decide to establish internal service funds if they believe that the cost management of a particular activity can be improved by first identifying the costs of the activity or service and then charging the cost of the activity or service to the recipient agencies or departments.



Exhibit 2: Internal service fund example


Understanding the use of an internal service fund can best be explained by the use of an example.

The city of Anywhere uses an internal service fund to account for the operations of its motor vehicles, commonly referred to as a motor pool. Many of the city's agencies and departments use cars and trucks, such as the police department, fire department, social services administration, as well as the executive and administrative functions of the city.

The motor pool internal service fund maintains the city's fleet of vehicles, including purchasing and servicing the vehicles. The total of the costs of the motor pool is estimated and “charged” to the departments that use the vehicles on some equitable basis, such as the number of vehicles used by the various departments. In charging the departments, consideration may also be given to the type of vehicle, since the costs of maintaining a compact car are quite different from those of a large truck.

The motor pool sets its charges so that it breaks even on its operations. The city benefits from the economies of scale of maintaining all or most of its vehicles by a centralized source. In addition, the user agencies and departments save their own time and effort in not having to handle the details of purchasing and maintaining their own individual fleets of vehicles.


Establishing an internal service fund is completely at the discretion of the government. There are no instances in which GAAP requires internal service funds.

GASBS 34, however, established one circumstance when an internal service fund should not be used. Internal service funds should be used only if the reporting government is the predominant participant in the activity. If it is not, the activity should be reported as an enterprise fund.



Fiduciary Funds

Fiduciary funds are used if the government has a fiduciary or custodial responsibility for assets. GASB Statement No. 84, Fiduciary Activities (GASBS 84), revised some of the accounting requirements for fiduciary funds (including when it is appropriate to use fiduciary funds to account for certain activities.) These requirements are more fully described in Chapter 8. The following overview of these types of funds has been updated to reflect the requirements of GASBS 84, which is effective for periods beginning after December 15, 2018.

The types of fiduciary funds are described briefly below.


Pension and Other Employee Benefit Trust Funds

Many governments sponsor pension plans that provide benefits to their employees and to other governmental employers. In cases in which the government manages the pension plans, or when the pension plans are part of the reporting entity of the government, they are accounted for as pension trust funds. Accounting rules for pension plans are somewhat unique and are covered more fully in Chapter 24. Governments that report deferred compensation plans under Sections 457 and 401(k) of the Internal Revenue Code within their reporting entity would account for these plans within this fund type.



Investment Trust Funds

Investment funds are used by governments to report the external portion of separate investment pools that are sponsored by governmental entities as well as individual investment accounts that are held in trust and meet certain criteria. This type of fiduciary fund was created by GASB Statement 31, Accounting and Financial Reporting for Certain Investments and for External Investment Pools, which is discussed in Chapter 12. GASBS 84 also refreshed the requirements and terminology used with respect to investment trust funds, as more fully discussed in Chapter 8.



Custodial Funds

Custodial funds are used to report fiduciary activities that are not required to be reported in pension (and other employee benefit) trust funds, investment trust funds, or private-purpose trust funds. In addition, the external portion of investment pools that are not held in a trust should be reported in a separate external investment pool fund column, under the custodial funds classification. Prior to GASBS 84, custodial funds were referred to as agency funds. Also, unlike prior accounting requirements, GASBS 84 requires custodial funds to report their activities for the year presented in addition to the year-end balance sheet.



Private-Purpose Trust Funds

Private-purpose trust funds are used to report all fiduciary activities that are not required to be reported in pension (or other employee benefit) trust funds or investment funds and are held in a trust that meets certain criteria.




Major Funds

As mentioned above, when reporting fund financial statements, the focus of the reporting is on major funds. Consideration of fund financial reporting is dependent upon the proper identification of major and nonmajor funds. GASBS 34 provides the following guidance for determining what is a major fund:


	The main operating fund (the general fund or its equivalent) is always considered a major fund.

	Other individual governmental and enterprise funds should be reported as major funds based on the following criteria:

	Total assets, liabilities, revenues, or expenditures/expenses of that individual fund are at least 10% of the corresponding total (assets, liabilities, revenues or expenditures/ expenses) for all funds of that category or type (i.e., total governmental or total enterprise funds); and

	Total assets, liabilities, revenues, or expenditures/expenses of the individual fund are at least 5% of the corresponding total for all governmental and enterprise funds combined.





	In applying the 5% and 10% criteria above to governmental funds, it should be noted that revenues do not include other financing sources, and expenditures do not include other financing uses. This serves to avoid wide year-to-year variances in major fund determinations that may be caused by activities such as bond issuances. In applying the 5% and 10% criteria above to enterprise funds, it should be noted that both operating and nonoperating revenues and expenses should be considered as well as gains, losses, capital contributions, additions to permanent endowments, and special items.



In addition, if a government has only governmental funds and no enterprise funds, only the 10% criteria need be applied. In other words, if an individual governmental fund failed the 10% test, the government should not then subject this fund, in this example, to the 5% test. This fund would not be reported as a major fund.


	In addition to these criteria, if the government believes that a particular fund not meeting the above criteria is important to financial statement readers, it may be reported as a major fund. (In other words, nonmajor funds are reported in a single column. If a government desires to break out a nonmajor fund separately, it should treat that fund as a major fund.)

	Blended component units of the component unit should be evaluated to determine whether they must be reported as major funds.

	The major fund determination is done using the combined fund type amounts, regardless of any reconciling items to the government-wide financial statements. In addition, the analysis is done using amounts as reported under generally accepted accounting principles—the budgetary basis of accounting (if different from generally accepted accounting principles) should not be used.

	The calculations provided above represent the minimum requirements for government and proprietary funds that must be considered major funds. If a fund of these fund types does not meet the monetary criteria described above, the government is permitted to report that fund as a major fund, if it so chooses. A government may do this because a fund that may be smaller in size may be of particular interest to financial statement readers.






A DEFINITION OF BASIS OF ACCOUNTING AND MEASUREMENT FOCUS

Two of the most important distinguishing features of governmental accounting and financial reporting are the basis of accounting and measurement focus used. Additionally, as discussed in the next section, not all of the funds of a government use the same basis of accounting and measurement focus, further distinguishing and complicating governmental accounting and financial reporting. A simple rule of thumb to help clarify the difference between the two concepts is that the basis of accounting determines when transactions will be recorded and the measurement focus determines what transactions will be recorded.


Basis of Accounting

Basis of accounting refers to when revenues, expenditures, expenses, and transfers (and the related assets and liabilities) are recognized and reported in the financial statements. Most accountants are familiar with the cash and accrual bases of accounting. Commercial enterprises generally use the accrual basis of accounting. There are exceptions to this general rule, however. Small businesses may use the cash basis of accounting. Other businesses, such as real estate tax-shelter partnerships, may prepare financial statements on an income-tax basis, and still other commercial enterprises, such as utilities, may prepare special reports on a regulatory basis of accounting.

For governmental accounting, an additional basis of accounting, the modified accrual basis, is used by certain funds of a government. To understand the modified accrual basis of accounting, the accountant first needs to understand the cash and accrual bases of accounting.


Cash Basis of Accounting

Under the cash basis of accounting, revenues and expenditures are recorded when cash is received or paid. For example, an entity purchases goods that are received and used by the entity. However, the bill for the goods is not paid until two months after the goods were received. Under the cash basis of accounting, the expense for the purchased goods is not recognized in the financial statements until the bill is actually paid, regardless of when the goods were received or consumed by the entity. Using a strict interpretation of the cash basis of accounting, an entity's balance sheet would have two accounts: cash and equity. The statement of activities under the pure cash basis consists solely of a listing of cash receipts and cash disbursements for the period. As a practical matter, entities using the cash basis of accounting often record some transactions not strictly in accordance with the cash basis, such as inventory, fixed assets, and debt. When these types of assets and liabilities are recorded in financial statements that are otherwise on a cash basis, the accounting basis is often referred to as the modified cash basis of accounting.



Accrual Basis of Accounting

The accrual basis of accounting is generally recognized as a better method than the cash basis for accounting for the economic resources of an organization, both commercial and governmental. The accrual basis of accounting presents a better presentation of the financial condition and results of operations of organizations, including governments. The accrual basis accounts for transactions when they occur. Revenues are recorded when earned or when the organization has a right to receive the revenues. Expenses are recorded when incurred. Unlike the cash basis, revenues and expenses are recorded when they occur, regardless of when the related cash is received or disbursed.



Modified Accrual Basis of Accounting

As will be discussed throughout this book, governmental funds use the modified accrual basis of accounting. The modified accrual basis of accounting can be categorized as falling somewhere between the cash basis of accounting and the accrual basis of accounting. This accounting basis was promulgated in NCGAS 1, which stated that while the accrual basis of accounting was recommended for use to the fullest extent possible in the governmental environment, there were differences in the environment and in the accounting measurement objectives for governmental funds that justified a divergence from the full accrual to the modified accrual basis. NCGAS 1 noted that these modifications to the accrual basis were both practical and appropriate for governmental funds to use.

The most important feature of the modified accrual basis of accounting involves the recognition of revenue in the financial statements. NCGAS 1 specifies that revenues (and other governmental fund financial resource increments) are recognized in the accounting period in which they become susceptible to accrual, that is, when they become both measurable and available to finance expenditures of the current period. In determining whether revenues are measurable, the government does not have to know the precise amount of the revenue in order for it to be subject to accrual. Reasonable calculations of revenues based on cash collections subsequent to the end of the fiscal year are the most likely way in which revenues become measurable. Governments are not precluded, however, from using other means to measure revenues, including historical collection patterns. In addition, a government may be able to measure revenues under cost-reimbursable grants and programs based on the amount of the expenditures claimed as revenue under each grant or program.

Determining whether revenues are available to finance expenditures of the current period is a unique consideration for governments in deciding whether revenues are subject to accrual. Available means that the revenue is collectible within the current period or soon enough thereafter to pay liabilities of the current period. Since governmental funds generally only record current liabilities, the availability criteria result in governmental funds only recording revenues related to the current fiscal year and received after year-end to be received within a relatively short period after the end of the fiscal year to meet the availability criteria. Assessing the criteria for the various types of revenues typically found in governments is described in later chapters.

Recording expenditures and liabilities under the modified accrual basis of accounting more closely approximates the accrual basis of accounting for other than long-term liabilities than does the recording of revenues. Expenditures in governmental funds recorded using the modified accrual basis of accounting are recorded when the related liability is incurred. Expenditures for goods and services received prior to a governmental fund's fiscal year-end are recorded in the year received, just as under the accrual basis of accounting. However, in applying this general principle, there are several important distinctions to keep in mind, as follows:


	The basis of accounting describes when transactions are recorded, not what transactions are recorded. Accordingly, as described below concerning measurement focus, allocations such as depreciation and amortization are not recorded as expenditures of governmental funds, nor are long-term liabilities.

	The most significant exception to the liability-incurred criterion for expenditure recognition involves payments of debt service on general long-term obligations. Debt service is recognized as an expenditure in the accounting period in which it is paid. There is no expenditure accrual, for example, for accrued interest on debt service up to the date of the fiscal year-end. Rather, both principal and interest are recognized as expenditures at the time that they are paid. (Chapter 9 describes an exception to the general rule when resources for debt service are accumulated in the current year and paid early in the subsequent year. It also describes the impact of GASBI 6 on this exception.)

	A second exception for expenditure recognition on the modified accrual basis of accounting involves inventory items, such as materials and supplies. Inventory may either be considered to be an expenditure when purchased (known as the purchase method) or may be recorded as an asset and recognized as an expenditure when consumed (known as the consumption method).

	Finally, the expenditures for insurance and similar services extending over more than one fiscal year do not have to be allocated between or among the fiscal years to which they relate. Rather, insurance and similar services may be recognized as expenditures in the period during which they were acquired.



More detailed information on the modified accrual basis of accounting and its application to various types of revenues and expenditures is contained in the following chapters, which cover the different types of governmental funds.





RECOGNITION AND MEASUREMENT OF CERTAIN FUND LIABILITIES AND EXPENDITURES

In the course of deliberations on GASBS 34, the GASB discussed areas where there were divergences in practice in the application of the modified accrual basis of accounting and current financial resources measurement focus. Because this basis of accounting and measurement focus continues to be used by governmental funds in the fund financial statements, GASB Interpretation 6 (GASBI 6), Recognition and Measurement of Certain Fund Liabilities and Expenditures in Governmental Fund Financial Statements, clarifies the recording of certain fund liabilities and expenditures.

GASBI 6 applies to funds that use the modified accrual basis of accounting and the current financial resources measurement focus and applies to the fund financial statements of governmental funds. It addresses when certain liabilities should be recorded as fund liabilities of governmental funds. Specifically, it includes within its scope liabilities that fall within the following categories:


	Those that are generally required to be recognized when due (debt service on formal debt issues, such as bonds and capital leases).

	Those that are required to be recognized to the extent that they are normally expected to be liquidated with expendable available financial resources (such as compensated absences, judgments and claims, landfill closure and postclosure care costs, and special termination benefits).

	Those for which no specific accrual modification has been established.



GASBI 6 does not address whether, when, or the amount that a government should recognize as a liability, but rather clarifies the standards for distinguishing the parts of certain liabilities that should be reported as governmental fund liabilities. It also does not address the financial reporting for liabilities associated with capital leases with scheduled rent increases, employer contributions to pension plans, or postemployment health care plans. Each of these liabilities has been addressed by GASB standards subsequent to GASBI 6.

Governmental funds should report matured liabilities as fund liabilities. Matured liabilities include:


	Liabilities that normally are due and payable in full when incurred.

	The matured portion of general long-term debt (i.e., the portion that has come due for payment).



In the absence of an explicit requirement (i.e., the absence of an applicable modification, discussed below) a government should accrue a governmental fund liability and expenditure in the period in which the government incurs the liability. Examples of these types of expenditures include salaries, supplies, utilities, professional services, and so forth. These types of liabilities generally represent claims against current financial resources to the extent that they are not paid. As described in GASBI 6, there is a series of specific accrual modifications that have been established in generally accepted accounting principles for reporting certain forms of long-term indebtedness, such as:


	Debt service on formal debt issues (bonds and capital leases) should be reported as a governmental fund liability and expenditure when due (i.e., matured). An optional additional accrual method (described below) may be used in certain limited circumstances.

	Liabilities for compensated absences, claims and judgments, special termination benefits, and landfill closure and postclosure care costs should be recognized as governmental fund liabilities and expenditures to the extent that they are normally expected to be liquidated with expendable available resources. Governments are normally expected to liquidate liabilities with expendable available resources to the extent that they mature (i.e., come due for payment). In other words, if the liability hasn't come due, the governmental fund should not record a liability and expenditure.

	For example, consider an employee who terminates employment with a government and is owed accrued vacation time. A liability for the employee's unused vacation leave does not become due until the employee terminates employment. A fund liability and expenditure is not recorded until the employee actually terminates employment and the amounts are due him or her. Accordingly, if a government's fiscal year ends on June 30, and the employee terminates employment on July 1 and is paid for unused vacation time on July 20, no liability or expenditure would be recorded for the June 30 financial statements of the governmental fund. On the other hand, if the employee terminates employment on June 29 and is paid on July 20, a fund liability and expenditure would be recognized in the June 30 fund financial statements because the amount is due the employee as of June 30.





	GASBI 6 specifies that the accumulation of net assets in a governmental fund for the eventual payment of unmatured long-term indebtedness does not constitute an outflow of current financial resources and should not result in the recognition of an additional fund liability or expenditure. Accumulated net assets should be reported as part of fund balance.



As mentioned above, an additional accrual of a liability and expenditure for debt service is permitted under generally accepted accounting principles if a government has provided financial resources to a debt service fund for payment of liabilities that will mature early in the following period. GASBI 6 specifies that a government has provided financial resources to a debt service fund if it has deposited in or transferred to that fund financial resources that are dedicated for the payment of debt service. In addition, “early in the following year” is defined as a short period of time, usually one or several days, but not more than one month. In addition, accrual of an additional liability and expenditure is not permitted for financial resources that are held in another government or that are nondedicated financial resources transferred to a debt service fund at the discretion of management.


Measurement Focus

In addition to the basis of accounting used, the other term that is key to having a full understanding of governmental accounting is measurement focus. As mentioned earlier, measurement focus determines what transactions will be reported in the various funds' operating statements.

Governmental funds use a measurement focus known as the flow of current financial resources. The operating statement of a governmental fund reflects changes in the amount of financial resources available in the near future as a result of transactions and events of the fiscal period reported. Increases in spendable resources are reported as revenues or other financing sources and decreases in spendable resources are reported as expenditures or other financing uses.

Since the focus is on the financial resources available in the near future, the operating statements and balance sheets of governmental funds reflect transactions and events that involved current financial resources, for instance, those assets that will be turned into cash and spent and those liabilities that will be satisfied with those current financial resource assets. In other words, long-term assets and those assets that will not be turned into cash to satisfy current liabilities will not be reflected on the balance sheets of governmental funds. At the same time, long-term liabilities (those that will not require the use of current financial resources to pay them) will not be recorded on the balance sheets of governmental funds.

Proprietary funds use the flow of economic resources measurement focus. This measurement focus, which is generally the same as that used by commercial enterprises, focuses on whether the proprietary fund is economically better off as a result of the events and transactions that have occurred during the fiscal period reported. Transactions and events that improve the economic position of proprietary funds are reported as revenues or gains, and transactions and events that diminish the economic position of proprietary funds are reported as expenses or losses. In other words, proprietary funds reflect transactions and events regardless of whether there are current financial resources. This results in reporting both long-term assets and liabilities on the balance sheets of proprietary funds.






NOTE: The following examples use the proprietary fund to demonstrate the accrual basis of accounting and the economic resources measurement focus. The government-wide financial statements are prepared using the accrual basis of accounting and the economic resources measurement focus, which are demonstrated in the following proprietary fund examples. In other words, the entries that are recorded in the governmental fund are simultaneously reflected in the government-wide financial statements in a manner that is essentially the same as demonstrated for the proprietary fund.






The following examples illustrate how the various transactions are recorded by governmental and proprietary funds when a government issues debt for capital projects, pays the debt service on the debt, and constructs a capital asset. (For purposes of this example, we will treat governmental funds as a generic term to avoid too many details about transfers from the general fund to and from the debt service and capital projects funds. These issues will be addressed in later chapters.)






Example: Government issues $100,000 in debt to be used for capital projects


Governmental Fund

When debt is issued for any purpose, a governmental fund records the transaction in its operating statement as an increase in current financial resources. The governmental fund has more current financial resources to spend, and its operating statement reflects this increase as follows:




	Cash
	100,000
	 


	Other financing source
	
	100,000 
  

To record the receipt of proceeds from the sale of bonds



Proprietary Fund

When a proprietary fund issues debt, there is no real change in its economic resources, and accordingly, the transaction has no effect on the operating statement. While the proprietary fund has incurred a liability, it has also received an equivalent amount of cash, which conceptually is available to pay that liability. The proprietary fund would record the issuance of debt on its balance sheet only, as follows:



	Cash
	100,000
	 


	Bonds payable
	
	100,000 
 

To record the receipt of cash from the issuance of bonds












Example: Government pays debt service ($2,500 interest, $5,000 principal)


Governmental Fund

When a governmental fund pays debt service, it reflects the decrease in its current financial resources by making the debt service payment. The following entry is recorded:




	Expenditures—debt service
	7,500
	 


	Cash
	
	7,500 
  

To record principal and interest payment on outstanding debt

Notice that both the principal and interest payment were reflected as expenditures in the governmental fund.



Proprietary Fund

The proprietary fund will reflect that the only economic resource being used is for the payment of interest. The principal portion of the debt service payment merely results in a decrease in cash and a decrease in a liability, thus having no effect on economic resources. The following entry is recorded:




	Bonds payable
	5,000
	 


	Interest expense
	2,500
	 


	Cash
	
	7,500 
  

To record a debt service payment of both principal and interest

If a debt service payment was not made at the end of a financial reporting period, interest expense would be accrued by the proprietary fund. The following entry would be recorded:




	Interest expense
	2,500
	 


	Interest payable
	
	2,500 
  

To record the accrual of interest on proprietary fund debt

Assuming that the debt service payment was made the following day (that is, the amount of interest paid is the same as the amount accrued), the following entry would be recorded to reflect the debt service payment:




	Bonds payable
	5,000
	 


	Interest expense
	2,500
	 


	Cash
	
	7,500 
  

To record a debt service payment of both principal and accrued interest












Example: Government pays $100,000 to a contractor after purchasing a building (a capital asset)


Governmental Fund

Again, governmental funds will recognize that current financial resources have decreased by $100,000 and will record the following entry:




	Expenditures—capital projects
	100,000
	 


	Cash
	
	100,000 
  

To record the purchase of a capital asset



Proprietary Fund

The proprietary fund would record the following entry to record the purchase of the




	Building
	100,000
	 


	Cash
	
	100,000 
  

To record the purchase of a building

Again, there is no effect on net economic resources; since one asset (a building) is being substituted for another (cash), there is no effect on the statement of operations.












Example: Building has been in use for one year of its 20-year useful life


Governmental Fund

The governmental fund does not record any depreciation on the building since no current financial resources are depleted by the aging of the building.



Proprietary Fund

The proprietary fund reflects the fact that some of its economic resources have been depleted by the building's use for one year. It would reflect the following entry, which would affect its statement of operations:




	Depreciation expense
	5,000
	 


	Accumulated depreciation—buildings
	
	5,000 
  

To record the first year's depreciation on the building

The depreciation entries would be repeated in subsequent years by the proprietary funds, and (if recording accumulated depreciation is elected by the government) in subsequent years in the general fixed asset account group.












Example: After five years, the government sells the building to a not-for-profit organization for $20,000


Governmental Fund

The governmental fund would record the $20,000 as an increase in its current financial resources, as follows:




	Cash
	20,000
	 


	Miscellaneous revenues (or “Other financing sources” if the amount is material)
	
	20,000 
  

To record sale of building



Proprietary Fund

A proprietary fund would reflect the economic loss from the sale for $20,000 of an asset with a book value of $75,000. A proprietary fund would record the following entry:




	Cash
	20,000
	 


	Accumulated depreciation
	25,000
	 


	Loss on sale of building
	55,000
	 


	Building
	
	100,000 
  

To record the sale of a building

The above examples and journal entries were simplified to highlight the differences in measurement focus between governmental and proprietary funds; however, they demonstrate how the same transaction can have significantly different accounting treatments. The measurement focus of proprietary funds is familiar to most accountants because of its similarity to that used by commercial enterprises. The current financial resources measurement focus used by governmental funds generally is more difficult for accountants just becoming familiar with governmental accounting, since there is virtually no comparable measurement focus used outside of government. Accountants must take care in applying the principles of the current financial resources focus to ensure that all facets of recording a particular transaction and event are considered and properly recorded.










A SYNOPSIS OF BASIS OF ACCOUNTING AND MEASUREMENT FOCUS USED BY EACH TYPE OF FUND

Exhibit 3 serves as a reference for determining the basis of accounting and measurement focus used by the different fund types used in governmental accounting and financial reporting. For specific information on how the common transactions found in each particular fund type are treated under the particular fund's measurement focus, government financial statement preparers and auditors should refer to the specific chapters covering each of the fund types.



Exhibit 3: Reference for determining the basis of accounting and measurement focus





	Fund
	Measurement focus
	Basis of accounting 
 


	Funds (current GAAP):
	
	 


	General
	Flow of current financial resources
	Modified accrual 


	Special revenue
	Flow of current financial resources
	Modified accrual 


	Capital projects
	Flow of current financial resources
	Modified accrual 


	Debt service
	Flow of current financial resources
	Modified accrual 


	Permanent
	Flow of current financial resources
	Modified accrual 


	Enterprise
	Flow of economic resources
	Accrual 


	Internal service
	Flow of economic resources
	Accrual 


	Pension and other employee benefit trust
	Flow of economic resources
	Accrual 


	Investment trust
	Flow of economic resources
	Accrual 


	Custodial
	Flow of economic resources
	Accrual 


	Private-purpose trust
	Flow of economic resources
	Accrual 
  




SUMMARY

Understanding the concepts of basis of accounting and measurement focus is important to understanding the nuances of governmental accounting. The differences in basis of accounting and measurement focus found in governmental accounting represent attempts by standards setters to better attain the financial reporting objectives discussed in Chapter 2.
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INTRODUCTION

The general fund and special revenue funds are distinct. This chapter examines them together because many of the accounting and reporting aspects of these two fund types are the same. The financial reporting of a general fund is often used as an important indication of a government's financial performance. When a state or municipality reports that it has a “surplus” or a “deficit,” what it is often referring to is the financial performance reported by the general fund. To enable the financial statement preparer to understand how and when these funds should be used, this chapter examines the following topics:


	Basis of accounting and measurement focus.

	Nature and use of the general fund.

	Nature and use of special revenue funds.

	Accounting for certain revenues and expenditures of general and special revenue funds.

	Accounting for assets, liabilities, and fund balances of general and special revenue funds.



Additional information regarding the budgets and display of these types of funds in a government's financial statements is found in Chapters 9 and 10, respectively.



BASIS OF ACCOUNTING AND MEASUREMENT FOCUS

The general and special revenue funds are governmental funds. As such, they use the modified accrual basis of accounting and the current financial resources measurement focus.

Under the modified accrual basis of accounting, revenues and other general and special revenue fund revenues are recognized in the accounting period in which they become susceptible to accrual. Susceptible to accrual means that the revenues are both measurable and available. Available means that the revenues are collectible within the current period or soon enough thereafter to be used to pay liabilities of the current period. In applying the susceptibility to accrual criterion, judgment must be used to determine materiality of the revenues involved, the practicality of determining the accrual, and the consistency in application of accounting principles.

Under the modified accrual basis of accounting, expenditures are recognized when the liability is incurred and payment is due. Goods and services received prior to the end of the fiscal year of the government are recognized in the period that a liability for the goods or services is incurred, generally when the goods and services are received. (As described later in this chapter, an exception to the general rule is that inventories and prepaid items may be recognized as expenditures when they are used instead of when they are received.)

The general fund and the special revenue funds use the current financial resources measurement focus. The measurement focus determines what transactions are recognized in the funds, in contrast to the basis of accounting, which determines when transactions are recognized in the funds.

Under the current financial resources measurement focus, the emphasis is on increases and decreases in the amount of spendable resources during the reporting period. Thus, as a generalization, long-term assets and liabilities are not recorded in general and special revenue funds. Rather, these long-term assets and liabilities are recorded in the government-wide financial statements, along with all of the other long-term assets and liabilities of the primary government and its component units.






NOTE: The reader should refer to Chapter 9, which describes changes to the reporting of amounts related to revenue recognition in governmental funds upon the effectiveness of GASB Statement No. 65, Items Previously Reported as Assets and Liabilities. Revenue and other governmental fund financial resources should be recognized in the accounting period in which they become both measurable and available. When an asset is recorded in governmental fund financial statements but the revenue is not available, the government should report a deferred inflow of resources until such time as the revenue becomes available.








NATURE AND USE OF THE GENERAL FUND

The general fund is the chief operating fund of a government. A government is permitted by GAAP to report only one general fund. GASBS 54, Fund Balance Reporting and Governmental Fund Definitions, provides that the general fund “…should be used to account for all financial resources not accounted for and reported in another fund.” This definition is consistent with current practices and should not result in a change in what has historically been reported in the general fund. There should be a compelling reason for a government to account for financial resources in a fund other than the general fund. The GAAFR provides three examples of compelling reasons that might justify accounting for resources in a fund other than the general fund. These reasons are


	In certain circumstances, GAAP specifically requires the use of another fund. For example, a capital projects fund is required to account for capital grants or shared revenues restricted for capital acquisition or construction. (This requirement does not apply to grants and shared revenues associated with enterprise and internal service funds, which would be accounted for in these funds.)

	There may be legal requirements that a certain fund type be used to account for a given activity. For example, some governments require that all repayments of general obligation debt be accumulated in a debt service fund.

	The requirements to exercise sound financial administration may require the use of a fund other than the general fund. Governments, for example, typically use an enterprise fund to account for the activities of a public utility that they operate. This not only segregates the activities of the public utility; it also permits the public utility to use the accrual basis of accounting and the economic resources measurement focus, which more appropriately reports the activity of a profit-oriented operation.








NOTE: The above example of a public utility's operation being set up in an enterprise fund is an excellent example of using a separate fund for sound financial administration. However, governments should be careful not to overuse the “sound financial administration” justification. Less sophisticated accounting systems of the past may have used fund accounting to promote sound financial administration. However, even the simplest accounting software package today generally allows users to set up numerous agencies, cost centers, departments, or other tracking mechanisms that can facilitate financial management, thereby not requiring separate funds to promote sound financial administration.






Since the general fund is a “catchall” fund, it would make no sense for a government to have more than one general fund. As mentioned earlier, a government is prohibited from having multiple general funds for accounting and financial reporting. However, two situations require special treatment.


	If a state or local law or other requirement specifies that a government should have more than one general fund, these “multiple general funds” should be treated as components of a single general fund.

	A blended component unit may have its own general fund. When the financial information of the component unit is blended with that of the primary government, it would logically result in more than one general fund reported in the “general fund” column. In this case, the general fund of each component unit should be reported as a special revenue fund when the financial information of the component unit is blended. In this way, the general fund for the reporting entity represents the single general fund of the primary government.





NATURE AND USE OF SPECIAL REVENUE FUNDS

GASBS 54 provides that special revenue funds “…are used to account for and report the proceeds of specific revenue sources that are restricted or committed to expenditure for specific purposes other than debt service or capital projects.” Restricted and committed resources are discussed in Chapter 9 with regard to fund balance reporting. Generally:


	Restricted resources are amounts restricted to specific purposes (consistent with the definition of “restricted” in GASBS 34) when the constraints on the use of resources are either:

	Externally imposed by creditors (such as through debt covenants), grantors, contributors, or laws or regulations of other governments; or

	Imposed by law through constitutional provisions or enabling legislation.





	Committed resources are amounts that can only be used for specific purposes resulting from constraints imposed by the formal action of the government's highest level of decision-making authority.



It is important to note that special revenue funds should not be used to account for resources that are only assigned or unassigned. Assigned resources are those amounts constrained by the government's intent to those amounts for specific purposes but are neither restricted nor committed. Unassigned resources are resources that are not restricted, committed, or assigned. Thus, in practice, implementation of GASBS 54 may result in resources currently being accounted for in special revenue funds no longer qualifying for reporting in a special revenue fund, in which case their accounting would be moved to the general fund.

Second, it is important to note that GASB 54 does not require that resources that are restricted or committed be reported in a special revenue fund. The use of special revenue funds remains optional.

Several other points on special revenue funds are worth noting from GASBS 54:


	The phrase “proceeds of specific resources” used above in defining what resources may be reported in a special revenue fund means that one or more specific restricted or committed revenues should be the foundation for a special revenue fund. In other words, special revenue funds should be driven more by their revenue sources rather than their activities.

	If restricted or committed resources are initially received in another fund and subsequently distributed to a special revenue fund, those amounts should not be recognized as revenue in the fund initially receiving the resources. Rather, the inflow of these resources should be recognized as revenue in the special revenue fund in which they will be expended in accordance with specific purposes.

	Special revenue funds should not be used to account for resources held in trust for individuals, private organizations, or other governments.



GASBS 54 also provides that the restricted or committed proceeds of specific revenue sources should be expected to continue to comprise a substantial portion of the inflows reported in the fund. Other resources (such as investment earnings and transfers from other funds) also may be reported in the fund if those resources are restricted, committed, or assigned to the specified purpose of the fund. For revolving loan arrangements that are initially funded with restricted grant revenues, the consideration may be whether those restricted resources continue to comprise a substantial portion of the fund balance in the fund's balance sheet.

GASBS 54 specifies that governments should discontinue reporting a special revenue fund, and instead report the fund's remaining resources in the general fund, if the government no longer expects that a substantial portion of the inflows will derive from restricted or committed revenue sources.

In addition, GASBS 54 requires governments to disclose in the notes to the financial statements the purpose for each major special revenue fund—identifying which revenues and other resources are reported in each of those funds.






NOTE: The accountability concern described above is often cited as a reason for establishing special revenue funds and should be easy to address in terms of budget and other controls on accounts that are maintained in a government's general fund. As long as the specially designated revenue and related expenditures can be specifically identified in the accounts of the general ledger, accountability should be demonstrable without the use of special revenue funds.






Similarly, the conceptual issue of including restricted revenues and expenditures in the general fund, thus masking the restriction, should not preclude governments from accounting for these revenues and expenditures in their general fund. The restriction of revenues and expenditures is part of the budget process. Continuing the gasoline tax example, if a government budgets its gasoline tax revenues at a certain amount, it needs to budget its road repair expenditures based on the budgeted revenues available for use. It must do this whether the gasoline tax and the road repair expenditures are accounted for in the general fund or in a special revenue fund.

In practice, the gasoline tax may not actually pay for all of the road repairs that a government desires to make during a reporting period, and the government may elect to incur expenditures for road repairs in an amount greater than the amount of the gasoline tax revenue. This excess would be made up from other nonrestricted revenues of the general fund. In this case, it would seem to report all road repair expenditures in the same fund—the general fund.






NOTE: When revenues are derived from new or increased taxes that are specifically restricted for a particular use, it is often simply a mechanism to mask a new or increased tax. In the example, taxpayers are assumed to be more willing to pay a new or increased gasoline tax if it is restricted for road repairs. Nevertheless, the government probably would have incurred the same level of expenditures for road repair whether a gasoline tax was imposed or increased. Therefore, is this “restriction” of revenue or a specific type of expenditure more form-over-substance and not worthy of its own special revenue fund? It is arguable that this is exactly the case and a special revenue fund should not be established.






When a government decides that it will use special revenue funds, it must then decide how many special revenue funds it should create. On one hand, particularly when the government is electing on its own to establish special revenue funds, only one special revenue fund may be established. This would then account for all of the types of special revenues and their related expenditures.

On the other hand, if there are laws, regulations, or contractual agreements that require that particular designated revenues and their expenditures be accounted for in their own funds, the government will need to establish as many separate special revenue funds as it is legally or otherwise required to have. Exhibit 1 provides an example of the process that a government may use to determine how many special revenue funds to establish.



Exhibit 1: Determining number of special revenue funds


Consider the following example for a government determining how many special revenue funds it should establish and use. Assume that the only specially restricted revenues that the government receives are categorical grants. There is no legal or contractual requirement to account for these funds as special revenue funds. The government may choose to establish one special revenue fund to account for all of its categorical aid revenues and expenditures. On the other hand, the government may choose to classify categorical aid in special revenue funds based on funding source or type of aid. For example, separate special revenue funds might be established for federal, state, county, or other local government categorical aid. Similarly, separate special revenue funds may be established for categorical education aid, social service program aid, or public safety grants. At the extreme level, a government may choose to establish a separate special revenue fund for each categorical aid grant or contract that it receives. It may even segregate these further by establishing new special revenue funds for each grant or contract year. Keep in mind that the governments may also establish no special revenue funds for categorical aid, accounting for all of these revenues and expenditures in the general fund.




ACCOUNTING FOR CERTAIN REVENUE AND EXPENDITURES OF GENERAL AND SPECIAL REVENUE FUNDS

The following pages review in detail the types of revenue transactions typically accounted for by both the general fund and special revenue funds. Many of the revenues recorded by the general and special revenue funds are derived from nonexchange transactions that are described in Chapter 20.



Special program considerations—food stamps

Specific guidance on accounting and financial reporting for food stamps was provided by GASBS 24. State governments should recognize distributions of food stamp benefits (now referred to as the Supplemental Nutrition Assistance Program, or “SNAP”) as revenues and expenditures in the general fund or in a special revenue fund, whether the state government distributes the benefits directly or through agents, to the ultimate individual recipients regardless of whether the benefits are in paper or electronic form. Expenditures should be recognized when the benefits are distributed to the individual state government or its agents. Revenue should be recognized at the same time. When food stamps are distributed using an electronic benefit transfer system, distribution (and accordingly, expenditure and revenue recognition) takes place when the individual recipients use the benefits.

State governments should report food stamp balances held by them or by their agents at the balance sheet date as an asset offset by deferred revenue. Revenues, expenditures, and balances of food stamps should be measured based on the face value of the food stamps.






NOTE: GASBS 24's requirements for recording revenues and expenditures for food stamps apply to state governments because of the substance of their administrative requirements for this program. The GASB did not require local governments to report revenues and expenditures for food stamp coupons or vouchers that another entity redeems from a retailer. The GASB noted that local government involvement in the administration of the food stamp program will decrease as the use of electronic benefit transfer systems increases. In addition, the GASB did not impose any disclosure requirements on local governments relative to their involvement in the food stamp program.








Special program considerations—on-behalf payments for fringe benefits and salaries

On-behalf payments for fringe benefits and salaries are direct payments made by one entity (the paying entity or paying government) to a third-party recipient for the employees of another, legally separate entity (the employer entity or employer government). On-behalf payments include pension plan contributions, employee health and life insurance premiums, and salary supplements or stipends. For example, a state government may make contributions directly to a pension plan for elementary and secondary school teachers employed in public school districts within the state. For purposes of this discussion, on-behalf payments do not include contributed services, such as office space or utilities.

On-behalf payments include payments made by governmental entities on behalf of nongovernmental entities and payments made by nongovernmental entities on behalf of governmental entities. (For example, a nongovernmental fundraising foundation affiliated with a governmental college or university may supplement salaries of certain university faculty. Those payments constitute on-behalf payments for purposes of reporting by the university if they are made to the faculty members in their capacity as employees of the college or university.)

On-behalf payments may be made not only for paid employees of the employer entity, but may also be for volunteers, such as state government pension contributions for volunteer firefighters who work with a city fire department.

An employer government should recognize revenue and expenditures for on-behalf payments for fringe benefits and salaries. The employer government should recognize revenue equal to the amounts that third-party recipients of the payments received and that are receivable at year-end for the current fiscal year.

GASBS 24 provides the following guidance:


	If the employer government is not legally responsible for the payment, it should recognize expenditures (or expenses if paid out of a fund using proprietary fund–type accounting) equal to the amount recognized as revenue.

	If the employer government is legally responsible for the payment, it should follow accounting standards for that type of transaction to recognize expenditures and related assets or liabilities. For example, expenditures for on-behalf payments for contributions to a pension plan should be recognized and measured using pension plan accounting standards for state and local governmental employers. A legally responsible entity is the entity required by legal or contractual provisions to make the payment. For example, for a state government's payments to pension plans that cover local government employees, state laws generally provide that either the state government or the local government employer shall make the current payment.



GASBS 24 also includes disclosure requirements for on-behalf payments. Employer governments should disclose in the notes to the financial statements the amounts recognized for on-behalf payments for fringe benefits and salaries. For on-behalf payments that are contributions to pension plans for which an employer government is not legally responsible, the employer government should disclose the name of the plan that covers its employees and the name of the entity that makes the contributions.




Special Considerations—Component Units

In some cases, legally separate entities that are part of the same governmental reporting entity may make pass-through payments and on-behalf payments to and from each other. These payments should be reclassified for purposes of the presentation in the governmental fund financial statements as operating transfers in and out, rather than as revenues and expenditures.



Special Assessments

Some capital improvements or services provided by local governments are intended to benefit a particular property owner or group of property owners rather than the general citizenry. Special assessments for capital improvements are discussed in Chapter 5. Special assessments for special services, however, are generally accounted for in the general fund or in a special revenue fund, and therefore are included in this chapter.

Service-type special assessment projects are for operating activities and do not result in the purchase or construction of fixed assets. The assessments are often for services that are normally provided to the public as general governmental functions that are otherwise financed by the general fund or a special revenue fund. Examples of these services include street lighting, street cleaning, and snow plowing. Financing for these routine services typically comes from general revenues. However, when routine services are extended to property owners outside the normal service area of the government or are provided at a higher level or more frequent intervals than for the general public, a government sometimes levies a special assessment on those property owners who are the recipients of the higher level of service.

GASB Statement 6 (GASBS 6), Accounting and Financial Reporting for Special Assessments, eliminated a separate fund type for special assessments and directed that these arrangements be accounted for in a general fund, special revenue fund, capital projects fund, or debt service fund, depending on the nature of the special assessment.

The general fund or special revenue funds should be used to account for special service-type assessments. Without special legal restrictions to create a separate fund, the general fund is usually a good choice to account for these activities and the related revenue. Service-type special assessment revenues should be treated in a manner similar to user fees and should be recorded in accordance with the modified accrual basis of accounting. The related expenditures should also be accounted for similarly to other expenditures of the general fund and special revenue fund. Accounting for expenditures of these funds is discussed in a later section of this chapter.



Miscellaneous Revenues

In addition to the major categories of revenues described above, the general and special revenue funds are used to account for various miscellaneous revenues that the government receives. Examples of these miscellaneous revenues include fines and forfeitures, golf and swimming fees, inspection charges, parking fees, and parking meter receipts. These miscellaneous revenues should theoretically be accounted for using the modified accrual basis of accounting in the funds and the accrual basis of accounting in the government-wide financial statements. However, sometimes these are de minimis amounts and recording these types of revenues on the cash basis may be acceptable since the difference between the cash basis and the modified accrual and accrual basis would be very small.



Expenditures

The measurement focus of governmental fund accounting is on expenditures rather than expenses. Expenditures in the general and special revenue funds result in net decreases in financial resources. Since most expenditures and transfers out of the fund are measurable, they should be recorded when the related liability is incurred.

General and special revenue funds should therefore generally record expenditures when a liability is incurred and payment is due. In the simplest example, goods and services received prior to the end of the fiscal year should be accrued as expenditures because the liability for the goods or services has been incurred and the payment is due to the vendor that provided the goods and services. The special nature of the current financial resources measurement focus used by governmental funds results in eight different types of expenditures to not be recognized when the liability is incurred. These types of expenditures (and the chapter in which they are addressed) are as follows:


	Compensated absences (Chapter 18).

	Judgments and claims (Chapter 21).

	Unfunded pension contributions (Chapter 17).

	Special termination benefits (Chapter 17).

	Landfill closure and postclosure costs (Chapter 16).

	Debt service (Chapter 6).

	Supplies inventories and prepaids (discussed below).

	Operating leases with scheduled rent increases (Chapter 19).



The exceptions referred to above arise because governmental funds such as the general fund and special revenue funds record expenditures when a liability is incurred, but only record the liability for the fund when the liability will be liquidated with expendable available financial resources. In addition, the focus on current financial resources means that the accounting for the purchase of long-term assets is different than that encountered in commercial organizations. These concepts are more fully discussed below and in Chapter 3.






NOTE: For governments that have fundraising activities, readers should be aware of the guidance of AICPA Statement of Position 98-2, Accounting for Costs of Activity of Not-for-Profit Organizations and State and Local Governmental Entities That Include Fundraising. This SOP, now included in the FASB Accounting Standards Codification at 958–720, is discussed more fully in Chapter 23. This SOP was cleared by the GASB and includes governmental entities in its scope, and thus is category B guidance for governmental entities.









ACCOUNTING FOR ASSETS, LIABILITIES, AND FUND BALANCES OF GENERAL AND SPECIAL REVENUE FUNDS

The balance sheets of the general fund and special revenue funds should contain only assets that are current financial resources and the liabilities that those current financial resources will be used to pay.

On the asset side of the balance sheet, the following are the typical assets normally found on general and special revenue fund balance sheets, along with the location in this Guide where the accounting and financial reporting requirements are discussed:


	Cash and investments (Chapter 12).

	Receivables (discussed with related revenue accounts in this chapter and Chapter 20).

	Interfund receivables (Chapter 9).

	Inventories and prepaids (discussed below).



On the liability side of the balance sheet, the following are the typical liabilities normally found on general and special revenue fund balance sheets, along with the location in this Guide where the accounting and financial reporting requirements are discussed:


	Accounts payable and accrued expenses (addressed with related expenditure recognition in this chapter).

	Interfund payables (Chapter 9).

	Deferred revenues (discussed with the related revenue accounts in this chapter).

	Revenue anticipation notes and tax anticipation notes (Chapter 7).



As can be seen from the previous paragraphs, there are limited accounts and balances that are reported on the balance sheets of the general fund and special revenue funds. Two areas that are not covered elsewhere in this guide relating to the balance sheets of these fund types are the accounting and financial reporting for inventories and prepaids and the classification of fund balances. These two topics are discussed in the following sections.


Inventories and Prepaids

There are alternative expenditure and asset recognition methods at the final financial statement level for materials and supplies and prepaids.


	Inventory items, such as materials and supplies, may be considered expenditures when purchased (referred to as the purchase method) or when used (referred to as the consumption method). (Exhibit 2 provides an example of the journal entries resulting from the use of the consumption method.) However, when a government has significant amounts of inventory, it should be reported on the balance sheet. The credit amount that offsets the debit recorded on the balance sheet for inventories is “reserved fund balance,” discussed in the following section on fund balance reservations. A similar reservation of fund balance is recorded when prepaid items are recorded as assets on the balance sheet.

	Expenditures for insurance and similar services extending over more than one accounting period need not be allocated between or among accounting periods but may be accounted for as expenditures in the period of acquisition.





Exhibit 2: Journal entries from use of consumption method


The following journal entries illustrate the use of the consumption method of accounting for supplies inventory. Assume that the city of Anywhere purchases $50,000 of supplies inventory during the fiscal year. It began the fiscal year with $25,000 of supplies inventory on hand (that is, an asset was recorded for $25,000 and a reservation of fund balance was recorded for $25,000 at the beginning of the year). All of these beginning-of-the-year supplies were consumed. At the end of the fiscal year, $10,000 of supplies remain on hand.

The following journal entries would be recorded during this fiscal year.




	1.  Expenditures—Supplies
	25,000
	 


	  Supplies
	
	25,000 


	  To record the consumption of supplies on hand at the beginning of the year 


	2.  Fund balance—Reserved for supplies
	25,000
	 


	  Fund balance
	
	25,000 


	  To record the removal of the reservation of the beginning-of-the-year fund balance for   supplies consumed 


	3.  Supplies
	50,000
	 


	  Cash (or accounts payable)
	
	50,000 


	  To record the purchase of supplies during the year 


	4.   Expenditures—Supplies
	40,000
	 


	  Supplies
	
	40,000 


	  To record the consumption of supplies that were purchased during the current year 


	5.  Fund balance
	10,000
	 


	  Fund balance—Reserved for supplies
	
	10,000 


	  To record a reservation of fund balance for supplies on hand at the end of the fiscal year 
  


Thus, at the end of the year, the balance sheet will reflect an asset for the $10,000 of supplies remaining on hand, along with a reservation of fund balance for an equal amount. Expenditures for the year for supplies will be $65,000, which reflects consumption of the $25,000 of supplies on hand at the beginning of the year in addition to the consumption of $40,000 of supplies that were purchased during the year.

For accounting for inventories at the government-wide financial statement level, the consumption method would be used. In addition, there would be no restriction on net position to correspond to the reservation of fund balance recorded above.



Fund Balances

The equity (assets less liabilities) of the general fund and any special revenue funds is reported as fund balance. GASBS 54, Fund Balance Reporting and Governmental Fund Definitions, resulted in significant changes to the way that fund balance information is disclosed in fund financial statements. Fund balances are reported as restricted, committed, assigned, and unassigned. These distinctions are more fully described in Chapter 9. Note, however, that only a general fund would report a positive amount of its fund balance as “unassigned” under GASBS 54.




SUMMARY

This chapter discussed appropriate uses of the general fund and special revenue funds, when the government is required or elects to establish special revenue funds. It also addressed some of the more common types of revenues, expenditures, assets, and liabilities found in the general fund and special revenue funds. This guidance should be used in conjunction with the other specialized accounting treatments for various types of transactions and balances discussed throughout this guide.
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INTRODUCTION

Governments often use the capital projects fund type to account for and report major capital acquisition and construction activities. GASBS 54, Fund Balance Reporting and Governmental Fund Definitions, provides that capital projects funds should be used to “…account for and report financial resources that are restricted, committed, or assigned to expenditure for capital outlays, including the acquisition of construction of capital facilities and other capital assets.” GASBS 54 further provides that capital projects funds should exclude those types of capital related outflows financed by proprietary funds or for assets that will be held in trust for individuals, private organizations, or other governments.



BASIS OF ACCOUNTING

As a governmental fund type, capital projects funds use the modified accrual basis of accounting. Revenues are recorded when they are susceptible to accrual (that is, they are accrued when they become measurable and available). Expenditures are recorded when the liability is incurred. The expenditure recognition exceptions (inventories, prepaid items, judgments and claims, etc.) described in Chapter 4 relating to general and special revenue funds would also apply to capital projects funds.



MEASUREMENT FOCUS

As a governmental fund type, capital projects funds use the current financial resources measurement focus. The operating statement of the capital projects fund reports increases and decreases in spendable resources. Increases in spendable resources are reported in the operating statement as “revenues” and “other financing sources” while decreases in spendable resources are reported as “expenditures” or “other financing uses.” As such, it is worthy to note that while capital projects funds are used to account for resources used in major acquisition or construction projects, the resulting assets are not reported as assets of the capital projects fund. Rather, these assets are reported only in the government-wide financial statements. The capital projects fund accounts for the acquisition and construction of assets as expenditures.






NOTE: The reader should refer to Chapter 9, which describes changes to the reporting of amounts related to revenue recognition in governmental funds upon the effectiveness of GASB Statement No. 65, Items Previously Reported as Assets and Liabilities. Revenue and other governmental fund financial resources should be recognized in the accounting period in which they become both measurable and available. When an asset is recorded in governmental fund financial statements but the revenue is not available, the government should report a deferred inflow of resources until such time as the revenue becomes available.








WHEN ARE CAPITAL PROJECTS FUNDS USED?

In most cases, governments are permitted, but not required, to establish capital projects funds to account for resources used for major acquisition and construction of assets. The majority of governments use one or more capital projects funds to account for these activities. As seen in the following discussion, the significance of the dollar amounts that flow through the capital projects fund to the general fund might well result in an overshadowing of the general governmental activities reported in the general fund. Capital projects funds are also used to account for special revenues that relate to capital projects as well as capital improvements financed by special assessments. A later section of this chapter describes the accounting and financial reporting when special assessment debt is issued to finance capital projects.

While GAAP does not require the use of capital projects funds, their use may sometimes be required by particular grants, contracts (including debt covenants), or local laws. They are often used when debt proceeds are required to be used for capital projects.

Once a government determines that it desires to establish a capital projects fund, the government needs to decide how many capital projects funds should be established. A government may well determine that it can adequately account for and manage its capital projects with one capital projects fund. This serves to simplify financial reporting and provide the government with the opportunity to utilize its accounting system to track and manage individual projects within its capital projects funds.

On the other hand, a government may decide that establishing a number of capital projects funds will better serve its accountability and financial management needs. While governmental financial statement preparers will certainly have their own views on when using multiple capital projects funds is appropriate, it would seem that when there are two to five major capital projects that dominate the major asset acquisition or construction activities of the government, using an individual capital projects fund for each of these few significant capital projects would be appropriate.



REVENUES AND OTHER FINANCING SOURCES

The number of categories and types of revenues and other financing sources that are typically found in capital projects funds are usually far fewer than those found in the general and special revenue funds. Since governments typically finance major acquisitions and construction of capital assets through the use of debt, the issuance of debt is typically the most significant source of resources for capital projects funds, and it is reported as an “other financing” source. In addition, capital projects funds may account for receipt of resources in the form of nonexchange transactions from federal, state, or other aid programs, transfers from other funds, such as the general fund, and capital leases. The following paragraphs describe some of the accounting issues that governments may encounter in accounting for these resources in capital projects funds.


Proceeds from Debt Issuance

This section describes the appropriate accounting for the proceeds from debt issuance. In addition to the general concept of accounting for debt proceeds in the capital projects fund, specific guidance that relates to bond anticipation notes, demand bonds, special assessment debt, and arbitrage rebate considerations is discussed.


Basic journal entries to record the issuance of debt

As mentioned above, proceeds from the sale of debt to finance projects accounted for by the capital projects funds should be recorded as an other financing source of the capital projects fund. To illustrate the proper accounting within the capital projects fund, assume that a government issues debt with a face amount of $100,000. The basic journal entry that would be recorded is




	Cash
	100,000
	 


	Other financing sources—proceeds from the sale of bonds
	
	100,000 
  

To record the sale of bonds

However, the simplicity of this journal entry is rarely encountered in practice. For example, when bonds are issued, there are underwriter fees, attorney fees, and other costs that are typically deducted from the proceeds of the bonds. Assume in the above example that such fees are $5,000. A government has two ways to account for these fees. It can record the proceeds from the bonds net of the issuance costs and fees, or it can record the proceeds of the debt at the gross amount and record an expenditure for the issuance fees and costs. The GAAFR recommends that the latter method be used, in which an expenditure is recorded for the issuance fees and costs. Using this recommended approach, the following journal entry would be recorded:




	Cash
	95,000
	 


	Expenditures—bond issuance costs
	5,000
	 


	Other financing sources—proceeds from the sale of bonds
	
	100,000 
  

To record the issuance of bonds and the payment of bond issuance costs

If the government were to record the proceeds of the bond issuance net of applicable issuance costs and expenses, the following entry would be recorded:




	Cash
	95,000
	 


	Other financing sources—proceeds from the sale of bonds
	
	95,000 
  

To record the proceeds from the sale of bonds, net of issuance costs

There are two other instances that represent a departure from the simplified first journal entry provided above. These instances are when bonds are issued at a premium or a discount.

Bonds are issued at a discount when the prevailing market interest rate at the time of issuance is higher than the stated or coupon rate of interest for the particular bonds being issued. If the $100,000 of face-amount bonds were actually sold for $97,500 and there was still $5,000 of issuance costs, the recommended journal entry is




	Cash
	92,500
	 


	Expenditures—bond issuance costs
	5,000
	 


	Other financing sources—proceeds from the sale of bonds
	
	97,500 
  

To record the sale of bonds at a discount, net of issuance costs and fees

If the prevailing market rate of interest is lower than the stated or coupon rate of interest of the specific bonds being issued, the bonds would be sold at a premium. Assuming the same facts as in the previous journal entry, except that the bonds were sold at a $2,500 premium instead of a $2,500 discount, the following journal entry would be recorded:




	Cash
	97,500
	 


	Expenditures—bond issuance costs
	5,000
	 


	Other financing sources—proceeds from the sale of bonds
	
	102,500 
  

To record the sale of $100,000 face-amount bonds at a premium, net of bond issuance costs and fees
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