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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 com-
plexities 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) has re-
cently brought sweeping changes to the governmental financial reporting model. 

Given this rapidly changing environment, the financial statement preparer needs a tech-
nical resource that provides more than accurate, competent technical information.  The re-
source 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.  Filling that need is the goal of this Guide. 

The purpose of this book is to provide a useful, complete, and practical guide to gov-
ernmental 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 re-

quirements of generally accepted accounting principles for governments and to effi-
ciently and effectively implement new requirements 

The philosophy of this book is to provide the reader with usable information in a useful 
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.  Recent headline accounting 
failures point out that the substance of the accounting requirements must also be understood 
and properly applied.  Understanding the reasons behind why technical requirements exist is 
an important ingredient in properly applying accounting standards. 

The Guide is divided into four parts.  Part I provides an overview of governmental ac-
counting principles and the basic financial statements prepared by governments.  Part II de-
scribes the various types of funds currently in use by governmental entities and provides 
guidance for reporting capital assets and long-term obligations.  Part III examines the areas 
that are either special to governments or where the accounting principles applied by govern-
ments differ significantly from those used in the private sector.  Part IV examines the ac-
counting and financial reporting requirements for several specific types of governmental en-
tities.  The Guide also includes a “Disclosure Checklist,” which should prove very helpful in 
determining the completeness of a governmental entity’s financial statement disclosures. 

One of the important objectives of this book is to provide up-to-date and comprehensive 
information to governments as they transition to the new financial reporting model defined 
by GASB Statement 34 and gain experience in reporting using the new financial reporting 
model.  To the maximum extent possible this guide will link the old and the new require-
ments together, since this is how those governments still working on GASB Statement 34 
implementation will likely approach implementation.  This Guide will then be an important 
resource to governments that have already implemented the new financial reporting model as 
well as those currently working on implementation. 



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 continuing qual-
ity and success.  Pam Reh’s efforts in producing the book are greatly appreciated. 

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

The 2004 Governmental GAAP Guide incorporates all of the pronouncements 
issued by the Governmental Accounting Standards Board (GASB) through Novem-
ber 2003.  This chapter is designed to bring the reader up to date on all pronounce-
ments recently issued by the GASB, as well as to report on all of the Exposure 
Drafts for proposed new statements or interpretations that are currently outstanding.  
Other relevant publications from organizations such as the American Institute of 
Certified Public Accountants (AICPA) are also included.  The GASB Statements, 
and implementation resources related to the new financial reporting model standard, 
are incorporated throughout this book and are covered extensively.  This chapter 
continues to provide important transition information relating to implementation of 
the new financial reporting model for the benefit of those governments still making 
the transition to the new financial reporting model.  This chapter also includes rele-
vant information on the GASB’s Technical Agenda for the upcoming year to give 
readers information as to potential areas for future GASB requirements. 

Specifically, this chapter addresses the following documents: 

• GASB Statement 34, Basic Financial Statements—and Management’s Discus-
sion and Analysis—for State and Local Governments (GASBS 34)

• GASB Statement 35, Basic Financial Statements—and Management’s Discus-
sion and Analysis—for Public Colleges and Universities, an Amendment of 
GASB Statement 34 

• GASB Statement 37, Basic Financial Statements—and Management’s Discus-
sion and Analysis—for State and Local Governments:  Omnibus 

• GASB Statement 38, Certain Financial Statement Note Disclosures 
• GASB Statement 39, Determining Whether Certain Organizations Are Com-

ponent Units—an Amendment of GASB Statement No. 14
• GASB Statement 40, Deposit and Investment Risk Disclosures—an Amend-

ment of GASB Statement No. 3 
• GASB Statement 41, Budgetary Comparison Schedules—Perspective Differ-

ences
• GASB Statement 42, Accounting and Financial Reporting for Impairment of 

Capital Assets and for Insurance Recoveries
• Exposure Draft, Financial Reporting for Postemployment Benefits Plans other 

than Pension Plans and Accounting and Financial Reporting by Employers 
for Postemployment Benefits other than Pensions 

• Exposure Draft, Economic Conditions Reporting:  The Statistical Section

GASB STATEMENT 34, BASIC FINANCIAL STATEMENTS— 
AND MANAGEMENT’S DISCUSSION AND ANALYSIS— 

FOR STATE AND LOCAL GOVERNMENTS

After the issuance of GASB Statement 11 (GASBS 11), Measurement Focus 
and Basis of Accounting—Governmental Fund Operating Statements, the GASB 
struggled to provide a financial reporting framework for the basis of accounting (full 
accrual basis) and measurement focus (economic resources) that were prescribed by 
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GASBS 11.  The resulting debate over a financial reporting model went on for al-
most ten years.  Over that time, various reporting models and modifications of the 
original requirements of GASBS 11 were developed.  The reporting model that is 
required by GASBS 34 is very different from that originally contemplated when 
GASBS 11 was first issued.  GASBS 34 will have a profound impact on financial 
reporting by governmental entities. 
NOTE: Implementing GASBS 34 will be a significant challenge for governments.  As dis-
cussed later in this section, one of the most difficult aspects will be capitalizing infrastruc-
ture assets and recording depreciation on these, as well as all other, capitalized fixed assets.  
Requirements vary depending on the size of the government and alternatives that exist, re-
quiring careful analysis and planning. 

GASBS 34 results in a financial reporting model for governmental entities that 
would include states, cities, towns, villages, and special-purpose governments such 
as school districts and public utilities.  GASBS 35 amends GASBS 34 to include the 
accounting and financial reporting by public colleges and universities within its 
scope.

The provisions of GASB Statement 34 and 35 have been incorporated through-
out this guide. 

Effective Dates 

GASBS 34 has a phased implementation schedule.  Early implementation is al-
lowed.  If a primary government implements GASBS 34 early, all of its component 
units should also implement early in order to provide the required information for 
the government-wide financial statements. 

GASBS 34 is effective in three phases based on a government’s total annual 
revenues in the first fiscal year ending after June 13, 1999. 

• Phase 1 governments, with total annual revenues of $100 million or more, 
should apply the requirements in financial statements for periods beginning 
after June 15, 2001. 

• Phase 2 governments, with total annual revenues of $10 million or more but 
less than $100 million, should apply the requirements in financial statements 
for periods beginning after June 15, 2002. 

• Phase 3 governments, with total annual revenues of less than $10 million, 
should apply the requirements in financial statements for periods beginning 
after June 15, 2003. 

As will be discussed in detail in Chapter 12, GASBS 34 requires infrastructure 
assets to be recorded as capital assets in the government-wide financial statements.  
Furthermore, it requires that governments (except Phase 3 governments as discussed 
below) retroactively record infrastructure assets on the government-wide financial 
statements going back at least as far as those acquired or constructed in fiscal years 
ending after June 30, 1980. 

Prospective reporting of infrastructure assets in the government-wide financial 
statements is required when GASBS 34 is implemented and follows the implemen-
tation schedule outlined above.  For retroactive recording of infrastructure assets, the 
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GASB encourages governments to implement the retroactive infrastructure re-
cording requirement at the same time that GASBS 34 is implemented.  However, the 
GASB did allow governments more time by extending the deadline for recording 
these retroactive infrastructure assets in accordance with the following schedule: 

• Phase 1 governments should retroactively report all major general infrastruc-
ture assets for fiscal years beginning after June 15, 2005. 

• Phase 2 governments should retroactively report all major general infrastruc-
ture assets for fiscal years beginning after June 15, 2006. 

• Phase 3 governments are encouraged, but not required, to report major general 
infrastructure assets retroactively. 

For governments that are using the extended time to transition to retroactive in-
frastructure reporting, GASBS 34 requires the following disclosures: 

• A description of the infrastructure assets being reported and those that are not 
reported.

• A description of any eligible infrastructure assets that the government has de-
cided to report using the modified approach.  (The modified approach is dis-
cussed in Chapter 12.) 

Exhibit 1 provides a sample note to the financial statements that governments 
may consider using prior to implementation of GASBS 34.  While it may present 
more information than required, it is designed to respond to financial statement 
readers’ and users’ strong interest in the impact of the new financial reporting 
model.

Exhibit 1:  Sample note disclosure for GASBS 34 for pronouncements used but not 
effective (assumes a Phase 1 government with a June 30th fiscal year-end with over 
$100 million of total annual revenues) 

In June 1999, GASB issued Statement 34, Basic Financial Statements—and Man-
agement’s Discussion and Analysis—for State and Local Governments.  The Statement 
significantly changes the financial reporting model for state and local governments and 
will result in significant changes to the financial statements of the City of Anywhere.  
The City has not completed the complex analysis of the impact of Statement 34 on its fi-
nancial statements.  Statement 34 requires government-wide financial statements to be 
prepared using the accrual basis of accounting and the economic resources measurement 
focus.  Government-wide financial statements will not provide information by fund or 
account group, but will distinguish between the City’s governmental and business-type 
activities and the activities of its discretely presented component units on the City’s 
statement of net assets and statement of activities.  Significantly, the City’s statement of 
net assets will include both noncurrent assets and noncurrent liabilities of the City, 
which are currently recorded in the General Fixed Assets Account Group and the Gen-
eral Long-term Obligations Account Group.  In addition to the fixed assets now recorded 
in the General Fixed Assets Account Group, the City will be required to retroactively 
capitalize infrastructure assets that were acquired beginning with the City’s fiscal year 
ended June 30, 1981.  The City’s government-wide statement of activities will reflect 
depreciation expense on the City’s fixed assets, including infrastructure.  If certain con-
ditions are met, the City may use an alternative method to recording depreciation on in-
frastructure assets. 
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In addition to the government-wide financial statements, the City will be required to 
prepare fund financial statements.  Governmental fund financial statements will continue 
to use the modified accrual basis of accounting and current financial resources mea-
surement focus.  Proprietary funds will continue to use the accrual basis of accounting 
and the economic resources measurement focus.  Accordingly, the accounting and finan-
cial reporting for the City’s General Fund Capital Projects Funds, Debt Service Funds, 
and Internal Service Funds will be similar to that currently presented in the City’s finan-
cial statements, although the format of the financial statements will be modified by 
Statement 34. 

Statement 34 also requires two components of required supplementary information:  
Management’s discussion and analysis will include an analytical overview of the City’s 
financial activities.  Budgetary comparison schedules will compare the adopted and 
modified general fund budget with actual results on the same accounting basis used to 
prepare the budget. 

The City will be required to implement Statement 34 in the fiscal year ending 
June 30, 2002, except that the City can delay the retroactive recording of infrastructure 
assets until the fiscal year ending June 30, 2006.  The component units currently in-
cluded in the City’s financial reporting entity will also be required to implement State-
ment 34 at the same time the City implements this Statement.  The City is continuing the 
complex analysis of determining the financial statement impact of implementing State-
ment 34.

Implementation Issues 

Required implementation of GASBS 34 at one time seemed far off.  Retroactive 
reporting of infrastructure assets was even further in the future.  At this time, many 
Phase 2 governments with June 30, 2003 fiscal year-ends are in the process of im-
plementing GASBS 34 for this year-end.  Phase 3 governments with June 30 fiscal 
year-ends have only one more year left before implementation for their June 30, 
2004 fiscal year-ends. 
NOTE: Financial statement preparers may have a tough time in getting the resources neces-
sary to undertake this implementation effort, particularly in the area of retroactive recording 
of infrastructure assets.  Required implementation dates extend beyond the terms of office for 
current office holders with four-year terms.  Waiting to address implementation issues could 
have serious effect on the probability of successful implementation. 

The following are some suggestions for governments to begin doing now so that 
implementation will be as smooth as possible. 

• Establish an implementation plan that contains the major activities and the 
time they are required to be completed.  Planning should include determining 
whether the government is a Phase 1, 2, or 3 government, whether early im-
plementation will be considered, and when retroactive reporting of infrastruc-
ture assets will be adopted. 

• Make sure all components will implement at the same time as the reporting 
entity government. 

• Determine whether the government’s own staff will undertake the major im-
plementation or whether outside consultants or independent auditors will be 
engaged.  If both resources will be used, a determination of who is responsible 
for which portion is important. 
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• Review systems capabilities to determine how financial data will be accumu-
lated under different bases of accounting and measurement focuses.  While the 
GASB has been extremely careful to remove all references to “dual-
perspective” reporting discussed in earlier documents, the fact remains that 
much of a government’s financial activity will be reported under two bases of 
accounting and two measurement focuses. For governments that do not budget 
on a GAAP basis, an additional basis (budget basis) will be required.  A likely 
approach is to maintain the general ledger on a cash basis and make separate 
adjustments as required for financial reporting purposes. 

• Assess whether financial systems are capable of calculating and recording de-
preciation.

• Determine which infrastructure assets are considered major for purposes of 
retroactive recording of these assets. 

• Assess the availability of records that would allow retroactive capitalization of 
infrastructure assets.  Determine whether cost estimation techniques will be 
used.  Be aware that different cost estimation techniques may be used for dif-
ferent types of assets.  For example, actual cost records may be available for 
major bridge construction or reconstruction projects.  Deflated replacement 
cost information may be used for smaller bridges, such as highway overpasses. 

• Perform preliminary analyses to determine whether it appears that deprecia-
tion on infrastructure assets will be reported in a traditional manner or whether 
the modified approach will be used. 

GASB STATEMENT 35, BASIC FINANCIAL STATEMENTS—AND 
MANAGEMENT’S DISCUSSION AND ANALYSIS—FOR PUBLIC 
COLLEGES AND UNIVERSITIES, AN AMENDMENT OF GASB 

STATEMENT 34 

GASBS 35 is effective using the same dates in the phased approach as GASBS 
34, including the delayed effective dates for retroactive reporting of infrastructure 
assets.  Definition of the different phases is the same as for GASBS 34.  For pur-
poses of determining which phase a public college or university belongs in, “reve-
nues” includes all of the revenues of the primary institution, excluding additions to 
investment in plant or other financing sources and extraordinary items.  In addition, 
if the public college or university is a component unit, GASBS 35 should be imple-
mented in the same year that the primary government implements GASBS 34, re-
gardless of revenues. 

GASB STATEMENT 37, BASIC FINANCIAL STATEMENTS—AND 
MANAGEMENT’S DISCUSSION AND ANALYSIS—FOR STATE AND 

LOCAL GOVERNMENTS:  OMNIBUS 

In June 2001, the GASB issued GASBS 37 to fine-tune some of the require-
ments of GASBS 34.  In some cases, the fine-tuning is simply a clarification of re-
quirements that were originally included in GASBS 34.  In other cases, the require-
ments of GASBS 34 are modified to reflect some implementation difficulties that 
had come to light relating to some of the requirements of GASBS 34. 
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The following are some of the key provisions of GASBS 37: 

• Escheat property.  Escheat property should generally be reported as an asset in 
the governmental or proprietary fund to which the property ultimately es-
cheats.  Escheat property held for individuals, private organizations, or an-
other government should be reported in a private-purpose trust or an agency 
fund, as appropriate (or the governmental or proprietary fund in which escheat 
property is otherwise reported, with a corresponding liability). 

When escheat property is reported in governmental or proprietary funds, 
escheat revenue should be reduced and a governmental or proprietary liability 
reported to the extent that it is probable that escheat property will be reclaimed 
and paid to claimants. 

Escheat-related transactions reported in the government-wide financial 
statements should be measured using the economic resources measurement 
focus and the accrual basis of accounting.  Escheat transactions reported in 
private-purpose trust funds or in agency funds should be excluded from the 
government-wide financial statements. 

• Management’s Discussion and Analysis (MD&A).  The topics covered by 
MD&A should be limited to those contained in GASBS 34.  Information that 
does not relate to the required topics should not be included in MD&A. 

• Capitalized interest.  Capitalization of construction period interest is no longer 
required to be considered part of the cost of capital assets used in governmen-
tal activities. 

• Changing to the modified approach for reporting infrastructure.  A govern-
ment that changes from depreciating infrastructure assets to using the modi-
fied approach should report this change as a change in accounting estimate, 
which would not require restatement of prior periods. 

• Levels of detail for activities accounted for in enterprise funds.  The minimum 
level of detail reported presented in an enterprise fund’s statement of activities 
is by different identifiable activities.  An activity within an enterprise fund is 
identifiable if it has a specific revenue stream and related expenses and gains 
and losses that are accounted for separately. 

• Identification of program revenues.  For identifying the function to which a 
program revenues pertains, the determining factors for services is which func-
tion generates the revenue.  For grants and contributions, the determining 
factor is the function to which the revenues are restricted.  If the source of 
program revenue is not clear, governments should adopt a classification policy 
for assigning those revenues and apply it consistently. 

Charges for services include fines and forfeitures because they result from 
direct charges to those who are otherwise directly affected by a program or 
service, even though they receive no benefit. 

• Definition of a segment.  A segment is now defined as an identifiable activity 
(or group of activities) reported as or within an enterprise fund or another 
stand-alone entity that has one or more bonds or other debt instruments out-
standing.  In addition, the activity would be considered a segment if the activ-
ity’s revenues, expenses, gains and losses, and assets and liabilities are re-
quired (by an external party) to be accounted for separately.  Disclosure re-
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quirements for each segment should be met by identifying the types of goods 
and services provided and by presenting condensed financial information in 
the notes. 

• Budgetary information.  The notes to the required supplementary information 
should disclose excesses of expenditures over appropriations to individual 
funds presented in the budgetary comparison. 

Effective Date 

GASBS 37 should be implemented simultaneously with GASBS 34. 

GASB STATEMENT 38, CERTAIN FINANCIAL  
STATEMENT NOTE DISCLOSURES 

In June 2001, the GASB issued GASBS 38 as a result of its project to review fi-
nancial statement note disclosures.  A need to reevaluate note disclosures in the 
context of the new financial reporting model established by GASBS 34 provided the 
impetus for the GASB to issue this Statement before most governments begin im-
plementing the new financial reporting model. 

The GASB reevaluated note disclosures that have been in existence since 1994 
and not under reevaluation under some other project.  Readers expecting a wholesale 
change in the note disclosures as a result of GASBS 38 will be disappointed.  Sev-
eral new note disclosures have been added, while relief from previous disclosure re-
quirements is rare.  While the effect of the potential changes will vary from govern-
ment to government, it appears that disclosures relating to interfund balances and 
transfers appear to be the most significant.  The following describes the significant 
changes proposed by this new Statement: 

1. Summary of significant accounting policies 

a. Descriptions of the activities accounted for in each of the following col-
umns (major funds, internal service funds and fiduciary fund types) pre-
sented in the basic financial statements. 

b. The period of availability used for revenue recognition in governmental 
fund financial statements should be disclosed. 

c. The requirement to disclose the accounting policy for encumbrances has 
been eliminated. 

2. Significant violations of finance-related legal or contractual requirements 
and actions to address these violations should be disclosed. 

3. The following details of debt service requirements to maturity should be dis-
closed:

a. Principal and interest requirements to maturity, presented separately for 
each of the five succeeding fiscal years and in five-year increments 
thereafter. Interest requirements for variable-rate debt should be made 
using the interest rate in effect at the financial statement date. 

b. The terms by which interest rates change for variable-rate debt. 
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c. For capital and noncancelable operating leases, the future minimum 
payments for each of the five succeeding fiscal years and in five-year 
increments thereafter should be disclosed. 

d. Details of short-term debt should be disclosed, even if no short-term 
debt exists at the financial statement date.  Short-term debt results from 
borrowings characterized by anticipation notes, uses of lines of credit, 
and similar loans.  A schedule of changes in short-term debt, disclosing 
beginning- and end-of-year balances, increases, decreases, and the pur-
pose for which short-term debt was issued. 

e. Balances of receivables and payables reported on the statement of net 
assets and balance sheet may be aggregations of different components, 
such as balances due to or from taxpayers, other governments, vendors, 
beneficiaries, employees, etc.  When the aggregation of balances on the 
statement of net assets obscures the nature of significant individual ac-
counts, the governments should provide details in the notes to the finan-
cial statements.  Significant receivable balances not expected to be col-
lected within one year of the date of the financial statements should be 
disclosed.

f. For interfund balances reported in the fund financial statements, the fol-
lowing disclosures would be required: 

(1) Identification of amounts due from other funds by individual major 
fund, nonmajor funds in the aggregate, internal service funds in the 
aggregate, and fiduciary fund type 

(2) A description of the purpose for interfund balances 
(3) Interfund balances that are not expected to be repaid within one year 

from the date of the financial statements 

g. For interfund transfers reported in the fund financial statements, the fol-
lowing disclosures would be required: 

(1) Identification of the amounts transferred from other funds by indi-
vidual major fund, nonmajor funds in the aggregate, internal service 
funds in the aggregate and fiduciary fund type 

(2) A general description of the principal purposes for interfund trans-
fers

(3) A general description and the amount of significant transfers that 

(a) Are not expected to occur on a routine basis and/or  
(b) Are inconsistent with the activities of the fund making the 

transfer—for example, a transfer from a capital projects fund to 
the general fund. 

Effective Date 

GASBS 38 is effective over the same time frame as GASBS 34, with the excep-
tion that Phase 1 governments are given an additional year to include the short-term 
debt, disaggregation of balances, and interfund transfers and balances disclosures. 
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GASB STATEMENT 39, DETERMINING WHETHER  
CERTAIN ORGANIZATIONS ARE COMPONENT UNITS—AN 

AMENDMENT OF GASB STATEMENT NO. 14 

In May 2002, the GASB issued GASBS 39, which finalized a project that has 
long been withstanding regarding what the GASB previously referred to as affiliated 
organizations.  While the project originally was to address whether fundraising 
foundations were part of a governmental college or university’s financial reporting 
entity, the project expanded to include all types of organizations that might now be 
considered component units. 

GASBS 39 provides that certain organizations for which a primary government 
is not financially accountable nevertheless warrant inclusion as part of the financial 
reporting entity because of the nature and significance of their relationship with the 
primary government, including their ongoing financial support of the primary gov-
ernment and its other component units. 

A legally separate, tax-exempt organization should be reported as a component 
unit of a reporting entity if all of the following criteria are met: 

• The economic resources received or held by the separate organization are en-
tirely or almost entirely for the direct benefit of the primary government, its 
component units, or its constituents. 

• The primary government, or its component units, is entitled to, or has the abil-
ity to otherwise access, a majority of the economic resources received or held 
by the separate organization. 

• The economic resources received or held by an individual organization that 
the specific primary government, or its component units, is entitled to, or has 
the ability to otherwise access, are significant to that primary government. 

In addition, GASBS 39 states that other organizations should be evaluated as 
potential component units if they are closely related to, or financially integrated 
with, the primary government.  It is a matter of professional judgment to determine 
whether the nature and the significance of a potential component unit’s relationship 
with the primary government warrant inclusion in the reporting entity. 
NOTE:  The rules promulgated by GASBS 39 in the first two bullets above will likely qualify 
many organizations that raise funds that are used by governmental entities for inclusion in 
the government’s reporting entity.  This would include foundations for public colleges or 
universities as well as public health care facilities.  Even parent associations that raise 
money for school districts would meet these first two criteria in many cases, of course de-
pendent upon how the not-for-profit organizations are actually set up.  However, the third 
bullet, wherein the amount of resources that the primary government has access to or is en-
titled to should be significant to the primary government, will likely cause many fewer of 
these types of not-for-profit organizations to be included within a primary government’s re-
porting entity. 

Reporting of Component Units 

GASBS 39 prescribes that organizations that meet all three criteria described 
above and are to be included in the reporting entity as component units should be 
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treated as discretely presented component units.  In other words, the financial state-
ments of these component units should not be blended with those of the primary 
government.  However, the other organizations described above that are reported as 
component units because they are closely related to, or financially integrated with, 
the primary government may be presented as either blended or discretely presented 
component units, depending upon how they meet the criteria for each specified in 
GASBS 14.  These criteria are described in Chapter 6. 

Effective Date 

GASBS 39 is effective for financial statements for periods beginning after 
June 15, 2003, with earlier application encouraged.  The financial statements of all 
prior periods presented should be restated, if practical, to show the financial infor-
mation of the new reporting entity for all periods.  If restatement of all prior periods 
presented is not practical, the cumulative effect of applying GASBS 39 should be 
reported as a restatement of beginning net assets/fund balance for the earliest period 
that is restated. 

GASB STATEMENT 40, DEPOSIT AND INVESTMENT RISK  
DISCLOSURES—AN AMENDMENT OF GASB STATEMENT NO. 3 

In March 2003, the GASB issued GASBS 40 that revises the required disclo-
sures regarding risks associated with deposits and investments.  GASBS 40 reduces 
some of the disclosures currently required by GASB Statement 3, Deposits with Fi-
nancial Institutions, Investments (Including Repurchase Agreements), and Reverse 
Repurchase Agreements (GASBS 3) with regard to custodial credit risk.  However, 
the new statement adds additional required disclosures about credit risk, concentra-
tion of credit risk, interest rate risk and foreign currency risk.  Additional disclosures 
would also be required for investments that have fair values that are highly sensitive 
to changes in interest rates as well as deposit and investment policies related to dis-
closed risks.  In September 2003, the GASB staff issued an Implementation Guide to 
GASBS 40 (GASBS 40 Implementation Guide) that has been cleared for issuance 
by the GASB.  The more significant, broad-based implementation issues covered in 
this question-and-answer format document are incorporated into the following guid-
ance.

Level of Detail 

GASBS 40 states that its disclosure requirements generally should be made for 
the primary government including its blended component units.  Accordingly, one 
would expect that the disclosure requirements relate to the cash and investment 
amounts for the primary government, both unrestricted and restricted, for both the 
governmental and business-type activities, in the government-wide statement of net 
assets. 

However, GASBS 40 provides guidance for when additional disclosures may be 
necessary at a greater level of detail.  When risk exposures are significantly greater 
than the deposit and investment risks of the primary government, risk disclosures 
should also be made for 
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• Governmental activities 
• Business-type activities 
• Major funds 
• Nonmajor funds in the aggregate 
• Fiduciary fund types 

As for discretely presented component units, the GASBS 40 Implementation 
Guide refers to the general guidance of GASB Statement 14, The Financial Report-
ing Entity, as amended by GASBS 34 as to reporting specific disclosures relative to 
component units.  These guidelines are discussed in Chapter 6. 

The GASBS 40 Implementation Guide also clarifies that the previous disclosure 
requirements under GASBS 3 relating to risks that are higher during the fiscal year 
than at the end of the fiscal year no longer apply under GASBS 40, which looks at 
the risk exposure at the date of the financial statements as an indicator of potential 
loss of resources. 

Deposit and Investment Policies 

GASBS 40 requires that governments briefly describe their deposit or invest-
ment policies that are related to the risks that are required to be disclosed by the 
Statement.  If a government has no deposit or investment policy that addresses a 
specific type of risk that the government is exposed to, the disclosure should indicate 
that there is no policy related to that risk. 

The GASBS 40 Implementation Guide clarifies that GASBS 40 does not require 
governments to adopt investment policies—it requires that the policies be disclosed 
related to the identified risks or a disclosure that a policy does not exist relative to a 
particular risk that is present, if that is the case.  In addition, external investment 
policies, such as those contained in bond covenants, should be considered for disclo-
sure when identified risks warrant such a disclosure.  If a government is not exposed 
to a risk, no disclosure is required.  For example, if a government is not exposed to 
credit risk because it only invests in obligations of the US government, or obliga-
tions explicitly guaranteed by the US government, the government is not exposed to 
credit risk and a credit risk policy disclosure is not required. 

Custodial Credit Risk 

GASBS 40 provides that the disclosures about deposits and investments by the 
three risk custodial credit categories be changed.  Basically, the disclosures are re-
duced to only requiring that amounts that fall within the former Category 3 (the 
riskiest as to custodial risk) be disclosed. 

• For deposits, a government would need to disclose the amount of bank bal-
ances that are “exposed to custodial credit risk.”  For a deposit to be exposed 
to custodial risk means that it is uninsured and either 

• Uncollateralized, 
• Collateralized with securities held by the pledging financial institution, or 
• Collateralized with securities held by the pledging financial institution’s 

trust department or agent but not in the government’s name. 
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• For investments, a government would need to disclose certain information 
about investments that are “exposed to custodial credit risk.”  For an invest-
ment to be exposed to custodial credit risk, it would be uninsured, not regis-
tered in the name of the government and held by either 

• The counterparty, or 
• The counterparty’s trust department or agent but not in the government’s 

name.

For investments that are exposed to custodial credit risk, the following 
disclosures would be required: 

• The type of the investment 
• The reported amount 
• How the investments are held 

Investments in external investment pools, open-end mutual funds, and se-
curities underlying reverse repurchase agreements would not be considered as 
exposed to custodial credit risk. 

Securities Lending Transaction Disclosures 

GASBS 40 modifies the disclosure requirements for securities lending transac-
tions.  The reported amounts for securities lending collateral and the underlying se-
curities should be disclosed by type of investment and amount.  Collateral that is re-
ported in the statement of net assets would follow the disclosure requirements for 
custodial credit risk described above unless it has been invested in a securities lend-
ing collateral pool or another type of investment that is not exposed to custodial 
credit risk.  For the underlying securities, the custodial credit risk requirements 
would be as follows: 

• If the collateral for the securities loan is reported on the statement of net as-
sets, the underlying securities would not be subject to the custodial credit risk 
disclosure requirements 

• If the collateral for the securities loan is not reported on the statement of net 
assets, the custodial credit risk disclosures would apply.  The disclosure would 
be based on the type of collateral and the custodial arrangements for the col-
lateral securities. 

Concentration of Credit Risk 

Governments are required to disclose, by amount and issuer, investments (other 
than those issued or guaranteed by the US government) in any one issuer that repre-
sents five percent or more of total investments.  Note that the issuer is considered to 
be the entity invested in, and not the investment company manager or pool sponsor.  
These disclosure requirements also do not apply to investments in mutual funds, ex-
ternal investment pools, or other pooled investments. 

While GASBS 40 disclosures focus on the primary government, including 
blended component units, it also requires that risk disclosures be made for govern-
mental fund and business-type activities, individual major funds, nonmajor funds in 
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the aggregate, or fiduciary fund types when the risk exposures are significantly 
greater than the deposit and investment risks of the primary government.  
GASBS 40 uses the example of a capital projects fund that is considered a major 
fund.  If an investment in corporate bonds did not meet the five percent criteria for 
disclosure for total investments of the primary government, but the capital projects 
fund’s only investment was that of the corporate bonds of one issuer, disclosure 
should be made for the concentration of credit risk for the capital projects fund. 

Interest Rate Risk 

The disclosures about interest rate risk contained in GASBS 40 are probably the 
most significant new area addressed.  GASBS 40 requires that governments disclose 
information about the sensitivity to interest rates of their debt investments.  This dis-
closure is accomplished by communicating either investment maturities or informa-
tion developed about portfolio volatility under various scenarios. 

Interest rate sensitivity information would be organized by investment type and 
amount using one of the prescribed methods described in GASBS 40 as follows: 

• Segmented time distributions.  This method groups investment cash flows into 
sequential periods in tabular form. 

• Specific identification.  This method presents a list of each investment, its 
amount, its maturity date, and any call options. 

• Weighted-average maturity.  This method expresses investment time horizons 
(the time when investments become due and payable) in years or months, 
weighted to reflect the dollar size of individual investments. 

• Duration.  This method uses the present value of cash flows, weighted for 
those cash flows as a percentage of the investment’s full price to measure a 
debt investment’s exposure to fair value changes arising from changing inter-
est rates. 

• Simulation model.  This method estimates changes in an investment’s fair 
value given hypothetical changes in interest rates. 

Governments would be encouraged to select the disclosure method that is most 
consistent with the method actually used by them to identify and manage interest 
rate risk. 

Specific disclosures are also required for investments whose contract terms 
cause the investments’ fair value to be highly sensitive to interest rate changes.  Both 
the interest rate sensitivity and contract terms of the investment would be disclosed.  
The contract terms would be considered to include such information as the amount 
of the investment, multipliers, benchmark indices, reset dates (i.e., the time that a 
bond’s variable coupon is repriced to reflect changes in a benchmark index), and 
embedded options.  GASBS 40 provides three examples of these types of invest-
ments.

• A variable-rate investment’s coupon rate that amplifies the effect of interest 
rate changes by greater than a one-to-one ratio, such as 1.25 times the three-
month London Interbank Offered Rate (LIBOR). 
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• A variable-rate investment’s coupon amount varies inversely with a bench-
mark index, such as four percent minus the three-month LIBOR rate. 

• An asset-backed investment that has repayments that are expected to signifi-
cantly vary with interest rate changes. 

Foreign Currency Risk 

If a government’s deposits or investments are exposed to foreign currency risk, 
the government should disclose the US dollar balances of such deposits or invest-
ments, classified by currency denomination and investment type. 

Effective Date 

GASBS 40 is effective for financial statements for the period beginning after 
June 15, 2004, with earlier application encouraged. 

GASB STATEMENT 41, BUDGETARY COMPARISON  
SCHEDULES—PERSPECTIVE DIFFERENCES

In May 2003, the GASB issued GASBS 41 to address the issue of governments 
which have significant budgetary perspective differences that result in their not be-
ing able to present budgetary comparison information for their general fund and 
major special revenue funds.  This new Statement does not address instances where 
there are minor budgetary fund structures that have minor perspective differences 
from their fund structure used for reporting under generally accepted accounting 
principles (GAAP).  These differences are usually readily handled in the required 
reconciliation between the budgetary perspective and the GAAP perspective.  
GASBS 41 addresses situations where there are significant perspective differences 
where budgetary structures prevent governments from associating their estimated 
revenues and appropriations from their legally adopted budget to the major revenue 
sources and functional expenditures that are reported in the general fund and major 
special revenue funds. 

GASBS 41 requires that governments with significant budgetary perspective dif-
ferences that result in a government’s not being able to present budgetary compari-
sons for the general fund and major special revenue funds present budgetary com-
parison schedules based on the fund, organization, or program structure that the 
government uses for its legally adopted budget.  This comparison schedule must be 
presented as part of required supplementary information (RSI). 

GASBS 41 essentially has two main points.  First, if there are significant per-
spective differences between the budgetary perspective and the GAAP perspective, 
governments are still required to present budgetary comparison information for the 
general fund and major special revenue funds.  The comparison should be presented 
in accordance with the format in which the budget is legally adopted.  Second, 
where such perspective differences exist, governments do not have the option to pre-
sent the budgetary comparison schedule as part of the basic financial statements.  It 
must be presented as part of RSI. 
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Effective Date 

GASBS 41 should be implemented simultaneously with GASBS 34.  For gov-
ernments that have already implemented GASBS 34, GASBS 41 is effective for fi-
nancial statements for periods beginning after June 15, 2002. 

GASB STATEMENT 42, ACCOUNTING AND  
FINANCIAL REPORTING FOR IMPAIRMENT OF  

CAPITAL ASSETS AND FOR INSURANCE RECOVERIES

As this year’s edition of this Guide was going to press, the GASB was complet-
ing work on a new statement (GASBS 42) that provides guidance for accounting for 
the impairment of capital assets.  GASBS 42 also addresses the accounting for in-
surance recoveries, but by far the most significant aspects of the new statement will 
concern impairment of capital assets.  GASBS 42 applies to all of the capital assets 
of a government, including its infrastructure assets. 

Many readers may be familiar with the Financial Accounting Standards Board’s 
Statement 144, Accounting for the Impairment or Disposal of Long-Lived Assets 
(SFAS 144).  While GASBS 42 addresses the same basic topic as SFAS 144, its ap-
proach is actually quite different from what is found in the FASB Statement.  In 
SFAS 144, determination of impairment is based upon expected cash flows from the 
asset that is being evaluated for impairment.  In the governmental environment, 
many or most capital assets don’t provide cash flows, nor are they expected to pro-
vide cash flows.  GASBS 42 presents the GASB’s solutions as to how to identify 
and measure impairment in the governmental environment. 

Definition of Impairment 

GASBS 42 defines asset impairment as a significant, unexpected decline in the 
service utility of a capital asset.  The events or circumstances that lead to impair-
ments are not considered normal and ordinary, meaning that they wouldn’t be ex-
pected to occur during the useful life of the capital asset at the time that it was ac-
quired.

GASBS 42 provides guidance on what is meant by the term service utility.  The 
service utility of a capital asset is the usable capacity that, at the time of acquisition, 
was expected to be used to provide service.  The current usable capacity of a capital 
asset may be due to normal or expected decline in useful life or it may be due to im-
pairing events, which are discussed in the following pages. 

Determining Whether a Capital Asset Is Impaired 

GASBS 42 provides a two-step process in determining whether a capital asset is 
impaired.

1. Identifying potential impairments 
2. Testing for impairment 

Each of these steps is described in greater detail below. 
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Identifying Events or Circumstances That May Indicate Impairment 

The events contemplated by GASBS 42 that may indicate impairment are 
prominent events, meaning that they are conspicuous or known to the government, 
and would be expected to have been discussed by governing boards, management, 
and/or the media.  The following are provided by GASBS 42 as indicators of im-
pairment:

1. Evidence of physical damage, such as for a building damaged by fire or 
flood, when the level of damage is such that restoration efforts are needed to 
restore service utility. 

2. Enactment or approval of laws or regulations, or other changes in environ-
mental factors, such as new water quality standards that a water treatment 
plant does not meet and cannot be modified to meet. 

3. Technological development or evidence of obsolescence, such as that re-
lated to a major piece of diagnostic or research equipment that is used, be-
cause newer equipment provides better service. 

4. A change in the manner or expected duration of usage of a capital asset, 
such as the closure of a school prior to the end of its useful life.  Note that if 
the government were no longer using the asset, the asset would be evaluated 
for impairment even if the government decided to sell the asset. 

5. Construction stoppage, such as stoppage of construction of a building due to 
lack of funding. 

Testing for Impairment 

If an asset has been identified as potentially impaired by the indicators described 
above, the second step is to determine if impairment has incurred.  GASBS 42 pro-
vides that the asset should be tested for impairment if both of the following factors 
are present: 

• The magnitude of the decline in service utility is significant.  GASBS 42 does 
not provide any specific methods to evaluate “significant” but does provide 
the example of expenses associated with the continued operation and mainte-
nance or costs associated with restoration being “significant” in relationship to 
the current service utility of the asset. 

• The decline in service utility is unexpected.  This means that the restoration 
cost or other impairment circumstance is not part of the normal life cycle of 
the capital asset. 

If both of these tests are met and the capital asset is determined to be impaired, 
the government would use the guidance of GASBS 42 in the following section to 
measure that impairment.  If an asset was indicated to be impaired, but does not 
meet both of these two tests, GASBS 42 provides that the estimates used in depre-
ciation calculations, such as remaining useful life and salvage value, should be re-
evaluated and changed if considered necessary. 
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Measuring Impairment 

To measure the impairment for capital assets meeting the above tests, the gov-
ernment should next determine whether the impaired capital assets will be used by 
the government.  Impaired capital assets that will no longer be used by the govern-
ment should be reported at the lower of carrying value or fair value.  This also ap-
plies to capital assets impaired from construction work stoppage, which are also re-
ported at the lower of carrying or fair value. 

For impaired capital assets that will continue to be used by the government, de-
termination of the amount of the impairment (the historical cost that should be 
written off) is more complicated.  GASBS 42 provides three different methods that 
are described below. 

• Restoration cost method 
The amount of the impairment is derived from the estimated costs to restore 

the utility of the capital asset, not including any amounts attributable to im-
provements or additions.  The estimated restoration cost is converted to histori-
cal cost by either restating the estimated restoration cost using an appropriate 
cost index or by applying a ratio of estimated restoration cost over estimated re-
placement cost to the carrying amount of the asset. 
• Service units method 

The amount of the impairment is derived from isolating the historical cost of 
the service utility that cannot be used due to the impairment event or change in 
circumstances.  The amount of the service units impaired is determined by 
evaluating the service units provided by the capital asset both before and after 
the impairment. 

• Deflated depreciated replacement cost method 

The amount of the impairment is derived from obtaining a current cost for a 
capital asset to replace the current level of service estimated.  The estimated cur-
rent cost is then depreciated (since the capital asset being replaced is not new) 
and deflated to convert the cost to historical cost dollars. 

GASBS 42 identifies generally which method should be used from the vari-
ous causes of impairment as follows: 

1. Impairments from physical damage—restoration cost method 
2. Impairments from enactment or approval of laws or regulations, or other 

changes in environmental factors or from technological development or 
obsolescence—service units method 

3. Impairments from a change in manner or duration of use—deflated de-
preciated replacement cost method or service units method 

Reporting Impairment Losses 

GASBS 42 provides that most impairment losses should be considered perma-
nent (requiring a write-down of the asset) unless evidence is available to demon-
strate that the impairment will be temporary.  Impairment losses (other than tempo-
rary impairments) should be reported in the statement of activities and statement of 
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revenues, expenses, and changes in fund net assets, if appropriate, as a program or 
operating expense, special item, or extraordinary item in accordance with the guid-
ance of GASBS 34.  If not apparent from the face of the financial statements, a gen-
eral description, amount, and the financial statement classification of the impairment 
loss should be disclosed in the notes to the financial statements.  The carrying 
amount of impaired capital assets that are idle at year-end should be disclosed, re-
gardless of whether the impairment is considered permanent or temporary. 

Once an impairment loss has been recorded for an asset, the value of that asset 
should not be written up in the future if events affecting the circumstances of the 
impairment change. 

Insurance Recoveries 

In the governmental fund financial statements, GASBS 42 provides that restora-
tion or replacement of a capital asset should be reported as a separate transaction 
from the insurance recovery.  The insurance recovery is reported as an other financ-
ing source or an extraordinary item, as appropriate. 

In the government-wide financial statements (and in proprietary fund financial 
statements) the restoration or replacement of an impaired capital asset is also re-
ported as a separate transaction from the impairment loss and associated insurance 
recovery.  The impairment loss should be reported net of the associated insurance 
recovery when the recovery and loss occur in the same year.  Insurance recoveries in 
subsequent years should be reported as program revenue or as an extraordinary item, 
as appropriate.  Insurance recoveries should only be recognized when realized or re-
alizable.  If an insurance company has admitted or acknowledged coverage, an in-
surance recovery would be considered by GASBS 42 to be realizable. 

If not apparent from the financial statements, the amount and classification of 
insurance recoveries should be disclosed. 

Effective Date 

GASBS 42 is effective for financial periods beginning after December 15, 2004, 
with earlier application encouraged.  Accounting changes adopted to conform to the 
provisions of GASBS 42 should be applied retroactively, if practical, for all prior pe-
riods presented.  If restatement is not practical, the cumulative effect of applying 
GASBS 42 should be reported as a restatement of beginning net assets, fund bal-
ances, or fund equity, as appropriate, for the earliest period restated.  Previously re-
ported impairments, if any, resulted in a new cost basis for the impaired asset and 
should not be restated. 

GASB TECHNICAL BULLETIN 2003-1,  
DISCLOSURE REQUIREMENTS FOR DERIVATIVES NOT REPORTED AT 

FAIR VALUE ON THE STATEMENT OF NET ASSETS

In June 2003, the GASB issued Technical Bulletin 2003-1, Disclosure Require-
ments for Derivatives Not Reported at Fair Value on the Statement of Net Assets
(GASBTB 2003-1).  This Technical Bulletin requires various disclosures related to 
derivatives that are not reported at fair value on a government’s statement of net as-
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sets.  It does not provide any accounting guidance for recording derivatives.  The 
GASB has undertaken a larger project to determine the appropriate accounting guid-
ance for recording derivatives because at this time, there is no accounting guidance 
for derivatives in the governmental accounting environment. 

Derivative Definition 

The GASB defines derivatives by using identical language from the FASB guid-
ance for derivatives, which is found in FASB Statement 133, Accounting for De-
rivative Instruments and Hedging Activities as amended (SFAS 133).  This defini-
tion is as follows: 

A derivative instrument is a financial instrument or other contract with all 
three of the following characteristics: 

a. It has (1) one or more underlyings and (2) one or more notional amounts 
or payment provisions or both.  Those terms determine the amount of the 
settlement or settlements, and, in some cases, whether or not a settlement 
is required. 

b. It requires no initial investment or an initial investment that is smaller 
than would be required for other types of contracts that would be ex-
pected to have a similar response to changes in market factors. 

c. Its terms require or permit net settlement, it can readily be settled net by 
a means outside the contract, or it provides for delivery of an asset that 
puts the recipient in a position not substantially different from net settle-
ment. 

SFAS 133 provides additional clarifications of what are considered to be de-
rivatives.  A common derivative now being used by governments is interest rate 
swap agreements by which governments can enter into an agreement with a counter-
party that effectively changes the effect of variable rate debt to fixed rate debt, or 
conversely, changes fixed rate debt into variable rate debt.  Another type of deriva-
tive that governments have been entering into has become known as a “swaption” in 
which a government sells a counterpart the option to enter into an interest rate swap 
agreement sometime in the future.  As governments have been under extreme finan-
cial pressure recently, the allure of receiving this up-front cash payment in the 
swaption transaction to provide immediate budgetary relief has been very tempting 
for governments.  The GASB, in the author’s opinion, was concerned about the in-
creasing volume of these transactions at a time when there was no accounting guid-
ance and weak disclosure requirements.  Hence, the GASB rushed to issue these dis-
closure requirements while it deliberated on an appropriate accounting treatment for 
derivatives that will be issued some time in the future. 

The following describes the disclosure requirements contained in 
GASBTB 2003-1 for derivatives that are not reported at fair value on the statement 
of net assets: 

• Objective of the derivative 
The government is required to disclose its objective for entering into the de-

rivative, the context needed to understand that objective, and its strategies for 
achieving the objective, indicating the types of derivatives used including op-
tions purchased or sold. 
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• Significant terms 
The Technical Bulletin specifies the following significant terms of the trans-

action that must be disclosed: 
— Notional, face, or contract amount. 
— Underlying indexes or interest rates, including terms such as caps, floor, 

or collars.  Caps, floors, and collars provide information about the range 
within which an index or interest rate can change over the course of the 
agreement. 

— Options embedded in the derivative. 
— The date when the derivative became effective and when it is scheduled to 

terminate or mature. 
— The amount of cash paid or received when the derivative was initiated. 

• Fair value 
The fair value of the derivative as of the date of the statement of financial 

position should be disclosed.  If the fair value is based on other than quoted 
market prices, the disclosure should include the method and significant assump-
tions used to estimate fair value. 
• Associated debt 

If a derivative is entered into in order to make a government’s debt carry a 
synthetic interest rate, the future debt service requirement disclosures should 
include a separately shown amount for the effect of the derivative along with 
the future debt service requirements using the synthetic interest rates.  Interest 
rate swap derivatives are the type that will be affected by this disclosure.  For 
example, if a government enters into an interest rate swap agreement that 
synthetically changes variable rate debt to fixed rate debt, the future debt ser-
vice required disclosure that is specified in GASBS 38 (which would be cal-
culated using the variable interest rate of the debt) will be supplemented with 
two columns, one that shows the effect of the swap transactions and the sec-
ond that shows the debt service requirements for the associated debt at the 
synthetically achieved fixed interest rate. 

• Risks 
In addition to the fair value disclosure mentioned above, the most signifi-

cant disclosure requirements of GASBTB 2003-1 relate to disclosures about 
risks.  GASBTB 2003-1 requires disclosures about credit risk, interest rate 
risk, basis risk, termination risk, and rollover risk.  Each of these requirements 
is described below. 
— Credit risk is the risk that a counterparty to a derivative transaction will 

not fulfill its obligations.  If a government is exposed to credit risk, that 
risk should be disclosed along with the following specific information: 
1. The credit quality ratings of counterparties as described by nationally 

recognized rating agencies as of the date of the statement of net assets.  
If the counterparty is not rated and a credit risk disclosure is required, 
the disclosure should state that the counterparty is not rated. 
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2. The maximum amount of loss due to credit risk (based upon the fair 
value of the derivative as of the date of the statement of net assets) 
that the government would incur if parties to the derivative failed to 
perform according to the terms of the contract, without respect to any 
collateral or other security. 

3. A brief description of the collateral or other security that supports de-
rivatives subject to credit risk and information about the government’s 
access to that collateral or other security. 

4. Information about any master netting arrangements to mitigate credit 
risks, including brief description of the agreement’s terms. 

5. The extent of diversification among counterparties. 
— Interest rate risk is the risk that changes in interest rates will adversely af-

fect the fair values of a government’s financial instruments or a govern-
ment’s cash flows.  If a derivative increases a government’s exposure to 
interest rate risk, that risk should be disclosed as interest rate risk, along 
with the terms that cause interest rate risk to increase. 

— Basis risk is the risk that arises when variable interest rates on a derivative 
and an associated bond or other interest-paying financial instrument are 
based on different indexes.  For example, a government might swap a 
variable interest rate on a bond that is calculated based on LIBOR (Lon-
don Interbank Offered Rate) for a synthetic variable interest rate based 
upon BMA (The Bond Market Association Municipal Swap Index).  At 
the time of the derivative contract, BMA will be some percentage of 
LIBOR.  The extent that this percentage changes over the life of the de-
rivative results in basis risk.  If basis risk exists, the government should 
disclose this risk as basis risk, along with the derivative’s payment terms 
and any payment terms of the associated debt. 

— Termination risk is the risk that a derivative’s unscheduled end will affect 
a government’s asset or liability strategy or will present the government 
with potentially significant unscheduled termination payments to the 
counterparty.  If a government is subject to termination risk, it should be 
disclosed as such and include the following, where applicable: 

1. Any termination events that have occurred. 
2. Dates that a derivative may be terminated. 
3. Out-of-the-ordinary termination events contained in contractual docu-

ments, including additional termination events contained in the 
Schedule to the International Swap Dealers Association Master 
Agreement.

— Rollover risk is the risk that a derivative associated with a government’s 
debt does not extend to the maturity of that debt and when the derivative 
terminates, the associated debt will no longer have the benefit of the de-
rivative.  If the government is subject to this risk, it should disclose it as 
rollover risk and disclose the maturity of the derivative and the associated 
debt.
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— Market-access risk is the risk that the government will not be able to enter 
credit markets or that credit will become more costly.  If the derivative 
creates market-access risk (such as if the government needs to enter the 
credit market some time in the future to meet the derivative’s objective) 
that risk should be disclosed as market-access risk. 

Determination of Fair Value 

GASBTB 2003-1 provides that the fair value of a derivative should be measured 
by market price if there is an active market for the investment.  Determining the fair 
value of a derivative is not an easy exercise and will likely require the assistance of 
consultants or other experts to provide a reasonable estimate of fair value.  If there is 
not an active market for a derivative, GASBTB 2003-1 provides that discounted 
cash flows may be used in estimating fair value.  It also provides that an option 
contained in a derivative may also be priced using an option pricing model, such as 
the Black-Scholes model, that considers probabilities, volatilities, time, underlying 
prices, and other variables. 
NOTE:  Detailed information on calculating the fair value of derivatives is beyond the scope 
of this Guide.  These calculations have been the subject of much study in the commercial ac-
counting area, which has been providing fair value information about derivatives for some 
time.  The author suggests that for governments that are sophisticated enough to be using 
derivatives, adequate resources for outside consultants or experts be provided to, among 
other things, assist in calculating the fair value of derivatives as of the date of the statement 
of net assets. 

Effective Date 

GASBTB 2003-1 has an almost instantaneous effective date.  It is effective for 
financial statements for periods ending after June 15, 2003, with earlier application 
encouraged.

EXPOSURE DRAFTS—FINANCIAL REPORTING FOR  
POSTEMPLOYMENT BENEFIT PLANS OTHER THAN PENSION PLANS

AND ACCOUNTING AND FINANCIAL REPORTING BY EMPLOYERS  
FOR POSTEMPLOYMENT BENEFITS OTHER THAN PENSIONS

In February 2003, the GASB issued the two Exposure Drafts as a result of its 
project to address the accounting and financial reporting for postemployment bene-
fits other than pensions (OPEBs).  One Exposure Draft addresses the accounting and 
financial reporting for plans that administer OPEB programs and for fiduciary funds 
used by employers that administer these plans.  The second Exposure Draft ad-
dresses the accounting and financial reporting for employers that provide OPEBs to 
their employees. 

The GASB has modeled the accounting and financial reporting for OPEBs after 
the accounting and financial reporting for pension plans that are found in 
GASBS 25, Financial Reporting for Defined Benefit Pension Plans and Note Dis-
closures for Defined Contribution Plans, and GASBS 27, Accounting for Pensions 
by State and Local Governmental Employers.  The concepts inherent in GASBS 25 
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and 27 are discussed later in this Guide.  The two Exposure Drafts take these same 
concepts and modify them slightly to reflect the fact that they apply to OPEBs rather 
than pension benefits. 

In evaluating the comment letters received on these two Exposure Drafts, the 
GASB has run into difficulty with the aspect of the Exposure Draft for employers’ 
accounting relating to what it calls implicit rate subsidies.  Basically, this centers on 
situations where an employer pays the same healthcare coverage premium for both 
current employees and retirees.  The Exposure Draft would allow the use of this rate 
for calculations of current costs and future liabilities.  Since the retirees are generally 
older than current employees and use more health care services, the premium rate 
for the retiree group separate from the composite rate for current employees and re-
tirees would be higher than the composite rate.  Conversely, the current employees 
would generally be using less health care services and as a separate group would 
have a health insurance premium that is lower than the composite rate that includes 
both current employees and retirees.  In other words, the younger, healthier employ-
ees are providing a subsidy to the composite rate.  Many respondents to the Expo-
sure Draft in the actuarial community disagreed with this approach and favored the 
requirement to use a rate specifically related to the retiree group. 

As of this writing, the GASB continues to review commentary letters received 
and to deliberate over potential changes to both of the Exposure Drafts. 

Accounting Summary 

Basically, the approach under the Exposure Drafts would require employers that 
participate in single-employer or agent multiemployer defined benefit OPEB plans 
to recognize the annual cost of OPEBs on an accrual basis.  That is, the costs for 
providing an employee with OPEBs in the future are recognized during the service 
life of the employee.  Costs are measured by the actuarially calculated annual re-
quired contribution (ARC) that is calculated within certain parameters, regardless of 
whether the employer actually makes a contribution to a plan.  These requirements 
would be recorded in the government-wide financial statements and the financial 
statements of proprietary and fiduciary funds.  OPEB expenditures would be recog-
nized on the modified accrual basis of accounting in governmental funds, essentially 
unchanged from the current accounting by those funds. 

For financial reporting purposes, an actuarial valuation would be required at 
least biennially for OPEB plans with a total membership of 200 or more, or at least 
triennially for plans with total membership of fewer than 200 employees. 

Employers participating in cost-sharing multiemployer plans would be required 
to recognize OPEB expense/expenditures for their contractually required contribu-
tions to the plan, on the accrual or modified accrual basis, as appropriate. 

Alternative Measurement Method 

Under the Exposure Drafts, employers in single-employer OPEB plans with a 
membership of fewer than 100 would have the option to apply a simplified alterna-
tive measurement method instead of obtaining an actuarial valuation. 
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Measurement of Net OPEB Obligation 

Many governments that fund OPEBs on a pay-as-you-go basis are likely to have 
expected GASB requirements as to OPEB to require recording a huge liability for 
unfunded OPEB costs as a retroactive catch-up.  This is not the approach contem-
plated in the Exposure Drafts, which defines a net OPEB obligation as the cumula-
tive difference between annual OPEB cost and the employer’s contribution to the 
plan, including the OPEB liability or asset at transition.  However, the Exposure 
Draft as to employers’ accounting for their liability specifically states that because 
retroactive application of the measurement requirements of the proposed Statement 
would not be required, for most employers the OPEB liability at the beginning of the 
transition year would be zero. 

An employer with a net OPEB obligation would be required to measure annual 
OPEB cost equal to

• The annual required contribution. 
• One year’s interest on the net OPEB obligation. 
• An adjustment to the annual required contribution to offset the effect of actu-

arial amortization of past under- or overcontribution. 

Effective Dates 

The GASB has followed a similar effective pattern for the proposed statements 
resulting from these Exposure Drafts as it did for GASBS 25 and GASBS 27 in that 
the requirements for the plan financial statements are effective one year earlier than 
those requirements for employers.  The GASB has also provided for a phase-in of 
the requirements based upon the size of the employer government. 

The requirements of the proposed Statement for plan reporting are effective 
based upon the total revenues of the employer government in the first fiscal year 
ending after June 15, 2004. 

• Plans of Phase 1 governments (those with annual revenues of $100 million or 
more) would be required to implement the proposed Statement in financial 
statements for periods beginning after June 15, 2005. 

• Plans of Phase 2 governments (those with annual revenues of $10 million or 
more, but less than $100 million) would be required to implement the pro-
posed Statement for financial statements for periods beginning after June 15, 
2006. 

• Plans of Phase 3 governments (those with annual revenues of less than $10 
million) would be required to implement the proposed Statement in financial 
statements for periods beginning after June 15, 2007. 

As mentioned above, employer governments would have one additional year to 
implement the proposed Statement on employer accounting and financial reporting 
for OPEBs.  Accordingly, the following would be the required implementation 
dates:

• Phase 1 governments would be required to implement the proposed Statement 
in financial statements for periods beginning after June 15, 2006. 
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• Phase 2 governments would be required to implement the proposed Statement 
in financial statements for periods beginning after June 15, 2007. 

• Phase 3 governments would be required to implement the proposed Statement 
in financial statements for periods beginning after June 15, 2008. 

Whether the above effective dates will be the same in a final Statement is un-
clear as this Guide was going to press, particularly since, as mentioned above, the 
GASB appears inclined to reexpose certain aspects of the Exposure Drafts. 

EXPOSURE DRAFT—ECONOMIC CONDITION  
REPORTING: THE STATISTICAL SECTION

In August 2003, the GASB issued an Exposure Draft that addresses the sched-
ules and other disclosures that are contained in the statistical section of the compre-
hensive annual financial report (CAFR) prepared by governments.  Chapter 5 de-
scribes the differences between a government’s basic financial statements and a 
CAFR.  This Exposure Draft only addresses disclosures that are required when a 
government prepares a CAFR. 

The reason that the GASB addressed the statistical section at this time was to 
consider and incorporate information relating to the government-wide financial 
statements.  In addition, the requirements for the statistical section had not been ad-
dressed for a long period of time and were in need of refreshing. 
NOTE:  The Government Finance Officers Association (GFOA) provides many requirements 
for CAFRs of governments that elect to participate in the GFOA’s Certificate of Achievement 
for Excellence in Financial Reporting program.  The GFOA revised the requirements in light 
of GASBS 34; however, the additional ten-year trend schedules for government-wide reve-
nues and government-wide expenses were made optional for the GFOA’s Certificate of 
Achievement for Excellence in Financial Reporting program.  Providing government-wide 
information in the statistical section will no longer be optional for governments preparing 
CAFRs if the Exposure Draft’s requirements are not changed in a final Statement. 

Some of the schedules that are described below are the same as those currently 
required in statistical sections of CAFRs.  One important feature of the Exposure 
Draft, however, is that there are more specific requirements for each schedule than 
had existed in the past.  For example, a government may be currently providing a 
schedule of property tax levies and collections.  The Exposure Draft has specific in-
structions for preparing this schedule, which a government’s current schedule may 
not meet.  The GASB deliberately included these specific instructions and require-
ments to facilitate the comparability of reports among different governments. 

As will be described later, the Exposure Draft also requires narrative explana-
tions to be included in the statistical section.  The requirements are very general as 
to when an explanation is required and will require, a fair amount of judgment on 
the part of a government to implement. 

From an implementation perspective, the Exposure Draft has many requirements 
that will take a fair level of effort to interpret and implement.  The Exposure Draft 
encourages, but very importantly does not require, any retroactive restatement of in-
formation from years prior to implementation. 
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The Exposure Draft describes five categories of information in which ten-year 
trend information is to be presented.  The information should focus on the primary 
government, including blended component units.  However, the Exposure Draft ac-
knowledges that providing additional information about individual discretely pre-
sented component units may be advantageous in providing information about the 
economic condition of a government. 

The following summarizes the five categories of information and lists the statis-
tical tables that would be required for each: 

1. Financial trends information—This category is intended to help understand 
and assess how a government’s financial position has changed over time.  
The required schedules are: 

• Information about net assets, presented for each of the three categories of 
net assets (invested in capital assets net of related debt, restricted and un-
restricted) for governmental activities, business-type activities, and the 
total primary government. 

• Information about changes in net assets that includes expenses, program 
revenues, and net (expense) revenue by function or program, general 
revenues, and other changes in net assets, along with a total change in net 
assets. 

• Information about governmental funds including 

— Reserved and unreserved fund balances for both the general fund and 
all other governmental funds in the aggregate. 

— For total governmental funds, the following should be presented: 

- Revenues by source. 
- Expenditures by function. 
- Other financing sources and uses, and other changes in fund bal-

ance.
- Total change in fund balances. 

2. Revenue capacity information—This information is intended to help under-
stand and assess the factors affecting a government’s ability to generate its 
own-source revenues.  The required schedules are 

• Information about revenue bases shown by major component, such as real 
and personal property, including the total direct rate applied to the revenue 
base.

• Information about revenue rates applied by the government to the revenue 
base.

• Information about principal revenue payers. 
• Information about property tax levies and collections. 

3. Debt capacity information—This information is intended to help understand 
and assess a government’s debt burden and its ability to issue additional 
debt.  The required schedules are 
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• Information about ratios of outstanding debt for each type of debt and di-
vided between debt for governmental activities and business-type activi-
ties.  The ratio of outstanding debt to total personal income should also be 
presented.

• Information about ratios of general bonded debt.  The ratio of general 
bonded debt to the total estimated value of property should be presented if 
the debt is to be repaid with property taxes. 

• Information about direct and overlapping debt. 
• Information about debt limitations. 
• Information about pledged-revenue coverage. 

4. Demographic and economic information—This information is intended to 
help understand the socioeconomic environment within which a government 
operates and to provide information that enables comparisons of financial 
statement information over time and among governments.  The required 
schedules are 

• Demographic and economic information, including population, personal 
income, per capita personal income, and unemployment rates. 

• Information about principal employers. 

5. Operating information—This information is intended to provide information 
about a government’s operations and resources to assist in understanding a 
government’s economic condition.  The required schedules are 

• Information about government employees, including the number of per-
sons employed by function, program, or identifiable activity. 

• Information about operating indicators by function, program, or identifi-
able activities presents indicators of the demand for services or the level of 
services provided. 

• Information about capital assets, including indicators of the volume, us-
age, or nature of capital assets by function, program, or identifiable activi-
ties.

Operating information for each individual pension and other postemployment 
benefit plan should be presented that includes 

• Information about retired members by type of benefit for the current year. 
• Information about the average monthly benefit, average final salary, and 

number of retired members. 
• For multiemployer plans, information about the principal participating 

employers, the number of covered employees each has, and the percentage 
of total covered employees that each represents. 

Narrative Explanations 

One of the more important changes that would result from the proposed State-
ment contemplated by the Exposure Draft is the requirement to include narrative ex-
planations in the statistical section.  Explanations should be analytical in nature, but 
may be data explanations as well.  The Exposure Draft states that judgment should 
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be used in deciding whether to present narrative explanations and, if so, what type of 
explanation and its extent.  The four types of explanations listed in the Exposure 
Draft are 

• Explanations of the objects of statistical information in general and the five 
categories of statistical information, as well as individual schedules, if appro-
priate.

• Explanations of basic concepts that may be unfamiliar to users of the state-
ments.

• Explanations that identify relationships between information in various statis-
tical schedules, as well as between the statistical schedule and information in 
other sections of the report. 

• Explanations of significant trends, significant changes in trends, and anoma-
lous data that users of the report would not otherwise understand. 

Effective Date 

The proposed Statement would be effective for statistical sections prepared for 
periods beginning after June 15, 2005.  Governments are encouraged, but not re-
quired, to report all required years of information retroactively.  Governments are 
encouraged, but not required, to implement the government-wide information retro-
actively to the year that GASBS 34 was implemented.  If information required by 
the proposed Statement differs from information previously reported by govern-
ments, governments are encouraged, but not required, to restate or revise the infor-
mation for previous years. 

CURRENT GASB PROJECTS 

In addition to finalizing the Exposure Drafts discussed above, the GASB has 
several projects on their technical agenda that will likely result in future accounting 
and financial reporting guidance.  The following discusses some of the projects that 
are most likely to result in such guidance in the not too distant future. 

Derivatives and Hedging 

While the GASB issued guidance through GASBTB 2003-1 regarding disclo-
sures of derivatives, it has a current project on its agenda to focus on accounting for 
derivatives and whether any type of hedge accounting will be developed.  The focus 
of the project is on whether derivatives will be recorded on the statement of net as-
sets at fair value and how the change in that fair value from year to year will flow 
through the statement of activities.  An Exposure Draft is planned for the second 
quarter of 2004. 

Pollution Remediation Obligations 

The GASB has been considering additional guidance as to the accounting and 
reporting for pollution remediation obligations.  These obligations may be the result 
of environmental laws, regulations, contracts, or other means including superfund 
and brownfield laws and regulations.  A key issue in these considerations is the 
timing of the recognition of a liability as well as whether a liability should be recog-
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nized in situations where there is no immediate intention to remediate the pollution 
situation.  An Exposure Draft is planned for the second quarter of 2004. 

Tobacco Settlement Issues 

This project seeks to bring consistency to accounting and financial reporting for 
funds received and receivable from tobacco settlements.  The key issue is whether 
recognition is given to the total amounts receivable from the settlements or whether 
only the amounts actually due to the governments under formula calculations are 
recognized in the financial statements.  As this Guide goes to press, an Exposure 
Draft of a Technical Bulletin is imminent. 

Conceptual Framework—Communications Methods 

This project is intended to provide definitions of the various methods that can be 
used to communicate financial and nonfinancial information such as the financial 
statements, notes to the financial statements, required supplementary information, 
including management’s discussion and analysis, and supplementary information 
that is not required.  An Exposure Draft for a proposed Concepts Statement is 
planned for the second quarter of 2004. 

SUMMARY

This chapter describes some of the important actions recently taken by the 
GASB as well as certain pronouncements that are being readied for finalization.  
Governmental entities should take this information into consideration in planning 
the changes that they may need to make in their financial reporting systems and 
processes to implement new standards in an effective and efficient manner. 
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INTRODUCTION 

The field of governmental accounting and auditing has undergone tremendous 
growth and development over the last twenty-five years.  Generally accepted ac-
counting 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 completed its new 
model for financial reporting by governments that results in a radically different 
look to governmental financial statements from those of the past.  There have also 
been substantive changes in the accounting principles used by governments.  Gov-
ernmental 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 gov-
ernmental accounting standards.  The topics in this chapter follow. 

• Entities covered by governmental accounting principles 
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• Overview of the history of governmental accounting standards-setting 
• Objectives of governmental accounting and financial reporting 
• 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 enti-
ties are covered by governmental generally accepted accounting principles: 

• State governments 
• Local governments such as cities, towns, counties, and villages 
• Public authorities such as housing finance, water, 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 gov-
ernmental 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 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 organi-
zations (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 ac-
counting 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 organiza-
tions, 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 princi-
ples 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 Not-for-Profit Organizations (the Guide).  The 
Guide defines governmental organizations as “public corporations and bodies corpo-
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rate 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 ma-
jority 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 re-
verting 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 pro-
tection against legislative acts altering or even repealing its charter.  Public corpora-
tions 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 de-
riving 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 

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

• Public hospital 
• Economic development corporation 
• Housing authority 
• Water and sewer utility 
• Electric or gas utility 
• Offtrack betting corporation 
• Industrial development authority 
• Educational construction authorities 

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. 

NOTE:  GASBS 34 eliminates some of the apparent inconsistencies that existed in the past 
about financial reporting for governmental not-for-profit organizations.  Prior to imple-
mentation of GASBS 34, these organizations were permitted to follow the AICPA financial 
reporting model for not-for-profit organizations, although they were subject to the disclosure 
requirements contained in GASB Statements.  In the author’s experience, these entities’ fi-
nancial statements often contained many inconsistencies in presentation and omissions of 
required disclosures.  Under GASBS 34, the accounting and financial reporting for these or-
ganizations should be clear.  They are special-purpose governments that should follow the 
accounting guidance as delineated under GASBS 34 and should follow all applicable GASB 
disclosure requirements. 

The implementation of GASBS 39 (which is discussed in Chapter 1) will result in more 
not-for-profit organizations being included within the financial reporting entity of a govern-
ment 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.  De-
spite their inclusion within a government’s reporting entity, many of these types of organiza-
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tions (such as fund-raising foundations) would not be considered governmental organiza-
tions 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 pro-
vides an illustration of including a not-for-profit organization foundation with a govern-
mental university. 

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 Stan-
dards Board (FASB).  The FASB establishes accounting standards for private sector 
entities, including both commercial entities and not-for-profit organizations. 
NOTE:  One significant difference between the GASB and the FASB is the FASB’s role in 
setting accounting principles for public companies.  Recently, this area has received a great 
deal of attention in light of a number of well-publicized accounting scandals involving public 
companies.  Under the Sarbanes-Oxley Act of 2002, accounting standards for public compa-
nies are the responsibility of the Public Company Accounting Oversight Board (PCAOB).  
PCAOB at this time is in its early stages of formation, but is expected to, for the most part, 
continue 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 Governmen-
tal Accounting, which itself was an outgrowth of a group called the National Com-
mittee on Municipal Accounting (NCMA).  These groups were sponsored by the 
Government Finance Officers Association (GFOA), originally known as the Mu-
nicipal 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).  Subse-
quent 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 govern-
mental financial reporting as a result of GASBS 34.  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.  Neither the 1988, 
1994, nor the 2001 blue book would be an authoritative source of accounting stan-
dards, since the GASB was created in 1984 to serve this purpose; thus the GFOA 
would no longer have the ability to issue authoritative accounting standards.  Even 
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with the issuance of the 1980 blue book, the GFOA (then known as the MFOA) de-
cided not to use the blue book as a means of promulgating new accounting stan-
dards.  Rather, the focus of the blue book was changed to provide financial state-
ment preparers (and their auditors) with detailed and practical guidance to imple-
ment 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 5. 

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 fi-
nancial 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 over-
all 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.  In 1987, 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 below 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 

Each of these characteristics is described in the following pages.

Primary characteristics of a government’s structure and the services it pro-
vides.

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

• The federal system of government and the prevalence of intergovernmental 
revenues—This characteristic describes the three primary levels of govern-
ment: 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 pro-
gram 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 in-
cluded 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 rela-
tionship to the cost or value of the services received by the individual tax-
payer.

— There is no exchange relationship between resources provided and ser-
vices 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 ser-

vices provided by governments.  Those receiving the services cannot de-
cide 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 as 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 be-
cause the budgeted funding level is a matter of public policy.  Politically 
speaking, expenditures below budget might not be a good thing, unless the re-
ductions were achieved by unanticipated efficiencies. 

• The budget is a financial plan or expression of financial intent—This is a simi-
lar concept to the public policy question, but also brings into consideration the 
fact that the budgets of governments generally need to be balanced; for in-
stance, revenues should equal expenditures, highlighting the concept that gov-
ernments 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 
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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 char-
acteristic 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 re-
quired, but simply because it can provide a useful control mechanism for distin-
guishing 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 ac-
counting must be considered to properly recognize the potential needs of financial 
statement users. 

Dissimilarities between similarly designated governments.  GASBCS 1 con-
cludes that the differences in the organization of governmental entities, the services 
they provide, and their sources of revenues all need to be considered when develop-
ing 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 govern-
ments 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 gov-
ernments located within the city.  Beyond boundary differences, the level of provi-
sion of services (such as human service 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.  Govern-
ments 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 
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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. 

Certainly return on investment is considered.  Where governments engage in 
fee-for-service activities, these considerations are not unlike those found in commer-
cial 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 in-
vest 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 it-
self.  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 de-
creases because of the improved infrastructures. 

Nature of the political process.  Governments must reconcile the conflict be-
tween the services desired by the citizens and the citizens’ desire to provide re-
sources 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 de-
ferring the cash effect of events, transactions, and circumstances that occur in a par-
ticular 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 in-
curred 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 ex-
ecutive branch officials

• Investors and creditors, including individual and institutional, municipal secu-
rity underwriters, bond rating agencies, bond insurers, and financial institu-
tions

While these three user groups have some overlap with the commercial environ-
ment, clearly the citizenry and legislative users are somewhat unique to govern-
ments.
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NOTE:  As will be further examined in Chapter 4, which examines the governmental budget-
ing process, the budget to actual reporting that is considered by many as inherently neces-
sary 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 le-
gally 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 legisla-
tors) to spend from that fund.  In order for the government to demonstrate its financial ac-
countability to the citizens and legislators, information is needed within governmental finan-
cial reporting which 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 account-
ability.  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 govern-
ment’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 obliga-
tions 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 op-
erating 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.  Simi-
larly, compliance with debt covenants, bond indentures, grants, contracts, and 
taxing and debt limits can also be demonstrated by governmental financial re-
porting. 

• 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, ef-



40 Wiley GAAP for Governments 2004 

fectiveness, and efficiency of a government.  This information may form the 
basis of their funding or voting decisions. 

NOTE:  In deliberating on the changes to the governmental financial reporting model pro-
mulgated 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 re-
porting, 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 in-
volved 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 ele-
ments of customer and service provider bring different characteristics into the envi-
ronment 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 relation-
ship between the charge for the service and the service itself.  This exchange 
relationship causes users of financial information to focus on the costs of pro-
viding 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 gener-
ally a greater potential for comparability among business-type activities per-
forming similar functions than there is among governmental-type activities.  
Governmental business-type activities generally only perform a single func-
tion, such as supplying water.  The problems, procedures, and cost compo-
nents of obtaining, treating, and delivering water are similar, regardless of 
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whether the function is performed by a commercial enterprise, a public au-
thority, an enterprise fund, or as part of a government’s basic operations. 

NOTE:  More information to help the reader distinguish among these differences is pro-
vided in Chapter 10.  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 re-
garded as less influenced by the political process because their fee-for-service 
operations take them out of the budgetary debate to which governmental ac-
tivities 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 man-
agement 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 

1. Accountability and interperiod equity 
2. Characteristics of information in financial reporting 
3. Limitations of financial reporting 
The following paragraphs describe why these are important factors in determin-

ing the objectives of financial reporting for governments. 
Accountability and interperiod equity.  GASBCS 1 describes accountability 

as the “cornerstone” of all financial reporting in governments.  Accountability re-
quires that governments answer to the citizenry in order to justify the raising of pub-
lic 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 citi-
zens 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 
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services provided that year and whether future taxpayers will be required to assume 
burdens for services previously provided. 

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 effectiveness.  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 under-
stood by those who may not have detailed knowledge of ac-
counting principles.  This does not mean, however, that in-
formation 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 signifi-
cant 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 in-
clude narrative explanations about the underlying assump-
tions 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 finan-
cial reporting, including valuation methods, basis of ac-
counting, 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 dif-
ferences between financial reports should be due to 
substantive differences in the underlying transactions or the 
governmental structure, rather than selection among differ-
ent alternatives in accounting procedures or practices. 
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Limitations of financial reporting.  GASBCS 1 acknowledges that in setting 
objectives of financial reporting for governments, the limitations of financial re-
porting 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 realistically be identified 
and never practically met. 

The GASB determined that in setting financial reporting standards, it should fo-
cus its attention on the common needs of users.  More importantly, the GASB ac-
knowledged that it must strike a balance between the almost unlimited financial re-
porting 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 in-
tensity 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. 

NOTE:  The GASB has a long-standing research project concerning the financial reporting 
of service efforts and accomplishments (SEA).  SEA reporting can take many forms, but gen-
erally involves the reporting of financial and nonfinancial information together to provide 
information to readers about the cost (efforts) and the benefits (accomplishments) relating to 
governmental activities.  Examples might include how many alarms a fire department re-
sponds to and the average cost of responding to an alarm.  Similarly, the sanitation depart-
ment might report how many tons of trash it collects in a reporting period along with the av-
erage cost of collecting a ton of trash.  The GASB has not required this type of reporting in 
the financial statements of governments.  The GASB has received some opposition to its 
moving in the direction of setting standards for the reporting of information other than that 
included in the basic financial statements and comprehensive annual financial report.  For 
example, the Government Finance Officers Association has publicly stated its concern with 
the GASB becoming active in this area.  Regardless of how the issues are resolved, financial 
statement preparers should be aware that future developments may result in the reporting of 
this type of information in the future. 

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 gov-
ernments: 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. 
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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 contrac-
tual 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 per-
formance.  In addition, service efforts and accomplishments reporting, which is the con-
cept of financial performance indicators used in conjunction with nonfinancial indica-
tors, 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 governmen-
tal 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 commer-
cial 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 obliga-
tions as they become due. 

— Financial reporting should provide information about the financial posi-
tion and condition of a governmental entity. 

— Financial reporting should provide information about a governmental en-
tity’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 re-
sources and risks of potential loss of resources. 
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NOTE:  These financial reporting objectives are meant to provide the user of the finan-
cial statements with information as to how financially capable the government is to con-
tinue 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 gov-
ernment 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 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 appropri-
ate 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 fi-
nancial reporting objectives and the conceptual framework with which these objec-
tives 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.

HIERARCHY OF GOVERNMENTAL ACCOUNTING STANDARDS 

The GASB is responsible for promulgating accounting principles for govern-
ments.  The manner in which the GASB promulgates accounting principles depends 
somewhat on the pervasiveness and the degree of impact that a new accounting prin-
ciple 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 gov-
ernments themselves, independent auditors, the GASB board members, or GASB 
staff.  In addition, advisory committees, such as the Governmental Accounting Stan-
dards Advisory Council, may also bring matters to the GASB’s attention for consid-
eration.  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 In-
vitation to Comment (ITC) or a Discussion Memorandum (DM) to solicit comments 
from the constituent groups regarding the advantages and disadvantages of the vari-
ous 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 ac-
counting 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. 
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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 is-
sue 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 levels of authority of the various types of established accounting principles 
and other accounting literature for governments was actually clarified by the Ameri-
can Institute of Certified Public Accountants (AICPA).  The AICPA issued State-
ment on Auditing Standards 69, The Meaning of “Present Fairly in Conformity with 
Generally Accepted Accounting Principles” in the Independent Auditor’s Report 
(SAS 69).  The purpose of SAS 69 was to define the framework of generally ac-
cepted accounting principles that an auditor should use to judge whether financial 
statements are presented fairly within that framework.  SAS 69 provides that the 
auditor’s opinion on the fair presentation of the financial statements in conformity 
with generally accepted accounting principles is based on the auditor’s judgment as 
to whether 

• The accounting principles selected and applied are generally accepted 
• The accounting principles are appropriate for the circumstances 
• The financial statements, including the related notes, are informative on mat-

ters that may affect their use, understanding, and interpretation 
• The information presented in the financial statements is classified and summa-

rized in a reasonable manner; for instance, it is neither too detailed nor too 
condensed

• The financial statements reflect the underlying transactions and events in a 
manner that presents the financial position, results of operations, and (if appli-
cable) the cash flows stated within a range of acceptable limits; for instance, 
limits that are reasonable and practical to attain in the financial statements 

These considerations are required for auditors.  Financial statement preparers 
should find these considerations helpful when preparing the financial statements for 
a governmental entity. 
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SAS 69 divides established accounting principles and other accounting literature 
into two main categories: other-than-governmental entities and governmental enti-
ties.  Within each category, established accounting principles are divided into four 
categories (or levels), A through D, with Category A being the highest level of au-
thority.

Following is the hierarchy of generally accepted accounting principles for gov-
ernmental entities: 

Level A Officially established accounting principles consist of GASB State-
ments and Interpretations, as well as AICPA and FASB pronounce-
ments specifically made applicable to state and local governmental 
entities by GASB Statements or Interpretations.  

Level B GASB Technical Bulletins and, if specifically made applicable to state 
and local governmental entities by the AICPA and cleared by the 
GASB, AICPA Industry Audit and Accounting Guides and AICPA 
Statements of Position. 

Level C AICPA AcSEC Practice Bulletins, if specifically made applicable to 
state and local governmental entities and cleared by the GASB, as 
well as consensus positions of a group of accountants organized by 
the GASB that attempts to reach consensus positions on accounting 
issues applicable to state and local governmental entities. (This group, 
which would function as an Emerging Issues Task Force, has not been 
organized by the GASB.)  

Level D Level D includes Implementation Guides (Q&As) published by the 
GASB staff and practices that are widely recognized and prevalent in 
state and local governments.

Other accounting literature.  In the absence of a pronouncement or another 
source of established accounting literature, the financial statement preparer or audi-
tor may consider “other accounting literature,” depending on its relevance to state 
and local governmental entities. Other accounting literature includes 

• GASB Concepts Statements 
• The accounting pronouncements in levels A through D applicable to nongov-

ernmental entities when not specifically made applicable to state and local 
governmental entities by the GASB or by the organization issuing them 

• FASB Concepts Statements 
• AICPA Issues Papers 
• International Accounting Standards of the International Accounting Standards 

Committee
• Pronouncements of other professional associations or regulatory agencies 
• Technical Information Service Inquiries and Replies included in AICPA 

Technical Practice Aids 
• Accounting textbooks, handbooks, and articles 
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Levels A through D for nongovernmental entities (included in “other accounting 
literature” for consideration by state and local governmental entities) consist of the 
following:

• Level A—FASB Statements and Interpretations, APB Opinions, and AICPA 
Accounting Research Bulletins 

• Level B—FASB Technical Bulletins, AICPA Industry Audit and Accounting 
Guides, and AICPA Statements of Position 

• Level C—Consensus positions of the FASB Emerging Issues Task Force and 
AICPA Practice Bulletins 

• Level D—AICPA Accounting Interpretations, “Q&As” published by the 
FASB staff, as well as widely recognized and prevalent industry practices  

SAS 69 reminds the auditor (and by default, the financial statement preparer) 
that the appropriateness of other accounting literature depends on its relevance to 
particular circumstances, the specificity of the guidance, and the general recognition 
of the issuer or author as an authority.  It also states that GASB Concepts Statements 
would normally be more influential than any other sources in the category. 

An example in understanding the use of other accounting literature in addressing 
an accounting question for a governmental entity is provided in Exhibit 4. 

Exhibit 4:  Example of the application of accounting literature 

The city of Anywhere is trying to close a budget gap that it is projecting for its next 
fiscal year.  The city is approached by an investment banking firm that offers to set up a 
trust fund that purchases the city’s delinquent real estate tax receivables for $5 million, 
thereby giving the city $5 million in revenue.  In return, the city will transfer $20 million 
of delinquent real estate tax receivables to the trust.  After the trust collects its $5 million 
plus an interest factor, all the uncollected receivables will revert back to the city from 
the trust.  The city will continue to “service” (collect the real estate taxes from these re-
ceivables and remit the collections to the trust) until the trust is paid back its $5 million 
plus interest. 

The city’s accountants are trying to determine whether this transaction is a sale or a 
loan.  It would be appropriate for them to consider the guidance in the private sector for 
similar transactions involving the “sale” of receivables (such as mortgages or credit card 
receivables) when determining if the transaction is a sale or a loan, since there is no 
document in governmental hierarchy levels A through D (described in the preceding 
paragraphs) that directly answers this question.  And there is no prevalent accounting 
practice in the governmental environment for this type of transaction.  However, they 
should only use the other accounting literature for answering this specific question.  The 
accounting for the sale or the loan would then be governed by governmental accounting 
principles.

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. 
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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 measure-
ment 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
• 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.  Under 
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the GASBS 34 financial reporting model, 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 20 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 Ac-
counting (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 ac-
counts recording cash and other financial resources, together with all related li-
abilities and residual equities or balances, and changes therein, which are segre-
gated for the purpose of carrying on specific activities or attaining certain objec-
tives 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 com-
ply 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 finan-
cial statements would not necessarily include all of the accounts for assets and li-
abilities that one would expect to find in a commercial enterprise’s financial state-
ments.  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 shouldn’t 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 balance 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 as-
sume 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.  
Many of a fund’s assets may not be in the form of currency, such as a receivable.  Therefore, it’s im-
portant 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. 



Chapter 3 / Accounting Fundamentals 51

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 demon-
strate 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 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. 

Has the GASBS 34 Reporting Model Replaced Fund Accounting? 

Fund accounting remains an important aspect of financial reporting for govern-
ments.  GASBS 34 includes within its financial reporting model fund financial 
statements.  Fund financial statements enable governments to continue to demon-
strate legal compliance as described above.  Since the overwhelming number of 
governments have legally adopted budgets budget 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, in-
formation about a government’s overall financial condition and activities is pre-
sented 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 previ-
ously available from the prior reporting model, which relied exclusively on fund and 
account group reporting. 

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 regu-
lations, 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 are less 
important, since financial reporting is driven by whether a fund is a major or nonmajor fund, 
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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 im-
portant.  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. 

However, other governments have multiple funds in each fund type.  These gov-
ernments could easily find that they have over 100 funds that “roll up” into one 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 ex-
panding 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. 

Exhibit 1 
The size of a government’s operations does not necessarily coincide with the num-

ber of funds that it establishes.  For example, excluding component units, the city of 
New York uses one general fund (a government can only have one general fund), one 
capital projects fund, and one debt service fund to account for its governmental activi-
ties.  It has no special revenue funds.  These three funds are used to account for total 
revenues in excess of $40 billion.  Many smaller governments have dozens of special 
revenue, capital projects, and debt service funds to account for a far lower volume of ac-
tivity. 

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 lev-
els 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 govern-
ment 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. 

1. Governmental 
a. General fund 
b. Special revenue funds 
c. Capital projects funds 
d. Debt service funds 
e. Permanent funds 
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2. Proprietary (business-type) 
a. Enterprise funds 
b. Internal service funds 

3. Fiduciary 
a. Pension and other employee benefit trust funds 
b. Investment trust funds 
c. Agency 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 re-
sources 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 dis-
cussed 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 pro-
ceeds of specific revenue sources legally restricted to expenditures for specific pur-
poses.  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 re-
quirement to establish a special revenue fund to account for these earmarked reve-
nues, 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 reve-
nues or numerous funds to account for a variety of types of special revenue.  How-
ever, given that the purpose of special revenue funds is basically to account for re-
stricted 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 ac-
count for in a special revenue fund are the proceeds from grants or other aid pro-
grams.  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 
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general fund, states should use a special revenue fund to account for the administra-
tion of the federal food stamp program. 

Certain revenues are precluded by GAAP from being recorded in special reve-
nue 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 le-
gally 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 fi-
nancial 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 op-
tional 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 es-
tablish 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 re-
ceived for capital projects.  NCGAS 2, Grant, Entitlement, and Shared Revenue Ac-
counting by State and Local Governments, states that capital grants and shared reve-
nues restricted for capital acquisitions or construction (other than those associated 
with enterprise and internal service funds) should be accounted for in a capital proj-
ects 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, ab-
sent 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 that “Debt service funds are required when they are legally 
mandated and/or if financial resources are being accumulated for principal and inter-
est 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 simi-
lar 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 
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service fund would not be required.  In this latter case, the government may still es-
tablish 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 re-
ceived 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 new type of 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 pur-
poses 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 “endow-
ments.”  Permanent funds are not the same as a private-purpose trust fund (a 
fiduciary fund also created by GASBS 34 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 has changed the requirements 
for when enterprise and internal service funds should be used.  The changes 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 (a) 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. 
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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 26) and a government public entity risk pool 
(Chapter 21). 

Under GASBS 34, 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 under GASBS 34 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 is to establish conditions when the use of an enterprise fund 
would actually be required. 

GASBS 34 requires activities 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 fee and charges of the activity.  Two additional 
clarifications are made by GASBS 34. 

— 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.)
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• 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 would 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. 
NOTE:  In comparing these GASBS 34 requirements of the use of a proprietary fund with 
those of the prior financial reporting model, it seems likely that more activities that were 
recorded in governmental funds will need to be accounted for as proprietary funds.  At the 
same time, these criteria are designed to determine when the use of an enterprise fund is 
required.  Governments may choose to use enterprise funds if none of the criteria are met, 
and the use of an enterprise fund is still deemed appropriate using the broader description of 
their use given above.  This is certainly an important GASBS 34 implementation issue that 
should be addressed carefully. 

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.  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 

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 are 
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, the 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 
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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.  Fiduciary funds should be established when there is a legal 
restriction of the resources, such as with a pension plan or when there is a written 
trust agreement.  Governments may choose to establish fiduciary funds based on the 
government’s own unilateral actions, solely to improve the government’s own 
accountability.  In these discretionary instances (absent a legal or other reason), the 
government should keep in mind that the transactions accounted for in fiduciary 
funds may be just as easily accounted for in the general fund or a special revenue 
fund.

GASBS 34 changed some of the classifications of fiduciary funds reported in the 
financial statements of governmental entities.  The types of fiduciary funds are 
described briefly below. 

Pension and other employee benefit trust funds.  Many governments manage 
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 Section 457 of the Internal Revenue Code 
within their reporting entity would account for these plans within this fund type.  
Chapter 13 provides additional information on these types of plans. 

Investment trust funds.  Investment funds are used by governments to report 
the external portion of separate investment pools that are sponsored by governmental 
entities.  This relatively new type of fiduciary fund was created by GASB Statement 
31, Accounting and Financial Reporting for Certain Investments and for External 
Investment Pools, and is discussed in Chapter 15.  The accounting for investment 
trust funds matches that used by proprietary funds. 

Agency funds.  Agency funds are used to account for situations in which the 
government receives and disburses resources in an agency capacity.  Because all of 
the assets of agency funds are associated with third parties, agency funds have no 
equity.  Their assets equal their liabilities.  Accordingly, they have no operations
either, which means that no operating statement is prepared for agency funds, since 
they have no revenues or expenditures. 
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Private-purpose trust funds.  GASBS 34 created a type of fiduciary fund that 
is referred to as a private-purpose trust fund.  This fund should be used to report all 
other trust arrangements (that is, those that otherwise wouldn’t be accounted for as 
another type of fiduciary fund or as a permanent fund) under which principal and 
income benefit individuals, private organizations, or other governments. 

Major Funds 

As mentioned above, when reporting fund financial statements under GASBS 
34, the focus of the reporting is on major funds.  A consideration of fund financial 
reporting under GASBS 34 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 in 
major columns based on the following criteria: 

— Total assets, liabilities, revenues or expenditures/expenses of that individ-
ual 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.  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. 
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• 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 
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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 accounts pay-
able.

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 full 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 
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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. 
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INTERPRETATION 6—RECOGNITION AND MEASUREMENT OF 
CERTAIN FUND LIABILITIES AND EXPENDITURES IN  

GOVERNMENTAL FUND FINANCIAL STATEMENTS 

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, GASBI 6 clarifies the recording of certain fund 
liabilities and expenditures. 

GASBI 6 applies to governments that use the modified accrual basis of 
accounting and the current financial resources measurement focus.  It should be 
implemented at the same time as GASBS 34 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 administered in accordance with GASB Statement 
27, Accounting for Pensions by State and Local Government Employers.

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, etc. 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 
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• 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 that 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. 
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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.  Under GASBS 34, 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 governmen-
tal fund are simultaneously reflected in the government-wide financial statements in a man-
ner 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.) 
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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. 
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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: 

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 twenty-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: 
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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 

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 
Agency Not applicable Modified accrual 
Private-purpose trust Flow of economic resources Accrual 
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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 standard setters to better attain the financial 
reporting objectives discussed in Chapter 2. 
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INTRODUCTION 

Almost all organizations—governmental, commercial, or not-for-profit—
operate using some form of budgeting to ensure that resources are used in accor-
dance with management’s intentions and to facilitate obtaining results of operations 
consistent with management’s plans.  In the governmental environment, budgets 
take on greater importance, because they provide the framework in which public re-
sources are spent.  From an accounting and financial reporting viewpoint, budgets in 
government are a key component in achieving the accountability objective described 
in Chapter 2.  Budgets in government generally represent adopted law, which is far 
more significant than simply a financial planning tool.  Because many governments 
do not follow GAAP to prepare their budgets, achieving the accountability objective 
by comparing a non-GAAP-based budget with GAAP-based results presents some 
unique challenges. 

This chapter provides an overview of the budgeting process in governments and 
highlights the important areas in which budget information is incorporated into the 
financial statements of governments. 

BUDGET BACKGROUND 

NCGAS 1, Governmental Accounting and Financial Reporting Principles, and 
NCGA Interpretation 10 (NCGAI 10), State and Local Government Budgetary Re-
porting, provide useful background information on the budgeting process typically 
found in state and local governments.  One of the difficulties in understanding the 
budgeting process is the definition of a typical budgetary process, because it is the 
result of legislative actions, and accordingly, many governmental units are far from 
typical.  However, the following discussion provides sufficient general information 
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on the subject to enable governmental accountants and auditors to handle any bud-
geting situation encountered in any particular state or local governmental unit. 

There are various components of a governmental budget. 

• Executive budget 
• Appropriated budget 
• Nonappropriated budget 

Executive Budget 

The budgetary process typically begins with the preparation of an executive 
budget by the executive branch of the government (for example, the governor, 
mayor, or county executive) for submission to the legislature.  NCGAI 10 defines 
the executive budget as “the aggregate of information, proposals, and estimates pre-
pared and submitted to the legislative body by the chief executive and the budget of-
fice.”  This budget represents the efforts of the chief executive to accumulate and 
filter all of the budget requests for spending authority submitted by the various 
agencies and departments of the government.  It also includes estimates of the ex-
pected revenues and other financing sources that will be used to pay for that spend-
ing authority.  In addition to specific agency requests, the executive budget should 
also reflect the executive branch’s calculations of expenditures for required pay-
ments.  For example, expenditures for debt service are seldom at the discretion of 
the government in terms of amounts to be paid or whether the payments will be 
made.  Pension contributions are another example of expenditures that are usually 
determined centrally by the executive branch. 

Appropriated Budget 

The executive branch usually submits the executive budget to the legislative 
branch of the government.  After discussion and negotiation between the executive 
branch and the legislature, the legislature will pass the budget for signature by the 
executive branch.  At this point, the budget is known as an appropriated budget.
NCGAI 10 defines an appropriated budget as “the expenditure authority created by 
the appropriation bills or ordinances which are signed into law and related estimated 
revenues.  The appropriated budget would include all reserves, transfers, allocations, 
supplemental appropriations, and other legally authorized legislative and executive 
changes.”  The importance of the appropriated budget is that it contains the legally 
authorized level of expenditures (the appropriations) that the government cannot le-
gally exceed. 

Nonappropriated Budget 

Certain aspects of the government may operate under a financial plan that does 
not need to go through the formal appropriations process described above.  This type 
of budget is referred to as a nonappropriated budget.  A nonappropriated budget is 
defined by NCGAI 10 as “a financial plan for an organization, program, activity, or 
function approved in a manner authorized by constitution, charter, statute, or ordi-
nance but not subject to appropriation and therefore outside the boundaries of the 
definition of the appropriated budget.”  The extent to which governments use non-
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appropriated budgets depends on the extent to which these types of expenditures are 
specifically authorized (as described in the definition). 

Budgetary Execution and Management 

NCGAI 10 defines budgetary execution and management as “all other sub-
allocation, contingency reserves, rescission, deferrals, transfers, conversions of lan-
guage appropriations, encumbrance controls, and allotments established by the ex-
ecutive branch, without formal legislative enactment.  These transactions may be 
relevant for various accounting control and internal reporting purposes, but are not 
part of the appropriated budget.”  Budget execution and management are the link 
between the higher-level appropriated budget described above and the more detailed 
budget that enables management of the government and its various agencies and de-
partments to use the budget as a management and resource allocation tool. 

Exhibit 1 

The following example should help clarify some of the components of the budget 
setting process.  Assume for this example that the only agency of a city government is 
the community development agency.  The agency commissioner (or equivalent title) 
submits a detailed spending request to the mayor for the next fiscal year.  The budget re-
quest is for $3 million for fifty staff members and managers, $2 million for other-than-
personal-service overhead expenses, and $5 million for program activities to be per-
formed by not-for-profit neighborhood organizations under contract with the city.  This 
executive budget request is submitted to the legislature, which adopts the budget as pro-
posed.  In this example, the appropriated budget consists of the three amounts: $3 mil-
lion for personal service expenditures, $2 million for overhead, and $5 million for con-
tracts, representing the “legal level of control” that cannot be exceeded.  The community 
development agency must then subdivide these amounts.  For example, what positions 
will the $3 million personal service expenditures cover?  How many managers?  How 
many staff members?  To what sublevels are managers and staff broken down?  What 
are their salaries and scheduled salary increases during the next fiscal year?  Similar 
questions must be asked about the overhead authorization.  Also, how much of the $2 
million will be spent for rent, utilities, supplies, transportation, training, and so forth?  
Similarly, the $5 million of authorized contract expenditures must be further broken 
down.  What types of programs will be purchased?  In what neighborhoods of the city 
will the programs be offered?  These breakdowns of the three amounts that constitute the 
legal level of control are what is meant by budget execution and management.  A sub-
coding system is usually set up with what are sometimes called budget codes, or objects 
that can be summed to equal the legal level of control.  The agency usually has discre-
tion over transferring appropriations among these budget codes.  The agency would be 
precluded, however, from moving any of the authorized appropriations among any of the 
three amounts that constitute the legal level of control.  Approval of the legislative 
branch (which effectively means an amendment of the law that adopted the budget) 
would be required to transfer appropriations from one legal level of control to another. 

NOTE: The importance of effective budgeting is highlighted by the existence of the Gov-
ernment Finance Officers’ Association’s Distinguished Budget Presentation Awards 
Program. Interested governments can submit budgetary documents to the GFOA under 
this program for consideration of the award, similar to the way that Comprehensive An-
nual Financial Statements (discussed in Chapter 5) can be submitted to the GFOA for 



Chapter 4 / The Importance of Budgets to Governments 73

consideration for its Certificate of Achievement for Excellence in Financial Reporting 
Award. 

Budget Amendments 

After adoption of a budget for a government’s fiscal year, it often becomes nec-
essary to make changes in the budget during the fiscal year.  There are any number 
of reasons why budgets of governments might need to be amended.  For example 

• Tax revenues may fall short of expectations, requiring the approved level of 
expenditures to be decreased 

• Unusual weather circumstances (above normal snowfalls, hurricanes, floods, 
etc.) may result in the unforeseen use of significant amounts of a govern-
ment’s resources 

• Policy issues developing during the year may result in a government desiring 
to shift spending authority to new or different programs 

• Overtime and employee benefit costs may be more or less than expected 

When budgets are legally adopted, the budget modification process will be dic-
tated by the local laws of the government.  Frequently, government agencies are 
given the ability to shift budgetary funds for relatively small amounts among their 
various budget categories.  In addition, there may be limits as to shifting funds be-
tween budget amounts for personal-service expenditures and other-than-personal-
service expenditures.  When budgetary changes are for other than insignificant 
amounts, the legislative body will usually be required to adopt a budget amendment 
to formally amend the budget. 

As part of the local requirements mentioned above, the period of time during 
which the budget may be modified will vary among governments.  For example, a 
budget amendment adopted on the last day of the government’s fiscal year provides 
no control over the use of governmental resources, but may be used by a government 
to disguise large variances from an originally budgeted amount.  Local laws may 
prevent this type of manipulation, although some governments actually have the 
ability to modify their budgets months after the end of their fiscal year. 

Budgetary Reporting 

GASBS 34 requires governments to include in Required Supplementary Infor-
mation (RSI) a budgetary comparison schedule containing original budget amounts, 
final budget amounts, and actual amounts for the general fund and for each major 
special revenue fund for which a budget is legally adopted.  Instead of presenting 
their information as RSI, a government may elect to report the budgetary compari-
son information in a budgetary comparison statement as part of the basic financial 
statements.  The actual amounts presented should be on the same basis of accounting 
that is used for the budgeted amounts.  Variance columns are encouraged, but not 
required.  GASBS 37 requires disclosure of excesses of expenditure over appropria-
tions in the general fund and for each major special revenue fund that has a legally 
adopted annual budget. 
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The following definitions are provided in GASBS 34 to distinguish the original 
budget from the final budget: 

• The original budget is the first complete appropriated budget.  The original 
budget may be adjusted by reserves, transfers, allocations, supplemental ap-
propriations, and other legally authorized legislative and executive changes 
before the beginning of the fiscal year.  The original budget should also in-
clude actual appropriation amounts automatically carried over from prior years 
by law.  For example, a legal provision may require the automatic rolling for-
ward of appropriations to cover prior year encumbrances. 

• The final budget is the original budget adjusted by all reserves, transfers, allo-
cations, supplemental appropriations, and other legally authorized legislative 
and executive changes applicable to the fiscal year, whenever signed into law 
or otherwise legally authorized. 

In addition, Management’s Discussion and Analysis is required to include an 
analysis of significant variations between original and final budget amounts, and 
between final budget amounts, and actual budget results for the general fund, or its 
equivalent.  The analysis should contain any currently known reasons for those 
variations that are expected to have a significant effect on future services or liquid-
ity.

NOTE:  Chapter 1 describes the requirements of the recently issued GASB Statement 41, Budgetary 
Comparison Schedules—Perspective Differences (GASBS 41) which addresses the issue of when sig-
nificant budgetary differences result in government’s being unable to present budgetary comparison 
information for the general fund and major special revenue funds.  Governments are required to pres-
ent budgetary comparison schedules as required supplementary information based on the fund, organi-
zation, or program structure that the government uses for its legally adopted budget.  Basically, 
GASBS 41 provides that when there are significant perspective differences (perspective differences are 
described later in this chapter), the government is still required to present a budgetary comparison 
schedule.  The schedule should use the perspective used in the legally adopted budget.  However, this 
schedule must be reported as required supplementary information.  The government in this situation 
does not have the option to present the budgetary comparison information in a budgetary comparison 
statement that is part of the basic financial statements. 

WHICH FUNDS OF THE GOVERNMENT ADOPT BUDGETS? 

NCGAS 1 states that an annual budget should be adopted by every governmen-
tal unit.  However, the adoption of budgets may be different for governmental and 
proprietary activities.  In practice, the extent to which budgets are adopted for all 
funds varies significantly among governments, and there is equal variability in the 
extent to which there are legally adopted (appropriated) budgets.  The following 
paragraphs summarize some of the common considerations about the budgets for the 
various governmental funds. 

General Fund 

Almost universally, a budget is legally adopted for the general fund.  Because 
the most significant operating activities of the government are normally found in the 
general fund, there is also usually a great deal of budget management in the general 
fund.  This budget management means that the legally adopted budget is broken 



Chapter 4 / The Importance of Budgets to Governments 75

down into smaller allocations that enable the government’s management to manage 
the finances of the government’s general fund. 

Special Revenue Funds 

Budgets are usually legally adopted for special revenue funds.  However, to the 
extent that special revenue funds are used to account for grants and other 
expenditure-driven revenues, governments may choose not to legally adopt budgets 
for special revenue funds that account for these activities.  In these cases, the ration-
ale is that the particular grants or contracts provide sufficient controls over expen-
ditures (and their related revenues) so that a legally adopted budget is not considered 
necessary. 

Capital Projects Funds 

Budgets for capital projects funds differ from budgets for other funds because 
capital projects generally span more than one year.  Therefore, governments are 
likely to adopt budgets on a multiyear project basis, rather than having annual ap-
propriations for all capital projects.  These multiyear project budgets may or may not 
be subject to approval of the legislature, based on the legal and operating environ-
ment of the particular government. 

Debt Service Funds 

Debt service funds adopt legal budgets infrequently.  Debt service payments are 
determined under bond and note indentures and seldom require additional controls.  
In addition, governments normally transfer the annual debt service requirements of 
the debt service funds from the general fund to the debt service funds.  The amount 
transferred from the general fund is already included in the legally adopted budget of 
the general fund.  Governments should ensure, however, that they have in place a 
plan for debt service payments throughout the year so that as principal and interest 
payments or debt retirements occur, the debt service funds have sufficient resources 
to meet these obligations. 

Proprietary Funds 

Budgets are seldom legally adopted by proprietary funds.  Proprietary funds of-
ten use budgeting in a manner similar to commercial enterprises.  Budgets help pro-
prietary funds determine whether their costs will be recovered or to estimate the 
amount of subsidy needed from the government if costs are not meant to be recov-
ered.  Proprietary fund budgets are sometimes referred to as “variable” or “flexible,” 
because the expense budgets fluctuate with the volume of the revenue-generating 
activities.

Fiduciary Funds 

Budgets are infrequently adopted for fiduciary funds.  Trust funds and agency 
funds are controlled by the specific contracts or agreements that cause these funds to 
be established.  Control over these assets by a legal process outside of these con-
tracts or agreements would lessen the validity of the contracts or agreements.  For 
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example, government employees often contribute to deferred compensation plans 
established under Section 457 of the Internal Revenue Code, which are accounted 
for as fiduciary funds.  It would not be appropriate for the government to have to le-
gally adopt a budget of the amount of estimated account withdrawals to be made 
during the upcoming fiscal year. 

DIFFERENCES BETWEEN THE BUDGET AND GAAP 

As previously mentioned, there may be differences between budgetary account-
ing and reporting and GAAP-based accounting and reporting.  As will be described 
in Chapter 5, a government’s financial statements will include a financial statement 
that is actually prepared on the budgetary basis of accounting.  NCGAI 10 describes 
the most significant categories that might give rise to these differences.  These cate-
gories follow. 

Basis of Accounting Differences 

A government may choose to prepare its budget on a different basis of account-
ing than that required by GAAP.  For example, while GAAP requires that the gen-
eral fund use the modified accrual basis of accounting, a government may prepare its 
general fund budget on a different basis, such as the cash basis.  Alternatively, a 
government may prepare its general fund budget on the modified accrual basis, with 
the exception of certain items that it elects to budget on a different basis, such as the 
cash basis. 

Timing Differences 

Budgets may be prepared using different time frames than the funds to which 
they relate use for financial reporting purposes.  In addition, certain items (such as 
carryovers of appropriations) may be treated differently for budget purposes than for 
GAAP accounting and reporting.  In some infrequent cases, governments adopt bi-
ennial budgets.  One of the more common instances occurs when there are long-term 
projects that are budgeted for several years, while the fund that accounts for the con-
struction activities (such as the capital projects fund) prepares an annual budget. 

Perspective Differences 

Differences sometimes arise because the fund structure that governs the way in 
which transactions are reported under GAAP may differ from an organizational or 
program structure used for budgeting purposes.  NCGAI 10 defines the organiza-
tional structure as “. . .  The perspective of a government that follows from the for-
mal, usually statutory, patterns of authority and responsibility granted to actually 
carry out the functions of the government.”  In other words, it reflects the organiza-
tional chart and the superior/subordinate relationships that exist in actually running 
the government.  These relationships may be different than those that would be re-
ported for GAAP purposes within the fund structure.  The program structure is de-
fined by NCGAI 10 as “. . .  The grouping of the activities, assignments of person-
nel, uses of expenditure authority, facilities, and equipment all intended to achieve a 
common purpose.”  In other words, budgeting may be performed on a project basis, 
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while there may be various funds that pay for (1) the personnel assigned to the proj-
ect (such as the general fund), (2) construction of the assets that the project person-
nel are using (such as the capital projects fund), and (3) the debt service on the 
money borrowed to construct the assets that the project personnel are using (such as 
the debt service fund). 

Entity Differences 

A government’s appropriated budget may not include all of the entities included 
in its reporting entity.  This is particularly important when component units are 
“blended” with the funds that make up the primary government.  (More information 
is provided on the reporting entity in Chapter 6.)  Governments may also legally 
adopt budgets for some funds, but not for all funds of a particular type of fund.  
These other funds would fall within the “nonappropriation budget” described earlier 
in this chapter. 

The question naturally arises of what to do when budgetary reporting differs 
from reporting under GAAP.  NCGAI 10 affirms that differences between the gov-
ernment’s budget practices and GAAP not otherwise reconciled in the general-
purpose financial statements that are attributable to basis, timing, perspective, and 
entity differences should be reconciled in the footnotes.  Exhibit 2 provides an ex-
ample of a reconciliation of a budget basis of accounting to a GAAP basis of ac-
counting.  It illustrates how this reconciliation may be shown in the notes to the fi-
nancial statements. 

Exhibit 2 

The city’s budgetary basis of accounting used for budget versus actual reporting dif-
fers from GAAP.  For budgetary purposes, encumbrances are recorded as expenditures, 
but are reflected as reservations of fund balance for GAAP purposes.  Expenditures are 
recorded when paid in cash or encumbered for budgetary purposes, as opposed to when 
goods or services are received in accordance with GAAP.  For budgetary purposes, 
property taxes are recognized as revenue in the year in which they become an enforce-
able lien.  A reconciliation of the different bases of revenue and expenditure recognition 
for the year ended June 30, 20X1, is as follows: 

General Fund  

Revenues, GAAP basis $100,000 
Add:
Current year property tax levy 20,000 
Deduct:
Prior year property tax levy  (19,000)
Revenues, budgetary basis $101,000
Expenditures, GAAP basis $95,000 
Add:
Current year encumbrances 5,000 
Prior year accrued liabilities recognized in the current year budget 15,000 
Deduct:
Payments on prior year encumbrances (4,000) 
Current year accrued liabilities not recognized in current year budget  (10,000)
Expenditures, budget basis $101,000
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BUDGETARY CONTROL 

One of the primary purposes of budgeting is to provide control over the reve-
nues and expenditures of the government.  To achieve an appropriately high level of 
control, budgets must be integrated with the government’s accounting system.  This 
is particularly relevant for expenditures.  To control and limit expenditures by the 
accounting system, it must have mechanisms and controls in place to ensure that 
budgets are not exceeded. 

The accounting system budgetary controls reflect the fact that budgets include 
various levels of detail.  For example, expenditures may be budgeted on a fundwide 
basis.  The fundwide basis may be further divided into governmental functions.  The 
budget for each governmental function may be further refined into budgets for sev-
eral departments or agencies that perform the function.  Each department’s or 
agency’s budget may be divided into several activities.  For each activity, there may 
be further divisions into specific expenditure objects (such as for the type of expen-
ditures: personal services, postage, rent, utilities, and so forth).  Objects may be di-
vided into subobjects (for example, full- and part-time personnel and managerial and 
nonmanagerial personnel). 

One of the important concepts in understanding how these controls should be 
designed and implemented is the legal level of control.  The legal level of control 
represents the lowest budgetary level at which a government’s management may not 
reassign resources without special approval.  For an appropriated budget passed by a 
legislature, this special approval would encompass going back to the legislature to 
effectively have this body amend the law that adopted the original budget.  The legal 
level of control can vary greatly from one government to another.

Although budgets are usually prepared at the level of detail described above, 
management often has the latitude to shift budget appropriations.  This latitude is de-
fined by each government.  The accounting system must be able to accommodate 
this latitude, while at the same time ensuring that it is only used within the previ-
ously authorized parameters. 

The budgetary controls used in an accounting system are more complicated than 
simply comparing actual expenditures to the total budget.  Encumbrances must be 
considered, as well as any difference in the basis of accounting between the budget 
and GAAP. (Encumbrances represent commitments related to unfilled purchase or-
ders or unfulfilled contracts.  In other words, the government is committed or in-
tends to spend the funds, but the actual goods or services have not been received.  
The encumbrance represents a “placeholder” that helps ensure that the budgeted 
funds for these commitments are not spent elsewhere.)  Typically, a comparison of 
the expenditures authorized by appropriation is made with the sum of the following: 

• Liquidated expenditures (goods and services have been received and the bill 
has been paid) 

• Unliquidated expenditures (goods and services have been received, but the bill 
has not as yet been paid) 

• Encumbrances (goods and services have not been received, but the govern-
ment has committed to purchase [ordered] them) 
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• Preencumbrances (used by some governments when the government has not 
committed to purchase goods and services, but plans to in the future and wants 
to reserve the budget appropriation for these anticipated commitments) 

The accounting system should consider all of these categories to effectively 
make budgetary comparisons, although many systems do not distinguish between 
liquidated and unliquidated expenditures.  Most governments use at least some form 
of automated system designed to integrate these budgetary control comparisons.  In 
“classical” governmental accounting, a budget entry is recorded on the books of the 
government to reflect the budget amounts.  Often governments don’t actually record 
this entry on their books and rely on the automated controls instead.  However, since 
this is a complete and comprehensive guide to governmental accounting and finan-
cial reporting, the following examples walk through the journal entries of a govern-
ment to record its budget.  Exhibit 3 provides examples of journal entries that would 
be recorded by a government to record a budget. 

Exhibit 3 

Example 1 

The following entry would be made to record the annual appropriated budget.  Note 
that since the budget entries are meant to offset the actual amounts to arrive at budget-to-
actual differences, the normal use of debits and credits is reversed.  In other words, esti-
mated revenues are recorded as a debit and expenditure appropriations are recorded as a 
credit.

Estimated revenues 1,000,000  
Appropriations  1,000,000 

To record the annual appropriated budget. 

Example 2 

While the above entry would reflect the situation in which the government expects 
the budget to be perfectly balanced, the government may budget to increase (or de-
crease) its fund balance.  If the government expected revenues to be more than expendi-
tures, it would record the following journal entry: 

Estimated revenues 1,000,000  
Appropriations  950,000 
Budgetary fund balance  50,000 

To record the annual appropriated budget. 

These budget entries would stay on the books of the government throughout the fis-
cal year.  At the end of the fiscal year, the budget entry would be reversed as follows, for 
each of the two examples described above: 

Example 1 

Appropriations 1,000,000  
Estimated revenues  1,000,000 

To close the annual appropriated budget. 

Example 2 

Appropriations 950,000  
Budgetary fund balance 50,000  

Estimated revenues  1,000,000 
To close the annual appropriated budget. 
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During the fiscal year, the government would theoretically record journal entries to 
record encumbrances as follows: 

Budgetary fund balance—Reserved for encumbrances 100,000  
Encumbrances  100,000 

To record an encumbrance related to a purchase order issued. 

When the goods or services bought with the purchase order are received by the gov-
ernment, the actual cost is $95,000.  The following entries would be recorded: 

Encumbrances 100,000  
Budgetary fund balance—Reserved for encum-
brances 100,000

To reverse an encumbrance for goods and services received. 

Expenditures 95,000  
Vouchers/accounts payable  95,000 

To record the liability relative to the receipt of goods and services. 

At the end of the fiscal year, there may be encumbrances still outstanding.  Assume 
that $10,000 of encumbrances are outstanding at the end of the fiscal year.  First, the 
government needs to remove the budgetary accounts from the books relating to the out-
standing encumbrances.  The following journal entry would be recorded: 

Budgetary fund balance—Reserved for encumbrances 10,000  
Encumbrances  10,000 

To remove budgetary accounts relating to outstanding encumbrances at the end of the fiscal year. 

If the government intends to honor the encumbrances in the following fiscal year, 
the government should record a reservation of fund balance to indicate that a portion of 
the fund balance will not be available for the following year because it already has been 
encumbered in the prior fiscal year.  The following journal entry would be recorded: 

Unrestricted fund balance 10,000  
Fund balance—Reserved for encumbrances  10,000 

To establish a reserve of fund balance for encumbrances outstanding at year-end that the government 
will honor in subsequent fiscal years. 

At the beginning of the next fiscal year, to honor encumbrances of the prior fiscal 
year, the government would record the following two entries.  First, the amount of the 
encumbrances should be reestablished for the next fiscal year by recording the following 
journal entry: 

Encumbrances 10,000  
Budgetary fund balance—Reserved for encum-
brances 10,000

To record encumbrances carried forward from the prior fiscal year. 

Second, a journal entry would be recorded to reflect the removal of the reservation 
of the prior year’s ending fund balance.  The following journal entry would be recorded: 

Fund balance—Reserved for encumbrances 10,000  
Unreserved fund balance  10,000 

To eliminate the reservation of fund balance relating to prior year encumbrances. 

In recording journal entries for budgets, it’s important to keep in mind that at the 
close of the fiscal year, all budgetary journal entries should be removed from the 
books.  Where encumbrances will be honored in following fiscal years, the effect on 
the books is solely the reservation of fund balance, which is not part of the “budget-
ary” journal entries that record and remove the budget from the books. 
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SUMMARY

As mentioned at the beginning of this chapter, budgets are an important part of 
maintaining control of a government’s finances and are a means of achieving the fi-
nancial reporting objective of accountability.  Careful attention and reporting of 
budget-related matters is an important consideration in governmental accounting and 
financial reporting. 
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INTRODUCTION 

This chapter describes some of the unique aspects of the financial statements 
prepared by governments.  The information presented in this chapter is consistent 
with the financial reporting model promulgated by GASBS 34, as amended by 
GASBS 37.  This information also incorporates the more important guidance pro-
vided by GASB staff through the use of Questions and Answer Implementation 
Guides concerning the financial reporting model.  While the basic financial state-
ment elements of a balance sheet, operating statement, and in some cases cash flow 
statement exist in a significantly modified way for governments, there are many 
concepts unique to financial reporting for governments.  These financial reporting 
concepts are discussed throughout this chapter. 

This chapter also provides information and discussion on the following topics: 

• Basic financial statements (GASBS 34 reporting model) 
• Comprehensive annual financial report 
• Cash flow statement preparation and reporting 

This chapter focuses on the overall financial reporting for governments.  There 
are a number of specific reporting and presentation issues that relate to specific fund 
types.  These issues are discussed in later chapters. 
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BASIC FINANCIAL STATEMENTS 

The basic financial statements used for a governmental entity’s fair presentation 
in accordance with generally accepted accounting principles include both informa-
tion reported on a government-wide basis and information presented on a fund basis.  
Certain budget to actual comparisons may also be required.  Specifically, compo-
nents of the basic financial reporting for the governmental entities included in the 
scope of the financial reporting model are as follows: 

• Management’s discussion and analysis 
• Basic financial statements 

— Government-wide financial statements 
— Fund financial statements 

• Notes to the financial statements 
• Required supplementary information (RSI) 

Each of the elements is described more fully below. 

Management’s Discussion and Analysis 

Management’s discussion and analysis (MD&A) is an introduction to the finan-
cial statements that provides readers with a brief, objective, and easily readable 
analysis of the government’s financial performance for the year and its financial po-
sition at year-end. The analysis included in MD&A should be based on currently 
known facts, decisions, or conditions. For a fact to be currently known, it should be 
based on events or decisions that have already occurred, or have been enacted, 
adopted, agreed upon, or contracted. This means that governments should not in-
clude discussions about the possible effects of events that might happen.  (Discus-
sion of possible events that might happen in the future may be discussed in the letter 
of transmittal that is prepared as part of a Comprehensive Annual Financial Report.)  
MD&A should contain a comparison of current year results with those of the prior 
year.

GASBS 34 provides a listing of very specific topics to be included in MD&A, 
although governments are encouraged to be creative in presenting the information 
using graphs, charts, and tables. The GASB would like MD&A to be a useful analy-
sis that is prepared with thought and insight, rather than boiler-plate material pre-
pared by rote every year.  However, the phrase “the minimum is the maximum” ap-
plies.  This means that MD&A should address all of the applicable topics listed in 
GASBS 34, but MD&A should address only these topics.  Of course, governments 
preparing Comprehensive Annual Financial Reports can include in the Letter of 
Transmittal any topic that would be precluded from being included in MD&A. 

Current year information is to be addressed in comparison with the prior year, 
although the current year information should be the focus of the discussion.  If the 
government is presenting comparative financial data with the prior year in the cur-
rent year financial statements, the requirements for MD&A apply to only the current 
year.  However, if the government is presenting comparative financial statements, 
that is, a complete set of financial statements for each year of a two-year period, then 
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the requirements of MD&A must be met for each of the years presented.  The re-
quirements may be met by including all of the required information in the same 
presentation, meaning that two completely separate MD&As for comparative finan-
cial statements are not required, provided that all of the requirements relating to each 
of the years are met in the one discussion. 

In addition, MD&A should focus on the primary government.  For fund infor-
mation, the analysis of balances and transactions of individual funds would normally 
be confined to major funds, although discussion of nonmajor fund information is not 
precluded.  Governments must use judgment in determining whether discussion and 
analysis of discretely presented component unit information is included in MD&A.  
The judgment should be based upon the significance of an individual component 
unit’s significance to the total of all discretely presented component units, as well as 
its significance to the primary government. 

The minimum requirements for MD&A contained in GASBS 34 are as follows: 
1. Brief discussion of the basic financial statements, including the relationships 

of the statements to each other and the significant differences in the 
information that they provide. (This is where governments should explain 
the differences in results and measurements in the government-wide 
financial statements and the fund financial statements.  This discussion 
provides the reporting government an opportunity to help the financial 
statement reader understand the financial statements prepared in accordance 
with GASBS 34.) 

2. Condensed financial information derived from the government-wide finan-
cial statements, comparing the current year to the prior year. GASBS 34 
specifies that the following elements are included: 
a. Total assets, distinguishing between capital assets and other assets 
b. Total liabilities, distinguishing between long-term liabilities and other 

liabilities
c. Total net assets, distinguishing among amounts invested in capital as-

sets, net of related debt; restricted amounts; and unrestricted amounts 
d. Program revenues, by major source 
e. General revenues, by major source 
f. Total revenues 
g. Program expenses, at a minimum by function 
h. Total expenses 
i. The excess or deficiency before contributions to term and permanent en-

dowments or permanent fund principal, special and extraordinary items 
j. Contributions 
k. Special and extraordinary items 
l. Transfers 
m. Change in net assets 
n. Ending net assets 

3. Analysis of the government’s overall financial position and results of opera-
tions. This information should assist users in determining whether financial 
position has improved or deteriorated as a result of the current year’s opera-
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tions. Both governmental and business-type activities should be discussed. 
GASBS 34 requires that reasons for significant changes from the prior year 
be described, not simply the computation of percentage changes. 

4. Analysis of the balances and transactions of individual funds. 
5. Analysis of significant variations between original and final budgeted 

amounts and between financial budget amounts and actual budget results for 
the general fund (or its equivalent).  MD&A should discuss the reasons for 
significant budget variances, such as why the significant variance occurred. 

6. Description of significant capital asset and long-term debt activity during 
the year. 

7. For governments that use the modified approach to report some or all of 
their infrastructure assets, the following should be discussed: 
a. Significant changes in the assessed condition of eligible infrastructure 

assets 
b How the current assessed condition compares with the condition level 

the government has established 
c. Significant differences from the estimated annual amount to maintain/ 

preserve eligible infrastructure assets compared with the actual amounts 
spent during the year. 

8. Description of currently known facts, decisions or conditions that are ex-
pected to have a significant effect on financial position or results of opera-
tions.

NOTE: In implementing the MD&A requirements of GASB 34, two matters should be con-
sidered.

• First, the relationship between MD&A and the letter of transmittal presented as part 
of a CAFR must be addressed.  Including any information required in MD&A in a 
letter of transmittal does not fulfill any of the requirements for MD&A since MD&A is 
a required part of the general-purpose financial statements of a government and the 
letter of transmittal of a CAFR is not.  On the other hand, certain information that is 
required in MD&A may formerly have been included in the letter of transmittal.  This 
information may be moved from the transmittal letter to MD&A.  However, the Gov-
ernment Finance Officers Association (GFOA) has issued the 2001 GAFR which in-
cludes guidance for the requirements of the letter of transmittal for its Certificate of 
Achievement for Excellence in Financial Reporting program upon adoption of 
GASBS 34.  Governments that intend to apply for the GFOA Certificate of Achieve-
ment should make sure that they do not remove information from the letter of trans-
mittal that is required by the Certificate Program. 

• MD&A is part of the general purpose-financial statements of a government.  These 
statements are frequently included in Official Statements prepared by governments 
when the governments are selling debt to the public.  Official Statements generally in-
clude a significant amount of analytical information about the financial condition and 
financial performance of the government.  Care must be taken that analytical infor-
mation included in MD&A about currently known facts, decisions, and conditions are 
consistent with statements made in the Official Statement, after taking into considera-
tion the passage of time between the issuance of financial statements and the issuance 
of an Official Statement. 
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Government-Wide Financial Statements 
Government-wide financial statements include two basic financial statements—

a statement of net assets and a statement of activities.  These statements should in-
clude the primary government and its discretely presented component units (pre-
sented separately), although they would not include the fiduciary activities, or com-
ponent units that are fiduciary in nature.  The statements would distinguish between 
governmental activities (which are those financed through taxes, intergovernmental 
revenues, and other nonexchange revenues) and business-type activities (which are 
those primarily financed through specified user fees or similar charges).  Presenta-
tion of prior year data on the government-wide financial statements is optional.  Pre-
senting full prior year financial statements on the same pages as the current year fi-
nancial statements may be cumbersome because of the number of columns that 
might need to be presented.  Accordingly, a government may wish to present sum-
marized prior year data.  On the other hand, if full prior year statements are desired 
(for presentation in an Official Statement for a bond offering, for example) the prior 
year statements may be reproduced and included with the current year statements.  
In this case, footnote disclosure should also be reviewed to make sure that both years 
are addressed. 

Basis of accounting and measurement focus.  The government-wide financial 
statements are prepared using the economic resources measurement focus and the 
accrual basis of accounting for all activities.  Presentation of financial statement bal-
ances in the government-wide financial statements is discussed throughout the vari-
ous specific topics covered in this guide.  The following pages address the more im-
portant financial statement display issues when reporting under the new financial re-
porting model. 

The government-wide financial statements should present information about the 
primary government’s governmental activities and business-type activities in sepa-
rate columns, with a total column that represents the total primary government. 
Governmental activities generally include those activities financed through taxes, 
intergovernmental revenues, and other nonexchange revenues. Business-type activi-
ties are those activities financed in whole or part by fees charged to external parties 
for goods or services (i.e., enterprise fund activities).  Discretely presented compo-
nent units are presented in a separate column. A column which totals the primary 
government and the discretely presented component units to represent the entire re-
porting entity is optional, as is prior year data. 

Reporting for governmental and business-type activities should be based on all 
applicable GASB pronouncements as well as the following pronouncements issued 
on or before November 30, 1989: 

• Financial Accounting Standards Board (FASB) Statements and Interpretations 
• Accounting Principles Board Opinions 
• Accounting Research Bulletins of the Committee on Accounting Procedures 
Consistent with GASB Statement 20, Accounting and Financial Reporting for 

Proprietary Funds and Other Governmental Entities, (GASBS 20) business-type ac-
tivities may elect to also apply FASB pronouncements issued after November 30, 
1989, except for those that conflict with or contradict GASB pronouncements.  Con-
sistent with GASBS 20, this option does not extend to internal service funds. 
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Statement of Net Assets 

GASBS 34 provides several examples of how the statement of net assets may be 
presented.  There are several key presentation issues that must be considered in im-
plementing this Statement.  These are summarized as follows: 

• The difference between assets and liabilities is labeled “net assets.”  
GASBS 34 encourages the use of the format that presents assets, less liabili-
ties, to arrive at net assets. This difference should not be labeled as equity or 
fund balance. 

• Governments are encouraged to present assets and liabilities in order of their 
relative liquidity but may instead use a classified format that distinguishes 
between current and long-term assets and liabilities.  An asset’s liquidity is 
determined by how readily it is expected to be converted to cash and whether 
there are restrictions on the use of the asset.  A liability’s liquidity is based on 
its maturity or when cash is expected to be used to liquidate it.  GASBS 34 
allows that the liquidity of classes of assets and liabilities may be assessed us-
ing their average liquidity, even if some particular assets or liabilities are more 
or less liquid than others within the same class.  Liabilities whose average 
maturities are greater than one year should be reported in two components—
the amount due within one year and the amount due in more than one year. 

• Net assets are comprised of three components. 

— Invested in capital assets, net of related debt 
— Restricted net assets (distinguishing among major categories of restric-

tions)
— Unrestricted net assets 

The net asset components listed above require some additional explanation 
and analysis. 

• Invested in capital assets, net of related debt—This amount represents capital 
assets (including any restricted capital assets), net of accumulated deprecia-
tion, and reduced by the outstanding bonds, mortgages, notes or other bor-
rowings that are attributable to the acquisition, construction or improvement 
of those assets.  If there are significant unspent debt proceeds that are 
restricted for use for capital projects, the portion of the debt attributable to the 
unspent proceeds should not be included in the calculation of net assets 
invested in capital assets, net of related debt.  Instead, that portion of the debt 
would be included in the same net asset component as the unspent proceeds, 
which would likely be net assets restricted for capital purposes.  This net asset 
category would then have both the asset (proceeds) and the liability (the 
portion of the debt) recorded in the same net asset component.  Note that if the 
amount of debt issued for capital purposes exceeds the amount of the net book 
value of capital assets, this number will be reported as a negative amount.  For 
example, if a Phase 3 government that elects not to retroactively record 
infrastructure assets (see Chapter 1) used debt to finance its infrastructure 
costs, it will have the debt issued for these assets recorded, but will have no 
corresponding asset recorded. 
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NOTE:  In implementation experiences with GASBS 34, the invested in capital assets, 
net of related debt computation can be difficult.  For governments that have active 
capital programs that are financed with debt, the calculation of this amount can be 
very problematic.  Often capital assets can be specifically identified with the debt that 
paid for them at the time that they are purchased or constructed.  Over time, however, 
this linkage becomes difficult to maintain.  The capital assets, in most cases, are being 
depreciated over various useful lives and, perhaps, using various depreciation meth-
ods.  At the same time, the related debt is impacted by normal principal repayments 
and may as well be impacted by call features, premium or discount amortization, and 
refundings.  Matching the book value of capital assets with the remaining outstanding 
balance of the debt that paid for them can result in a painstaking process to develop 
the financial statement amount. 

• Restricted net assets—This amount represents those net assets that should be 
reported as restricted because constraints are placed on the net asset use that 
are either 

— Externally imposed by creditors (such as those imposed through debt 
covenants), grantors, contributors, or laws or regulations of other govern-
ments

— Imposed by law through constitutional provisions or enabling legislation 

Basically, restrictions are not unilaterally established by the reporting govern-
ment itself and cannot be removed without the consent of those imposing the re-
strictions or through formal due process.  Restrictions can be broad or narrow, pro-
vided that the purpose is narrower than that of the reporting unit in which it is re-
ported.  In addition, the GASBS 34 Implementation Guide clarifies that legislation 
that “earmarks” that a portion of a tax be used for a specific purpose does not con-
stitute “enabling legislation” that would result in those assets being reported as re-
stricted.  In addition, the GASB Implementation Guide provides the example of a 
general state statute pertaining to local governments that provides that revenues de-
rived from a fee or charge be not used for any purpose other than for which the fee 
or charge was imposed.  In this case, the general statute applies to all jurisdictions in 
the state and creates a legally enforceable restriction on the use of the resources 
raised through fees and charges. 

The GASB Implementation Guide also addresses two other common issues in 
determining restricted net assets.  First, when assets in a restricted fund exceed the 
amounts required to be restricted by the external parties or the enabling legislation, 
the excess over the required amounts would be classified as unrestricted for financial 
reporting purposes.  The second question addresses which component of net assets 
should be used to report unamortized debt issuance costs and deferred amounts from 
refundings.  Basically, these amounts should “follow the debt.”  For example, if the 
debt is capital-related, the net proceeds of the debt would be used in the calculation 
of invested in capital assets, net of related debt. 

When permanent endowments or permanent fund principal amounts are in-
cluded in restricted net assets, restricted net assets should be displayed in two addi-
tional components—expendable and nonexpendable.  Nonexpendable net assets are 
those that are required to be retained in perpetuity. 
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• Unrestricted net assets—This amount consists of net assets that do not meet 
the definition of restricted net assets or net assets invested in capital assets, net 
of related debt. 

Exhibit 1 presents a sample classified statement of net assets, based on the ex-
amples provided in GASBS 34. 

Exhibit 1:  Sample classified statement of net assets 
City of Anywhere 

Statement of Net Assets 
June 30, 20XX 

  Primary Government 
Governmental Business-type Component

activities activities Total units
Assets     
Current assets:     

Cash and cash equivalents $  xx,xxx $  xx,xxx $  xx,xxx $  xx,xxx 
Investments xx,xxx xx,xxx xx,xxx xx,xxx 
Receivables (net) xx,xxx xx,xxx xx,xxx xx,xxx 
Internal balances xx,xxx (xx,xxx) -- -- 
Inventories   xx,xxx   xx,xxx   xx,xxx   xx,xxx

Total current assets xxx,xxx xxx,xxx xxx,xxx xxx,xxx

Noncurrent assets:     
Restricted cash and cash equivalents xx,xxx xx,xxx xx,xxx -- 
Capital assets     

Land and infrastructure  xx,xxx xx,xxx xx,xxx xx,xxx 
Depreciable buildings, property, 
and equipment, net   xx,xxx   xx,xxx   xx,xxx   xx,xxx
Total noncurrent assets xxx,xxx xxx,xxx xxx,xxx xxx,xxx

Total assets $xxx,xxx $xxx,xxx $xxx,xxx $xxx,xxx
Liabilities     
Current liabilities:     

Accounts payable $  xx,xxx $  xx,xxx $  xx,xxx $  xx,xxx 
Deferred revenue   xx,xxx   xx,xxx xx,xxx xx,xxx 
Current portion of long-term obliga-
tions   xx,xxx   xx,xxx   xx,xxx   xx,xxx
Total current liabilities xxx,xxx xxx,xxx xxx,xxx xxx,xxx

Noncurrent liabilities:     
Noncurrent portion of long-term ob-
ligations   xx,xxx   xx,xxx   xx,xxx   xx,xxx

Total liabilities xxx,xxx xxx,xxx xxx,xxx xxx,xxx

Net assets     
Invested in capital assets, net of related 
debt xx,xxx xx,xxx xx,xxx xx,xxx

Restricted for:     
Capital projects xx,xxx -- xx,xxx xx,xxx 
Debt service xx,xxx xx,xxx xx,xxx -- 
Community development projects xx,xxx -- xx,xxx -- 
Other purposes xx,xxx -- xx,xxx -- 

Unrestricted   xx,xxx   xx,xxx   xx,xxx   xx,xxx
Total net assets xxx,xxx xxx,xxx xxx,xxx xxx,xxx

Total liabilities and net assets $xxx,xxx $xxx,xxx $xxx,xxx $xxx,xxx
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Statement of Activities 

GASBS 34 adopts the net (expense) revenue format, which is easier to view than 
describe.  See Exhibit 2 for an example of a statement of activities based on the ex-
amples provided in GASBS 34. 

The objective of this format is to report the relative financial burden of each of 
the reporting government’s functions on its taxpayers. The format identifies the ex-
tent to which each function of the government draws from the general revenues of 
the government or is self-financing through fees or intergovernmental aid. 

The statement of activities presents governmental activities by function (similar 
to the current requirements) and business-type activities at least by segment. Seg-
ments are identifiable activities reported as or within an enterprise fund or another 
stand-alone entity for which one or more revenue bonds or other revenue-backed 
debt instrument are outstanding. 

Expense Presentation 

GASBS 34 requires that the statement of activities present expenses of govern-
mental activities by function in at least the level of detail required in the govern-
mental fund statement of revenues, expenditures and changes in fund balances.  
Categorization and level of detail are basically the same for governmental activities 
by function in pre-GASBS 34 financial statements.  Expenses for business-type 
activities are reported in at least the level of detail as by segment, which GASBS 34 
defines as an identifiable activity reported as or within an enterprise fund or another 
stand-alone entity for which one or more revenue bonds or other revenue-backed 
debt instruments are outstanding.  A segment has a specific identifiable revenue 
stream pledged in support of revenue bonds or other revenue-backed debt and has 
related expenses, gains and losses, assets, and liabilities that can be identified. 

Governments should report all expenses by function except for those expenses 
that meet the definitions of special items or extraordinary items, discussed later in 
this chapter.  Governments are required, at a minimum, to report the direct expenses 
for each function.  Direct expenses are those that are specifically associated with a 
service, program, or department and, accordingly, can be clearly identified with a 
particular function. 

There are numerous government functions—such as the general government, 
support services, and administration—that are actually indirect expenses of the other 
functions.  For example, the police department of a city reports to the mayor.  The 
direct expenses of the police department would likely be reported under the function 
“public safety” in the statement of activities.  However the mayor’s office (along 
with payroll, personnel, and other departments) supports the activities of the police 
department although they are not direct expenses of the police department.  GASBS 
34 permits, but does not require, governments to allocate these indirect expenses to 
other functions.  Governments may allocate some but not all indirect expenses, or 
they may use a full-cost allocation approach and allocate all indirect expenses to 
other functions.  If indirect expenses are allocated, they must be displayed in a 
column separate from the direct expenses of the functions to which they are 
allocated.  Governments that allocate central expenses to funds or programs, such as 
through the use of internal service funds, are not required to eliminate these 
administrative charges when preparing the statement of activities, but should dis- 
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close in the summary of significant accounting policies that these charges are in-
cluded in direct expenses. 

The reporting of depreciation expense in the statement of activities requires 
some careful analysis.  Depreciation expense for the following types of capital assets 
is required to be included in the direct expenses of functions or programs: 

• Capital assets that can be specifically identified with a function or program 
• Capital assets that are shared by more than one function or program, such as a 

building in which several functions or programs share office space 
Some capital assets of a government may essentially serve all of the functions of a 
government, such as a city hall or county administrative office building.  There are 
several options for presenting depreciation expense on these capital assets, as enu-
merated in the GASBS 34 Implementation Guide.  These options are 

• Include the depreciation expense in an indirect expense allocation to the vari-
ous functions or programs 

• Report the depreciation expense as a separate line item in the statement of ac-
tivities (labeled in such a way as to make clear to the reader of the financial 
statements that not all of the government’s depreciation expense is included on 
this line) 

• Reported as part of the general government (or its equivalent) function 
Depreciation expense for infrastructure assets associated with governmental ac-

tivities should be reported in one of the following ways: 
• Report the depreciation expenses as a direct expense of the function that is 

normally used for capital outlays for and maintenance of infrastructure assets 
• Report the depreciation expense as a separate line item in the statement of ac-

tivities (labeled in such a way as to make clear to the reader of the financial 
statements that not all of the government’s depreciation expense is included 
on this line) 

Interest expense on general long-term liabilities should be reported as an indirect 
expense.  In the vast majority of circumstances, interest expense will be displayed as 
a separate line item on the statement of activities.  In certain limited circumstances 
where the borrowing is essential to the creation or continuing existence of a program 
or function and it would be misleading to exclude interest from that program or 
function’s direct expenses, GASBS 34 would permit that interest expense to be re-
ported as a direct expense.  The GASBS 34 Implementation Guide also prescribes 
that interest on capital leases or interest expense from vendor financing arrange-
ments should not be reported as direct expenses of specific programs. 

Revenue Presentation 

Revenues on the statement of activities are distinguished between program reve-
nues and general revenues. 

• Program revenues are those derived directly from the program itself or from 
parties outside the government’s taxpayers or citizens, as a whole.  Program 
revenues reduce the net cost of the program that is to be financed from the 
government’s general revenues.  On the statement of activities, these revenues 
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are deducted from the expenses of the functions and programs discussed in the 
previous section.  The GASB Implementation Guide provides that separate 
columns may be presented under a particular revenue category heading.  For 
example, if fines are a significant part of charges for services (defined below), 
a government may elect (but is not required) to have a separate column under 
the charges for services heading that breaks out fines as a separate column.  
There are three categories into which program revenues should be distin-
guished.

— Charges for services.  These are revenues based on exchange or exchange-
like transactions.  This type of program revenues arises from charges to 
customers or applicants who purchase, use, or directly benefit from the 
goods, services, or privileges provided.  Examples include water use 
charges, garbage collection fees, licenses and permits such as dog licenses 
or building permits, and operating assessments, such as for street cleaning 
or street lighting. 

— Program-specific operating grants and contributions.  (See the following 
discussion on program-specific capital grants and contributions.) 

— Program-specific capital grants and contributions.  Both program-specific 
operating and capital grants and contributions include revenues arising 
from mandatory and voluntary nonexchange transactions with other gov-
ernments, organizations, or individuals, that are restricted for use in a par-
ticular program.  Some grants and contributions consist of capital assets or 
resources that are restricted for capital purposes, such as purchasing, con-
structing, or renovating capital assets associated with a particular program.
These revenues should be reported separately from grants and contribu-
tions that may be used for either operating expenses or capital expendi-
tures from a program, at the discretion of the government receiving the 
grant or contribution.  The GASB Implementation Guide addresses the 
question of the accounting for revenues that meet the definition of pro-
gram revenues, but the grants specify amounts for specific programs that 
are spread in the statement of activities over several functions.  If a grant 
meets the definition of program revenue, it should be recorded as such.  If 
the grant is detailed by program and the statement of activities is detailed 
by function, a reasonable allocation method should be used to assign the 
program revenues to the appropriate functions.  This issue, however, is 
different from when a government has the discretion to use a particular 
grant for more than one program or function.  In this case, the grant would 
be considered a general revenue instead of a program revenue because of 
the discretion that the government can exert in how the grant amounts are 
used.

• General revenues are all those revenues that are not required to be reported as 
program revenues. GASBS 34 specifies that all taxes, regardless of whether 
they are levied for a specific purpose, should be reported as general revenues.  
Taxes should be reported by type of tax, such as real estate taxes, sales tax, in-
come tax, franchise tax, etc. (Although operating special assessments are de-
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rived from property owners, they are not considered taxes and are properly re-
ported as program revenues.)  General revenues are reported after total net ex-
pense of the government’s functions on the statement of activities. 

Extraordinary and special items.  GASBS 34 provides that a government’s 
statement of activities may have extraordinary and special items.  Extraordinary 
items are those that are unusual in nature and infrequent in occurrence.  This tracks 
the private sector accounting definition of this term. 

Special items are a new concept under GASBS 34.  They are defined as “signifi-
cant transactions or other events within the control of management that are either 
unusual in nature or infrequent in occurrence.”  Special items are reported separately 
in the statement of activities before any extraordinary items.  

The GASBS 34 Implementation Guide cites the following events or transactions 
that may qualify as extraordinary or special items: 

Extraordinary items: 
• Costs related to an environmental disaster caused by a large chemical spill in a 

train derailment in a small city 
• Significant damage to the community or destruction of government facilities 

by natural disaster or terrorist act.  However, geographic location of the gov-
ernment may determine if a weather-related natural disaster is infrequent. 

• A large bequest to a small government by a private citizen 
Special items 
• Sales of certain general government capital assets 
• Special termination benefits resulting from workforce reductions due to sale of 

the government’s utility operations 
• Early-retirement program offered to all employees 
• Significant forgiveness of debt 

Eliminations and reclassifications.  GASBS 34 requires that eliminations of 
transactions within the governmental business-type activities be made so that these 
amounts are not “grossed-up” on the statement of net assets and statement of activi-
ties.  Where internal service funds are used, their activities are eliminated where 
their transactions would cause a double recording of revenues and expenses. 

Fund Financial Statements 

There are many similarities between the way in which fund financial statements 
under the new financial reporting model are prepared and the way in which they 
were previously prepared.  One of the most notable similarities is that governmental 
funds continue to use the modified accrual basis of accounting and the current finan-
cial resources measurement focus in the fund financial statements.  However, there 
are also many important differences in the way these statements are prepared.  The 
following discussion highlights these differences. 

Fund financial statements are prepared only for the primary government.  They 
are designed to provide focus on the major funds within each fund type.  Fund fi-
nancial statements include financial statements for fiduciary funds, but they do not 
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include financial statements for discretely presented component units.  The follow-
ing are the types of funds included in fund-type financial statements: 

• Governmental funds 

— General fund 
— Special revenue funds 
— Capital projects funds 
— Debt service funds 
— Permanent funds 

• Proprietary funds 

— Enterprise funds 
— Internal service funds 

• Fiduciary funds and similar component units 

— Pension (and other employee benefit) trust funds 
— Investment trust funds 
— Private-purpose trust funds 
— Agency funds 

The following are the required financial statements for the various fund types.  
A reference to each exhibit that provides a sample of each of these statements is also 
provided.

Governmental funds 

• Balance sheet (Exhibit 3) 
• Statement of revenues, expenditures, and changes in fund balances (Exhibit 4) 

Proprietary funds 

• Statement of net assets or balance sheet (Exhibit 5) 
• Statement of revenues, expenses, and change in fund net assets or fund equity 

(Exhibit 6) 
• Statement of cash flows (Exhibit 7) 
Fiduciary funds 
• Statement of fiduciary net assets (Exhibit 8) 
• Statement of changes in fiduciary assets (Exhibit 9) 
In preparing these fund financial statements, the following significant guidance 

of GASBS 34 should be considered: 
• A reconciliation of the governmental fund activities in the government-wide 

financial statements with the governmental fund financial statements should 
be prepared.  A summary reconciliation to the government-wide financial 
statements should be presented at the bottom of the fund financial statements 
or in an accompanying schedule.  If the aggregation of reconciling information 
obscures the nature of the individual elements of a particular reconciling item, 
a more detailed explanation should be provided in the notes to the financial 
statements.  Exhibits 10 and 11 provide examples of these reconciliations pre-
sented as a separate schedule. 
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• General capital assets and general long-term debt are not reported in the fund 
financial statements. 

• GASBS 34 requires activities to be reported as enterprise funds if any one of 
the following criteria is met: 

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

— Laws or regulations require that the activity’s costs of providing services, 
including capital costs, be recovered with fees and charges, rather than 
with taxes or similar revenues. 

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

Exhibit 3:  Governmental funds balance sheet 

City of Anywhere 
Governmental Funds 

Balance Sheet 
June 30, 20XX 

General
Capital
Projects

Debt
Service

Nonmajor
Governmental

Funds

Total
Governmental

Funds
Assets      

Cash and cash equivalents $xx,xxx $xx,xxx $xx,xxx $xx,xxx $xx,xxx 
Investments xx,xxx -- xx,xxx xx,xxx xx,xxx 
Receivables      

Real estate taxes xx,xxx -- -- -- xx,xxx 
Federal, State, and other aid xx,xxx xx,xxx -- -- xx,xxx 
Taxes other than real estate xx,xxx -- -- xx,xxx xx,xxx 
Other xx,xxx -- -- -- xx,xxx 

Due from other funds xx,xxx xx,xxx xx,xxx xx,xxx xx,xxx 
Due from component units xx,xxx xx,xxx -- xx,xxx xx,xxx 
Restricted cash and investments         -- xx,xxx         -- xx,xxx xx,xxx

Total assets $xx,xxx $xx,xxx $xx,xxx $xx,xxx $xx,xxx

Liabilities and Fund Balances      
Liabilities:      

Accounts payable and accrued li-
abilities $xx,xxx $xx,xxx $xx,xxx $xx,xxx $xx,xxx

Bond anticipation notes payable -- -- -- xx,xxx xx,xxx 
Accrued tax refunds:      

Real estate taxes xx,xxx -- -- -- xx,xxx 
Other xx,xxx -- -- -- xx,xxx 

Accrued judgments and claims xx,xxx xx,xxx -- -- xx,xxx 
Deferred revenues:      

Prepaid real estate taxes xx,xxx -- -- -- xx,xxx 
Uncollected real estate taxes xx,xxx -- -- -- xx,xxx 
Taxes other than real estate xx,xxx -- -- xx,xxx xx,xxx 
Other xx,xxx xx,xxx -- xx,xxx xx,xxx 

Due to other funds xx,xxx xx,xxx xx,xxx xx,xxx xx,xxx 
Due to component units xx,xxx         --         --         -- xx,xxx

Total liabilities xx,xxx xx,xxx xx,xxx xx,xxx xx,xxx
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General
Capital
Projects

Debt
Service

Nonmajor
Governmental

Funds

Total
Governmental

Funds
Fund Balances      

Reserved for:      
Debt service -- -- xx,xxx xx,xxx xx,xxx 
Noncurrent mortgage loans -- -- -- xx,xxx xx,xxx 

Unreserved reported in:      
General fund xx,xxx -- -- -- xx,xxx 
Capital Projects Fund -- xx,xxx -- -- xx,xxx 
Nonmajor funds         --         --         -- xx,xxx xx,xxx

Total fund balances (deficit) xx,xxx xx,xxx xx,xxx xx,xxx xx,xxx

Total liabilities and fund balances $xx,xxx $xx,xxx $xx,xxx $xx,xxx $xx,xxx
The reconciliation of the fund balances of governmental funds to the net assets of governmental activities in the 
Statement of Net Assets is presented in an accompanying schedule. 

Exhibit 4:  Government funds statement of revenues, expenditures, and changes in 
fund balance 

City of Anywhere 
Governmental Funds 

Statement of Revenues, Expenditures, and Changes in Fund Balances 
For the Year Ended June 30, 20XX 

General
Capital 
Projects

Debt 
Service

Nonmajor 
Governmental 

Funds

Total 
Governmental 

Funds
Revenues      

Real estate taxes $xx,xxx $        -- $        -- $         -- $ xx,xxx 
Sales and use taxes xx,xxx -- -- -- xx,xxx 
Other taxes xx,xxx -- -- -- xx,xxx 
Federal, State, and other categorical aid xx,xxx xx,xxx -- xx,xxx xx,xxx 
Unrestricted Federal and State aid xx,xxx -- -- -- xx,xxx 
Charges for services xx,xxx -- -- -- xx,xxx 
Investment income xx,xxx -- xx,xxx xx,xxx xx,xxx 
Other revenues xx,xxx xx,xxx xx,xxx xx,xxx xx,xxx

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

Expenditures      
Current operations:      

General government xx,xxx xx,xxx -- xx,xxx xx,xxx 
Public safety and judicial xx,xxx xx,xxx -- -- xx,xxx 
Education xx,xxx xx,xxx -- xx,xxx xx,xxx 
Social services xx,xxx xx,xxx -- -- xx,xxx 
Environmental protection xx,xxx xx,xxx -- -- xx,xxx 
Transportation services xx,xxx xx,xxx -- -- xx,xxx 
Parks, recreational, and cultural ac-
tivities xx,xxx xx,xxx -- -- xx,xxx 

Housing xx,xxx xx,xxx -- -- xx,xxx 
Health (including payments to HHC) xx,xxx xx,xxx -- -- xx,xxx 
Pensions xx,xxx -- -- -- xx,xxx 

Debt Service:      
Interest -- -- xx,xxx xx,xxx xx,xxx 
Redemptions         --         -- xx,xxx xx,xxx xx,xxx

Total expenditures xx,xxx xx,xxx xx,xxx xx,xxx xx,xxx

Excess (deficiency) or revenues 
over expenditures xx,xxx (xx,xxx) (xx,xxx) (xx,xxx) (xx,xxx)
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General
Capital 
Projects

Debt 
Service

Nonmajor 
Governmental 

Funds

Total 
Governmental 

Funds
Other Financing Sources (Uses)      

Transfers from (to) General Fund -- -- xx,xxx (xx,xxx) xx,xxx 
Proceeds from sale of bonds -- xx,xxx -- xx,xxx xx,xxx 
Capitalized leases -- xx,xxx -- -- xx,xxx 
Transfer from Capital Projects Fund -- -- -- (xx,xxx) -- 
Transfer to Debt Service Fund (xx,xxx) -- -- -- (xx,xxx) 
Transfer to component units for debt 
service (xx,xxx) -- -- -- (xx,xxx) 

Transfers to Nonmajor Debt Service 
Fund         --         --         -- (xx,xxx) (xx,xxx)

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

Net change in fund balances xx,xxx xx,xxx xx,xxx (xx,xxx) (xx,xxx) 
Fund Balances at Beginning of Year xx,xxx xx,xxx xx,xxx xx,xxx xx,xxx
Fund Balances at End of Year $xx,xxx $xx,xxx $xx,xxx $(xx,xxx) $(xx,xxx)

The reconciliation of the change in fund balances of governmental funds to the change in net assets of govern-
mental activities in the Statement of Net Assets is presented in an accompanying schedule. 

Exhibit 5:  Proprietary funds classified statement of net assets 
City of Anywhere 

Statement of Net Assets 
Proprietary Funds 

June 30, 20XX 

 Enterprise Funds  
 Water  

and Sewer
Electric 
Utility Total

Internal
Service Funds

Assets     
Current assets:     

Cash and cash equivalents $xx,xxx $xx,xxx $xx,xxx $xx,xxx 
Investments -- -- -- xx,xxx 
Receivables, net xx,xxx xx,xxx xx,xxx xx,xxx 
Due from other governments xx,xxx -- xx,xxx -- 
Inventories xx,xxx         -- xx,xxx xx,xxx

Total current assets xx,xxx xx,xxx xx,xxx xx,xxx

Noncurrent assets:     
Restricted cash and cash equivalents -- xx,xxx xx,xxx -- 
Capital assets:     

Land and improvements xx,xxx xx,xxx xx,xxx -- 
Construction in progress xx,xxx -- xx,xxx -- 
Distribution and collection systems xx,xxx -- xx,xxx -- 
Buildings and equipment xx,xxx xx,xxx xx,xxx xx,xxx 

Less accumulated depreciation (xx,xxx) (xx,xxx) (xx,xxx) (xx,xxx)
Total noncurrent assets xx,xxx xx,xxx xx,xxx xx,xxx

Total assets xx,xxx xx,xxx xx,xxx xx,xxx

Liabilities     
Current liabilities:     

Accounts payable xx,xxx xx,xxx xx,xxx xx,xxx 
Due to other funds xx,xxx -- xx,xxx xx,xxx 
Compensated absences xx,xxx xx,xxx xx,xxx xx,xxx 
Claims and judgments -- -- -- xx,xxx 
Bonds, notes, and loans payable xx,xxx xx,xxx xx,xxx xx,xxx

Total current liabilities xx,xxx xx,xxx xx,xxx xx,xxx
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 Enterprise Funds  
 Water  

and Sewer
Electric 
Utility Total

Internal
Service Funds

Noncurrent liabilities:     
Compensated absences xx,xxx xx,xxx xx,xxx -- 
Claims and judgments xx,xxx xx,xxx xx,xxx xx,xxx 
Bonds, notes, and loans payable xx,xxx xx,xxx xx,xxx         --

Total noncurrent liabilities xx,xxx xx,xxx xx,xxx xx,xxx
Total liabilities xx,xxx xx,xxx xx,xxx xx,xxx

Net Assets     
Invested in capital assets, net of related debt xx,xxx xx,xxx xx,xxx xx,xxx 
Restricted for debt service -- xx,xxx xx,xxx -- 
Unrestricted xx,xxx xx,xxx xx,xxx xx,xxx
Total net assets $xx,xxx $xx,xxx $xx,xxx $xx,xxx

Exhibit 6:  Proprietary funds statement of revenues, expenses, and changes in fund 
net assets 

City of Anywhere 
Statement of Revenues, Expenses, and Changes in Fund Net Assets 

Proprietary Funds 
For the Year Ended June 30, 20XX 

 Enterprise Funds  
 Water  

and Sewer
Electric 
Utility Total

Internal
Service Funds

Operating Revenues     
Charges for services $xx,xxx $xx,xxx $xx,xxx $xx,xxx 
Miscellaneous         -- xx,xxx xx,xxx xx,xxx

Total operating revenues xx,xxx xx,xxx xx,xxx xx,xxx

Operating Expenses     
Personal services xx,xxx xx,xxx xx,xxx xx,xxx 
Contractual services xx,xxx xx,xxx xx,xxx xx,xxx 
Utilities xx,xxx xx,xxx xx,xxx xx,xxx 
Repairs and maintenance xx,xxx xx,xxx xx,xxx xx,xxx 
Other supplies and expenses xx,xxx xx,xxx xx,xxx xx,xxx 
Insurance claims and expenses -- -- -- xx,xxx 
Depreciation xx,xxx xx,xxx xx,xxx xx,xxx

Total operating expenses xx,xxx xx,xxx xx,xxx xx,xxx

Operating income (loss) xx,xxx (xx,xxx) xx,xxx (xx,xxx)
Nonoperating Revenues (Expenses)     
Interest and investment revenue xx,xxx xx,xxx xx,xxx xx,xxx 
Miscellaneous revenue -- xx,xxx xx,xxx xx,xxx 
Interest expense (xx,xxx) (xx,xxx) (xx,xxx) (xx,xxx) 
Miscellaneous expense         -- (xx,xxx) (xx,xxx) (xx,xxx)

Total nonoperating revenue (expenses) (xx,xxx) (xx,xxx) (xx,xxx) (xx,xxx)
Income (loss) before contributions and 
transfers xx,xxx (xx,xxx) xx,xxx (xx,xxx)

Capital contributions xx,xxx -- xx,xxx xx,xxx 
Transfers in -- -- -- xx,xxx 
Transfers out (xx,xxx) (xx,xxx) (xx,xxx) (xx,xxx)

Change in net assets xx,xxx (xx,xxx) xx,xxx (xx,xxx) 
Total net assets—beginning xx,xxx xx,xxx xx,xxx xx,xxx

Total net assets—ending $xx,xxx $xx,xxx $xx,xxx $xx,xxx
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Exhibit 7:  Proprietary funds statement of cash flows 

City of Anywhere 
Statement of Cash Flows 

Proprietary Funds 
For the Year Ended June 30, 20XX 

 Enterprise Funds  
 Water  

and Sewer
Electric 
Utility Total

Internal
Service Funds

Cash Flows from Operating Activities     
Receipts from customers $xx,xxx $ xx,xxx $xx,xxx $ xx,xxx 
Payments to suppliers (xx,xxx) (xx,xxx) (xx,xxx) (xx,xxx) 
Payments to employees (xx,xxx) (xx,xxx) (xx,xxx) (xx,xxx) 
Internal activity—payments to other funds (xx,xxx) -- (xx,xxx) (xx,xxx) 
Claims paid -- -- -- (xx,xxx) 
Other receipts (payments) (xx,xxx)         -- (xx,xxx) xx,xxx

Net cash provided by operating activities xx,xxx xx,xxx xx,xxx xx,xxx

Cash Flows from Noncapital Financing Ac-
tivities

    

Operating subsidies and transfers to other funds (xx,xxx) (xx,xxx) (xx,xxx) xx,xxx

Cash Flows from Capital and Related Fi-
nancing Activities 

    

Proceeds from capital debt xx,xxx xx,xxx xx,xxx -- 
Capital contributions xx,xxx -- xx,xxx -- 
Purchases of capital assets (xx,xxx) (xx,xxx) (xx,xxx) (xx,xxx) 
Principal paid on capital debt (xx,xxx) (xx,xxx) (xx,xxx) (xx,xxx) 
Interest paid on capital debt (xx,xxx) (xx,xxx) (xx,xxx) (xx,xxx) 
Other receipts (payments)         -- xx,xxx xx,xxx xx,xxx

Net cash (used) by capital and related fi-
nancing activities (xx,xxx) (xx,xxx) (xx,xxx) (xx,xxx)

Cash Flows from Investing Activities     
Proceeds from sales of investments -- -- -- xx,xxx 
Interest and dividends xx,xxx xx,xxx xx,xxx xx,xxx

Net cash provided by investing activities xx,xxx xx,xxx xx,xxx xx,xxx
Net (decrease) in cash and cash equivalents (xx,xxx) (xx,xxx) (xx,xxx) (xx,xxx) 

Balances—beginning of the year xx,xxx xx,xxx xx,xxx xx,xxx
Balances—end of the year) $xx,xxx $ xx,xxx $xx,xxx $ xx,xxx

Reconciliation of operating income (loss) to 
net cash provided by operating activities: 

    

Operating income (loss) $xx,xxx $(xx,xxx) $xx,xxx $(xx,xxx) 
Adjustments to reconcile operating income to 
net cash provided by operating activities: 

    

Depreciation expense xx,xxx xx,xxx xx,xxx xx,xxx 
Change in assets and liabilities:     

Receivables, net xx,xxx xx,xxx xx,xxx xx,xxx 
Inventories xx,xxx -- xx,xxx xx,xxx 
Accounts and other payables (xx,xxx) (xx,xxx) (xx,xxx) xx,xxx 
Accrued expenses (xx,xxx) xx,xxx (xx,xxx) (xx,xxx)

Net cash provided by operating activities $xx,xxx $ xx,xxx $xx,xxx $ xx,xxx

Noncash capital financing activities:     
Capital assets of $xx,xxx were acquired through contributions from developers. 
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Exhibit 8:  Statement of fiduciary net assets 

City of Anywhere 
Fiduciary Funds 

Statement of Fiduciary Funds 
June 30, 20XX 
(in thousands) 

 Pension and Other 
Employee Benefit

Trust Funds Agency Fund
Assets

Cash and cash equivalents $xx,xxx $xx,xxx 
Receivables:   

Receivable for investment securities sold xx,xxx -- 
Accrued interest and dividend receivable xx,xxx -- 

Investments:   
Other short-term investments xx,xxx -- 
Debt securities xx,xxx xx,xxx 
Equity securities xx,xxx -- 
Guaranteed investment contracts xx,xxx -- 
Mutual funds xx,xxx -- 
Collateral from securities lending transactions xx,xxx -- 

Due from other funds xx,xxx -- 
Other xx,xxx xx,xxx

Total assets xx,xxx xx,xxx

Liabilities
Accounts payable and accrued liabilities xx,xxx xx,xxx 
Payable for investment securities purchased xx,xxx -- 
Accrued benefits payable xx,xxx -- 
Due to other funds xx,xxx -- 
Securities lending transactions xx,xxx -- 
Other xx,xxx xx,xxx

Total liabilities xx,xxx xx,xxx

Net Assets 
Held in trust for benefit payments $xx,xxx $        --

Exhibit 9:  Fiduciary funds statement of changes in fiduciary net assets 

City of Anywhere 
Fiduciary Funds 

Statement of Changes in Fiduciary Net Assets 
For the Year Ended June 30, 20XX 

Pension and Other Employee 
Benefit Trust Funds

Additions
Contributions:

Member contributions $xx,xxx 
Employer contributions xx,xxx 

Total contributions xx,xxx
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Pension and Other Employee 
Benefit Trust Funds

Investment income:  
Interest income xx,xxx 
Dividend income xx,xxx 
Net depreciation in fair value of investments (xx,xxx) 
Less investment expenses xx,xxx

Investment loss, net (xx,xxx)
Payments from other funds xx,xxx 
Other xx,xxx

Total additions (xx,xxx)

Deductions
Benefit payments and withdrawals xx,xxx 
Payments to other funds xx,xxx 
Administrative expenses xx,xxx

Total deductions xx,xxx
Decrease in plan net assets (xx,xxx) 

Net Assets 
Held in trust for benefit payments  

Beginning of year xx,xxx
End of year $xx,xxx

Exhibit 10:  Reconciliation of the fund balances of governmental funds to the net 
assets of governmental activities 

City of Anywhere 
Reconciliation of the Balance Sheet of Governmental Funds to the Statement of Net Assets 

June 30, 20XX 

Amounts reported for governmental activities in the Statement of Net Assets are different because: 

Total fund balances—governmental funds $(xx,xxx) 

Inventories recorded in the Statement of Net Assets are recorded as expenditures 
in the governmental funds xx,xxx

Capital assets used in governmental activities are not financial resources and there-
fore are not reported in the funds xx,xxx

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

Long-term liabilities are not due and payable in the current period and accordingly 
are not reported in the funds: 
Bonds and notes payable (xx,xxx) 
Accrued interest payable (xx,xxx) 
Other long-term liabilities (xx,xxx)

Net assets (deficit) of governmental activities $(xx,xxx)
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Exhibit 11:  Reconciliation of the net change in governmental fund balances with 
the change in net assets of governmental activities 

City of Anywhere 
Reconciliation of the Statement of Revenues, Expenditures, and Changes in  

Fund Balances of Governmental Funds to the Statement of Activities 
For the Year Ended June 30, 20XX 

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

Net change in fund balances—total governmental funds  $(xx,xxx) 

Governmental funds report capital outlays as expenditures.  However, in the 
statement of activities the cost of those assets is allocated over their estimated 
useful lives and reported as depreciation expense.  This is the amount by 
which capital outlays exceeded depreciation in the current period. 
Purchases of fixed assets $xx,xxx  
Depreciation expense (xx,xxx) xx,xxx 

The net effect of various miscellaneous transactions involving capital assets 
and other (i.e., sales, trade-ins, and donations) is to decrease net assets (xx,xxx)

The issuance of long-term debt (e.g., bonds, leases) provides current financial 
resources to governmental funds, while the repayment of the principal of 
long-term debt consumes the current financial resources of governmental 
funds.  Neither transaction, however, has any effect on net assets.  Also, gov-
ernmental funds report the effect of issuance costs, premiums, discounts, and 
similar items when debt is first issued, whereas these amounts are deferred 
and amortized in the statement of activities.  This amount is the net effect of 
these differences in the treatment of long-term debt and related items. 
Proceeds from sales of bonds (xx,xxx)  
Principal payments of bonds xx,xxx  
Other (xx,xxx) (xx,xxx) 

Some expenses reported in the statement of activities do not require the use of 
current financial resource and therefore are not reported as expenditures in 
governmental funds (xx,xxx)

Revenues in the statement of activities that do not provide current financial re-
sources are not reported as revenues in the funds (xx,xxx)

Change in net assets—governmental activities  $(xx,xxx)

Budgetary Comparison Schedules 

GASBS 34 requires that certain budgetary comparison schedules be presented in 
required supplementary information (RSI).  This information is required only for the 
general fund and each major special revenue fund that has a legally adopted annual 
budget.  Governments may elect to report the budgetary comparison information in a 
budgetary comparison statement as part of the basic financial statements, rather than 
as RSI. 

The budgetary comparison schedules must include the originally adopted 
budget, as well as the final budget.  The government is given certain flexibility in the 
format in which this information is present.  For example, the comparisons may be 
made in a format that resembles the budget document instead of being made in a 
way that resembles the financial statement presentation.  Of important note, the ac-
tual information presented is to be presented on the budgetary basis of accounting, 
which for many governments differs from generally accepted accounting principles.  
Regardless of the format used, the financial results reported in the budgetary com-
parison schedules must be reconciled to GAAP-based fund financial statements. 
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Chapter 1 describes the requirements of the recently issued GASB Statement 41, 
Budgetary Comparison Schedules—Perspective Differences (GASBS 41), which ad-
dresses issues of when significant budgetary perspective differences result in gov-
ernments being unable to present budgetary comparison information for the general 
fund and major special revenue funds.  Governments are required to present budget-
ary comparison schedules as required supplementary information based on the fund, 
organization, or program structure that the government uses for its legally adopted 
budget.  Basically, GASBS 41 provides that when there are “significant” perspective 
differences (perspective differences are described later in this chapter), the gov-
ernment is still required to present a budgetary comparison schedule. The schedule 
should use the perspective used in the legally adopted budget.  However, this sched-
ule must be reported as required supplementary information.  The government in this 
situation does not have the option to present the budgetary comparison information 
in a budgetary comparison statement that is part of the basic financial statements. 

GASBS 41 should be implemented simultaneously with GASBS 34.  For gov-
ernments that have implemented GASBS 34 prior to the issuance of GASBS 41 
(May 2003), the requirements of GASBS 41 are effective for financial statements for 
periods beginning after June 15, 2002. 

Note and Other Disclosures 

The notes to the financial statements are an integral part of the basic financial 
statements.  Because the basic financial statements must be “liftable” from the 
CAFR (i.e., have the ability to function as free-standing financial statements), the 
notes to the financial statements should always be considered to be part of the 
“liftable” basic financial statements. 

This section provides an overview of certain required disclosures in the notes 
and the various areas that the financial statement preparer should consider for dis-
closure in the notes.  Almost every new accounting pronouncement issued by the 
GASB, however, contains some additional disclosures that must be included in the 
notes.  Therefore, to use this book to properly prepare notes for a state or local gov-
ernment, the reader should consider the following broad outline of the financial 
statement notes described below, review each chapter that addresses specific unique 
accounting and financial reporting guidance on required disclosures, and consider 
the “Disclosure Checklist” included in this guide. 

The notes to the financial statements are essential to the fair presentation of the 
financial position, results of operations, and where applicable, cash flows.  Notes 
considered to be essential to the fair presentation of the financial statements con-
tained in the basic financial statements include individual discretely presented com-
ponent units, considering the particular component unit’s significance to all dis-
cretely presented component units, and the nature and significance of the individual 
unit’s relationship to the primary government.  The notes prepared under the new fi-
nancial reporting model should focus on the primary government, which includes 
blended component units. 

Determining which discretely presented component unit financial statements 
should be included in the notes to the financial statements requires that the financial 
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statement preparer exercise professional judgment.  These judgments should be 
made on a case-by-case basis.  Certain disclosures that may be required and appro-
priate for one component unit may not be required for another.  As stated above, 
these considerations should be made based on the relative significance of a particu-
lar discretely presented component unit to all of the discretely presented component 
units and the significance of the individual discretely presented component unit to 
the primary government. 

In June 2001, the GASB issued GASBS 38 as a result of its project to review fi-
nancial statement note disclosures.  A need to reevaluate note disclosures in the 
context of the new financial reporting model established by GASBS 34 provided the 
impetus for the GASB to issue this Statement before most governments begin im-
plementing the new financial reporting model. 

The GASB reevaluated note disclosures that have been in existence since 1994 
and not under reevaluation under some other project.  Readers expecting a wholesale 
change in the note disclosures as a result of GASBS 38 will be disappointed.  Sev-
eral new note disclosures have been added, while relief from previous disclosure re-
quirements is rare.  While the effect of the potential changes will vary from govern-
ment to government, it appears that disclosures relating to interfund balances and 
transfers appear to be the most significant. 

The Codification of Governmental Accounting and Financial Reporting Stan-
dards published by the GASB (GASB Codification) identifies the more common 
note disclosures required of state and local governments.  The broad categories of 
notes that would normally be included in the financial statements of a state or local 
government would include the following: 

• Summary of significant accounting policies, including 
• Descriptions of the activities accounted for in each of the following columns 

(major funds, internal service funds and fiduciary fund types) presented in 
the financial statements. 

• A brief description of the component units of the overall governmental re-
porting entity and the units’ relationships to the primary government.  This 
should include a discussion of the criteria for including component units in 
the financial reporting entity and how the component units are reported.  
(The determination of the reporting entity is more fully described in Chap-
ter 6.)  The notes should also indicate how the separate financial statements 
of the component units may be obtained. 

• Revenue recognition policies 
• The period of availability used for revenue recognition in governmental 

fund financial statements. 
• Policy on reporting infrastructure assets 
• Policy on capitalization of interest costs on fixed assets 
• Definition of cash and cash equivalents used in the statement of cash flows 

for proprietary and nonexpendable trust funds 

• Cash deposits with financial institutions 
• Investments 



106 Wiley GAAP for Governments 2004 

• Significant contingent liabilities 
• Encumbrances outstanding 
• Significant effects of subsequent events 
• Pension plan obligations 
• Significant violations of finance-related legal and contractual requirements 

and actions to address these violations 
• Debt service requirements to maturity, as follows:   

• Principal and interest requirements to maturity, presented separately for 
each of the five succeeding fiscal years and in five-year increments thereaf-
ter.  Interest requirements for variable-rate debt should be made using the 
interest rate in effect at the financial statement date. 

• The terms by which interest rates change for variable-rate debt. 
• For capital and noncancelable operating leases, the future minimum pay-

ments for each of the five succeeding fiscal years and in five-year incre-
ments thereafter should be disclosed. 

• Details of short-term debt should be disclosed, even if no short-term debt 
exists at the financial statement date.  Short-term debt results from borrow-
ings characterized by anticipation notes, uses of lines of credit, and similar 
loans.  A schedule of changes in short-term debt, disclosing beginning- and 
end-of-year balances, increases, decreases, and the purpose for which short-
term debt was issued. 

• Commitments under noncapitalized (operating) leases 
• Construction and other significant commitments 
• Any excess of expenditures over appropriations in individual funds 
• Deficit fund balance or retained earnings of individual funds 
• Balances of receivables and payables reported on the statement of net assets 

and balance sheet may be aggregations of different components, such as 
balances due to or from taxpayers, other governments, vendors, beneficiaries, 
employees, etc.  When the aggregation of balances on the statement of net 
assets obscures the nature of significant individual accounts, the governments 
should provide details in the notes to the financial statements.  Significant 
receivable balances not expected to be collected within  one year of the date of 
the financial statements should be disclosed. 

• For interfund balances reported in the fund financial statements, disclose the 
following:

• Identification of amounts due from other funds by individual major fund, 
nonmajor funds in the aggregate, internal service funds in the aggregate, and 
fiduciary fund type 

• A description of the purpose for interfund balances 
• Interfund balances that are not expected to be repaid within one year from 

the date of the financial statements 

• For interfund transfers reported in the fund financial statements, disclose the 
following:
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• Identification of the amounts transferred from other funds by individual ma-
jor fund, nonmajor funds in the aggregate, internal service funds in the ag-
gregate and fiduciary fund type 

• A general description of the principal purposes for interfund transfers 
• A general description and the amount of significant transfers that 

• Are not expected to occur on a routine basis and/or 
• Are inconsistent with the activities of the fund making the transfer—for 

example, a transfer from a capital projects fund to the general fund 

The GASB Codification identifies the following additional disclosures that may 
apply to state and local governments: 

• Entity risk management activities 
• Property taxes 
• Segment information for enterprise funds 
• Condensed financial statements for major discretely presented component 

units
• Differences between the budget basis of accounting and GAAP not otherwise 

reconciled in the basic financial statements 
• Short-term debt instruments and liquidity 
• Related-party transactions 
• The nature of the primary government’s accountability for related organiza-

tions
• Capital leases 
• Joint ventures and jointly governed organizations 
• Total amount calculated for the year for special termination benefits, claims 

and judgments, operating leases, and employer pension expenditures for which 
the current portion is reported in the operating statement and the noncurrent 
portion is reported in the general long-term account group (if not reported on 
the face of the financial statements) 

• Debt refundings 
• Grants, entitlements, and share revenues 
• Fund balance designation 
• Interfund eliminations in the combined financial statements that are not appar-

ent from financial statement headings 
• Pension plans in both separately issued plan financial statements and employer 

statements 
• Bond, tax, or revenue anticipation notes excluded from fund or current liabili-

ties
• Nature and amount of any inconsistencies in the financial statements caused 

by transactions between component units having different fiscal year-ends or 
changes in component unit year-ends 

• In component unit separate reports, identification of the primary government 
in whose financial report the component unit is included and a description of 
its relationship to the primary government 

• Deferred compensation plans 
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• Reverse repurchase and dollar reverse repurchase agreements 
• Securities lending transactions 
• Special assessment debt and related activities 
• Demand bonds 
• Postemployment benefits other than pension benefits 
• Landfill closure and postclosure care 
• On-behalf payments to fringe benefits and salaries 
• Entity involvement in conduit debt obligations 
• Sponsoring government disclosures about external investment pools reported 

as investment trust funds 
The GASB Codification reiterates that the above list of areas to be considered 

for note disclosure is not meant to be all-inclusive, nor is it meant to replace profes-
sional judgment in determining the disclosures necessary for fair presentation in the 
financial statements.  The notes to the financial statements, on the other hand, should 
not be cluttered with unnecessary or immaterial disclosures.  The individual circum-
stances and materiality must be considered in assessing the propriety of the disclo-
sures in the notes to the financial statements.  Notes to the financial statements pro-
vide necessary disclosure of material items, the omission of which would cause the 
financial statements to be misleading. 

GASBS 34 contains a number of disclosure requirements specifically related to 
its new requirements.  GASBS 34 prescribes the following disclosures, where appli-
cable, to be included in the note to the financial statements which includes a sum-
mary of significant accounting policies: 

• A description of the government-wide financial statements, noting that neither 
fiduciary funds nor component units that are fiduciary in nature are included. 

• The measurement focus and basis of accounting used in the government-wide 
statements. 

• The policy for eliminating internal activity in the statement of activities. 
• The policy for applying FASB pronouncements issued after November 30, 

1989, to business-type activities and to enterprise funds of the primary gov-
ernment.

• The policy for capitalizing assets and for estimating the useful lives of those 
assets (used to calculate depreciation expense). 

• Governments that choose to use the modified approach for reporting eligible 
infrastructure assets should describe that approach. 

• A description of the types of transactions included in program revenues and 
the policy for allocating indirect expenses to functions in the statement of ac-
tivities.

• The government’s policy for defining operating and nonoperating revenues of 
proprietary funds. 

• The government’s policy regarding whether to first apply restricted or unre-
stricted resources when an expense is incurred for purposes for which both re-
stricted and unrestricted net assets are available. 
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GASBS 34 also requires governments to provide additional information in the 
notes to the financial statements about the capital assets and long-term liabilities.  
The disclosures should provide information that is divided into the major classes of 
capital assets and long-term liabilities as well as those pertaining to governmental 
activities and those pertaining to business-type activities.  In addition, information 
about capital assets that are not being depreciated should be disclosed separately 
from those that are being depreciated. 

Required disclosures about major classes of capital assets include 

• Beginning- and end-of-year balances (regardless of whether beginning-of-year 
balances are presented on the face of the government-wide financial state-
ments), with accumulated depreciation presented separately from historical 
cost

• Capital acquisitions 
• Sales or other dispositions 
• Current period depreciation expense, with disclosure of the amounts charged 

to each of the functions in the statement of activities 

Required disclosures about long-term liabilities (for both debt and other long-
term liabilities include 

• Beginning- and end-of-year balances (regardless of whether prior year data are 
presented on the face of the government-wide financial statements) 

• Increases and decreases (separately presented) 
• The portions of each item that are due within one year of the statement date 
• Which governmental funds typically have been used to liquidate other long-

term liabilities (such as compensated absences and pension liabilities) in prior 
years
NOTE:  Providing required disclosures about increases and decreases to certain 
long-term liability amounts can be challenging.  The best example of these challenges 
can be demonstrated using the long-term liability for compensated absences as an ex-
ample.  Most governments can calculate this liability as of the end of each fiscal year, 
using basic assumptions for vesting of sick leave and vacation time to compute the net 
change in this liability for a fiscal year.  Conceptually, the increase in the compen-
sated absences liability represents all of the vacation and sick leave time earned by 
employees that becomes vested during the year. The decrease in the compensated ab-
sences liability represents vested time used by employees, paid to employees who have 
left the government, or lost to employees because of other circumstances or employer 
requirements.  Few governments are likely to have systems in place to capture the in-
creases and decreases in this liability, particularly in terms of amounts of dollars, 
rather than number of hours.  These governments will need to devise methodologies to 
estimate these amounts, focusing on how employees typically accumulate and use va-
cation and sick leave time.  Sampling individual employees across the government, 
perhaps using separate samples for different types of employees, such as civilian and 
uniformed employees, may provide sufficient support for estimated amounts of addi-
tions and deletions to the long-term compensated absence liability. 

The GASBS 34 Implementation Guide notes that for governments reporting a net 
pension obligation as a long-term liability, no amount due within one year should be 
presented for the net pension obligation liability. 
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In addition, GASBS 34 requires governments that report enterprise funds or that 
use enterprise fund accounting and financial reporting report certain segment infor-
mation for those activities in the notes to the financial statements.  GASB 34 defines 
a segment for these disclosure purposes as “. . .an identifiable activity reported as or 
within an enterprise fund or another stand-alone entity for which one or more reve-
nue bonds or other revenue-backed debt instruments (such as certificates of partici-
pation) are outstanding.  A segment has a specific identifiable revenue stream 
pledged in support of revenue bonds or other revenue-backed debt, and business-
related expenses, gains and losses, assets, and liabilities that can be identified.”  
GASBS 34 specifies that disclosure requirements be met by providing condensed fi-
nancial statements and other disclosures as follows in the notes to the financial 
statements: 

1. Type of goods or services provided by the segment 
2. Condensed statement of net assets 

a. Total assets—distinguishing between current assets, capital assets, and 
other assets.  Amounts receivable from other funds or component units 
should be reported separately. 

b. Total liabilities—distinguishing between current and long-term 
amounts.  Amounts payable to other funds or component units should be 
reported separately. 

c. Total net assets—distinguishing among restricted (separately reporting 
expendable and nonexpendable components); unrestricted; and amounts 
invested in capital assets, net of related debt. 

3. Condensed statement of revenues, expenses, and changes in net assets 
a. Operating revenues (by major source) 
b. Operating expenses.  Depreciation (including any amortization) should 

be identified separately. 
c. Operating income (loss). 
d. Nonoperating revenues (expenses)—with separate reporting of major 

revenues and expenses. 
e. Capital contributions and additions to permanent and term endowments. 
f. Special and extraordinary items. 
g. Transfers. 
h. Change in net assets. 
i. Beginning net assets. 
j. Ending net assets. 

4. Condensed statement of cash flows 
a. Net cash provided (used) by 

(1) Operating activities 
(2) Noncapital financing activities 
(3) Capital and related financing activities 
(4) Investing activities 

b. Beginning cash and cash equivalent balances 
c. Ending cash and cash equivalent balances 
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COMPREHENSIVE ANNUAL FINANCIAL REPORT 

As described in the beginning section of this chapter, the basic financial state-
ments and required supplementary information (BFS) under GASBS 34 constitute a 
significant component of a state or local government’s comprehensive annual finan-
cial report (CAFR).  The BFS, however, represent only one part of the CAFR.  The 
CAFR contains additional sections that are important components of a government’s 
external financial reporting. 

One of the more challenging aspects of preparing a CAFR can be to distinguish 
the requirements of GAAP and the requirements of the GFOA’s Certificate of 
Achievement for Excellence in Financial Reporting Program (Certificate of 
Achievement).  As described in Chapter 2 detailing the history of accounting stan-
dards setting for governments, the GFOA and its predecessor organizations were at 
one time the accounting standards-setting bodies.  When this role was assumed by 
the GASB, the GFOA refocused its issuance of documents to set the requirements 
for its Certificate of Achievement program.  The Certificate of Achievement pro-
gram has a number of detailed requirements for the CAFR that are not requirements 
of the GASB and GAAP.  The Certificate of Achievement requirements for financial 
statements prepared under the new financial reporting model are included in the 
2001 edition of Governmental Accounting, Auditing, and Financial Reporting 
(GAAFR).  The CAFR requirements contained in the GAAFR are not drastically 
different from those of the previous (1994) GAAFR; however, there are important 
differences.

NOTE:  The GASB has undertaken a project to update the requirements of a CAFR pre-
pared in accordance with GAAP.  Chapter 1 describes an Exposure Draft titled 
Economic Condition Reporting:  The Statistical Section—an Amendment of NCGA 
Statement 1 that would change the requirements for a CAFR’s statistical sections. 

A government desiring to meet only the requirements of GAAP need only meet 
the requirements for the CAFR specified by the GASB.  In this case, the government 
might still use the guidance of the 2001 GAAFR as level 4 guidance in the hierarchy 
of GAAP for governments.  The GAAFR presents many instances and examples that 
constitute industry practices that are widely recognized as acceptable and are often 
the prevalent practice of an accounting or disclosure treatment used by state or local 
governments.

A government desiring to meet the requirements of the Certificate of Achieve-
ment program will need to prepare a CAFR in compliance with both GASB and 
GAAFR standards. 

This book describes the characteristics and contents of a CAFR as required by 
GAAP as promulgated by the GASB.  This guidance is supplemented with more 
substantive suggestions contained in the GAAFR.  Where possible, a distinction is 
made between the requirements of GAAP and those of the Certificate of Achieve-
ment program. 

CAFR Requirements 

What should constitute a government’s annual financial report—a CAFR or that 
part of the CAFR known as the BFS?  The GASB concludes that, while no govern-
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mental financial statements are actually required, the annual financial report of a 
government should be presented as a comprehensive annual financial report—a 
CAFR.

The GASB does not preclude a government, however, from issuing basic finan-
cial statements separately from the CAFR.  BFS are often issued for inclusion in of-
ficial statements on bond offerings and are sometimes used for wide distribution to 
users who require less detailed information about a government’s finances than is 
contained in the CAFR.  A transmittal letter from the government accompanying the 
separately issued BFS should inform users of the availability of the CAFR for those 
requiring more detailed information.   

The CAFR should encompass all funds of the primary government, including its 
blended component units.  The CAFR also encompasses all of the discretely pre-
sented component units of the reporting entity.  

The CAFR should contain 
• The basic financial statements, including any required supplementary informa-

tion
• Combining statements for the nonmajor funds of the primary government, in-

cluding its blended component units.  For GAAFR purposes, the combining 
statements present information for nonmajor funds and component units, since 
information on the major funds and major component units is presented in the 
basic financial statements. 

• Individual fund statements and schedules for the funds of the primary govern-
ment, including its blended component units 

• Introductory, supplementary, and statistical information 
• Schedules needed to demonstrate compliance with finance-related legal and 

contractual provisions 
The general outline and minimum content of the CAFR specified by the GASB 

Codification are as follows: 
I. Introductory section—includes table of contents, letter of transmittal, and 

other material deemed appropriate by management 
II. Financial section—includes the following: 

— Auditor’s report 
— Basic financial statements, including any required supplementary infor-

mation
— Combining nonmajor fund or component unit statements and schedules 

III. Statistical tables 

The GAAFR provides much more detailed information on each of these sec-
tions of the CAFR.  The following pages use the more substantive guidance of the 
GAAFR to assist the reader in understanding the detailed information included in 
the three main sections of the CAFR listed above. 
NOTE: Not all of the detailed requirements for the Certificate of Achievement program are 
included in the following discussion; only the more substantive requirements are included.  
For example, the GAAFR specifies the contents of the title page of the CAFR.  The following 
discussion does not include these detailed comments, because they easily can be obtained di-
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rectly from the GAAFR or from the checklist used to qualify CAFRs that received the Cer-
tificate of Achievement.  On the other hand, the GAAFR describes what should be included, 
at a minimum, in the letter of transmittal.  This is a substantive contribution to the contents 
of the CAFR and is included in the following discussion. 

Introductory section.  The introductory section is generally excluded from the 
scope of the independent audit.  This section includes the following: 

• Report cover and title page 
• Table of contents—This table should list the various statements and schedules 

included in the CAFR, broken down by location in the introductory, financial, 
and statistical sections.  In addition, the table of contents should clearly indi-
cate which financial statements constitute the BFS and should also make clear 
that the notes to the financial statements are a part of the BFS. 

• Letter of transmittal—The GASB requires that the introductory section in-
clude a letter of transmittal, but the GAAFR provides significant guidance on 
the topics to include in the letter of transmittal. 

The letter of transmittal requirements in the GAAFR are significantly different 
from those of the previous GAAFR because a fair amount of the content that was 
previously required in the letter of transmittal is now part of MD&A, and the GFOA 
suggests that duplication of information in the letter of transmittal and MD&A must 
be avoided.  Accordingly, the following are the basic requirements for the letter of 
transmittal as contained in the GAAFR: 

• Formal transmittal of the CAFR.  This section is the actual communication of 
the CAFR to its intended users.  For example, the letter of transmittal might 
cite the legal requirements for preparing the CAFR and then indicate that the 
submission of the CAFR is in fulfillment of those requirements.  Other topics 
that are suggested for inclusion are 

— Management’s framework of internal controls 
— Independent audit of the financial statements, including limitations inher-

ent in a financial statement audit. 
— Reference to other independent auditor reports, such as those resulting 

from a single audit of federal awards programs 
— Direction of readers’ attention to the MD&A contained in the financial 

section of the CAFR 

• Profile of the government.  This would include a brief description of the gov-
ernment’s structure and the types of services it provides.  This section might 
also briefly discuss the inclusion of component units and the budget process. 

• Information useful in assessing the government’s financial position.  The 
GAAFR distinguishes financial condition from financial position in that fi-
nancial condition focuses on both existing and future resources and claims on 
those resources.  Because this future-looking information is generally pre-
cluded from inclusion in the MD&A, the letter of transmittal should serve as a 
vehicle to discuss these subjective factors affecting financial condition.  The 
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GAAFR specifically lists the following subtopics that would be included in 
this section of the transmittal letter: 

— Local economy 
— Long-term financial planning 
— Cash management and investments 
— Risk financing 
— Pension benefits 
— Postemployment benefits 

• Awards and acknowledgements.  This would include any Certificate of 
Achievement from the GFOA received by the previous year’s CAFR, as well 
as other awards and acknowledgments of those contributing to the preparation 
of the CAFR. 

NOTE: Letters of transmittal for governments can be made more useful if the “cookbook” 
approach of taking wording directly out of the GAAFR is avoided.  While the sample trans-
mittal letter contained in the GAAFR is a useful guide for governments, the writer of the ac-
tual transmittal letter should customize the letter to the actual circumstances of the govern-
ment.  This is particularly true if there are topics of unique importance to a particular gov-
ernment that are not included in the GAAFR’s sample transmittal letter.  Reporting on these 
topics in the transmittal letter is likely to improve the reader’s understanding of the 
government and its finances. 

The GASB encourages governments to include “other material deemed appro-
priate by management” in the introductory section.  The GAAFR includes the fol-
lowing suggestions: 

• A reproduction of the Certificate of Achievement on the prior year’s financial 
statements, if this award was in fact obtained 

• A list of the principal officials of the government 
• An organizational chart of the government showing the assignment of respon-

sibilities of personnel 
• Audit committee letter that may be issued by a government’s audit committee 

Financial section.  The financial section of the CAFR is composed of these 
main components. 

• The independent auditor’s report 
• Management’s Discussion and Analysis 
• The basic financial statements 
• Required supplementary information (RSI) 
• The combining and individual nonmajor fund and component unit financial 

statements and schedules 

The following discussion provides additional detail on the independent auditor’s 
report and the combining and individual fund financial statements and schedules.  
The contents of the general-purpose and basic financial statements and MD&A were 
described in detail in the previous sections of this chapter and RSI is discussed in 
other chapters of this book. 
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Independent auditor’s report.  The independent auditor’s report should be the 
first item included in the financial section of the CAFR.  The independent auditor 
should report on whether the financial statements are fairly presented in accordance 
with GAAP.  The auditor may also provide an opinion on the combining financial 
statements and schedules “in relation to” the financial statements (this “in relation 
to” coverage of the combining is required for the Certificate of Achievement pro-
gram).  The auditor should also indicate whether he or she has audited the other fi-
nancial information in the CAFR.  The independent auditor generally indicates that 
the information in the statistical section of the CAFR has not been audited. 

Combining and individual nonmajor fund and nonmajor component unit fi-
nancial statements and schedules.  As mentioned earlier, the combining and indi-
vidual fund financial information prepared in a CAFR after implementation of 
GASBS 34 focuses on information about nonmajor fund and nonmajor component 
unit financial information, rather than information about fund types that was previ-
ously reported.  Since the basic financial statements provide information about ma-
jor funds, the 2001 GAAFR uses the combining and individual fund presentation to 
complete the financial reporting picture by providing information about nonmajor 
funds and nonmajor component units.  A government with a full range of fund types 
and component units would conceivably have the following sets of combining 
statements: 

• Nonmajor governmental funds 
• Nonmajor enterprise funds 
• Internal service funds 
• Private-purpose trust funds 
• Pension (and other employee benefit) trust funds 
• Investment trust funds 
• Agency funds 
• Nonmajor discretely presented component units 

Note that using these combining statements of nonmajor funds, for example, gov-
ernmental funds, combines nonmajor funds of more than one fund type.  The 
GAAFR suggests that columnar heading be used on these combining statements to 
identify the fund type of each individual fund presented in that statement.  In addi-
tion, when there are too many nonmajor funds to fit on a particular combining 
statement, subcombining statements can be used, with the totals of the subcombin-
ing statements carrying forward to the combining statements.  Note that if subcom-
bining statements are used, breaking the subcombining statements into fund types 
would appear to be a good way to preserve some of the nonmajor fund type infor-
mation within the combining statement section. 

The GAAFR presents the following examples of situations where individual 
fund financial presentations would need to be included in this section: 

• Budgetary comparisons not required in connection with the basic financial 
statements.  While budgetary comparisons statements are required in the basic 
financial statements for the general fund and major special revenue funds that 
adopt budgets, CAFR budgetary comparisons are required for any other indi-
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vidual governmental fund for which annual appropriated budgets have been 
adopted.

• Detailed budgetary comparisons for the general fund and major individual 
funds.  Governments that prepare CAFRS are required to present budgetary 
comparisons at a level of detail sufficient to demonstrate legal compliance.  
Additional individual fund financial presentations would be included in this 
section to meet this requirement. 

• Comparative data.  Individual fund presentations in the financial section of the 
CAFR are often used by governments to present comparative financial data. 

• Greater detail.  Governments may use the individual fund presentations to 
present information about individual funds. 

The GAAFR also specifies that governments may also present supplementary 
information that is believed to be useful to financial statement readers, such as cash 
receipt and disbursements information for the general fund, and this information 
should be included in the financial section if so desired by the government. 

Statistical tables.  The third section of the CAFR is the statistical section.  The 
statistical section provides both financial and nonfinancial information that is often 
very useful to investors, creditors, and other CAFR users.  The statistical section 
presents certain information on a trend basis; that is, summary information is pro-
vided for each year in a ten-year period. 

NCGAS 1 and other authoritative guidance issued by the GASB describe fifteen 
individual statistical tables that should be included in the statistical section of the 
CAFR.  The GAAFR provides the financial statement preparer with additional in-
formation useful in describing how these statistical schedules should be presented.  
In addition to the required statistical tables, governments should also consider 
whether additional information should be included in the CAFR.  For example, some 
governments disclose historical trends of individuals receiving public assistance or 
provide a listing of individually significant capitalized leases. 

In presenting historical trend data, governments often change accounting poli-
cies or classification of financial transactions in response to new accounting pro-
nouncements or adoption of a preferential accounting treatment.  Since the compa-
rability of historical trend information is important to the reader, to the extent possi-
ble it should be restated for prior years to conform to the current or most recent 
year’s presentation.  However, as a practical matter, restatement may be impossible 
or impractical.  In these cases, the government should note any factors that affect the 
comparability of the information presented.  In addition, the government should in-
dicate the source of the data on the statistical schedules that contain nonfinancial 
data.

The following are the fifteen required statistical tables and a brief description of 
each.  In cases where a table is clearly not applicable to a government, the table 
should be omitted from the statistical section. 

• General governmental expenditures by function, last ten fiscal years—The 
definition of “general” government should be the same as that used to prepare 
the summary information included in the transmittal letter.  The fund types 
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from which data was drawn to derive the general government expenditures 
should be indicated on this schedule.  The government may elect to include 
transfers to other funds, as long as the table is appropriately labeled to indicate 
that it includes transfers.  After implementation of GASBS 34, governments 
may present a table providing accrual-based expense information over the last 
ten years for the primary government as reported in the government-wide 
statement of activities.  This table is not required and should not be substituted 
for the ten-year table of expenditures.  If presented, total expenses for each 
function should be provided rather than each function’s net cost. 

• General government revenues by source, last ten fiscal years—The prepara-
tion guidelines for the definition of “general” government and the inclusion of 
transfers are the same as those for the general governmental expenditures by 
function table described above.  After implementation of GASBS 34, govern-
ments may present a table providing accrual-based revenues information over 
the last ten years for primary government as reported in the government-wide 
statement of activities.  This table is not required and should not be substituted 
for the ten-year table of modified accrual-based revenues just described in this 
bullet.

• Property tax levies and collections, last ten fiscal years—This statistical table 
includes the amount of the property tax levy for each of the past ten fiscal 
years.  Collections of each year’s property tax levy are also reported, both as a 
dollar amount and as a percentage of the property tax levy.  Collections of de-
linquent property taxes are presented and added to the current year collections 
to calculate the government’s total property tax collections for the period, both 
as a dollar amount and as a percentage of the year’s property tax levy.  The 
outstanding balance of delinquent property tax receivables is also reported, 
both as a dollar amount and as a percentage of the year’s property tax levy.  
The total of the balances of delinquent property taxes for each year should 
agree with the amount reported on the balance sheet.  

• Assessed and estimated actual value of taxable property, last ten fiscal years—
Governments that tax real estate should include both the assessed values and 
the estimated actual values of the real estate within their jurisdictions.  In ad-
dition, if the government taxes personal property, the assessed and actual 
value of the taxable personal property should be included.  Where certain 
property is tax-exempt, it is recommended by the GAAFR that a column be 
provided in the table that indicates the amount of tax-exempt property.  This 
column would be deducted from the total real estate or personal property val-
ues to arrive at the taxable amounts.

• Property tax rates: all overlapping governments, last ten fiscal years—This ta-
ble reports property tax rates for the last ten years for all overlapping govern-
ments.  Overlapping governments are those that are outside the financial re-
porting entity of the government but that levy a tax on the same property.  If 
there are numerous overlapping smaller governments, the overlapping taxes 
can be combined into a single column.  Also, governments may choose to pre-
sent their own property tax rates combined with those of the overlapping gov-
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ernments to present a better picture of the tax burden of the affected citizens.  
If portions of the overlapping government’s tax levy are for a specific purpose, 
such as debt service, the portions of the levy related to the specific purpose 
can also be shown separately.

• Principal taxpayers—This information is meant to provide the reader of the 
CAFR with some understanding of the degree to which a government depends 
on one or a small number of taxpayers.  Usually, property taxes are the pri-
mary source of revenue for governments.  In these cases, the ten largest tax-
payers should be listed in the table, along with the assessed and estimated ac-
tual values of their respective properties.  If another tax is the primary source 
of revenue for the government, this table should present similar information 
for whichever tax is the primary tax for the reporting jurisdiction.  In some 
cases, the government may not legally be able to disclose certain information, 
such as the amount of income tax paid by taxpayers.  In these cases, the gov-
ernment should prepare a list of the ten major employers of the jurisdiction.  

• Special assessment billings and collections, last ten fiscal years—This table 
presents special assessment billings and collections during each of the ten 
prior fiscal years for any debt obligations of the government.  

• Computation of the legal debt margin—Often, governments are limited in the 
about of debt that they may issue.  A common limit is calculated as a percent-
age of the taxable assessed value of property in the government’s jurisdiction.  
This table should include the calculation of the legal debt margin by comput-
ing the total legally allowable debt and comparing this amount with the 
amount of debt outstanding at the end of the fiscal year.  In preparing this ta-
ble, governments should take into account that not all of the debt may be sub-
ject to the debt limit, and that in some cases, the amount of outstanding debt 
may need to be reduced by the amount of any sinking fund or reserve ac-
counts.

• Ratio of net general bonded debt to assessed value and net bonded debt per 
capita, last ten fiscal years—This table first should show the calculation of 
“net general bonded debt,” which differs from total debt outstanding in that 
net general bonded debt does not include general obligation debt being repaid 
with other than general resources, such as general obligation debt associated 
with proprietary funds or special assessment debt.  The per capita calculation 
should use the same population reported in the demographic data presented in 
another statistical table.

• Ratio of annual debt service for general bonded debt to total general expendi-
tures, last ten years—This table lists both principal and interest payments on 
general bonded debt for the last ten years as a percentage of total general ex-
penditures.  General bonded debt refers to debt that is supported by taxes and 
excludes debt that is reported in proprietary funds and debt that is supported 
by special assessments.  The expenditures of the general government should 
be determined consistently with the other statistical tables that identify general 
government expenditures, as well as the general government expenditures re-
ported in the letter of transmittal.  
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• Computation of overlapping debt—Overlapping debt is outside the financial 
reporting entity supported by the financial reporting entity’s taxpayers.  The 
table can report overlapping debt on a gross basis or net of debt that is fi-
nanced by special assessments or proprietary funds.  When a government’s 
taxpayers are only partially responsible for overlapping debt, both the full 
amount of the overlapping debt and the portion of the debt attributable to the 
government’s taxpayers are reported.  Sometimes governments choose to re-
port the entire debt burden on their taxpayers, including their own “direct” 
debt and the overlapping debt described above.  In this case, the statistical ta-
ble should be modified to indicate that it includes both direct and overlapping 
debt.

• Revenue bond coverage, last ten fiscal years—Revenue bonds generally are is-
sued by enterprise funds required by bond indenture to set rates for services 
that are sufficient to make interest and principal payments on the debt.  Reve-
nue bond indentures generally require that the income of the enterprise fund 
exceed the revenue bond principal and interest payments by some multiple, 
greater than one-to-one coverage.  The revenue bond coverage is this multiple 
and represents the number of times that the enterprise fund’s income exceeds 
the revenue bond principal and interest payments.  A separate calculation 
should be reported for each revenue bond issue.  However, if the same re-
sources will be used for debt service for more than one revenue bond, these 
related revenue bond issues can be combined into one revenue bond coverage 
calculation.

• Demographic statistics—Neither the GAAFR nor GASB Codification specify 
what demographic statistics to include in the demographic statistics table.  The 
table should provide information about the health of the community environ-
ment in which the government operates.  Some of the more common examples 
of information presented in the demographic statistics table include the popu-
lation, per capita income, median age of the population, average years of for-
mal schooling, school enrollment, and unemployment rates.  Often, the infor-
mation that a government desires to disclose in this table is not available at the 
level of detail for the level of the government preparing the CAFR.  In these 
cases, the government should present data at the higher level of government, 
including the necessary explanation to enable the reader to know that the in-
formation presented is for a different level of government. 

• Property value, construction, and bank deposits, last ten fiscal years—This sta-
tistical table presents information to assist in evaluation of the economic vital-
ity of the environment in which the government operates.  The table repeats 
the estimated value of taxable real estate within the jurisdiction reported in a 
previous table.  In addition, the table should provide information about con-
struction activity, such as the number of building permits issued or the esti-
mated value of new construction activity.  Some governments also report the 
amounts of deposits with financial institutions within the jurisdictions.  How-
ever, because many citizens increasingly keep their deposits in financial insti-
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tutions outside their immediate geographic locations, this information on bank 
deposits is losing its relevance and some governments are electing to omit it. 

• Miscellaneous statistics—This table is provided to enable a government to 
present additional statistical information that it believes would be useful to the 
reader of the CAFR in assessing its financial condition or operations.  Infor-
mation included in this schedule can range from the number of miles of streets 
in the government’s jurisdiction to the number of arrests made by the govern-
ment’s police department during the most recent fiscal year. 

While the above discussion of statistical tables presents a “bare minimum” ap-
proach to meeting the requirements for the CAFR, governments should review the 
content of the tables in light of their own environments and operations to determine 
whether additional information could be added to the statistical tables to make them 
more meaningful to the readers of the CAFR. 

CASH FLOW STATEMENT PREPARATION AND REPORTING 

The cash flow statement prepared by governments differs from those of a com-
mercial enterprise in two basic ways. 

• Not all of the fund types that are reported by the governmental entity are re-
quired to prepare a cash flow statement.  A cash flow statement of a commer-
cial enterprise would include all of the operations of the enterprise. 

• Differences exist in the categorization of cash receipts and cash disbursements 
and in some of the related disclosure requirements. 

• Governmental entities that are required by GASBS 34 to present a cash flow 
statement must use the direct method, which is explained later in this chapter. 

The following paragraphs provide detailed guidance on when a cash flow state-
ment is required and how a cash flow statement for a governmental entity is pre-
pared.

When Is a Cash Flow Statement Required? 

Generally, a cash flow statement is required for each period that an operating 
statement is presented in the government’s financial statements.  However, not all of 
the fund types must be included in the statement of cash flows.  Statements of cash 
flows must be prepared for proprietary funds and special-purpose governments that 
are engaged in business-type activities, such as public benefit corporations and au-
thorities, governmental utilities, governmental hospitals and other health care pro-
viders, and governmental colleges and universities.  Public employee retirement 
systems (PERS) and pension and other employee benefit trust funds are exempt 
from the requirement to present a statement of cash flows.  PERS and pension trust 
funds are not precluded, however, from presenting a statement of cash flows.  A 
government-wide cash flow statement is not required by GASBS 34. 

For purposes of this book, the entities that are required to prepare a statement of 
cash flows will be referred to as governmental enterprises.  This is for convenience, 
but also for consistency with GASB Statement 9 (GASBS 9), Reporting Cash Flows 
of Proprietary and Nonexpendable Trust Funds and Governmental Entities That Use 
Proprietary Fund Accounting.
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Objectives of the Statement of Cash Flows 

In presenting a statement of cash flows, the preparer of the government’s finan-
cial statements should keep in mind the purpose of the statement of cash flows.  
GASBS 9 highlights that the information about cash receipts and disbursements pre-
sented in a statement of cash flows is designed to help the reader of the financial 
statements assess (1) an entity’s ability to generate future net cash flows, (2) its abil-
ity to meet its obligations as they come due, (3) its needs for external financing, 
(4) the reasons for differences between operating income or net income, if operating 
income is not separately identified on the operating statement, and (5) the effects of 
the entity’s financial position on both its cash and its noncash investing, capital, and 
financing transactions during the period. 

Cash and Cash Equivalents Definitions 

While a statement of cash flows refers to and focuses on cash, included in the 
definition of the term cash for purposes of preparing the statement are cash equiva-
lents.  Cash equivalents are short-term, liquid investments that are so close to cash in 
characteristics that for purposes of preparing the statement of cash flows, they 
should be treated as if they were cash.  

GASBS 9 provides specific guidance as to what financial instruments should be 
considered cash equivalents for the purposes of preparing a statement of cash flows.  
Cash equivalents are defined as short-term, highly liquid investments that are 

• Readily convertible to known amounts of cash 
• So near their maturity that they present insignificant risk of changes in value 

because of changes in interest rates 

In general, only those investments with original maturities of three months or 
less are considered in GASBS 9 to meet this definition.  Original maturity means the 
maturity to the entity holding the investment.  Under GASBS 9, both a three-month 
US Treasury bill and a three-year Treasury note purchased three months from ma-
turity qualify as cash equivalents.  On the other hand, if the three-month US Trea-
sury note was purchased three years ago, it does not become a cash equivalent as 
time passes and it only has three months left until maturity.

Common examples of cash equivalents are Treasury bills, commercial paper, 
certificates of deposit, money-market funds, and cash management pools.  When 
these cash equivalents are purchased and sold during the year as part of the entity’s 
cash management practices, these purchases and sales are not reported as cash in-
flows or outflows on the statement of cash flows.  To do so would artificially inflate 
inflows and outflows of cash that are reported. 

The total amount of cash and cash equivalents at the beginning and end of the 
period shown in the statement of cash flows should be easily traceable to similarly 
titled line items or subtotals shown in the statement of financial position as of the 
same dates.  Cash and cash equivalents are included in the statement of cash flows 
regardless of whether there are restrictions on their use.  Accordingly, when com-
paring the cash and cash equivalents on the statement of financial position with the 
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statement of cash flows, both restricted and unrestricted cash and cash equivalents 
on the statement of financial position must be considered. 

The governmental enterprise should establish an accounting policy on which se-
curities will be considered cash equivalents within the boundaries established above.  
In other words, a governmental entity may establish an accounting policy that is 
more restrictive than that permitted by GASBS 9 regarding what is considered a 
cash equivalent.  The accounting policy should be disclosed in the notes to the fi-
nancial statements. 
NOTE: Given that transactions involving purchases and sales of cash equivalents are not re-
ported as cash inflows and outflows on the statement of cash flows, a more restrictive policy 
on the definition a cash equivalent under GASBS 9 will result in more transactions being re-
ported in the statement of cash flows as purchases and sales of securities.  This “inflation” 
of the amounts on the statement of cash flows should be considered by the governmental en-
tity when establishing its accounting policy for defining cash equivalents. 

Classification of Cash Receipts and Cash Disbursements 

A statement of cash flows should classify cash receipts and disbursements into 
the following categories: 

• Cash flows from operating activities 
• Cash flows from noncapital financing activities 
• Cash flows from capital and related financing activities 
• Cash flows from investing activities 

Gross and net cash flows.  In applying the categorization of cash flows into 
these classifications, governmental enterprises should consider that the GASB con-
cluded that reporting gross cash receipts and payments during a period is more rele-
vant than information about the net amount of cash receipts and payments.  How-
ever, the net amount of cash receipts and disbursements provides sufficient informa-
tion in certain instances that GASBS 9 permits “net” reporting rather than displaying 
the gross amounts of cash receipts and cash payments.  These specific instances are 
as follows: 

• Transactions for the purchase and sale of cash equivalents as part of the cash 
management activities of the governmental enterprise may be reported as net 
amounts.

• Items that qualify for net reporting because of their quick turnovers, large 
amounts, and short maturities are cash receipts and disbursements relating to 
investments (other than cash equivalents), loans receivable, and debt, provided 
that the original maturity of the asset or liability is three months or less.  
(Amounts that are due on demand meet the requirement of having a maturity 
of three months or less.) 

• In certain circumstances, governmental enterprises may report the net pur-
chases and sales of their highly liquid investments rather than report the gross 
amounts.  These requirements are somewhat onerous and one would not ex-
pect many governmental enterprises to meet this circumstance when net re-
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porting would be permitted.  Such net reporting is allowed if both of the fol-
lowing conditions are met: 

— During the period, substantially all of the governmental enterprise’s assets 
were highly liquid investments, such as marketable securities and other 
assets for which a market is readily determinable. 

— The government enterprise had little or no debt, based on average debt 
outstanding during the period, in relation to average total assets. 

The following paragraphs provide guidance on classifying transactions into 
these categories and provide examples of the types of cash inflows and outflows that 
should be classified. 

Cash flows from operating activities. Operating activities generally result from 
providing services and producing and delivering goods.  On the other hand, operat-
ing activities include all transactions and other events that are not defined as capital 
and related financing, noncapital financing, or investing activities, and therefore 
could be viewed as a “catchall” for transactions that don’t meet the definition of the 
other cash flow classifications.  Cash flows from operating activities are generally 
the cash effects of transactions and other events that enter into the determination of 
operating income.  Although operating income is not defined in the literature for 
governments, it is generally agreed to represent operating revenues less operating 
expenses.

GASBS 9 provides the following examples of cash inflows from operating ac-
tivities:

• Cash inflows from sales of goods and services, including receipts from collec-
tion of accounts receivable and both short- and long-term notes receivable 
arising from those sales 

• Cash receipts from quasi-external operating activities with other funds 
• Cash receipts from grants for specific activities considered to be operating ac-

tivities of the grantor government (A grant agreement of this type is consid-
ered to be essentially the same as a contract for services.) 

• Cash receipts from other funds for reimbursement of operating transactions 
• All other cash receipts that do not result from transactions defined as capital 

and related financing, noncapital financing, or investing activities 

Some examples of cash outflows from operating activities are the following: 

• Cash payments to acquire materials for providing services and manufacturing 
goods for resale, including principal payments on accounts payable and both 
short- and long-term notes payable to suppliers for those materials or goods 

• Cash payments to other suppliers for other goods or services 
• Cash payments to employees for services 
• Cash payments for grants to other governments or organizations for specific 

activities considered to be operating activities of the grantor government 
• Cash payments for taxes, duties, fines, and other fees or penalties 
• Cash payments for quasi-external operating transactions with other funds, in-

cluding payments in lieu of taxes 
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• All other cash payments that do not result from transactions defined as capital 
and related financing, noncapital financing, or investing activities 

In addition to the cash flows described above, the government may also need to 
consider some of its loan programs as having cash flows from operations if the loan 
programs themselves are considered part of the operating activities of the govern-
mental enterprise.  For example, program-type loans such as low-income housing 
mortgages or student loans are considered part of a governmental enterprise’s pro-
gram in that they are undertaken to fulfill a governmental enterprise’s responsibility.  
Accordingly, the cash flows from these types of loan activities would be considered 
operating activities, rather than investing activities, the category in which loan cash 
flows are included. 

Cash flows from noncapital financing activities. As its title indicates, cash 
flows from noncapital financing activities include borrowing money for purposes 
other than to acquire, construct, or improve capital assets and repaying those 
amounts borrowed, including interest.  This category should include proceeds from 
all borrowings, including revenue anticipation notes not clearly attributable to the 
acquisition, construction, or improvement of capital assets, regardless of the form of 
the borrowing.  In addition, this classification of cash flows should include certain 
other interfund and intergovernmental receipts and payments. 

GASBS 9 provides the following examples of cash inflows from noncapital fi-
nancing activities: 

• Proceeds from bonds, notes, and other short- or long-term borrowing not 
clearly attributable to the acquisition, construction, or improvement of capital 
assets 

• Cash receipts from grants or subsidies (such as those provided to finance oper-
ating deficits), except those specifically restricted for capital purposes and 
specific activities that are considered to be operating activities of the grantor 
government

• Cash received from other funds except (1) those amounts that are clearly at-
tributable to acquisition, construction, or improvement of capital assets, (2) 
quasi-external operating transactions, and (3) reimbursement for operating 
transactions

• Cash received from property and other taxes collected for the governmental 
enterprise and not specifically restricted for capital purposes 

Examples of cash outflows for noncapital purposes include the following: 

• Repayments of amounts borrowed for purposes other than acquiring, con-
structing, or improving capital assets 

• Interest payments to lenders and other creditors on amounts borrowed or credit 
extended for purposes other than acquiring, constructing, or improving capital 
assets 

• Cash paid as grants or subsidies to other governments or organizations, except 
those for specific activities that are considered to be operating activities for the 
grantor government 

• Cash paid to other funds, except for quasi-external operating transactions 
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Special considerations are needed to properly classify grants made by a govern-
mental enterprise (the grantor).  For the grantor’s classification purposes, it is irrele-
vant whether the grantee uses the grant as an operating subsidy or for capital pur-
poses.  The grantor should classify all grants as noncapital financing activities, 
unless the grant is specifically considered to be part of the operating activities of the 
grantor governmental enterprise. 

Cash flows from capital and related financing activities. This classification of 
cash flows includes those cash flows for (1) acquiring and disposing of capital assets 
used in providing services or producing goods, (2) borrowing money for acquiring, 
constructing, or improving capital assets and repaying the amounts borrowed, in-
cluding interest, and (3) paying for capital assets obtained from vendors on credit. 

GASBS 9 includes the following examples of cash inflows from capital and re-
lated financing activities: 

• Proceeds from issuing or refunding bonds, mortgages, notes, and other short- 
or long-term borrowing clearly attributable to the acquisition, construction, or 
improvement of capital assets 

• Receipts from capital grants awarded to the governmental enterprise 
• Receipts from contributions made by other funds, other governments, and the 

cost of acquiring, constructing, or improving capital assets 
• Receipts from sales of capital assets and the proceeds from insurance on capi-

tal assets that are stolen or destroyed 
• Receipts from special assessments or property and other taxes levied specifi-

cally to finance the construction, acquisition, or improvement of capital assets 

Examples of cash outflows for capital and related financing activities include the 
following:

• Payments to acquire, construct, or improve capital assets 
• Repayments or refundings of amounts borrowed specifically to acquire, con-

struct, or improve capital assets 
• Other principal payments to vendors who have extended credit to the govern-

mental enterprise directly for purposes of acquiring, constructing, or improv-
ing capital assets 

• Cash payments to lenders and other creditors for interest directly related to ac-
quiring, constructing, or improving capital assets. 

NOTE:  In determining whether cash flows are related to capital or noncapital activities, the 
financial statement preparer should look to the substance of the transaction to determine 
proper classification.  The classification of the transaction in the balance sheet and state-
ment of operations should indicate classification in the statement of cash flows.  (Is the asset 
capitalized on the balance sheet?) In addition, GASBS 9 provides specific guidance to assist 
in making this determination, discussed below. 

Determining whether cash flows represent capital or noncapital activities.
The classification of cash flows as capital or noncapital activities is an important dif-
ference between the statements of cash flows prepared by commercial organizations 
and those prepared by governmental enterprises.  In most cases, distinguishing be-
tween “capital and related financing” and “noncapital financing” is relatively simple.  
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For example, when a governmental enterprise uses mortgages, capital improvement 
bonds, or time-payment arrangements to construct a capital asset, these financing 
activities clearly fall within the category of capital and related financing activities.  
However, in some cases, the distinction is not clear, and GASBS 9 provides limited 
guidance on making this determination.  For example 

• Debt that is clearly attributable to capital construction, acquisition, or im-
provement should be considered capital debt, and the debt proceeds should be 
classified as capital and related financing. 

• Debt that is not clearly attributable to capital construction, acquisition, or im-
provement should be considered noncapital debt, and the debt proceeds and 
subsequent payments of principal and interest should be classified as non-
capital financing. 

• Principal and interest payments on debt that was issued to acquire, construct, 
or improve capital assets that have been sold or otherwise disposed of should 
remain classified as capital and related financing. 

• In a defeasance of debt, the proceeds of a debt issue used to provide proceeds 
that will be set aside in a trust to pay the debt service on an existing issue of 
capital debt should be reported as a cash inflow in the capital and related fi-
nancing category, and the payment to defease the existing capital debt should 
be reported as an outflow in that category.  Chapter 13 provides additional in-
formation on refundings and defeasances.  Subsequent principal and interest 
payments on the refunding debt should also be reported as cash outflows in 
the capital category.  An exception arises when the refunding issue is in excess 
of the amount needed to refund the existing capital debt.  In this situation, the 
total proceeds and the subsequent principal and interest payments should be 
allocated between the capital financing category and the noncapital financing 
category based on the amounts used for capital and noncapital purposes. 

Cash flows from investing activities. The final category of cash flows is cash 
flows from investing activities.  Investing activities include buying and selling debt 
and equity instruments and making and collecting loans (except loans considered 
part of the governmental enterprise’s operating activities, as described above.) 

GASBS 9 provides the following examples of cash inflows from investing ac-
tivities:

• Receipts from collections of loans (except program loans) made by the gov-
ernmental enterprise and sales of the debt instruments of other entities (other 
than cash equivalents) that were purchased by the governmental enterprise 

• Receipts from sales of equity instruments and from returns on the investments 
in those instruments 

• Interest and dividends received as returns on loans (except program loans), 
debt instruments of other entities, equity securities, and cash management or 
investment pools 

• Withdrawals from investment pools that the governmental enterprise is not us-
ing as demand accounts 
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Examples of cash outflows that should be categorized as cash flows from in-
vesting activities include the following: 

• Disbursements for making loans (except program loans) made by the govern-
mental enterprise and payments to acquire debt instruments of other entities 
(other than cash equivalents) 

• Payments to acquire equity instruments 
• Deposits into investment pools that the governmental enterprise is not using as 

demand accounts 

Direct and Indirect Methods of Reporting Cash Flows from Operating 
Activities

GASBS 34 requires the direct method be used, so that upon adoption of GASBS 
34 only the direct method of reporting cash flows from operating activities should be 
used.  The direct method reports the major classes of gross cash receipts and gross 
cash payments; the sum (the total receipts less the total payments) equals the net 
cash provided by operating activities.  The term net cash used by operating activities 
should be used if the total of the gross cash payments exceeds the amount of gross 
cash receipts.  Governmental enterprises that use the direct method should report 
separately, at a minimum, the following classes of operating cash receipts and pay-
ments, where applicable: 

• Cash receipts from customers 
• Cash receipts from interfund services provided 
• Other operating cash receipts, if any 
• Cash payments to employees for services 
• Cash payments to other suppliers of goods or services 
• Cash payments for interfund services used, including payments in lieu of taxes 

that are payments for, and reasonably equivalent in value to, services pro-
vided.

• Other operating cash payments, if any 

In addition to the minimum classes listed above, the GASB encourages govern-
mental enterprises to provide further detail of operating cash receipts and cash pay-
ments if it is considered useful. 

When governmental enterprises use the direct method as described above, the 
statement of cash flows should also present a reconciliation between the net cash 
flows provided or used by operations with the amount of net operating income.  This 
reconciliation requires adjusting operating income to remove the effects of depre-
ciation, amortization, or other deferrals of past operating cash receipts and pay-
ments, such as changes during the period in inventory, deferred revenue, and similar 
accounts.  In addition, accruals of expected future operating cash receipts and pay-
ments must be reflected, including changes in receivables and payables. 

The governmental enterprise may also present a reconciliation of net cash flows 
provided by or used by operations to net income if an amount for operating income 
is not separately identified on the statement of operations. 
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Format of the Statement of Cash Flows 

The statement of cash flows should report net cash provided or used by each of 
the four categories described above.  The total of the net effects of each of the four 
categories should reconcile the beginning and ending cash balances reported in the 
statement of financial position.  The following paragraphs describe some additional 
formatting and disclosure requirements that the financial statement preparer should 
consider when preparing a statement of cash flows.  

• Cash inflows and outflows in the capital financing, noncapital financing, and 
investing activities categories should be shown in the statement of cash flows 
on a gross, not a net, basis.  In other words, payments for purchases of capital 
assets would be shown separately from the proceeds of the sales of capital as-
sets.  The statement of cash flows should report the two gross amounts, not a 
line such as “net increase in capital assets.” Similarly, the amounts of repay-
ments of debt should be reported separately from the amounts of new bor-
rowings.

• Statements of cash flows for individual funds should report the gross amounts 
of interfund transfers in the appropriate categories using the guidance de-
scribed above.  On the other hand, interfund transfers may be eliminated in the 
combined and combining statements of cash flows for all proprietary funds if 
the interfund transfers are also eliminated in the combining process for other 
financial statements. 

• Disclosures of information about noncash activities.  GASBS 9 requires that 
information about all investing, capital, and financing activities of a govern-
mental enterprise during a period that affect recognized assets or liabilities but 
do not result in cash receipts or cash payments in the period should be dis-
closed.  The information should be presented in a separate schedule that may 
be in either narrative or tabular format, and should clearly describe the cash 
and noncash aspects of the transactions involving similar items.  Examples of 
noncash transactions are the acquisition of assets by assuming directly related 
liabilities, obtaining an asset by entering into a capital lease, and exchanging 
noncash assets or liabilities for other noncash assets or liabilities.  If some 
transactions are part cash and part noncash, the cash portion should be in-
cluded in the statement of cash flows.  The noncash portion should be reported 
in the separate schedule described in this paragraph.  

SUMMARY

This chapter provides a broad summary of the financial reporting requirements 
of governments.  The level and extent of the detailed reporting requirements in-
cluded in governments’ CAFRs is extensive and presents a challenge to financial 
statement preparers and auditors.  Specific information about accounting and re-
porting for individual funds is provided in Chapters 7-11 and should be used in 
conjunction with the overview requirements presented in this chapter.
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INTRODUCTION 

One of the challenges facing the preparer of financial statements for a govern-
mental entity is to determine what entities should be included in the reporting entity 
of the government.  Governments typically have related governmental entities and 
not-for-profit organizations that are so closely related to the government that their 
financial position and results of operations should be included with those of the gov-
ernment.  These may also be for-profit organizations that should be included in the 
reporting entity of a government. 

Unlike the consolidation principles used by private enterprises, there are no 
“ownership” percentages in the governmental and not-for-profit environments that 
the accountant can examine to determine what entities should be consolidated with 
that of the government.  GASB Statement 14 (GASBS 14), The Financial Reporting 
Entity, provides guidance on inclusion in the government’s reporting entity.  While 
GASBS 14’s guidance has proven effective in helping governments determine the 
proper reporting entity, there is still a significant degree of judgment needed to de-
fine a government’s reporting entity.  The guidance for determining the reporting 
entity is not affected by the implementation of GASBS 34. 

This chapter provides a discussion of the detailed requirements of GASBS 14 
and includes some practical guidance on applying its principles.  Chapter 1 describes 
the provision of a recently adopted statement by the GASB, Statement 39, Deter-
mining Whether Certain Organizations Are Component Units—an Amendment of 
GASB Statement No. 14 (GASBS 39).  GASBS 39 provides that certain organiza-
tions for which a primary government is not financially accountable nevertheless 
warrant inclusion as part of the financial reporting entity because of the nature and 
significance of their relationship with the primary government, including their on-
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going financial support of the primary government and its other component units.  
GASBS 39 is effective for financial statements for periods beginning after June 15, 
2003, with earlier application encouraged. 

BACKGROUND 

Governments often create separate legal entities to perform some of the func-
tions normally associated with or performed by government.  These separate entities 
may themselves be governmental entities or they may be not-for-profit or for-profit 
organizations.  Sometimes these separate organizations are created to enhance reve-
nues or reduce debt service costs of governments.  Other times, these separate or-
ganizations are created to circumvent restrictions to which the state or local govern-
ment would be subject.  The following are some examples of these other organiza-
tions that are commonly created by a government: 

• A separate public authority that operates as a utility, such as a water and sewer 
authority, may be created as a separate legal entity.  Because a utility such as 
the water and sewer authority has a predictable revenue stream (the water and 
sewer charges to its customers), the utility will likely be able to sell debt in the 
form of revenue bonds, pledging the water and sewer charge revenues to the 
debt service on the revenue bonds.  Because of this identification of a specific 
revenue stream, it is likely that the revenue bonds issued by the authority will 
carry a lower interest rate than general obligation bonds issued by the local 
government.

• A housing finance authority may be created to finance the construction of 
moderately priced housing.  The rental income on the constructed rental units 
can be correlated with the debt of the housing finance authority, again result-
ing in a lower interest cost to the government.  The debt issued by the housing 
finance authority is likely to be issued without requiring a bond resolution ap-
proved by the voters of the jurisdiction.  The existence of the housing finance 
authority expedites (or circumvents, in some minds) the government’s flexi-
bility as to when and how much debt it issues.  In a related use of a financing 
agency, the state or local government may be approaching its statutory limit 
on its ability to issue debt.  If the housing finance authority’s debt is not in-
cluded in the state or local government’s debt limit calculation, the state or lo-
cal government avoids having the debt issued by the housing finance authority 
count against its debt limit, even though the state or local government may 
have chosen to issue the debt itself. 

• In some instances, a not-for-profit organization can be invested with powers 
that might require a constitution or charter amendment.  For example, an eco-
nomic development authority may be established to buy, sell, or lease land 
and facilities, assist businesses within the jurisdiction, or negotiate and facili-
tate tax rate reductions to encourage businesses to remain in or relocate to the 
jurisdiction.  Usually this separately incorporated entity is able to assume 
more powers and operate with greater flexibility than the state or local gov-
ernment itself. 
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The types and purposes of these entities continue to expand as governments seek 
to facilitate operations and to enter new service areas needed by their constituents.  
The above are but a few examples of the types of entities and areas of responsibility 
that the financial statement preparer and auditor are likely to encounter. 

ACCOUNTABILITY FOCUS 

In developing new accounting principles relative to defining the reporting entity 
for state and local governments, the GASB focused on the concept of “accountabil-
ity.”  As described in Chapter 2, the GASB has defined accountability as the corner-
stone of governmental financial reporting, because the GASB believes that financial 
reporting plays a major role in fulfilling government’s responsibility to the public. 

Despite the outward appearance of autonomy, the organizations described above 
are usually administered by governing bodies appointed by the elected officials of 
the state or local government or by the government’s officials servicing in ex officio
capacities of the created entities.  These officials of the state or local government are 
accountable to the citizens of the government.  These officials are accountable to the 
citizens for their public policy decisions, regardless of whether they are carried out 
by the state or local government itself or by the specially created entity.  This broad-
based notion of the accountability of government officials led the GASB to the un-
derlying concept of the governmental financial reporting entity.  GASBS 14 states 
that “Governmental organizations are responsible to elected governing officials at 
the federal, state, or local level; therefore, financial reporting by a state or local gov-
ernment should report the elected officials’ accountability for those organizations.” 

Because one of the key objectives of financial reporting as defined by the GASB 
is accountability, it became logical for the GASB to define the financial reporting 
entity in terms of the accountability of the government officials (and ultimately to 
the elected officials that appointed these government officials).  The GASB also 
concluded that the users of financial statements should be able to distinguish be-
tween the financial information of the primary government and its component units 
(these terms are discussed in more detail below). 

To accomplish the objectives and goals described above, the reporting entity’s 
financial statements should present the fund types and account groups of the primary 
government (including certain component units whose financial information is 
blended with that of the primary government, because in substance, they are part of 
the primary government) and provide an overview of the other component units, re-
ferred to as discretely presented component units. 

FINANCIAL REPORTING ENTITY DEFINED 

The GASBS 14 definition of the financial reporting entity is as follows: 
...the financial reporting entity consists of (a) the primary government, (b) organi-
zations for which the primary government is financially accountable, and (c) other 
organizations for which the nature and significance of their relationship with the 
primary government are such that exclusion would cause the reporting entity’s fi-
nancial statements to be misleading or incomplete. 
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Primary Government 

The primary government is defined as a separately elected governing body; that 
is, one that is elected by the citizens in a general, popular election.  A primary gov-
ernment is any state or local government (such as a municipality or county).  A pri-
mary government may also be a special-purpose government, such as a department 
of parks and recreation or a school district, if it meets all of the following criteria: 

• It has a separately elected governing body 
• It is legally separate (defined below) 
• It is fiscally independent of other state and local governments (defined below) 

A primary government consists of all of the organizations that make up its legal 
entity.  This would include all funds, organizations, institutions, agencies, depart-
ments, and offices that are not legally separate.  If an organization is determined to 
be part of the primary government, its financial information should be included with 
the financial information of the primary government. 

It is important to note that a governmental organization that is not a primary 
government (including component units, joint ventures, jointly governed organiza-
tions, or other stand-alone governments) will still be the nucleus of its own reporting 
entity when it issues separate financial statements.  Although GASBS 14 addresses 
reporting issues for primary governments, these other organizations should apply the 
guidance of GASBS 14 as if they were a primary government when issuing separate 
financial statements. 
NOTE:  An example of this latter point of an entity other than a primary government being 
the nucleus of its own reporting entity might clarify this situation. 

Assume that a city located on a major river establishes a separate legal entity to manage 
its port operations and foster shipping and other riverfront activities.  The port authority is a 
separate legal entity, although its governing board is appointed by the city’s mayor, that is, 
the governing board is not elected.  The port authority is not a primary government. 

However, assume the port authority itself sets up two additional separate legal entities:  
an economic development authority (to promote economic activity on the riverfront) and a 
souvenir shop (to raise funds as well as to publicize the riverfront activities).  If these two 
separate entities meet the tests described in the chapter to be considered component units of 
the port authority, they would be included in the port authority’s reporting entity, even 
though the port authority is not a primary government. 

Separate legal standing.  GASBS 14 provides specific guidance to determine 
whether a special-purpose government qualifies as legally separate, which is one of 
the three criteria for consideration as a primary government. 

An organization has separate legal standing if is created as a body corporate or a 
body corporate and politic, or if it otherwise possesses the corporate powers that 
would distinguish it as being legally separate from the primary government.  Corpo-
rate powers generally give an organization the capacity to, among other things 

• Have a name 
• Have the right to sue or be sued in its own name and without recourse to a 

state or local governmental unit 
• Have the right to buy, sell, lease, and mortgage property in its own name 
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Financial statement preparers should look to the organization’s charter or the 
enabling legislation that created the organization to determine what its corporate 
powers are.  A special-purpose government (or other organization) that is not legally 
separate should be considered for financial reporting purposes as part of the primary 
government that holds the corporate powers described above. 

Determining fiscal independence or dependence.  A special-purpose govern-
ment must also demonstrate that it is fiscally independent of other state or local gov-
ernments to be considered a primary government.  A special-purpose government is 
considered to be fiscally independent if it has the ability to complete certain essential 
fiscal events without substantive approval by a primary government.  A special-
purpose government is fiscally independent if it has the authority to do all of the 
following:

• Determine its budget without another government’s having the authority to ap-
prove and modify that budget 

• Levy taxes or set rates or charges without approval by another government 
• Issue bonded debt without the approval of another government 

The approvals included in these three criteria refer to substantive approval and 
not mere ministerial or compliance approvals.  GASBS 14 offers the following ex-
amples of approvals that are likely to be ministerial- or compliance-oriented rather 
than substantive: 

• A requirement for a state agency to approve local government debt after re-
view for compliance with certain limitations, such as a debt margin calculation 
based on a percentage of assessed valuation 

• A requirement for a state agency such as a department of education to review 
a local government’s budget in evaluating qualifications for state funding 

• A requirement for a county government official such as a county clerk to ap-
prove tax rates and levy amounts after review for compliance with tax rate and 
levy limitations 

A special-purpose government subject to substantive approvals should not be 
considered a primary government.  An example of a substantive approval is if a gov-
ernment has the authority to modify a special-purpose government’s budget. 

In determining fiscal independence using the criteria listed above, the financial 
statement preparer must be careful in determining whether approval is required or 
the special-purpose government is legally authorized to enter into a transaction.  For 
example, consider a special-purpose government that would otherwise meet the cri-
teria for fiscal independence, but is statutorily prohibited from issuing debt.  In this 
case, special-purpose government’s fiscal independence is not precluded because its 
issuance of debt is not subject to the approval of another government.  Rather, it is 
simply prohibited from issuing debt by statute. 

Another situation may be encountered in which a primary government is tempo-
rarily placed under the fiscal control of another government.  A common example of 
this would be when a state government temporarily takes over the fiscal oversight of 
a school district.  A primary government temporarily under the fiscal control of an-
other government is still considered fiscally independent for purposes of preparing 
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its financial statements as a primary government under the criteria of GASBS 14.  
The reason is that the control of the primary government is only temporary and fis-
cal independence will be restored in the future. 

Component units. Component units are organizations that are legally separate 
from the primary government for which the elected officials are financially account-
able.  A component unit may be a governmental organization (except a governmen-
tal organization that meets the definition of a primary government), a not-for-profit 
organization, or even a for-profit organization.  In addition to qualifying organiza-
tions that meet the “financial accountability” criteria (described more fully below), a 
component unit can be another type of organization whose relationship with the 
primary government requires its inclusion in the reporting entity’s financial state-
ments.  As will be more fully described later in this chapter, once it is determined 
that the organization is a component unit included in the reporting entity, the finan-
cial statement preparer decides whether the component unit’s financial information 
should be “blended” with that of the primary government or “discretely presented.”  
Exhibit 1 presents a decision-tree flowchart adapted from GASBS 14 which will as-
sist the reader in applying the tests to determine whether a related entity is a compo-
nent unit. 

Financial accountability.  The GASB is careful to distinguish accountability 
from financial accountability.  Elected officials are accountable for an organization 
if they appoint a voting majority of the organization’s governing board.  However, 
these appointments are sometimes not substantive because other governments, usu-
ally at a lower level, may have oversight responsibility for those officials.  GASBS 
14 uses the term financial accountability to describe the relationship that is substan-
tive enough to warrant the inclusion of the legally separate organization in the re-
porting entity of another government.  The criteria for determining whether a legally 
separate organization is financially accountable to a government, and therefore must 
be considered a component unit of the government’s reporting entity, are 

• The primary government is financially accountable if it appoints a voting 
majority of the organization’s governing body, and (1) it is able to impose its 
will on that organization or (2) there is a potential for the organization to pro-
vide specific financial benefits to, or impose specific financial burdens on, the 
primary government.  (In determining whether the primary government ap-
points a majority of the organization’s board, the situation may be encoun-
tered where the members of the organization’s governing body consist of the 
primary government’s officials serving as required by law, that is, as ex offi-
cio members.  While not technically “appointed” [because the individuals 
serve on the organization’s board because their positions make them board 
members by law], this situation should be treated as if the individuals were 
actually appointed by the primary government for purposes of determining fi-
nancial accountability.) 

• The primary government may be financially accountable if an organization is 
fiscally dependent on the primary government regardless of whether the or-
ganization has (1) a separately elected governing board, (2) a governing board 
appointed by a higher level of government, or (3) a jointly appointed board. 
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In applying these principles, there are several matters to more carefully define.  
GASBS 14 clarifies the meaning of a number of terms to assist in their application, 
as follows. 

Exhibit 1 

Part of the primary
government

Does the primary
government appoint a
voting majority of the
organization's board?

Does the fiscal
dependency criterion

apply?

Would it be misleading
to exclude the

organization because of
its relationship with the
primary government?

The organization is not a
component unit of this
reporting entity  (joint

venture reporting
requirements  may apply)

Is the organization being
evaluated legally

separate?

Does the primary
government hold the

organization's corporate
powers?

Not part of the primary
government

Yes

Yes

No No

No No No

Yes Yes Yes

No

Yes

Yes Yes

Is the primary
government able to

impose its will on the
organization?

A A

Related organization note
disclosure

A

Is there a financial
benefit/burden
relationship?

See Note below.
Blend with the primary

government

Does the component unit
organization provide
services entirely or

almost entirely to the
primary government?

Blend with the primary
government

Yes

No

Discrete presentation of
the component unit

No

Are the two boards
substantively the same?

No

Source:  This flowchart is adapted from a similar flowchart contained in Appendix C of GASBS 
14.  It should be used as a guide in applying the detailed component unit criteria described in this 
chapter.

NOTE:  An organization for which a primary government is financially accountable may 
be fiscally dependent on another government.  An organization should be included as a 
component unit of only one reporting entity.  GASBS 14 prescribes that professional 
judgment be used to determine the most appropriate reporting entity.  However, if a 
primary government appoints a voting majority of the governing board of a component 
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unit of another government, the primary government should make the disclosures re-
quired by GASBS 14 for related organizations. 

Appointment of a voting majority.  A primary government generally has a vot-
ing majority if it appoints a simple majority of the organization’s governing board 
members.  However, if more than a simple majority of the governing board is 
needed to approve financial decisions, the criterion for appointing the majority of the 
board to determine accountability has not been met. 

The primary government’s ability to appoint a voting majority of the organiza-
tion’s governing board must have substance.  For example, if the primary govern-
ment must appoint the governing board members from a list or slate of candidates 
that is very narrow and controlled by another level of government or organization, it 
would be difficult to argue that the primary government actually appointed a voting 
majority of a governing board, since the freedom of choice is so limited.  A primary 
government’s appointment ability would also not be substantive if it consisted only 
of confirming candidates to the governing board that were actually selected by an-
other individual or organization. 

Imposition of will.  If, in addition to its ability to appoint a voting majority of an 
organization’s governing board, a primary government is able to impose its will on 
the organization, the primary government is financially accountable for the organi-
zation.  GASBS 14 provides guidance on when a primary government can impose its 
will on another organization.  Generally, a primary government has the ability to 
impose its will on an organization if it can significantly influence the programs, 
projects, activities, or level of services performed or provided by the organization.  
Imposition of will can be demonstrated by the existence of any one of the following 
conditions:

• The ability to remove appointed members of the organization’s governing 
board

• The ability to modify or approve the budget of the organization 
• The ability to modify or approve rate or fee changes affecting revenues, such 

as water usage rate increases 
• The ability to veto, overrule, or modify the decisions (other than the budget 

and rates or fee changes listed above) of the organization’s governing body 
• The ability to appoint, hire, reassign, or dismiss those persons responsible for 

the day-to-day operations or management of the organization 

GASBS 14 acknowledges that there are other conditions that may exist that also 
indicate that the primary government has the capability to impose its will on another 
organization.  As with the previously described tests, the focus should be on sub-
stantive instances where the primary government’s will can be imposed, rather than 
on insignificant or ministerial approvals. 

Financial benefit to or burden on the primary government.  As described 
above, financial accountability for another organization can be demonstrated by a 
primary government if the primary government appoints a majority of the organiza-
tion’s governing board and imposes its will on the organization.  In addition to these 
tests, there is another test that a government can use to demonstrate financial ac-
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countability for another organization.  If the primary government appoints a voting 
majority of the organization’s governing board and there is a potential for the or-
ganization to either provide specific financial benefits to or impose specific financial 
burdens on the primary government, the primary government is financially account-
able for the organization. 

The benefit or burden to the primary government may be demonstrated in sev-
eral ways, such as legal entitlements or obligations or reflection of the benefit or 
burden in decisions made by the primary government or agreements between the 
primary government and the organization. 

GASBS 14 lists the following conditions, any one of which could demonstrate 
that the primary government and the organization have a financial burden or benefit 
relationship:

• The primary government is legally entitled to or can otherwise access the or-
ganization’s resources 

• The primary government is legally obligated or has otherwise assumed the ob-
ligation to finance the deficits of, or provide financial support to, the organi-
zation

• The primary government is obligated in some manner for the debt of the or-
ganization

The above conditions would not include exchange transactions, in which a pri-
mary government purchases or sells goods or services to or from the organization.  
In exchange transactions, both parties give something up and receive something in 
return whose values are approximately the same.  Therefore, an exchange transac-
tion would not demonstrate the financial burden or benefit relationship contemplated 
by this aspect of financial accountability contained in GASBS 14. 

In evaluating whether there is a financial burden or benefit relationship, the fi-
nancial statement preparer should recognize that the financial burden or benefit may 
be direct or indirect.  A direct financial burden or benefit occurs when the primary 
government is entitled to the resources or is obligated for the deficits or debts of the 
organization.  An indirect benefit or burden exists if one or more of the primary 
government’s component units is entitled to the resources or is obligated for the 
deficits or debts of the organization.  For purposes of applying the financial burden 
or benefit provision, if the primary government is either directly or indirectly enti-
tled to the resources or directly or indirectly obligated for the deficits or debts of the 
organization, then the financial benefit or burden test has been met. 

GASBS 14 provides additional guidance in applying the financial benefit and 
burden provisions listed above.  The following paragraphs describe this guidance 
and highlight some considerations for the financial statement preparer. 

• Legally entitled to or can otherwise access the organization’s resources.  To 
meet this test, the important factor to consider is whether the primary govern-
ment has the ability to access the resources of the organization, not whether 
the primary government has actually exercised this ability by extracting re-
sources from the organization in the past.  In determining whether this ability 
exists, it is necessary to evaluate whether the organization would continue to 
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exist as a going concern.  In other words, if the primary government can only 
access the organization’s assets in the event of the liquidation of the organiza-
tion, it would not be considered an ability to access the resources of the or-
ganization for purposes of applying this test. 

In some cases, the ability to access the assets of the organization is fairly 
obvious.  For example, if an organization is established to administer a lottery 
for a state or local primary government, the primary government is likely to 
have easy access to the assets of the lottery authority.  In fact, there are likely 
to be daily, weekly, or monthly transfers of revenues from the lottery authority 
to the primary government.  On the other hand, sometimes the access to assets 
is less clear.  For example, a state government may be able to access excess 
reserve funds held by a state housing finance authority.  While there may be 
no strong precedent for the state to take the excess reserve funds from the 
housing finance authority, and such an event might be rare, the state’s right to 
do so would be adequate to meet the test. 

• Legally obligated or has otherwise assumed the obligation to finance the defi-
cits of, or provide financial support to, the organization.  If a primary govern-
ment appoints a voting majority of an organization’s board and has legally or 
otherwise assumed the obligation to finance the deficits of, or provide finan-
cial support to, that organization, the primary government is financially ac-
countable for that organization.  It is important to note that the primary gov-
ernment may either be legally obligated to provide the financial support, or it 
may choose to be obligated to provide the financial support, for a variety of 
reasons.  GASBS 14 provides two examples of when a primary government 
assumes the obligation to financially support another organization. 

— Organizations are sometimes established to provide public services fi-
nanced by user charges that are not expected to be sufficient to sustain 
their operations.  Typical examples include higher education, mass trans-
portation, and health care services.  In these cases, a public policy decision 
is made to require a state or local government to provide financial support 
to the organization to increase the availability and affordability of the ser-
vice to a broader segment of citizens.  The support from the primary gov-
ernment may take a number of forms, including annual appropriations to 
meet operating costs, periodic capital grants, or payments of debt service 
on behalf of the organization. 

— A primary government may also assume the obligation to finance the defi-
cits of an organization.  These deficits may or may not be expected to re-
cur annually.  A financial burden exists, for the purposes of applying this 
test, regardless of whether the primary government has ever actually fi-
nanced the organization’s deficit, or even if the organization has never 
actually had a deficit.  The key is the obligation to finance the deficit, not 
whether it has actually occurred. 

In other cases, organization’s operations are funded fully or partially by 
revenues generated through tax increment financing.  Legally separate devel-
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opment or redevelopment authorities sometimes receive the incremental taxes 
resulting from tax increment financing arrangements.  In this case, a taxing 
government temporarily waives its right to receive the incremental taxes from 
its own levy.  The incremental taxes instead are remitted to the separate or-
ganization.  This type of tax increment financing should be considered evi-
dence of an obligation to provide financial support to an organization (that is, 
a financial burden), regardless of whether the primary government collects the 
taxes and remits them to the organization or the incremental taxes are paid di-
rectly to the organization. 

• Obligated in some manner for the debt of the organization.  The concept of a 
primary government being obligated in some manner for the debt of the or-
ganization is similar to that of the primary government being responsible for 
operating deficits in determining whether the organization should be included 
in the reporting entity of the primary government.  The obligation on the part 
of the primary government for the debt of the organization can be either ex-
pressed or implied.  A primary government is considered to be obligated in 
some manner for the debt of an organization if 

— It is legally obligated to assume all or part of the debt in the event of de-
fault by the organization on the debt, or 

— It may take certain actions to assume secondary liability for all or part of 
the debt, and the primary government takes (or has given indications that 
it will take) those actions.

GASBS 14 notes the following conditions that would indicate that the 
primary government is obligated in some manner for the debt of the organiza-
tion:

— The primary government is legally obligated to honor deficiencies to the 
extent that proceeds from other default remedies are insufficient. 

— The primary government is required to temporarily cover deficiencies 
with its own resources until funds from the primary repayment source or 
other default remedies are available. 

— The primary government is required to provide funding for reserves main-
tained by the debtor organization, or to establish its own reserve or guar-
antee fund for the debt. 

— The primary government is authorized to provide funding for reserves 
maintained by the debtor organization or to establish its own reserve or 
guarantee fund and the primary government establishes such a fund. (If 
the fund is not established, the considerations of the conditions listed be-
low in which the government “may” cover the deficiencies nevertheless 
provide evidence that the primary government is obligated in some man-
ner.)

— The primary government is authorized to provide financing for a fund 
maintained by the debtor organization for the purpose of purchasing or re-
deeming the organization’s debt, or to establish a similar fund of its own, 
and the primary government establishes such a fund.  (As in the preceding 
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example, if such a fund is not established, the intentions or probability of 
the primary government to cover the debt may nevertheless provide evi-
dence that the primary government is obligated in some manner.) 

— The debtor government explicitly indicates by contract, such as a bond 
agreement or offering statement, that in the event of a default, the primary 
government may cover deficiencies, although it has no legal obligation to 
do so.  The bond offering statement may specifically refer to a law that 
authorizes the primary government to include an appropriation in its 
budget to provide funds, if necessary, to honor the debt of the organiza-
tion.

— Legal decisions within the state or previous actions by the primary 
government related to actual or potential defaults on another organiza-
tion’s debt make it probable that the primary government will assume re-
sponsibility for the debt in the event of default. 

If the primary government appoints a voting majority of the organization’s 
governing body and is obligated in some manner for the debt of the organiza-
tion, the primary government is financially accountable for that organization. 

Concept of fiscal dependency.  A primary government may be fiscally account-
able for another organization regardless of whether the other organization has a 
separately elected governing board, a board appointed by another government, or a 
jointly appointed board.  The fiscal accountability in these cases results from the or-
ganization’s fiscal dependency on the primary government.  GASBS 14 describes 
the circumstances for each of the three examples of the origins of the governing 
board listed above. 

1. Special-purpose governments with separately elected governing boards.  
Special-purpose governmental entities with separately elected governments 
may be fiscally dependent on a primary government.  The best example of a 
fiscally dependent special-purpose government is a school district.  For ex-
ample, a school board may be separately elected; however, if the primary 
government approves the school board’s budgets and levies taxes to fund the 
school district, the school district is fiscally dependent on the primary gov-
ernment and should be included as a component unit in the primary gov-
ernment’s reporting entity. 

2. Governmental organizations with boards appointed by another government.  
Fiscal dependency may also exist even when the organization’s governing 
board is appointed by a higher-level government.  Continuing with the 
school district example, the local school board may be appointed by state of-
ficials, although the local primary government approves the school board’s 
budgets, authorizes the school board’s issuance of debt, and levies property 
taxes on the citizens of the primary government to financially support the 
school board.  In this case, the school board would usually be included as a 
component unit of the local primary government.  The school board is fis-
cally dependent on the local primary government, even though it does not 
appoint a voting majority of the members of the school board. 
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3. Governmental organizations with jointly appointed boards.  The type of 
governmental entity with a jointly appointed board is often a port authority, 
river authority, transportation authority, or other regional government that 
adjoins several governments.  Sometimes these governmental organizations 
are governed by boards in which none of the participating primary govern-
ments appoints a majority of the voting board members.  If this type of gov-
ernmental organization is fiscally dependent on only one of the participating 
primary governments, it should be included as a component unit of the re-
porting entity of that primary government.  For example, if a port authority 
serves two states and is governed by a board appointed equally by the two 
states, and is empowered to issue debt with the substantive approval of only 
one of the states, the port authority should be included in the reporting entity 
of that state government. 

Other Organizations That Are Included in the Reporting Entity 

In applying the criteria and conditions that indicate financial accountability, a 
significant amount of judgment is required on the part of the financial statement pre-
parer, because the breadth of variation in the “typical” governmental reporting entity 
is wide.  In addition, GASBS 14 specifies that certain organizations should be in-
cluded in the reporting entity of a primary government even if the financial account-
ability test is not met.  These organizations should be included as component units if 
the nature and significance of their relationships with the primary government are 
such that exclusion from the financial reporting entity of the primary government 
would make the primary government’s financial statements incomplete or mislead-
ing.  Clearly, a significant amount of judgment is required for compliance with this 
provision by the primary government.  GASBS 14 provides some guidance and ex-
amples on applying this provision. 

Organizations should be evaluated as potential component units if they are 
closely related to the primary government.  Organizations affiliated with govern-
mental units, agencies, colleges, universities, hospitals, and other entities may need 
to be included based on the closeness of their relationships.  For example, a not-for-
profit organization whose purpose is to raise funds for a governmental university 
may have such a close relationship with the governmental university that it should 
be included in the reporting entity. 

As another example, authorities with state-appointed boards may be created to 
provide temporary fiscal assistance to a local government.  The authority should be 
evaluated as a potential component unit of the local government.  If the authority is-
sues debt on behalf of the local government and serves as a conduit for receiving 
dedicated revenues of the local government designated for repayment of the debt, 
the nature and significance of the relationship between the authority and the local 
government would warrant including it as a component unit.  The temporary nature 
of the state authority emphasizes that the debt and revenues are, in substance, the 
debt and revenues of the local government. 
NOTE: The larger the governmental organization, the more difficult it will be to identify all 
potential component units and to analyze whether each potential component unit should ac-
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tually be included in the reporting entity.  As will be discussed in the following section, once 
a decision is made to include a component unit in the reporting entity, an additional decision 
must be made as to whether its financial information will be blended with the primary gov-
ernment or presented discretely.  One of the best ways to perform this analysis is to use a 
questionnaire to be completed by the reporting entity’s potential component units.  While this 
was particularly important during the implementation of GASBS 14, a questionnaire is still 
very useful to periodically review the status of all component units, because events and legal 
structures may change the initial determination.  The questionnaire is also useful when new 
entities are created.  These new entities should be asked to complete the questionnaire as a 
basis for their consideration as potential component units.  A sample questionnaire is pro-
vided at Exhibit 4 (located at the end of this chapter).  This questionnaire should be tailored 
to the particular needs of the government.  The replies to the questionnaire should be used as 
the initial step in determining the status as a component unit.  While the responses to the 
questionnaire include some organizations that should clearly be component units and some 
that should not, there will be many responses that require additional research to fine-tune 
and clarify responses and to identify areas in which substance and form may be different.

DISPLAY OF COMPONENT UNITS 

The issue of which organizations should be included in the financial reporting 
entity of a state or local government is the first of a two-step process in addressing 
the financial statements of a state or local government.  After determining which 
component units to include in the financial reporting entity of the government, the 
second step is to determine how the financial information of those component units 
(and their related disclosures) will be presented.  This section addresses this second 
step of presenting the financial information of the component units as part of the fi-
nancial statements of the reporting entity of the state or local government. 

Overview of Reporting Component Units 

An objective of the financial statements of the reporting entity should be to pro-
vide an overview of the entity based on financial accountability, while at the same 
time allowing financial statement users to distinguish among the financial informa-
tion of the primary government and the financial information of the component 
units.  As will be more fully described later in this chapter, some component units 
are so closely related to the primary government that their information is blended 
with that of the primary government.  Other component units, which generally com-
prise the majority of component units, should be presented discretely from the pri-
mary government. 

One other factor to consider in this overview of financial reporting is that a 
component unit of a reporting entity may itself have component units.  To further an 
example presented earlier, a not-for-profit organization that raises funds for a gov-
ernmental university may be a component unit of that governmental university.  At 
the same time, the governmental university may be a component unit of the state 
government to which it is financially accountable.  While the not-for-profit organi-
zation is not a component unit of the state, its financial information will be included 
in the state’s reporting entity, because in treating the governmental university as a 
component unit of the state, all of the component units of the governmental univer-
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sity are included with the financial information of the governmental university in-
cluded in the state’s reporting entity. 

In addition, the determination of whether an organization is a component unit 
and whether it should be blended or discretely presented is a process independent of 
the considerations that governments make in reporting fiduciary funds.  There may 
be organizations that do not meet the definition for inclusion in the financial report-
ing entity.  These organizations should be reported as fiduciary funds of the primary 
government if the primary government has a fiduciary responsibility for them.  For 
example, pension funds or deferred compensation plans are not evaluated as compo-
nent units.  Rather, they are included in a government’s reporting entity because of 
the government’s fiduciary role and responsibility. 

Discrete Presentation of Component Units 

Most component units will be included in the financial statements of the report-
ing entity using discrete presentation.  GASBS 14 defines discrete presentation as 
“The method of reporting financial data of component units in a column(s) separate 
from the financial data of the primary government.  An integral part of this method 
of presentation is that individual component unit supporting information is required 
to be provided either in condensed financial statements within the notes to the re-
porting entity’s financial statements, or in combining statements in the GPFS.” 

Government-wide financial statements.  The reporting entity’s government-
wide statement of net assets should include a column to display the combined bal-
ance sheet of the discretely presented component units. Similarly, the reporting en-
tity’s government-wide statement of activities should include a column to display 
the activities for discretely presented component units.  GASBS 34 also requires that 
separate information about major component units be presented in the government-
wide financial statements.  Separate columns for major component units may be dis-
played on the face of the government-wide financial statements.  Alternatively, a 
combining schedule of major component units (including a column that combines all 
nonmajor component units) may be presented as part of the basic financial state-
ments.  This is further discussed later in this chapter.  Discretely presented compo-
nent units are presented only in the government-wide financial statements.  There is 
no reporting of discretely presented component units at the fund level under 
GASBS 34. 

Required disclosures.  GASBS 34’s requirements for providing information in 
the basic financial statements about component units of a reporting entity govern-
ment can be met in one of three ways (note that these requirements do not apply to 
component units that are fiduciary in nature).  These options are discussed later in 
this chapter. 

Blended Component Units 

The preceding discussion focused on the presentation and disclosures required 
for discretely presented component units.  This section will focus first on the deter-
mination of whether a component unit’s financial information should be “blended” 
with that of the primary government.  Then, the presentation and disclosure re-
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quirements for component units that are determined to be blended component units 
are discussed. 

Why blend some component units?  One of the objectives of the financial re-
porting for the reporting entity described earlier was to be able to distinguish the fi-
nancial information of the primary government from its component units.  A ques-
tion arises of why this objective seems to be abandoned in order to blend certain 
component units so that they are less distinguishable from the primary government.  
The answer to this is that the GASB concluded that there are component units that, 
despite being legally separate from the primary government, are so intertwined with 
the primary government that they are, in substance, the same as the primary gov-
ernment.  It is more useful to report these component units as part of the primary 
government.  These component units should be reported in a manner similar to the 
balances and transactions of the primary government itself, a method known as 
“blending.”  This view was reinforced by GASBS 34 which made the primary gov-
ernment, including blended component units, the focus of financial reporting in the 
basic financial statements and required supplementary information. 

Determination of blended component units.  GASBS 14 describes two cir-
cumstances in which a component unit should be blended, as follows: 

• The component unit’s governing board is substantively the same as the gov-
erning body of the primary government.  Substantively the same means that 
there is sufficient representation of the primary government’s entire governing 
body on the component unit’s governing body to allow complete control of the 
component unit’s activities.  For example, the board of a city redevelopment 
authority may be composed entirely of the city council and the mayor, serving 
in an ex officio capacity.  The primary government is, essentially, serving as 
the governing body of the component unit.  On the other hand, if the mayor 
and city council have three seats on the governing board of a public housing 
authority that has a governing board of ten seats, the housing authority’s gov-
erning board would not be substantively the same as the primary govern-
ment’s.  GASBS 14 also states that this criterion will rarely, if ever, apply to a 
state government because of the impracticality of providing sufficient repre-
sentation of the state’s entire governing body. 

• The component unit provides services entirely (or almost entirely) to the pri-
mary government, or otherwise exclusively (or almost exclusively) benefits 
the primary government even though it does not provide services directly to it.  
The nature of this type of arrangement is similar to that of an internal service 
fund.  The goods and services are provided to the government itself, rather 
than to the individual citizens.  GASBS 14 provides the example of a building 
authority created to finance the construction of office buildings for the pri-
mary government.  If the component unit provides services to more than just 
the primary government, it should still be blended if the services provided to 
others are insignificant to the overall activities of the component unit.  Other 
component units that should be blended are those that exclusively (or almost 
exclusively) benefit the primary government by providing services indirectly.  
GASBS 14 provides the example of a primary government that establishes a 
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component unit to administer its employee benefit programs.  In this case, the 
component unit exclusively benefits the primary government, even though the 
component unit provides services to the employees of the primary govern-
ment, rather than to the primary government itself. 

In some cases, the component units that are to be blended with the primary gov-
ernment have funds of different fund types.  For example, a component unit may 
have a general fund and a capital projects fund.  If they meet the definition of major 
funds, they would be reported as such.  If they are nonmajor funds, they would be 
blended with those of the primary government by including them in the appropriate 
nonmajor fund combining statements of the primary government.  In addition, since 
the primary government’s general fund is usually the main operating fund of the re-
porting entity and is a focal point for users of the financial statements, the primary 
government’s general fund should be the only general fund for the reporting entity.  
The general fund of a blended component unit should be reported as a special reve-
nue fund.   

Other reporting entity issues.  In addition to the basic issues of determining a 
state or local government’s reporting entity and providing guidance on presenting 
blended and discretely presented component units, GASBS 14 addresses several 
other issues related to the government’s reporting entity, including 

• Investments in for-profit corporations 
• Reporting discretely presented component units 
• Budgetary presentations 
• Intra-entity transactions and balances 
• Reporting periods 
• Note disclosures 
• Separate and stand-alone financial statements 
• Reporting organizations other than component units 

The following section discusses each of these reporting entity issues that should 
be understood by financial statement preparers. 

Investments in for-profit corporations.  Sometimes governments own a major-
ity of the voting stock of a for-profit corporation.  The government should account 
for an investment in a for-profit corporation based on the government’s intent for 
holding the stock.  For example, GASBS 14 uses the example of a government that 
buys all of the outstanding voting stock of a major supplier of concrete so that it can 
control the operations of the corporation as a source of supply.  In this case, the gov-
ernment has bought the stock for something other than an investment—it bought the 
stock to ensure the supply of concrete that the government needs for capital projects.  
In this case, the for-profit subsidiary should be considered a component unit of the 
government because the intent of the government in obtaining the company is to di-
rectly enhance its ability to provide governmental services.  The criteria for deter-
mining whether the component unit should be blended with the primary government 
or discretely presented should be determined using the criteria described in this 
chapter.  On the other hand, if the government purchases the stock of a for-profit 
corporation as an investment, rather than to directly aid in providing government 
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services, the government should report the stock as an investment and not treat the 
corporation as a component unit. 

Reporting discretely presented component units. GASBS 34 quotes GASBS 
14’s requirement for presenting information about discretely presented component 
units as follows:  “…the reporting entity’s financial statements should…provide an 
overview of the discretely presented component units.”  The term “overview” per-
haps best describes the approach to discretely presented component units taken by 
GASBS 34.  (Note that this discussion does not apply to blended component units, 
which are presented as if part of the primary government, and component units that 
are fiduciary in nature, which are included only in the fund financial statements with 
the primary government’s fiduciary funds.) 

GASBS 34 requires information about each major component unit to be pre-
sented.  Information about nonmajor component units should be aggregated in one 
column; however, the government may choose to display a nonmajor component 
unit as if it were a major component unit, if it desires.  The requirements of GASBS 
34 can be accomplished by one of three alternatives. 

• Reporting each major component unit in a separate column in the reporting 
entity’s government-wide statement of net assets and statement of activities. 

• Including combining statements of major component units in the reporting en-
tity’s basic statements after the fund financial statements.  Aggregate totals 
would then be included in the government-wide financial statements for com-
ponent units, supported by this combining schedule. 

• Presenting condensed financial statements in the notes to the reporting entity’s 
financial statements. 

If the government selects the alternative to present component unit information in 
the notes, GASBS 34 specifies that the following details be provided: 

1. Condensed statement of net assets 

a. Total assets—distinguishing between capital assets and other assets.  
Amounts receivable from the primary government or other component 
units should be reported separately. 

b. Total liabilities—distinguishing between long-term debt outstanding and 
other liabilities.  Amounts payable to the primary government or to 
other component units should be reported separately. 

c. Total net assets—distinguishing between restricted, unrestricted and 
amounts invested in capital assets, net of related debt. 

2. Condensed statement of activities 

a. Expenses (by major functions and for depreciation expense, if separately 
reported).

b. Program revenues by type. 
c. Net program (expense) revenue. 
d. Tax revenues. 
e. Other nontax general revenues. 
f. Contributions to endowments and permanent fund principals. 
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g. Special and extraordinary items. 
h. Change in net assets. 
i. Beginning net assets. 
j. Ending net assets. 

Budgetary presentations.  As described in Chapter 5, a government’s basic fi-
nancial statements must include a budgetary comparison (on the budget basis) for 
the general and special revenue for which annual budgets have been legally adopted 
either as part of the basic financial statements or as required supplementary infor-
mation.  This requirement would apply to blended component units as well.  Budg-
etary data for the discretely presented component units that use governmental ac-
counting are not required to be presented. 

Intra-entity transactions and balances.  Special attention is required for trans-
actions between and among the primary government, its blended component units, 
and its discretely presented component units.  The following table can be used as 
guidance for recording and displaying certain of these intra-entity transactions and 
balances in the fund financial statements. 

Transaction/balance  Accounting treatment
Transfers between primary government 
and its blended component units 

 Recorded as an interfund transfer 

Transfers between blended component 
units

 Recorded as an interfund transfer 

Receivables/payables between primary 
government and blended component 
units or between blended component 
units

 Reported as amounts due to and due 
from other funds 

Transactions and balances between pri-
mary government and discretely pre-
sented component units 

 Report as interfund transactions, 
although presented separately 
from primary government’s in-
terfund transactions and balances 

For government-wide financial statements prepared under GASBS 34, resource 
flows between a primary government and a blended component unit should be re-
classified as an internal activity in the financial statements of the reporting entity.  
Resource flows between a primary government and its discretely presented compo-
nent units should be reported as if they were external transactions.  However, receiv-
able and payable balances between a primary government and a discretely presented 
component unit should be displayed on a separate line.  See Chapter 20 for addi-
tional information on reporting internal activity. 

Capital lease agreements between the primary government and its blended com-
ponent units (or between blended component units) should not be reported as capital 
leases in the reporting entity’s financial statements.  The blended component unit’s 
debt and assets related to the lease should be reported as a form of the primary gov-
ernment’s debt and assets.  For example, in a lease of general fixed assets, the leased 
general fixed assets would be reported in the general fixed asset account group and 
the related debt would be reported in the general long-term debt account group. 

Capital lease agreements between the primary government and its discretely pre-
sented component units should be treated as any other capital lease agreement en-
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tered into by the government.  However, the related receivables and payables should 
not be combined with other amounts due to/from component units or with capital 
lease receivables and payables outside the reporting entity.  Rather, these receivables 
and payables should be separately displayed.  Eliminations of assets and liabilities 
resulting from capital lease transactions may be made to avoid the duplicate re-
cording of assets and liabilities. 

Reporting periods.  The primary government and its component units are likely 
to have different fiscal year-ends.  GASBS 14 encourages a common fiscal year-end 
for the primary government and its component units, although full compliance with 
this is difficult, particularly when there are a large number of component units that 
have existed for a long time.  The financial statement preparers of the primary gov-
ernment should encourage new component units to adopt the same fiscal year-end as 
the primary government. 

If a common fiscal year-end cannot be achieved, the reporting entity (which uses 
the same fiscal year-end as the primary government) should incorporate the financial 
statements for the component unit’s fiscal year ending during the reporting entity’s 
fiscal year.  If the component unit’s fiscal year ends within the first quarter of the re-
porting entity’s subsequent year, it is acceptable to incorporate that fiscal year of the 
component unit, rather than the fiscal year ending during the reporting entity’s fiscal 
period.  Of course, this should be done only if timely and accurate presentation of 
the financial statements of the reporting entity is not adversely affected. 
NOTE: The reporting entity should not delay the issuance of its financial statements or in-
corporate draft or otherwise inaccurate information from a component unit in order to uti-
lize this first quarter following year-end exception.  Generally, the reporting entity is better 
served by consistently applying the rule that includes the component units with year-ends 
that fall within the reporting entity’s year-end.

Another problem arises when there are transactions between the primary gov-
ernment and its component units or between component units that have different 
year ends.  These different year ends may result in inconsistencies in amounts re-
ported as due to or from, transfer to or from, and so forth.  The nature and amount of 
those transactions should be disclosed in the notes to the financial statements.  The 
fiscal year of the component units included in the reporting entity should be consis-
tent from year to year, and changes in fiscal years should be disclosed. 

Note disclosures.  The notes to the financial statements of a financial reporting 
entity that includes many component units may be significantly expanded because of 
the need and requirements to disclose information about major component units. 

The notes to the financial statements of the reporting entity should include a 
brief description of the component units of the financial reporting entity and their 
relationship to the primary government.  The notes should include a discussion of 
the criteria for including the component units in the financial reporting entity and 
how the component units are reported.  The note should also include information 
about how the separate financial statements of the individual component units may 
be obtained. 
NOTE:  As an alternative to providing a large listing of names and addresses where the in-
dividual financial statements may be obtained, the department responsible for preparing the 
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reporting entity’s financial statements may take responsibility for making the reports avail-
able, so that only the address of this department would be necessary.  This is clearly not the 
approach to take if it is anticipated that the volume of requests for individual financial 
statements will be high.  GASBS 34 also requires that the notes to the financial statements 
should disclose, for each major component unit, the nature and amount of significant trans-
actions with the primary government and other component units. 

GASBS 14 emphasizes that the financial statements of a reporting entity that in-
cludes component units should enable the user of the financial statements to distin-
guish between the financial information of the primary government and the financial 
information of the component units.  Therefore, because the notes to the financial 
statements and required supplementary information are integral parts of the financial 
statements, they should distinguish between information pertaining to the primary 
government (including its blended component units) and that of its discretely pre-
sented component units. 

GASBS 14 specifies the following as the notes essential to a fair presentation in 
the reporting entity GPFS: 

• The fund types of the primary government, including its blended component 
units

• Individual discretely presented component units that are considered major 
component units 

Exhibit 2 provides illustrative language that would be included in the notes to 
the financial statements to describe the primary government’s relationship with its 
component units. 

Exhibit 2:  Illustrative reporting entity note to the financial statements 

The city of Anywhere is a municipal corporation government governed by a mayor 
and a fifteen-member city council. 

As required by generally accepted accounting principles, these financial statements 
present the city and its component units, which are entities for which the city is finan-
cially accountable. 

The city is financially accountable for all organizations that make up its legal entity.  
In addition, the city is financially accountable for legally separate organizations if its of-
ficials appoint a voting majority of an organization’s governing body and either it is able 
to impose its will on that organization or there is a potential for the organization to pro-
vide specific financial benefits to, or to impose specific burdens, on the city.  The city 
may also be financially accountable for governmental organizations that are fiscally de-
pendent on it. 

There are two methods of presentation of component units. 

1. Blended component units, although legally separate entities from the city, are, 
in substance, part of the city’s operations and so data from these component 
units are combined with data of the city. 

The following entity is reported by the city as a blended component unit 

The Anywhere City Electric Utility Authority (the authority) serves all of the citi-
zens of the city and is governed by a board comprised of the city’s elected city council.  
The rates for user charges and bond issuance authorizations are approved by the city 
council and the legal obligation for the general obligation portion of the authority’s debt 
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remains with the city.  The authority is reported as an enterprise fund.  The authority’s 
fiscal year-end is June 30 and its separately issued financial statements may be obtained 
at

Anywhere City Electric Utility Authority 
1234 Shocking Lane 
Anywhere, SW 99999 

2. Discretely presented component units are reported in a separate column(s) in 
the combined financial statements to emphasize that they are legally separate 
from the city. 

The following entity is presented by the city as a discretely presented component 
unit: 

The Anywhere School District (the district) provides elementary and secondary 
education for residents within the city’s legal boundaries.  The members of the board of 
education, which governs the district, are elected by the voters.  However, the district is 
fiscally dependent upon the city.  The city council approves the district’s budget, levies 
taxes to support the district’s budget, and is required to approve any district debt issu-
ances.  The district is presented as a governmental fund type.  The district’s fiscal year-
end is June 30 and its separately issued financial statements may be obtained at 

Anywhere School District 
9876 Learning Lane 
Anywhere, SW 99999 

NOTE: There is a high level of judgment needed in determining the note disclosures to in-
clude in the financial statements of the reporting entity relating to component units.  The 
guidance from GASBS 14 is rather vague even after amendment by GASBS 34.  Interestingly, 
many governments err on the side of including too much disclosure about component units 
rather than too little.  It is easier and less risky to simply include most of the footnote disclo-
sures from the component units’ financial statements rather than to be selective about infor-
mation presented.  Financial statement preparers should keep in mind that sometimes too 
much information hinders the process of communication to the financial statement reader 
and should critically review the disclosures that are made in the financial statements relative 
to component units.  GASBS 34 makes clear that the emphasis in the financial statements 
should be on the primary government.

Separate and stand-alone financial statements.  A primary government may 
find it necessary or useful to prepare financial statements that do not include the fi-
nancial information of its component units.  When these primary government-only 
statements are issued, the statements should acknowledge that they do not include 
the financial data of the component units necessary for a fair presentation of the fi-
nancial statements in accordance with GAAP. 

In addition, component units themselves may issue separate financial state-
ments.  These separate financial statements should use a title that indicates that the 
entity is a component unit of a primary government.  Unlike those of the primary 
government, the separate financial statements of the component unit can be issued in 
accordance with GAAP, provided that the component unit’s financial reporting en-
tity includes all of its own component units.  The component unit itself can serve as 
a financial reporting “nucleus” and itself be considered a primary government that 
includes its own component units.  The notes to the separately issued financial 



Chapter 6 / Definition of the Reporting Entity 151

statements should identify the primary government in whose financial reporting en-
tity it is included and describe the component unit’s relationship with the primary 
government.

GASBS 14 also addresses “other stand-alone government financial statements.”  
Other stand-alone governments are legally separate governmental organizations that 
do not have a separately elected governing body and do not meet the definition of a 
component unit of a primary government.  These types of governments might in-
clude special-purpose governments, joint ventures, jointly governed organizations, 
and pools.  Although the nucleus of a financial reporting entity is usually a primary 
government, another stand-alone government serves as the nucleus of its reporting 
entity when it issues financial statements.  The financial reporting entity in this case 
consists of the stand-alone government and all component units for which it is finan-
cially accountable, and other organizations for which the nature and significance of 
their relationship with the stand-alone government are such that exclusion would 
cause the reporting entity’s financial statements to be misleading or incomplete.  In 
addition, any stand-alone government with a voting majority of its governing board 
appointed by another government should disclose that accountability relationship in 
its financial statements. 

Reporting organizations other than component units.  Sometimes primary 
government officials may appoint some or all of the governing board members of 
organizations that are not included as component units in a primary government’s 
reporting entity.  These organizations can fall into one of the following three catego-
ries:

1. Related organizations 
2. Joint ventures and jointly governed organizations 
3. Component units of another government with characteristics of a joint ven-

ture or jointly governed organization 

The following paragraph describes the proper treatment of related organizations, 
followed by the accounting and financial reporting for joint ventures and jointly 
governed organizations. 

Related organizations. Organizations for which a primary government is ac-
countable because that government appoints a voting majority of the governing 
board but is not financially accountable are termed “related organizations.”  The 
primary government should disclose the nature of its accountability for related or-
ganizations in the notes to its financial statements.  Groups of related organizations 
with similar relationships with the primary government may be summarized for the 
purposes of the disclosures.  Therefore, related organizations are not considered 
component units.  Their financial information is not included with that of the pri-
mary government.  The only requirement is footnote disclosure of the relationship 
with the related organization that is described above.  In addition, the related organi-
zation should disclose its relationship with the primary government in its own finan-
cial statements. 

Joint ventures and jointly governed organizations.  As mentioned above, a pri-
mary government may appoint some or all of the governing board members of or-
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ganizations that are not included as component units of the primary government’s 
reporting entity.  Two classifications for these organizations are joint ventures and 
jointly governed organizations.  (Jointly governed organizations are discussed later 
in this chapter.)  This section describes the accounting and financial reporting re-
quirements for organizations that fall into these categories. 

Joint ventures.  A joint venture is defined by GASBS 14 as 
A legal entity or other organization that results from a contractual arrangement 
and that is owned, operated, or governed by two or more participants as a sepa-
rate and specific activity subject to joint control, in which the participants retain 
(a) an ongoing financial interest or (b) an ongoing financial responsibility. 

Joint ventures are generally established to pool resources and share the costs, 
risks, and rewards of providing goods or services to the joint venture participants di-
rectly, or for the benefit of the general public or specific recipients of service.  What 
distinguishes a joint venture from a “jointly governed organization” is that a jointly 
governed organization is jointly controlled by the participants, but the participants 
do not have an ongoing financial interest or ongoing financial responsibility for it. 

The “joint control” of jointly governed organization means that no single par-
ticipant has the ability to unilaterally control the financial or operating policies of the 
joint venture. 

In determining whether a relationship is a joint venture, the concepts of ongoing 
financial interest and ongoing responsibilities are important to understand.  The fol-
lowing sections examine these terms as they relate to joint ventures. 

• Ongoing financial interest 
An ongoing financial interest in a joint venture involves any arrangement 

that causes a participating government to have access to the joint venture’s re-
sources, including an equity interest. 

Access to a joint venture’s resources can occur directly, such as when the 
joint venture pays its surpluses directly to the participants.  Access to the joint 
venture’s resources can also occur indirectly, such as when the joint venture 
undertakes projects of interest to the participants.  Indirect access would occur 
when the participating governments can influence the management of the joint 
venture to take on special projects that benefit the citizens of the participating 
governments.

• Ongoing financial responsibility 
A participating government has an ongoing financial responsibility for a 

joint venture if it is obligated in some manner for the debts of the joint ven-
ture.  The tests to determine this obligation are the same as those used in de-
termining whether a primary government is responsible in some manner for 
the debts of an organization being evaluated as a component unit.  In addition, 
a participating government has an ongoing financial interest in a joint venture 
if the continued existence of the joint venture depends on the continued fund-
ing by the participating government. 

Ongoing financial responsibility might also be evidenced by the nature of 
the joint venture established.  For example, assume that a joint venture is cre-
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ated by participating governments to provide goods or services to the partici-
pating governments or to provide goods or services directly to the constituents 
of the governments.  The participating governments are financially responsible 
for the joint venture because they are responsible for financing operations ei-
ther by purchasing the goods and services from the joint venture or by subsi-
dizing the provisions of the goods or services to the constituents. 

Financial reporting for joint ventures.  The financial accounting and reporting 
for joint ventures is determined by whether the participating governments have an 
equity interest in the joint venture.  An equity interest in a joint venture may be in 
the form of ownership of shares of joint venture stock or otherwise having an ex-
plicit, measurable right to the net resources of a joint venture (usually based on an 
investment of financial or capital resources by a participating government).  The eq-
uity interest may or may not change over time as a result of an interest in the net in-
come or losses of the joint venture.  An equity interest in a joint venture is explicit 
and measurable if the joint venture agreement stipulates that the participants have 
present or future claim to the net resources of the joint venture and sets forth the 
method to determine the participant’s shares of the joint venture’s net resources. 

The definition of an equity interest in a joint venture should not be interpreted to 
mean that it is the same as a government’s residual interest in assets that may revert 
to the government on dissolution for lack of another equitable claimant.  GASBS 14 
relates this type of interest to an escheat interest, in which the reversion of property 
to a state results from the absence of any known, rightful inheritors to the property. 

If it is determined that a participating government has an equity interest in a 
joint venture, that equity interest should be reported as an asset of the fund that has 
the equity interest.  Differences in reporting this asset of a fund will result depending 
on whether the fund holding the equity interest in the joint venture is a proprietary 
fund or a governmental fund. 

• Proprietary funds and presentation in the government-wide financial state-
ments.  A proprietary fund that has an equity interest in a joint venture would 
record the investment as an asset in an account usually entitled “Investment in 
joint venture.”  The initial investment in the joint venture should be recorded 
at cost.  If the joint venture agreement provides that the participating govern-
ments share in the net income or loss of the joint venture, the investment ac-
count should be adjusted for the participating governments’ share of the net 
income or loss of the joint venture.  This adjustment would be similar to what 
a commercial enterprise would record for an investment accounted for by the 
equity method.  In recording this adjustment, the financial statement preparer 
should determine whether there are any operating profits or losses recorded by 
the joint venture on transactions between the proprietary fund and the joint 
venture.  If there are operating profits or losses on transactions between the 
fund and the joint venture, these amounts should be eliminated before re-
cording the adjustment for the share of the profits and losses of the joint ven-
ture.  For financial statement display purposes, the investment in the joint 
venture and the fund’s share of the joint venture’s net income or loss should 
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be reported as single amounts in the balance sheet and operating statement.  In 
other words, the participating government does not record pro rata shares of 
each of the joint venture’s assets, liabilities, revenues, and expenses.  The ac-
counting methodology described in this paragraph would also be used for 
presentation in the government-wide financial statements.  

• Governmental funds.  The accounting for investments in joint ventures for 
governmental funds is different from that of proprietary funds because the eq-
uity interest in the joint venture does not meet the definition of a financial re-
source and would not be recorded as an asset of the fund.  However the gen-
eral fund may report an amount payable to or receivable from the joint ven-
ture.  Differences also arise in a governmental fund’s recording of the operat-
ing activities of a joint venture.  Governmental fund operating statements 
should report changes in joint venture equity interests only to the extent that 
the amounts received or receivable from the joint venture or the amounts paid 
or payable to the joint venture satisfy the revenue or expenditure recognition 
criteria for governmental funds.  For amounts receivable from the joint ven-
ture, while the “measurable” criteria for revenue recognition may be readily 
met, the “available” criteria will generally only be met if the joint venture dis-
tributes the fund’s share of the joint venture’s net income soon after the fund’s 
fiscal year-end so that the fund has the cash available to pay for its current ob-
ligations.

Exhibit 3 provides a sample note disclosure for a joint venture.   

Exhibit 3

The City of Anywhere participates in a joint venture that provides emer-
gency medical services to its citizenry.  The Emergency Medical Services Au-
thority (EMSA) provides these services to participating jurisdictions which are 
the City of Anywhere and the City of Somewhere.  The EMSA Board of Trus-
tees is comprised of four trustees appointed by the City of Anywhere and four 
trustees appointed by the City of Somewhere.  EMSA has established capital 
accounts for each beneficiary jurisdiction.  These capital accounts record the 
economic activity of the jurisdiction and represent an equity interest.  The City 
of Anywhere has recorded this equity interest in the General Fixed Assets Ac-
count Group.   

Summarized information for EMSA’s fiscal years ending June 30, 20XY 
and 20XX, is included in the following table (in thousands): 

Summarized totals for EMSA: June 30, 20XY June 30, 20XX
Assets xxx xxx 
Liabilities xxx xxx 
Total Equity xxx xxx 

Joint venture debt consists of the following:   
Short-term xxx xxx 
Long-term xxx xxx 
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City of 
Anywhere

City of 
Somewhere

Capital interests:   
July 1, 20XX, capital xxx xxx 
Contributions  xx 
Net income (loss) xx xx 
June 30, 20XY, capital xxx xxx

Debt as of June 30, 20XX, is collateralized by assets and revenues of EMSA.

EMSA issues separate financial statements which are available from: 

Emergency Medical Services Authority 
1234 Ambulance Lane 
Anywhere, SW 99999 

Disclosure requirements—equity interest and nonequity interests.  While 
GASBS 14 only requires the recording of amounts for joint ventures in the financial 
statements of participating governments when they have an equity interest in the 
joint venture, it does prescribe disclosure requirements for joint ventures regardless 
of whether there is an equity interest. These disclosure requirements are as follows: 

• A general description of each joint venture, including 

— Description of the participating government’s ongoing financial interest 
(including its equity interest, if applicable) or ongoing financial responsi-
bility.  This disclosure should also include information to allow the reader 
to evaluate whether the joint venture is accumulating significant financial 
resources or is experiencing fiscal stress that may cause an additional fi-
nancial benefit to or burden on the participating government in the future. 

— Information about the availability of separate financial statements of the 
joint venture 

• The participating governments should also disclose any other information rele-
vant to the joint venture from the broad prospective of the participating gov-
ernments’ overall footnote presentation. 

Other joint organization issues.  In addition to the common joint venture type 
agreement that is discussed above, there are any number of additional joint relation-
ships that may have to be evaluated by a government in determining its reporting 
entity and the proper accounting for joint ventures.  GASBS 14 addresses several of 
these unique cases that provide additional guidance to the financial statement pre-
parer.  These cases also provide examples whose concepts can be used in evaluating 
situations similar to, but not the same as, the situations specifically addressed by 
GASBS 14. 

Joint building or finance authorities.  Some governments create a building, ur-
ban development, or economic development authority whose sole purpose is to con-
struct or acquire capital assets for the participating governments and then subse-
quently lease the facilities to the governments.  In accounting for these capital lease 
agreements, the participating governments already should have reported their re-
spective shares of the assets, liabilities, and operations of the joint venture.  Ac-
cordingly, it is unnecessary to calculate and report a participant’s equity interest (if 
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any) in the joint building, urban development, or economic authority.  In addition, 
the disclosures filed above are not required because they would duplicate the usual 
disclosures required for capital leases. 

Jointly governed organizations.  Some states and other jurisdictions allow for 
the creation of regional governments or other multigovernmental arrangements that 
are governed by representatives from each of the governments that created the re-
gional organization.  These organizations have certain characteristics that make them 
appear to be joint ventures.  For example, they often provide goods or services to the 
citizenry of the participating governments.  However, many of these regional or-
ganizations do not meet the definition of a joint venture because there is no ongoing 
financial interest or responsibility by the participating governments.  If a participat-
ing government does not retain an ongoing financial interest or responsibility, the 
relationship should be considered for general footnote disclosure; however, there are 
no specific joint venture disclosures that are required. 

Component units and related organizations with component joint venture char-
acteristics.  An organization may be established and composed of several partici-
pating governments.  If one of the participating governments appoints a voting ma-
jority of the organization’s governing board and joint control is precluded because 
that participating government has the power to make decisions unilaterally, the or-
ganization is either a component unit or a related organization and should be re-
ported in the participating government’s financial statements.  The other minority 
participating governments, however, should report their participation in the organi-
zation in accordance with the requirements described above for joint ventures.  The 
organization itself, when included as a component unit in the majority participating 
government’s financial statements, should report any equity interests of the minority 
participants as fund balance or retained earnings “reserved for minority interests.”  
In addition, there may be instances where a jointly controlled organization, such as a 
regional government, is considered a component unit of one of the participating 
governments because it is fiscally dependent on that participating government.  This 
type of organization should be reported by all participants in the same way described 
for majority and minority interests. 

Pools.  A pool is defined by GASBS 14 as “another multijurisdictional arrange-
ment that has the characteristics of a joint venture, but has additional features that 
distinguish it, for financial reporting purposes, from the traditional joint venture....”  
An investment pool generally has open membership.  Governments are free to join, 
resign, and increase or decrease their participation in the pool without the knowledge 
or consent of the other participants.  A participant’s equity in a pool (such as a share 
in an investment pool) should already be recognized in its financial statements.  Ac-
cordingly, calculating and reporting an equity interest in a joint venture would be re-
dundant.  Because of the broad-based, constantly changing membership shares typi-
cally found in a pool, the disclosures normally required of a joint venture are not 
mandatory.  The financial statement preparer should be aware that entities partici-
pating in public entity risk pools are covered by separate accounting and reporting 
guidance, more fully discussed in Chapter 21. 
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Undivided interests.  An undivided interest is an arrangement that resembles a 
joint venture, but no entity or organization is created by the participants.  This ar-
rangement is sometimes referred to as a joint operation.  An undivided interest is an 
ownership arrangement in which two or more parties own property whose title is 
held individually to the extent of each party’s interest.  Also implied in the definition 
is that identifiable obligations of the operation would also be the liability of each 
participant.  In an undivided interest, there is no entity created that has assets, li-
abilities, and equity that can be allocated to the participating entities.  A government 
that participates in this type of arrangement should report its assets, liabilities, reve-
nues, and expenditures associated with the joint operation.  The disclosures required 
for a joint venture are not required for an undivided interest. 

Some joint venture arrangements result in hybrid agreements.  They create sepa-
rate organizations but also provide for undivided interests in specific assets, liabili-
ties, and equity interests in the other net resources of the organizations.  For these 
hybrid types of arrangements, the government should report the portion of the ar-
rangement that involves an undivided interest in accordance with the requirements 
described in this section.  The portion of the agreement that represents an equity in-
terest in a joint venture should be accounted for in the same manner as accounting 
for the equity interests of joint ventures. 

Cost-sharing arrangements.  GASBS 14 describes several types of agreements 
that may have some of the characteristics of a joint venture, but that are not joint 
ventures for various overriding reasons.  For example 

• Cost-sharing projects (such as highway projects financed by federal, state, and 
local governments) should not be considered joint ventures because the par-
ticipating governments do not retain an ongoing financial interest or responsi-
bility for the projects. 

• Joint purchasing agreements, in which a group of governments agree to pur-
chase a commodity or service over a specified period and in specified 
amounts, should not be considered joint ventures. 

• Multiemployer public employee retirement systems should also not be consid-
ered joint ventures. 

• Investment pools should not be considered joint ventures. 

SUMMARY

Defining the reporting entity for a state or local government or other gov-
ernmental unit can be a difficult task because of the variety of relationships in which 
governments typically are involved.  Applying the concepts described above under 
GASBS 14 should enable governments to effectively define the reporting entity and 
accomplish financial reporting objectives. 

Exhibit 4 

Potential Component Unit Evaluation Questionnaire 
(Name of primary government) is in the process of determining which organizations 

should be included in its financial reporting entity under generally accepted accounting 
principles.  To assist (name of primary government) in accomplishing this objective, 
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please provide the following information about (name of potential component unit) for 
evaluation as a component unit of (name of primary government). 

Your assistance is greatly appreciated.  Please return the completed questionnaire by 
(date) to (name and address of individual receiving completed questionnaires).  If you 
need assistance in completing this questionnaire, please call (name and telephone num-
ber of individual who can provide assistance).

General Inquiries 

1. What is your organization’s fiscal year-end? ______________________________ 

2. Are the organization’s financial statements audited by independent auditors? 

Yes ____    No ____ 

a. If yes, please provide the name, address, telephone number, and a contact per-
son for the organization’s independent auditors. 

__________________________________________________________________ 

__________________________________________________________________ 

__________________________________________________________________ 

3. Does your organization have an audit committee?    Yes ____    No ____ 

4. Please indicate the basis of accounting used by your organization in preparing its 
financial statements: 

Cash ____    Modified Accrual ____    Accrual ____ 

Other (please describe) _______________________________________________ 

__________________________________________________________________ 

5. Is your organization included as a component unit in the financial statements of 
any reporting entity?    Yes ____    No ____ 

a. If yes, please provide the name of the reporting entity and the basis for inclu-
sion in that reporting entity as a component unit.  

__________________________________________________________________ 

__________________________________________________________________ 

__________________________________________________________________ 

Primary Government Characteristics 

6. Does your organization have a separately elected governing body? 

Yes ____    No ____ 

Separate Legal Standing 

7. Was your organization created as either a body corporate or a body corporate and 
politic?    Yes ____    No ____ 

a. If yes, please attach to the completed questionnaire a copy of the law, statute, 
legislative resolution or executive order that created your organization. 

8. Does your organization have the explicit capacity to have a name? 

Yes ____    No ____ 

9. Does your organization have the right to sue and to be sued in its own name with-
out recourse to a state or local government unit?    Yes ____    No ____ 
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10. Does your organization have the right to buy, sell, lease, or mortgage property in 
its own name?    Yes ____    No ____ 

Fiscal Independence 

11. Can your organization determine its budget without the (name of primary govern-
ment) having the authority to substantively approve and modify that budget?  

Yes ____    No ____ 

12. Can your organization levy taxes or set rates or charges without approval by (name 
of primary government)?    Yes ____    No ____ 

13. Can your organization issue bonded debt without the substantive approval of 
(name of primary government)?    Yes ____    No ____ 

Financial Accountability 

Appointment of a Voting Majority of Governing Board 

14. Does the (name of primary government) appoint a majority of your organization’s 
governing board?    Yes ____    No ____ 

15. Do the financial decisions of your organization’s governing board require more 
than a simple majority?    Yes ____    No ____ 

a. If yes, please provide details of the voting requirements. 

__________________________________________________________________ 

__________________________________________________________________ 

b. If yes, does the (name of primary government) appoint enough governing board 
members to have a voting majority on the financial decisions?  

Yes ____    No ____ 

16. If the (name of primary government) has appointment authority for governing 
board members, is its appointment limited by a nomination process for governing 
board members?    Yes ____    No ____ 

a. If yes, please explain the facts and circumstances of the nomination process. 

__________________________________________________________________ 

__________________________________________________________________ 

__________________________________________________________________ 

Imposition of Will 

17. Does the (name of primary government) have the ability to remove appointed 
members of your organization’s governing board at will?    Yes ____    No ____ 

18. Does the (name of primary government) have the ability to modify or approve the 
budget of your organization?    Yes ____    No ____ 

19. Does the (name of primary government) have the ability to modify or approve rate 
or fee changes affecting revenues of your organization? 

Yes ____    No ____ 

20. Does the (name of primary government) have the ability to veto, overrule, or mod-
ify the decisions (other that those included in 18 and 19 above) of your organiza-
tion’s governing board?    Yes ____    No ____ 
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21. Does the (name of primary government) have the ability to appoint, hire, reassign, 
or dismiss those persons responsible for the day-to-day operations and manage-
ment of your organization?    Yes ____    No ____ 

22. Are there any other conditions that may indicate that the (name of primary govern-
ment) has the ability to impose its will on your organization? 

Yes ____    No ____ 

a. If yes, please provide details.  

__________________________________________________________________ 

__________________________________________________________________ 

__________________________________________________________________ 

Financial Benefit or Burden 

23. Is the (name of primary government) legally entitled to or can it otherwise access 
your organization’s resources?    Yes ____    No ____ 

24. Is the (name of primary government) legally obligated or has it otherwise assumed 
the obligation to finance the deficits of, or provide financial support to, your or-
ganization?    Yes ____    No ____ 

25. Is the (name of primary government) obligated for the debt of your organization? 
(In responding to question 25, consider questions 26 through 32.) 

Yes ____    No ____ 

26. Is the (name of primary government) legally obligated to honor deficiencies to the 
extent that proceeds from other default remedies are insufficient? 

Yes____    No ____ 

27. Is the (name of primary government) required to temporarily cover deficiencies 
with its own resources until funds from the primary repayment source or other de-
fault remedies are available?    Yes ____    No ____ 

28. Is the (name of primary government) required to provide funding for reserves 
maintained by your organization, or to establish its own reserves or guarantee fund 
for the debt?    Yes ____    No ____ 

29. Is the (name of primary government) authorized to provide funding reserves main-
tained by your organization or to establish its own reserve or guarantee fund?  

Yes ____    No ____ 

a. Has such a fund been established?    Yes ____    No ____ 

30. Is the (name of primary government) authorized to provide financing for a fund 
maintained by your organization for the purpose of purchasing or redeeming your 
organization’s debt, or to establish a similar fund on its own? 

Yes ____    No ____ 

a. Has such a fund been established?    Yes ____    No ____ 

31. Does your organization explicitly indicate by contract, such as by bond agreement 
or offering statement, that in the event of default by your organization, (name of 
primary government) may cover deficiencies, although it has no legal obligation to 
do so?    Yes ____    No ____ (Note that the bond offering statement may specifi-
cally refer to a law that authorizes the [name of primary government] to include 
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and appropriation in its budget to provide funds, if necessary, to honor the debt of 
your organization.) 

32. Have there been legal decisions with the state or other jurisdiction or previous ac-
tions of the (name of primary government) related to actual or potential defaults on 
your organization’s debt that make it probable that the (name of primary govern-
ment) will assume responsibility for the debt of your organization in the event of 
default?    Yes ____    No ____ 

Financial Accountability as a Result of Fiscal Dependency—Governing Board 
Majority Not Appointed by (name of primary government)

33. Does your organization have a separately elected governing board? 
Yes ____    No ____ (If yes, proceed to question 36.) 

34. Is your governing board appointed by another government other than the (name of 
primary government)?    Yes ____    No ____ 

35. Is your organization’s board jointly appointed?    Yes ____    No ____ 

36. Is your organization fiscally dependent on (name of primary government)? (For 
example, does [name of primary government] approve your organization’s budget 
or levy property taxes for your organization?)    Yes ____    No ____ 

(Name of primary government) Not Financially Accountable 
37. Was your organization created solely for the benefit of the (name of primary gov-

ernment), even though your governing board may not be appointed by the (name of 
primary government)?    Yes ____    No ____ 

38. Is your organization closely related to or affiliated with the (name of primary gov-
ernment) in any other way?    Yes ____    No ____ 

a. If yes, please provide details of the relationship or affiliation. 
__________________________________________________________________ 
__________________________________________________________________ 
__________________________________________________________________ 

Blending or Discrete Presentation 
39. Is your organization’s governing body substantially the same as that of the (name 

of primary government)?    Yes ____    No ____ 

40. Is there sufficient representation of the (name of primary government)’s entire 
governing body on your organization’s governing body to allow complete control 
of your organization’s activities?    Yes ____    No ____ 

41. Does your organization provide services entirely, or almost entirely, to the (name 
of primary government) or otherwise exclusively, or almost exclusively, to benefit 
the (name of primary government), even though it may not provide the service di-
rectly to the (name of primary government) (for example, an internal service fund 
that provides goods or services to the [name of primary government] rather than 
the citizenry)?    Yes ____    No ____ 

a. If yes, please provide a description of the services.  
__________________________________________________________________ 
__________________________________________________________________ 
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42. Are there any other factors that should be considered in evaluating your organiza-
tion’s potential for inclusion in the financial reporting entity of (name of primary 
government)?    Yes ____    No ____ 

a. If yes, please describe these factors.  
__________________________________________________________________ 
__________________________________________________________________ 
__________________________________________________________________ 
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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.  To enable the financial statement preparer to understand 
how and when these funds should be used, this chapter examines the following top-
ics:

• 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 reve-

nue 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 4 and 5 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 
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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 determin-
ing 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 li-
ability 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 re-
sources 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 in-
creases and decreases in the amount of spendable resources during the reporting pe-
riod.  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.  

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.  Essentially, the general fund is 
used to account for all financial resources of the government, except for those finan-
cial resources that are required to be accounted for in another 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 

1. 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.) 

2. 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 repay-
ments of general obligation debt be accumulated in a debt service fund.

3. The requirements to exercise sound financial administration may require the 
use of a fund other than the general fund.  Governments, for example, typi-
cally 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 
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the economic resources measurement focus, which more appropriately re-
ports the activity of a profit-oriented operation.  
NOTE:  The above example of a public utility’s operation being set up in an enter-
prise fund is an excellent example of using a separate fund for sound financial ad-
ministration.  However, governments should be careful not to overuse the “sound 
financial administration” justification.  Less sophisticated, manual accounting sys-
tems of the past may have used fund accounting to promote sound financial admini-
stration.  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 requir-
ing separate funds to promote sound financial administration.  

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

1. 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.  

2. A blended component unit may have its own general fund.  When the finan-
cial 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 compo-
nent unit should be reported as a special revenue fund when the financial in-
formation 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 

Special revenue funds are used to account for the proceeds of specific revenue 
sources that are legally restricted to expenditure for specific purposes.  Governments 
should not use special revenue funds to account for expendable trusts or major capi-
tal projects.

The creation and use of special revenue funds is optional.  (Of course, if a spe-
cial revenue fund is created because a blended component unit has its own general 
fund, creation of the special revenue fund in this case is not really optional, it would 
be required to conform to GAAP.) 

In the absence of a legal requirement to create one or more special revenue 
funds, governments should carefully consider whether the creation of special reve-
nue funds is really needed.  Keep in mind that GAAP for governments prescribes a 
minimum number of funds.  

In analyzing whether to use special revenue funds, governments should consider 
the following paragraphs.  

The “legal restrictions” that encourage use of a special revenue fund may be 
from external or internal sources.  For example, a grant that a government receives 
may require that a special revenue fund be established to account for the grant reve-
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nue and related expenditures.  In another example, a law that establishes a new tax to 
provide funds for a specific purpose may require that a special revenue fund be es-
tablished to account for the revenue and the related expenditures.  

On the other hand, a government may find it convenient to establish a special 
revenue fund to account for a revenue source that it internally restricts for a specific 
purpose.  For example, the government’s own governing body may establish a new 
tax to pay for a specific type of expenditure, but the governing body that establishes 
the tax may not actually require that the revenue and related expenditures be ac-
counted for in a special revenue fund.  To illustrate, a gasoline tax may be estab-
lished, and its revenues may be required to be spent on road repairs.  (Further as-
sume that the road repairs are of such a nature that they would not be considered 
capital expenditures.) However, the law that established the gasoline tax and its use 
does not require that a special revenue fund be established.  In this case, the gov-
ernment may establish a special revenue fund to account for these specific revenues 
and expenses, but it is not required to do so.  

In addition to accountability concerns that a government might have in terms of 
making sure that, as in the above example, the gasoline tax revenue is not actually 
used for something other than road repairs.  There is also a more conceptual argu-
ment for not including specially designated revenues in the general fund, relating to 
the availability of designated revenues for other types of expenditures.  Continuing 
the example of the gasoline tax, if it were included as revenue in the general fund, it 
would not be apparent from the financial statements that this revenue source was not 
available to pay for expenditures other than road repairs.  Some governments believe 
that this conceptual presentation problem is as important as the accountability con-
cerns mentioned above.
NOTE:  The accountability concern described above is often cited as a reason for establish-
ing special revenue funds and should be easy to address in terms of budget and other con-
trols on accounts that are maintained in a government’s general fund.  As long as the spe-
cially designated revenue and related expenditures can be specifically identified in the ac-
counts of the general ledger, accountability should be demonstrable without the use of spe-
cial 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 re-
striction 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 reve-
nues 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 ex-
penditures in the same fund—the general fund.  
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NOTE: When revenues are derived from new or increased taxes that are specifically re-
stricted 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 in-
curred 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 

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 con-
tractual requirement to account for these funds as special revenue funds.  The govern-
ment may choose to establish one special revenue fund to account for all of its categori-
cal 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 sepa-
rate 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 nonex-
change transactions that are described in Chapter 14. 

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 as revenues 
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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 indi-
vidual recipients regardless of whether the benefits are in paper or electronic form.  
Expenditures should be recognized when the benefits are distributed to the individ-
ual state government or its agents.  Revenue should be recognized at the same time.  
When food stamps are distributed using an electronic benefit transfer system, distri-
bution (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 expen-
ditures 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 pro-
gram 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 pay-
ments 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 be-
half of governmental entities.  (For example, a nongovernmental fund-raising foun-
dation 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 contribu-
tions 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: 
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• If the employer government is not legally responsible for the payment, it 
should recognize expenditures (or expenses if paid out of a fund using pro-
prietary 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 expendi-
tures and related assets or liabilities.  For example, expenditures for on-behalf 
payments for contributions to a pension plan should be recognized and mea-
sured using pension plan accounting standards for state and local governmen-
tal employers.  A legally responsible entity is the entity required by legal or 
contractual provisions to make the payment.  For example, for a state govern-
ment’s payments to pension plans that cover local government employees, 
state laws generally provide that either the state government or the local gov-
ernment employer shall make the current payment.

GASBS 24 also includes disclosure requirements for on-behalf payments.  Em-
ployer 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 gov-
ernment 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 presen-
tation 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 in-
tended 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 8.  Special assessments for special services, however, are generally ac-
counted for in the general fund or in a special revenue fund, and therefore are in-
cluded 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.  Financ-
ing 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.  
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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 as-
sessment.   

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.  Ac-
counting for expenditures of these funds is discussed in a later section of this chap-
ter.

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 ac-
counted for using the modified accrual basis of accounting in the funds and the ac-
crual 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 in-
curred.

General and special revenue funds should therefore generally record expendi-
tures 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 na-
ture 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 17) 
• Judgments and claims (Chapter 21) 
• Unfunded pension contributions (Chapter 18) 
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• Special termination benefits (Chapter 19) 
• Landfill closure and postclosure costs (Chapter 23) 
• Debt service (Chapter 9) 
• Supplies inventories and prepaids (discussed below) 
• Operating leases with scheduled rent increases (Chapter 22) 

The exceptions referred to above arise because governmental funds such as the 
general fund and special revenue funds record expenditures when a liability is in-
curred, 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 fi-
nancial 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 fund-raising 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 Fund-
Raising.  This SOP, which has been cleared by the GASB, is discussed more fully in Chap-
ter 25. 

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 nor-
mally found on general and special revenue fund balance sheets, along with the lo-
cation in this Guide where the accounting and financial reporting requirements are 
discussed:

• Cash and investments (Chapter 15) 
• Receivables (discussed with related revenue accounts in this chapter and 

Chapter 14) 
• Interfund receivables (Chapter 20) 
• 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 20) 
• Deferred revenues (discussed with the related revenue accounts in this chap-

ter)
• Revenue anticipation notes and tax anticipation notes (Chapter 10) 
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As can be seen from the previous paragraphs, there are limited accounts and bal-
ances 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 fi-
nancial statement level for materials and supplies and prepaids.  

• Inventory items, such as materials and supplies, may be considered expendi-
tures when purchased (referred to as the purchase method) or when used (re-
ferred 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 fol-
lowing 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 peri-
ods, but may be accounted for as expenditures in the period of acquisition.  

Exhibit 2 

The following journal entries illustrate the use of the consumption method of ac-
counting 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 be-
ginning 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 con-
sumed. 

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. 
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5. Fund balance 10,000 
 Fund balance—Reserved for supplies 10,000 

To 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 con-
sumption 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 assets 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.  In governmental funds, reservations of fund bal-
ance are used in connection with financial assets that are not yet spendable (such as 
a longer-term receivable or an amount equal to the amount of inventory reported as 
an asset on the balance sheet).  Reservations of the general fund balance or the fund 
balance of any special revenue fund used are also used to reflect legal restrictions on 
the use of assets reported on the balance sheet. 

SUMMARY

This chapter discusses appropriate uses of the general fund and special revenue 
funds, when the government is required or elects to establish special revenue funds.  
It also addresses 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.  NCGAS 1 describes the pur-
pose of capital projects funds as “to account for financial resources to be used for the 
acquisition or construction of major capital facilities (other than those financed by 
proprietary funds and trust funds).” 

BASIS OF ACCOUNTING 

As a governmental fund type, capital projects funds use the modified accrual ba-
sis 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 (in-
ventories, prepaid items, judgments and claims, etc.) described in Chapter 7 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 re-
sources measurement focus.  The operating statement of the capital projects fund re-
ports increases and decreases in spendable resources.  Increases in spendable re-
sources 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 ex-
penditures.
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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 ac-
count 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 re-
ported in the general fund.  Capital projects funds are also used to account for spe-
cial 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. 

There is one instance where GAAP requires that a government establish and use 
a capital projects fund.  NCGAS 2, Grants, Entitlement, and Shared Revenue Ac-
counting by State and Local Governments, requires that capital grants or share reve-
nues restricted for capital acquisitions or construction (other than those associated 
with enterprise and internal service funds) be accounted for in a capital projects 
fund.

Once a government determines that it desires to establish a capital projects fund 
(or is required by GAAP to establish one), the government needs to decide how 
many capital projects funds should be established.  A government may well deter-
mine 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 man-
age 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 ap-
propriate.

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 ac-
counting issues that governments may encounter in accounting for these resources in 
capital projects funds. 
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Proceeds from Debt Issuance 

This section describes the appropriate accounting for the proceeds from debt is-
suance.  In addition to the general concept of accounting for debt proceeds in the 
capital projects fund, specific guidance that relates to bond anticipation notes, de-
mand bonds, special assessment debt, and arbitrage rebate considerations are dis-
cussed.

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 proj-
ects 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 ac-
count 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 re-
cord 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 appli-
cable issuance costs and expenses, the following journal 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 pre-
mium 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
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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. 

Note that no further journal entries to amortize the premium or discount would 
be required by the capital projects fund.  Because the measurement focus of the 
capital projects fund is on current financial resources, the fund simply records the 
bond proceeds (that is, the current financial resources received) which will likely re-
flect premium or discount.  Since the debt is not recorded in the capital projects 
fund, there is no need to record amortization of the premium or discount.  Amortiza-
tion of premium or discount (as well as issuance costs) would be recorded in the 
government-wide financial statements. 

Bond Anticipation Notes 

Bond anticipation notes are a mechanism for state and local governments to ob-
tain financing in the form of a short-term note that the government intends to pay off 
with the proceeds of a long-term bond.  Revenue and tax anticipation notes are also 
sources of short-term financing for governments.  However, these short-term notes 
are not anticipated to be repaid from bond proceeds.  They are expected to be paid 
from future collections of tax revenues, often real estate taxes, or other sources of 
revenue, often federal or state categorical aid.  The accounting for transactions of the 
capital projects fund is most concerned with bond anticipation notes, since bonds are 
the most likely source of proceeds to finance the capital projects accounted for by 
the capital projects fund.  The accounting question for bond anticipation notes is 
whether the notes should be recorded as a short-term liability and recorded in the 
fund, or whether certain prescribed conditions are met to enable the notes to be 
treated as long-term obligations and recorded only in the government-wide financial 
statements. 

NCGA Interpretation 9 (NCGAI 9), Certain Fund Classifications and Balance 
Sheet Accounts, addresses the question of how bond, revenue, and tax anticipation 
notes should be reflected in the financial statements of a government, particularly 
how they should be accounted for by governmental funds.  This guidance is par-
ticularly relevant for the capital projects funds, because these are the funds that usu-
ally receive the proceeds of bonds issued to finance major asset acquisitions or con-
struction.
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NCGAI 9 prescribes that if all legal steps have been taken to refinance the bond 
anticipation notes and the interest is supported by an ability to consummate refi-
nancing the short-term notes on a long-term basis in accordance with the criteria set 
forth in FASB Statement 6 (SFAS 6), Classification of Short-Term Obligations Ex-
pected to Be Refinanced (see below), they should not be shown as a fund liability, 
although they would be recorded as a liability on the government-wide statement of 
net assets.  However, if the necessary legal steps and the ability to consummate refi-
nancing criteria have not been met, then the bond anticipation notes should be re-
ported as a fund liability in the fund receiving the proceeds. 

The requirements of SFAS 6 (referred to above) are as follows: 
The enterprise’s intent to refinance the short-term obligation on a long-term basis is 
supported by an ability to consummate the refinancing demonstrated in either of the 
following ways: 

a. Post-balance-sheet date issuance of long-term obligation or equity securities.  
After the date of an enterprise’s balance sheet, but before that balance sheet is 
issued, a long-term obligation. . . has been issued for the purpose of refinancing 
the short-term obligation on a long-term basis; or 

b. Financing agreement.  Before the balance sheet is issued, the enterprise entered 
into a financing agreement that clearly permits the enterprise to refinance the 
short-term obligation on a long-term basis on terms that are readily determin-
able, and all of the following conditions are met: 

(i) The agreement does not expire within one year (or operating cycle) from 
the date of the enterprise’s balance sheet and during that period the agree-
ment is not cancelable by the lender or the prospective lender or investor 
(and obligations incurred under the agreement are not callable during that 
period) except for the violation of a provision with which compliance is 
objectively determinable or measurable. 

(ii) No violation of any provision of the financing agreement exists at the bal-
ance sheet date and no available information indicates that a violation has 
occurred thereafter but prior to the issuance of the balance sheet, or, if one 
exists at the balance sheet date or has occurred thereafter, a waiver has 
been obtained. 

(iii) The lender or the prospective lender or investor with which the enterprise 
has entered into the financing agreement is expected to be financially capa-
ble of honoring the agreement. 

For purposes of applying the above provisions of SFAS 6, a “violation of a pro-
vision” is a failure to meet a condition set forth in the agreement or breach or viola-
tion of a provision such as a restrictive covenant, representation, or warranty, 
whether or not a grace period is allowed or the lender is required to give notice.  In 
addition, when a financing agreement is cancelable for violation of a provision that 
can be evaluated differently by the parties to the agreement (for instance, when 
compliance with the provision is not objectively determinable or measurable), it 
does not comply with the condition of b(ii) above. 
NOTE:  To meet the above-described conditions to not record short-term bond anticipation 
notes as a fund liability, a government has to either have completed the financing after the 
balance sheet date but before the financial statements are issued, or has to have a solid 



Chapter 8 / Capital Projects Funds 179

agreement in place to obtain the long-term financing after the financial statements are is-
sued.  This appears to be a fairly narrow opening to avoid recording the financing as a long-
term liability in the general long-term debt account group.  However, the chances of com-
plying with these conditions may be better than they appear, since the requirements of the 
bond anticipation notes themselves will likely require that concrete agreements to issue the 
long-term bonds are in place before the lenders provide the short-term financing through the 
bond anticipation notes. 

If bond anticipation notes are not recorded as a liability of the fund because the 
criteria of SFAS 6 have been satisfied, the notes to the financial statements should 
include a general description of the financing agreement and the terms of any new 
obligation incurred or expected to be incurred as a result of a refinancing.  Exhibits 1 
and 2 illustrate the journal entries that should be recorded for bond anticipation 
notes.

Exhibit 1 

The following journal entries demonstrate the accounting for bond anticipation 
notes. 

Assume that the city of Anywhere issues $1,000,000 of bond anticipation notes.  
The criteria established by SFAS 6 have been satisfied so that the liability for the debt is 
included in the government-wide statement of net assets, rather than the capital projects 
fund.  When the bond anticipation notes are issued, the following journal entries are re-
corded: 

Capital projects fund: 

Cash 1,000,000 
Other financing sources—proceeds from 
the issuance of bond anticipation notes 1,000,000 

To record the receipt of funds from the issuance of bond anticipation notes. 

Government-wide financial statements: 

Cash 1,000,000 
Bond anticipation notes payable 1,000,000 

To record the issuance of bond anticipation notes. 

When the city of Anywhere issues the long-term debt that is “anticipated” by the 
bond anticipation notes, the following journal entries are recorded.  (Assume that the 
long-term debt is issued the next day and that there are no interest payments.) 

General fund: 

Cash 1,000,000 
Other financing sources—proceeds from sale of  
long-term bonds 1,000,000 

To record the issuance of long-term bonds. 

Other financing sources—transfer to the debt service fund 1,000,000 
Cash 1,000,000 

To record the transfer to the debt service fund. 

(Note that a government may record the proceeds of the long-term debt in the debt ser-
vice fund, if that coincides with the facts of the actual transaction.) 
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Debt service fund: 

Cash 1,000,000 
Other financing sources—transfer from the general 
 fund 1,000,000 

To record receipt of a transfer from the general fund. 

Other financing uses—repayment of bond  
anticipation notes 1,000,000 

Cash 1,000,000 
To record the repayment of bond anticipation notes. 

Government-wide financial statements: 

Bond anticipation notes 1,000,000 
Bonds payable 1,000,000 

To record the issuance of long-term bonds. 

NOTE: For a further understanding of the entries of the debt service fund and the 
government-wide financial statements, readers should refer to Chapters 9 and 11, respec-
tively.

Exhibit 2 

Assume the same facts as in Exhibit 1, except that the city of Anywhere has not 
satisfied the criteria of SFAS 6 and must record the bond anticipation notes as a fund li-
ability. 

The following journal entries would be recorded at the time that the bond anticipa-
tion notes are issued: 

Capital projects fund: 

Cash 1,000,000 
Bond anticipation notes payable 1,000,000 

To record the issuance of bond anticipation notes. 

Government-wide financial statements: 

Same entry as above. 

Assume that the city of Anywhere then issues long-term bonds (assume that the 
proceeds are received directly by the capital projects fund) and pays off the bond antici-
pation notes. 

Capital projects fund: 

Cash 1,000,000 
Other financing sources—proceeds from sale of bonds 1,000,000 

To record the issuance of long-term bonds. 

Bond anticipation notes payable 1,000,000 
Cash 1,000,000 

To record the repayment of bond anticipation notes. 

Government-wide financial statements: 

Bond anticipation notes payable 1,000,000 
Bonds payable 1,000,000 

To record the issuance of long-term bonds. 

Demand Bonds 

Demand bonds are financial instruments that create a potential call on a state or 
local government’s current financial resources.  A similar accounting question arises 
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in relation to demand bonds as for bond anticipation notes:  Should the debt be re-
corded as a liability of the capital projects fund (assuming the most typical case 
where the debt is used to finance major acquisitions or construction of capital proj-
ects) or only on the government-wide statement of net assets?  The GASB issued 
guidance through GASB Interpretation 1 (GASBI 1) Demand Bonds Issued by State 
and Local Governmental Entities, discussed below. 

Demand bonds are debt issuances that have demand provisions (termed “put” 
provisions) as one of their features that gives the bondholder the right to require that 
the issuer redeem the bonds within a certain period, after giving some agreed-upon 
period of notice, usually thirty days or less.  In some cases, the demand provisions 
are exercisable immediately after the bonds have been issued.  In other cases, there 
is a waiting period of, for example, five years, until the put provisions of the bonds 
may be exercised by the bondholder.  These provisions mean that the bondholder is 
less subject to risks caused by rising interest rates.  Because the bondholder is as-
sured that he or she can receive the par value of the bond at some future date, a de-
mand bond has some features and advantages of a short-term investment for the 
bondholder in addition to being a potential long-term investment.  Accordingly, de-
pending on the current market conditions, governments can issue these types of 
bonds at a lower interest rate than would be possible with bonds that did not have 
the demand bonds’ put provision. 

Because the issuance of demand bonds represents significant potential cash out-
lays by governments, steps are usually taken to protect the government from having 
to fund, from its own cash reserves, demand bonds redeemed by bondholders.  First, 
governments usually appoint remarketing agents whose function is to resell bonds 
that have been redeemed by bondholders.  In addition, governments usually obtain 
letters of credit or other arrangements that would make funds available sufficient to 
cover redeemed bonds. 

To provide for long-term financing in the event that the remarketing agents are 
unable to sell the redeemed bonds within a specified period (such as three-six 
months), the government issuing demand bonds generally enters into an agreement 
with a financial institution to convert the bonds to an installment loan repayable over 
a specified period.  This type of arrangement is known as a “take-out” agreement 
and may be part of the letter of credit agreement or a separate agreement. 

As addressed by GASBI 1, demand bonds are those that by their terms have de-
mand provisions that are exercisable at the balance sheet date or within one year 
from the date of the balance sheet.  These bonds should be reported by governments 
in the capital projects fund unless all of the following conditions delineated in 
GASBI 1 are met: 

• Before the financial statements are issued, the issuer has entered into an arm’s-
length financing (take-out) agreement (an arm’s-length agreement is an 
agreement with an unrelated third party, with each party acting in his or her 
own behalf) to convert bonds put (but not resold) into some other form of 
long-term obligation. 

• The take-out agreement does not expire within one year from the date of the 
issuer’s balance sheet. 
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• The take-out agreement is not cancelable by the lender or the prospective 
lender during that year, and obligations incurred under the take-out agreement 
are not callable during that year. 

• The lender, prospective lender, or investor is expected to be financially capa-
ble of honoring the take-out agreement. 

Regarding the conditions above, if the take-out agreement is cancelable or call-
able because of violations that can be objectively verified by both parties and no 
violations have occurred prior to issuance of the financial statements, the demand 
bonds should be classified and recorded as long-term debt in the government-wide 
financial statements and not a liability of the fund.  If violations have occurred and a 
waiver has been obtained before issuance of the financial statements, the bonds 
should also be classified and recorded as long-term debt in the government-wide fi-
nancial statements and not a liability of the fund.  Otherwise, the demand bonds 
should be classified and recorded as liabilities of the governmental fund and in-
cluded as a current liability in the government-wide financial statements. 

If the take-out agreement is cancelable or callable because of violations that 
cannot be objectively verified by both parties, the take-out agreement does not pro-
vide sufficient assurance of long-term financing capabilities, and the bonds should 
be classified as liabilities of the fund and as a current liability in the government-
wide financial statements. 

If a government exercises a take-out agreement to convert demand bonds that 
have been redeemed into an installment loan, the installment loan should be reported 
as a long-term liability in the government-wide statement of net assets. 

If the above conditions are not met, the demand bonds should be recorded as a 
liability of a governmental fund, such as the capital projects fund.  The selection of 
the fund to record the liability is determined by which fund receives the bond pro-
ceeds from the issuance of the demand bonds.  Most often, this is the capital projects 
fund.

In addition, if a take-out agreement expires while its related demand bonds are 
still outstanding, the government should report a fund liability in the fund for the 
demand bonds that were not previously reported as a liability of the fund.  The li-
ability is reported as a liability of the fund that originally reported the proceeds of 
the bond.  A corresponding debit to “Other financing uses” should be made at this 
time to record the fund liability. 

In addition to the accounting requirements relative to demand bonds, GASBI 1 
requires that a number of disclosures be made about this type of bond and the related 
agreements.  These disclosures are in addition to the normal disclosures required 
about debt and include the following: 

• General description of the demand bond program 
• Terms of any letters of credit or other standby liquidity agreements out-

standing
• Commitment fees to obtain the letters of credit and any amounts drawn on 

them outstanding as of the balance sheet date 
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• A description of the take-out agreement, including its expiration date, commit-
ment fees to obtain that agreement, and the terms of any new obligation under 
the take-out agreement 

• The debt service requirements that would result if the take-out agreement were 
to be exercised 

Special Assessment Debt 

The capital projects fund typically accounts for capital projects financed with 
the proceeds of special assessment debt.  (Service-type special assessments are de-
scribed in Chapter 7.)  More often than not, special assessments projects are capital 
in nature and are designed to enhance the utility, accessibility, or aesthetic value of 
the affected properties.  The projects may also provide improvements or additions to 
a government’s capital assets, including infrastructure.  Some of the more common 
types of capital special assessments include streets, sidewalks, parking facilities, and 
curbs and gutters. 

The costs of a capital improvement special assessment project is usually greater 
than the amount the affected property owners can or are willing to pay in one year.  
To finance the project, the affected property owners effectively mortgage their prop-
erty by allowing the government to attach a lien on their property so that the prop-
erty owners can pay their pro rata share of the improvement costs in installments.  
To actually obtain funds for the project, the government usually issues long-term 
debt.  Ordinarily, the assessed property owners pay the assessments in installments, 
which are timed to be due based on the debt service requirements of the debt that 
was issued to fund the projects.  The assessed property owners may also elect to pay 
for the assessment immediately or at any time thereafter, but prior to the installment 
due dates.  When the assessed property owners satisfy their obligations, the govern-
ment removes the liens from the respective properties. 

GASB Statement 6 (GASBS 6), Accounting and Reporting for Special Assess-
ments, defines special assessment debt as those long-term obligations that are se-
cured by a lien on the assessed properties, for which the primary source of repay-
ment is the assessments levied against the benefiting properties.  Often, however, the 
government will be obligated in some manner to provide resources for repayment of 
special assessment debt in the event of default by the assessed property owners.  It is 
also not uncommon for a local government to finance an improvement entirely with 
the proceeds of a general obligation debt and to levy special assessments against the 
benefiting property owners to provide some of the resources needed to repay the 
debt.

The primary source of funds for the repayment of special assessment debt is the 
assessments against the benefiting property owners.  The government’s role and re-
sponsibility for the debt may vary.  The government may be directly responsible for 
paying a portion of the project cost, either as a public benefit or as a property owner 
benefiting from the improvement.  General government resources repay the portion 
of the debt related to the government’s share of the project cost.  These costs of 
capital projects would be expenditures of the capital projects fund.  On the other 
hand, the government may have no liability for special assessment debt issues.  Be-
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tween these two extremes, the government may pledge its full faith and credit as se-
curity for the entire special assessment bond issue, including the portion of the bond 
issue to be paid by assessments against the benefiting property owners. 

GASBS 6 states that the special assessment fund type previously used in gov-
ernmental accounting should no longer be used.  Legal or other requirements to ac-
count for special assessment transactions in accounts or funds separate from other 
accounts or funds of the government can usually be satisfied by maintaining separate 
special revenue, capital projects, and debt service funds for the individual special as-
sessment projects. 

Government obligation for special assessment debt.  The manner in which 
capital projects financed with special assessment debt recorded in the capital proj-
ects fund is affected by whether or not the government is obligated in some manner 
for the special assessment debt.  If the government is obligated in some manner to 
assume the payment of related debt service in the event of default by the property 
owners, all transactions related to capital improvements financed by special assess-
ments should be reported in the same manner, and on the same basis of accounting, 
as any other capital improvement and financing; that is, transactions of the construc-
tion phase of the project should be reported in a capital projects fund (or other ap-
propriate fund), and transactions of the debt service phase should be reported in a 
debt service fund, if a separate debt service fund is being used. 

At the time of the levy of a special assessment, special assessments receivable 
should be recorded in the capital projects fund, offset by the same amount recorded 
as deferred revenue.  The government should consider the collectibility of the spe-
cial assessment receivables and determine whether the receivable should be offset by 
a valuation allowance.  The deferred revenue amount should then be decreased be-
cause revenues are recognized when they become measurable and available.  On the 
government-wide financial statements the same receivable would be recorded but 
revenue would be recognized and described as “contributions from property owners” 
or some similar title. 

Further information on accounting for the debt portion of the special assessment 
debt when the government is obligated in some manner is provided in Chapters 9 
and 13 on debt service funds and the general long-term debt account group. 

There is one aspect of the determination of whether the government is obligated 
for special assessment debt affects the capital projects fund and this effect is princi-
pally in the source of funds and the terminology used to record the source of funds.  
The debt service transactions of a special assessment issue for which the government 
is not obligated in any manner should be reported in an agency fund, rather than a 
debt service fund, to reflect the fact that the government’s duties are limited to act-
ing as an agent for the assessed property owners and the bondholders.  When a gov-
ernment is not obligated for special assessment debt, the construction phase should, 
however, be reported like other capital improvements—in a capital projects fund or 
other appropriate fund.  The source of funds in the capital projects fund, however, 
should be identified by a description other than “bond proceeds,” such as “contribu-
tions from property owners.”  The capital assets constructed or acquired with this 
debt for which the government is not obligated in any manner should be reported in 
the government-wide statement of net assets. 
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Arbitrage Rebate Accounting 

The interest paid by state and local governments on debt issued for public pur-
poses is generally not subject to federal taxation.  Since this interest is not subject to 
federal taxes, the interest rates at which the government is able to issue debt is gen-
erally lower than the interest rate required for comparable debt whose interest pay-
ments are taxable to the debt holder. 

Accordingly, a government has the opportunity for “arbitrage” earnings on the 
spread between its tax-exempt interest rate and the rate that it is able to earn on tax-
able investments purchased in the open market.  Subject to certain safe-harbor re-
quirements in which the bond proceeds are disbursed within a limited period, the 
state or local government is required to “rebate” these arbitrage earnings to the fed-
eral government.  Typically, arbitrage rebate payments must be made to the federal 
government every five years and within sixty days of the related debt’s financial 
maturity.

Although a government may not be required to remit the arbitrage rebate pay-
ments until several years have passed, the government should recognize a liability 
for rebatable arbitrage as soon as it is both probable and measurable that a liability 
has been incurred.  In determining the amount of the liability, it must be considered 
that the excess arbitrage earnings earned in one year may be offset by lesser earnings 
in a subsequent year.  Therefore, the liability recognized for the year should be only 
that portion of the estimated future payment that is attributable to earnings of the 
current period.  In other words, the government should take into consideration 
whether its earnings on the same investments in subsequent years will offset excess 
earnings in the first year, for example, so that it is not necessarily required to record 
a liability for the full amount of any excess earnings in the first or beginning years of 
a debt issue. 

All interest income, regardless of whether it is rebatable, should be reported as 
revenue of the capital projects fund.  The liability for the arbitrage rebate is then re-
ported only in the government-wide statement of net assets.  However, when the 
amounts become due and payable to the federal government, they would be reported 
as a fund liability.  This approach is the only one permitted by the GAAFR. 

SUMMARY

Governments often establish capital projects funds to account for the major ac-
quisition and construction of capital assets.  This chapter focused on the basic ac-
counting for the typical transactions of the capital projects fund and also on some 
unique areas of accounting, which primarily involve the issuance of debt providing 
the funds for capital projects.  The reader should also consider the information in 
Chapters 9, 12, and 13, which describe the accounting and reporting for debt service 
funds, capital assets, and the general long-term debt for additional information on 
transactions that affect the accounts of the capital projects fund. 
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INTRODUCTION 

Governments often issue long-term debt to finance various governmental proj-
ects.  Generally, this long-term debt is repaid from a governmental fund called a 
debt service fund.  In some cases, although not legally required, a government may 
choose to establish a debt service fund to account for the accumulation of resources 
that will be used for debt service.

This chapter discusses the following topics in relation to the establishment and 
use of debt service funds: 

• Situations in which a debt service fund is required or desirable 
• Basis of accounting and measurement focus 
• Expenditure recognition for debt service payments 
• Accounting for the advance refunding of long-term debt 

In addition to the above topics, useful information relative to a government’s issu-
ance and repayment of long-term debt is provided in Chapters 8 and 11.  

SITUATIONS WHEN A DEBT SERVICE FUND IS REQUIRED OR 
DESIRABLE 

NCGAS 1 describes the purpose of a debt service fund as to account for the ac-
cumulation of resources for, and the payment of, general long-term debt principal 
and interest.

In deciding to establish one or more debt service funds, a government should 
first determine whether it is required to establish such a fund or funds.  The first re-
quirement to consider is whether there are any laws that require the government to 
use a debt service fund.  In addition to any legal requirements that might be estab-
lished through the legislative process of the government, another potential source of 
legal requirement is the bond indenture agreements executed when long-term obli-
gations are issued and sold.  These agreements may require that debt service funds 
be used for the protection of the bondholders.  The requirement to establish debt ser-
vice funds as an accounting and financial reporting mechanism is different from the 
requirement in many bond indentures or similar agreements that establish reserve 
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funds or other financial requirements.  These other requirements may well be met 
through other mechanisms, such as restricted cash accounts, rather than the estab-
lishment of a debt service fund.  Financial statement preparers should review these 
legal requirements carefully to ensure compliance with the requirements, which does 
not automatically lead to the use of a debt service fund.  

In addition to the legal requirements described above, GAAP require the use of a 
debt service fund if financial resources are being accumulated for principal and in-
terest payments maturing in future years.  This requirement might be interpreted to 
mean that if a government has resources at the end of a fiscal year to use to pay debt 
service in the following year, a debt service fund would be required.  This would re-
sult in almost all governments with long-term debt outstanding to be required to es-
tablish a debt service fund.  In practice this requirement is interpreted more nar-
rowly.  An accumulation is only deemed to have occurred for determining whether a 
debt service fund is required if the government has accumulated resources for debt 
service payments in excess of one year’s worth of principal and interest payments.  

As is consistent with GAAP, the number of funds established should be kept to 
the minimum either required to be established by law, or considered necessary by 
the government for the appropriate financial management of its resources.  When 
considering these two instances, the government also needs to determine whether it 
is required to establish one or more debt service funds.  Ideally, in keeping with the 
goal of minimizing the number of funds that a government uses, a government 
would establish one debt service fund.  This one fund should provide an adequate 
mechanism for the government to use to account for the accumulation of resources 
and payment of long-term debt.  However, the legal requirements of the government 
itself or the bond indentures mentioned above may actually result in more than one 
debt service fund, perhaps even a separate debt service fund for bond issues of the 
government.

It should be noted that the debt service fund should be used to account for the 
accumulation and payment of debt service.  There are other long-term obligations, 
such as those for capital leases, judgments and claims, and compensated absences, 
considered to be nondebt long-term obligations.  The payments of these obligations 
should be reported in the fund that budgets for their payment, which is most often 
the general fund.  The debt service fund should only be used for the accumulation of 
resources and payment of debt service for long-term obligations that are considered 
to be debt, and not for other nondebt long-term obligations.   

BASIS OF ACCOUNTING AND MEASUREMENT FOCUS 

As a governmental fund, the debt service fund should use the modified accrual 
basis of accounting and the current financial resources measurement focus.  Reve-
nues 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.  However, recognition of expenditures for debt service principal 
and interest payments are unique for debt service funds.  The recognition criteria for 
debt service payments are discussed in the following section of this chapter.  
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As a governmental fund type, the debt service fund uses the current financial re-
sources measurement focus.  The operating statement of the debt service fund re-
ports increases and decreases in spendable resources.  Increases in spendable re-
sources 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.” 

In applying these accounting principles to debt service funds, the financial 
statement preparer may encounter the situation where a specific revenue source, 
such as property taxes or sales taxes, is restricted for debt service on general long-
term debt.  Assuming that the government has established a debt service fund, the 
government must determine whether these restricted tax revenues should be re-
corded directly into the debt service fund, or whether they should be recorded as 
revenues of the general fund, and then recorded as a transfer to the debt service fund.

When taxes are specifically restricted for debt service, generally they should be 
reported directly in the debt service fund, rather than as a transfer from the general 
fund to the debt service fund.  However, circumstances such as a legal requirement 
to account for all of the restricted taxes in the general fund may sometimes require 
that restricted taxes be reported first in the general fund.  In this case, an operating 
transfer from the general fund to the debt service fund would be recorded for the 
amount of the specific tax.  
NOTE:  In many cases, the taxes that are restricted to debt service may only present a por-
tion of the total of the particular tax reported as revenue for the reporting entity as a whole.  
For example, a city may collect $100 million of property taxes, required to be pledged to 
cover the city’s annual debt service payments of $40 million.  Once the $40 million of debt 
service requirements are collected, the balance of the property tax revenue, or $60 million, is 
available for the government’s general use.  It may be that the government’s full $100 mil-
lion of property tax revenue is budgeted in the general fund, along with a transfer of $40 
million to the debt service fund for debt service.  In this case, it may be more appropriate to 
record the $100 million of property tax revenue in the general fund and then record an oper-
ating transfer of $40 million from the general fund to the debt service fund to reflect the 
transfer for debt service.  

EXPENDITURE RECOGNITION FOR DEBT SERVICE PAYMENTS 

As stated above, debt service funds should use the modified accrual basis of ac-
counting and recognize expenditures when the liability is incurred.  NCGAS 1, as 
subsequently amended by GASBS 6, provides a significant exception to this recog-
nition criterion for debt service payments.  The exception relates to unmatured prin-
cipal and interest payments on general long-term debt, including special assessment 
debt for which the government is obligated in some manner.  

Financial resources are usually appropriated in other funds for transfer to a debt 
service fund in the period in which maturing debt principal and interest must be 
paid.  Theoretically, these amounts are not current liabilities of the debt service fund 
because their settlement will not require expenditure of existing resources of the 
debt service fund.  If the debt service fund accrued an expenditure and liability in 
one period but recorded the transfer of financial resources for debt service payments 
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in a later period, it would result in an understatement of the fund balance of the debt 
service fund.

Thus, the NCGA and the GASB concluded that debt service payments are usu-
ally appropriately accounted for as expenditures in the year of payment.  Therefore, 
there is no accrual of interest or principal payments prior to the actual payments.  
Principal and interest expenditures are essentially recognized in the debt service 
fund on a cash basis, with only disclosure of subsequent-year debt service require-
ments.  The cash basis is a practical way to consider recognition of debt service ex-
penditures, although there is an assumption that debt is paid when it is due.  Techni-
cally, debt service expenditures are actually recognized when the expenditure is due.  
Therefore, if there is a default on the payment of debt service (or if debt service is 
not paid because a payee cannot be located) an expenditure and corresponding li-
ability would be recorded in the debt service fund. 

The above discussion is based on the premise that the resources to actually make 
the debt service payment are not transferred into the debt service fund until the time 
that the debt service payment is actually going to be made.  There is an additional 
consideration that must be made when the government has transferred or provided 
the resources for debt service payments that are due in a subsequent period.  Under 
GAAP, if the debt service fund has been provided the resources during the current 
year for the payment of principal and interest due early in the following year, the 
expenditure and the related liability may be recognized in the debt service fund.  
This consideration often arises when resources are provided to a paying agent before 
year-end for debt due very early in the next fiscal year, such as when a fiscal year 
ends on June 30, and debt holders are entitled to an interest payment on July 1.  In 
addition, the debt principal amount may be removed from the long-term debt ac-
count group.  

It is important to note that the recognition of expenditures in the debt service 
fund for unmatured debt service principal and interest is optional for the govern-
ment.  Governments are not required to recognize debt service expenditures in debt 
service funds until they are due.  

In instances where the government has an option to accrue debt service payment 
expenditures for unmatured debt service payments because resources have been pro-
vided in the current year for payments to be made early in the subsequent year, the 
GAAFR addresses the requirements that must be met in order to use this option.  If a 
government elects to follow the early recognition option described in the preceding 
paragraph, the GAAFR provides that the following three conditions are met: 

• The government uses a debt service fund to account for debt service payments.
• The advance provision of resources to the debt service fund is mandatory 

rather than discretionary. 
• Payment is due within a short time period, usually one to several days and not 

more than one month. 

These conditions reflect those promulgated by GASB Interpretation 6, Recognition 
and Measurement of Certain Liabilities and Expenditures in Governmental Fund Fi-
nancial Statements. 
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The following are illustrative journal entries that would be recorded by a typical 
debt service fund that obtains the resources for debt service payments from transfers 
from the general fund: 

1. The government transfers $10,000 from the general fund to the debt service fund for 
annual debt service payments. 

Cash 10,000 
Other financing sources—operating transfers in—general fund 10,000 

To record the receipt of $10,000 from the general fund. 

2. The government invests $6,000 of the cash transfer from the general fund that will 
not be needed until the next semiannual debt service payment is due. 

Investments 6,000 
Cash 6,000 

To record the investment of cash not immediately needed for debt service. 

3. The government transfers $4,000 to its fiscal agent, which will disburse interest and 
principal payments to individual bondholders. 

Cash with fiscal agent 4,000 
Cash 4,000 

To record the transfer of cash for the immediately due semiannual debt service payment. 

4. The principal and interest payments on debt service reach the maturity date. 

Expenditures—debt service 4,000 
Matured debt service payable 4,000 

To record an expenditure and liability for matured debt service requirements. 

5. The fiscal agent disburses the cash to the individual bondholders for matured inter-
est and principal payments. 

Matured debt service payable 4,000 
Cash with fiscal agent 4,000 

To record the debt service payment to bondholders by the fiscal agent. 

6. The government accrues interest on the balance of the operating transfer that it 
holds. 

Interest receivable on investments 500 
Revenues—interest 500 

To record accrued interest receivable on investments. 

7. Entry 6. demonstrates that interest on investments should follow the usual revenue 
accrual procedures using the modified accrual basis of accounting.  If, in addition to 
the accrued interest recorded above, the debt service fund received $100 of interest 
during the fiscal year, the following entry would be recorded: 

Cash 100 
Revenues—interest income 100 

To record the receipt of $100 of interest on investments. 

ACCOUNTING FOR THE ADVANCE  
REFUNDING OF LONG-TERM DEBT 

One of the more unique accounting transactions likely to be accounted for in a 
debt service fund is the advance refunding of long-term debt.  While this topic is 
closely related to the requirements of GAAP as to when the refunded debt can be 
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removed from the government-wide statement of net assets, it has an effect on the 
debt service fund as well, because it is the most likely place where refundings, in-
cluding advance refundings, of long-term debt are reported.  GASB Statement 7 
(GASBS 7), Advance Refundings Resulting in Defeasance of Debt, provides signifi-
cant background and accounting guidance for determining the appropriate account-
ing for these activities.  

There are several reasons why a government might desire to refund its debt in 
advance of the debt’s maturity date.  Three of these reasons are 

1. Most frequently, governments refinance debt to take advantage of more 
favorable interest rates.  If interest rates have declined for similar securities, 
it is likely that the government can realize savings by refunding its older 
debt in advance. 

2. Governments may also refinance debt to change the structure of debt service 
payments, such as by shortening or lengthening the period of debt service.  

3. Governments might also refinance debt to escape from unfavorable bond 
covenants, such as restrictions on issuing additional debt.  

NOTE: Another reason that governments refund debt in advance is related to the second 
reason listed above.  Debt may be refinanced to change the period that debt service pay-
ments are due.  For example, assume that a government’s fiscal year ends on June 30, and in 
refinancing the debt the government changes the maturity and interest payment date from 
June 30 to July 1 for the debt issued to refinance the original debt.  Because debt service 
payments are recognized essentially on the cash basis, the government might effectively skip 
a debt service payment, which, assuming these payments are originally funded by the general 
fund, can provide an immediate savings in the general fund.  Alternatively, the government 
may effectively capitalize a debt service payment by obtaining the resources for the payment 
from the proceeds of the new debt issued to refinance the old debt.  The variations of these 
themes are limited only by the imagination of the bond underwriters proposing these types of 
transactions.  

Because the benefits a government may realize from the above reasons are likely 
to be available before the debt is actually due or redeemable, it is necessary for a 
government to advance refund the debt.  A government accomplishes an advance re-
funding by taking the proceeds of a new debt that is issued to refinance the old debt 
by placing the proceeds of the new debt in an escrow account that is subsequently 
used to provide funds to do the following, at minimum: 

• Meet periodic principal and interest payments of the old debt until the call or 
maturity date 

• Pay the call premium, if redemption is at the call date 
• Redeem the debt at the call date or the maturity date 

Most advance refunding transactions result in a defeasance of the debt, enabling 
the government to remove the amount of the old debt from the general long-term 
debt account group.  A defeasance can be either legal or in-substance.  

• A legal defeasance occurs when debt is legally satisfied based on certain pro-
visions in the instrument, even though the debt is not actually repaid.  
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• An in-substance defeasance is the far more common type of defeasance.  An 
in-substance defeasance occurs when debt is considered defeased for ac-
counting purposes even though a legal defeasance has not occurred.  

GASBS 7 prescribes the criteria that must be met before debt is considered de-
feased in substance for accounting and reporting purposes.  The government must ir-
revocably place cash or assets with an escrow agent in a trust to be used solely for 
satisfying scheduled payments of both interest and principal of the defeased debt, 
and the possibility that the debtor will be required to make future payments on that 
debt is remote.  The trust is restricted to owning only monetary assets that are essen-
tially risk-free as to the amount, timing, and collection of interest and principal.  The 
monetary assets should be denominated in the currency in which the debt is payable.  
GASBS 7 also prescribes that for debt denominated in US dollars, risk-free mone-
tary assets are essentially limited to 

• Direct obligations of the US government (including state and local govern-
ment securities (SLGS) that the US Treasury issues specifically to provide 
state and local governments with required cash flows at yields that do not ex-
ceed the Internal Revenue Service’s arbitrage limits) 

• Obligations guaranteed by the US government 
• Securities backed by US government obligations as collateral and for which 

interest and principal payments generally flow immediately through to the se-
curity holder.  

The following describes the accounting treatment for advance refundings of debt 
in the debt service fund.  Chapter 10 provides a significantly different model for ac-
counting for advance refundings of the debt of proprietary funds.  In addition, dis-
closure requirements for advance refundings are included in Chapter 13.  

For advance refundings that result in defeasance of debt reported in the 
government-wide statement of net assets, the proceeds from the new debt should be 
reported as “other financing source—proceeds of refunding bonds” in the fund re-
ceiving the proceeds, which, for purposes of this Guide, is assumed to be the debt 
service fund.  Payments to the escrow agent from resources provided by the new 
debt should be reported as “other financing use—payment to the refunded bond es-
crow agent.”  Payments to the escrow agent made from other resources of the entity 
should be reported as debt service expenditures.  Exhibit 1 provides an example and 
the related journal entries will help to clarify this accounting.  

Exhibit 1 

Assume that the city of Anywhere has $10,000 of general long-term debt bonds out-
standing that it wishes to advance refund, resulting in an in-substance defeasance.  To 
accomplish this, the city of Anywhere needs to put $13,000 in an escrow account, of 
which it already has $1,000 available in the debt service fund and will issue new bonds 
with proceeds set to be $12,000.  The city of Anywhere will record the following journal 
entries: 

1. The city of Anywhere issues the $12,000 of new debt, the proceeds of which 
are immediately placed in the escrow account. 
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Other financing uses—payment to refunded bond fiscal agent 12,000 
Other financing source—proceeds of refunding bonds  12,000 

To record issuance of refunding bonds and their payment to the escrow account. 

2. The $1,000 already available in the debt service fund is paid to the escrow ac-
count.

Expenditures—debt service—advance refunding escrow 1,000 
Cash 1,000 

To record debt service fund cash paid to the escrow account. 

The above journal entries would be different if the refunding either was not a le-
gal defeasance or did not meet all of the requirements for the transaction to be con-
sidered an in-substance defeasance. 

Crossover Transaction and Refunding Bonds 

A crossover refunding transaction is a transaction in which there is no legal or 
in-substance defeasance and the debt is not removed from the general long-term debt 
account group.  In fact, both the new bonds that were issued and the original bonds 
that were refunded appear in the long-term debt account group.  In a crossover re-
funding transaction, the escrow account is not immediately dedicated to debt service 
principal and interest payments on the refunded debt.  Instead, the resources in the 
escrow account are used to temporarily meet the debt service requirements on the re-
funding bonds themselves.  At a later date, called the crossover date, the resources in 
the escrow account are dedicated exclusively to the payment of principal and interest 
on the refunded debt.  While an in-substance defeasance does not occur when the re-
funding bonds are issued, an in-substance defeasance may occur at the crossover 
date if the in-substance defeasance requirements of GASBS 7 are met.  

There are circumstances when refunding bonds are issued in a transaction that is 
not immediately accounted for as an in-substance or legal defeasance.  In these cir-
cumstances, the assets in the escrow account would be accounted for in the debt ser-
vice fund.  In addition, the liability for the debt that is eventually refunded is not re-
moved from the government-wide statement of net assets until the debt is actually 
repaid or defeased legally or in substance.  Assuming the same facts as in Exhibit 1, 
the following journal entry would be recorded in the debt service fund: 

Cash with fiscal agent—escrow account 13,000 
Other financing source—refunding bonds 12,000 
Cash 1,000

To record the establishment of an escrow account for refunded debt. 

SUMMARY

Debt service funds provide a useful mechanism for governments to account for 
transactions relating to the payment of principal and interest on long-term debt.  
Governments should consider both their legal and financial management require-
ments in determining whether to use a debt service fund and how many funds are to 
be established.

In determining the proper accounting for debt service transactions, governments 
also need to consider transactions accounted for in the general fund and the 
government-wide statement of net assets. 
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INTRODUCTION 

Proprietary funds are used to account for a government’s ongoing organizations 
and activities that are similar to those found in the private sector.  In other words, 
these activities resemble commercial activities performed by governments, and the 
basis of accounting and measurement focus of these funds reflect this resemblance.  
There are two types of proprietary funds—enterprise funds and internal service 
funds.

This chapter describes the basic characteristics and accounting for proprietary 
funds, both enterprise and internal service funds.  The following specific topics are 
addressed:

• Basis of accounting and measurement focus for proprietary funds 
• Enterprise funds 

— Background and uses 
— Specific accounting issues 

- Restricted assets 
- Debt 
- Contributed capital 
- Advance refundings of debt 
- Tap fees 
- Regulated industries 
- Fixed assets—Infrastructure and contributions of general fixed assets 

• Internal service funds 

— Background and uses 
— Specific accounting issues 

- Duplications of revenues and expenses 
- Surpluses and deficits 
- Risk financing activities 
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While GASBS 34 did not affect the basis of accounting and measurement focus 
of proprietary funds (the same are used in both the government-wide and fund finan-
cial statements), it did affect certain aspects of how and when these funds are used.  
These points will be highlighted throughout the chapter. 

BASIS OF ACCOUNTING AND MEASUREMENT FOCUS FOR 
PROPRIETARY FUNDS 

In general terms, proprietary funds use the same basis of accounting and mea-
surement focus as commercial enterprises.  Proprietary funds use the accrual basis of 
accounting and the economic resources measurement focus.  Accordingly, proprie-
tary funds recognize revenues when they are earned and recognize expenses when a 
liability is incurred.  Revenue recognition is sometimes difficult to determine in the 
commercial accounting arena.  However, the types of goods and services typically 
provided by governmental units through proprietary funds should make this diffi-
culty rare. 

For example, a municipal water utility would recognize revenue for water pro-
vided to customers at the time that it actually provides the water to the customers.  In 
contrast to the modified accrual basis of accounting, the timing of the billing of the 
water customers does not enter into the revenue recognition criteria.  Under the ac-
crual basis of accounting, even if a water customer does not pay his or her bill for a 
year, the revenue is still recognized by the proprietary fund.  Under the modified ac-
crual basis of accounting, revenue not collected for a year after its billing will likely 
be determined not to meet the “available” criterion for revenue recognition. 

For expenses recognition, the timing of the recognition of expenses (i.e., when 
the liability is incurred) is virtually the same as that for the modified accrual basis of 
accounting.  The difference between “expenses” recognized by proprietary funds 
and “expenditures” recognized by governmental funds is in what “costs” are in-
cluded in expenses and expenditures.  This is determined by the different measure-
ment focuses used by proprietary funds and governmental funds.  Proprietary funds 
use the flow of economic resources measurement focus.  Governmental funds use 
the current financial resources measurement focus, which recognizes as expenditures 
those costs that result in a decrease in current financial resources.  Under the flow of 
economic resources measurement focus, costs are recognized when the related li-
ability is incurred, including the recognition of depreciation expense.  In addition to 
depreciation, the most significant differences in recognizing expenses in proprietary 
funds (compared with expenditures in governmental funds) are related to the recog-
nition of the liability and expense for the longer-term portions of liabilities for vaca-
tion and sick leave, judgments and claims, landfill liabilities, and accrued interest 
expense.  The accounting for these activities is specifically described either later in 
this chapter or in separate chapters of this guide; however, at this point it is impor-
tant to understand the conceptual difference between the two.  For example, a pro-
prietary fund that incurs costs for vacation and sick leave will recognize an expense 
for these costs as it accrues a liability for vacation and sick leave pay, regardless of 
when these amounts will be paid.  In contrast, a governmental fund would not record 
an expenditure for vacation and sick leave costs that will not be paid from current fi-
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nancial resources.  Accordingly, governmental funds generally record expenditures 
for vacation and sick leave costs when these amounts are actually paid to the em-
ployees.

In addition to the long-term liabilities described above, a proprietary fund re-
cords long-term bonded debt and other notes as a fund liability.  On the other side of 
the balance sheet, assets that are capitalized are recorded as long-term assets of the 
proprietary fund (net of accumulated depreciation), which would not be the case for 
governmental funds. 

The equity section of a proprietary fund’s balance sheet also differs significantly 
from that of a governmental fund.  Under GASBS 34, proprietary fund net assets are 
categorized as invested in capital assets, net of related debt, restricted, and unre-
stricted.  Designation of unrestricted net assets should not be reported by proprietary 
funds on the face of the financial statements.  Capital contributions are not shown 
separately as a component of net assets. 
NOTE:  Under GASBS 34, there are no “retained earnings” to report as reserved, so this 
concept is essentially replaced by the restricted versus unrestricted presentation.  Further-
more, GASBS 34 states that there should be no “designations” of unrestricted net assets re-
ported by proprietary funds on the face of the financial statements. 

It is conceptually simple to state that proprietary funds should use the commer-
cial accounting model.  However, the actual application of this concept is much 
more difficult because some accounting principles and standards promulgated by the 
Financial Accounting Standards Board (FASB) for commercial enterprises may con-
flict with pronouncements promulgated by the GASB.  A proprietary fund attempt-
ing to apply accounting principles applicable to commercial enterprises would be 
unclear as to which of the conflicting accounting principles should be applied. 

Fortunately, the GASB issued Statement 20 (GASBS 20), Accounting and Fi-
nancial Reporting for Proprietary Funds and Other Governmental Entities That Use 
Proprietary Fund Accounting.  GASBS 20 applies to the accounting and financial 
reporting for proprietary activities.  This includes proprietary funds and govern-
mental entities that use proprietary fund accounting, such as public benefit corpora-
tions and authorities, governmental utilities, and governmental hospitals and other 
health care providers. 

GASBS 20 requires that proprietary funds should apply all applicable GASB 
pronouncements, as well as the following pronouncements issued on or before No-
vember 30, 1989, unless those activities conflict with or contradict GASB pro-
nouncements:

• FASB Statements 
• FASB Interpretations 
• Accounting Principles Board (APB) Opinions 
• Accounting Research Bulletins (ARBs) 

Proprietary funds have the option to apply all FASB Statements and Interpreta-
tions, APB Opinions, and ARBs issued after November 30, 1989, except for those 
that conflict with or contradict GASB pronouncements. 
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In applying the guidance of GASBS 20, there are several important matters that 
a government’s financial statement preparer must consider, summarized in the fol-
lowing sections. 

• First, a financial statement preparer should understand the significance of the 
November 30, 1989 date.  Statement on Auditing Standards 69 (SAS 69), The
Meaning of “Present Fairly in Conformity with Generally Accepted Account-
ing Principles” in the Independent Auditor’s Report, issued by the Auditing 
Standards Board of the American Institute of Certified Public Accountants 
(AICPA) modified the hierarchy of GAAP in accordance with the Novem- 
ber 30, 1989 pronouncement, Jurisdiction Determination of Board of Trustees 
of the Financial Accounting Foundation (1989 Jurisdiction Document).  
Because the 1989 Jurisdiction Document and SAS 69 resulted in a change in 
the accounting hierarchy for state and local governments, the GASB issued 
GASBS 20 to respond to confusion about the accounting and financial re-
porting standards that apply to proprietary activities.  It used the date of the 
1989 Jurisdiction Document as the cutoff for when the application of the 
commercial accounting standards referred to above became optional for the 
accounting and financial reporting of proprietary activities.  
NOTE:  The applicable commercial accounting standards that would precede the No-
vember 30, 1989 cutoff date would include all ARB and APB Opinions, because these 
documents are no longer issued.  They would also include FASB Statements up to and 
including Statement 102, Statement of Cash Flows—Exemption of Certain Enter-
prises and Classification of Cash Flows from Certain Securities Acquired for Re-
sale, and FASB Interpretation 38, Determining the Measurement Date for Stock Op-
tion, Purchase, and Award Plans Involving Junior Stock.

• GASBS 20 does not change the applicability to proprietary activities of any 
FASB pronouncements issued on or before November 30, 1989.  For example: 

— FASB Statement 12, Accounting for Certain Marketable Securities, states 
that it does not apply to governmental entities. 

— FASB Statement 71, Accounting for the Effects of Certain Types of 
Regulation, may be applied to proprietary activities that meet the criteria 
of this pronouncement for reporting as regulated enterprises. 

— FASB Statement 87, Employers’ Accounting for Pensions, is not applica-
ble to proprietary activities. 

— FASB Statement 95, Statement of Cash Flows, is not applicable to pro-
prietary activities. 

— FASB Statement 106, Employers’ Accounting for Postretirement Benefits 
other than Pensions, may (but is not required to) be applied to proprietary 
activities.

— FASB Technical Bulletin 85-3, Accounting for Operating Leases with 
Scheduled Rent Increases, is not applicable to proprietary activities. 

• When a state or local governmental entity makes an election to apply the com-
mercial accounting pronouncements issued after November 30, 1989, that do 
not conflict or contradict GASB pronouncements, this election must be made 
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uniformly.  That is, the entity cannot elect to apply some, but not all, of the 
applicable standards.  The GASB explicitly states in its “Basis for Conclu-
sions” to GASBS 20 that it wishes to prevent “picking and choosing” individ-
ual accounting standards. 

• The basic financial statements of a governmental entity may include a number 
of proprietary activities, including component units.  While GASBS 20 en-
courages the same application of FASB pronouncements to be used by all 
proprietary activities, including component units, in the basic financial state-
ments it does not require it. 

• The GASB viewed GASBS 20 as interim guidance on the accounting require-
ments for proprietary activities until work on its ongoing reporting model 
project is completed. 

NOTE: GASBS 20 focuses on the applicability of FASB Statements and Interpretations, APB 
Opinions, and Accounting Research Bulletins to proprietary activities.  The GASB acknowl-
edged in the “Basis for Conclusions” of GASBS 20 that there are other sources of account-
ing guidance that may be applicable to proprietary activities, such as FASB Technical Bul-
letins, AICPA Statements of Position (SOPs) and AICPA Industry Audit and Accounting 
Guides.  The “Basis for Conclusions” indicates that the GASB presumes that the same logic 
of GASBS 20 would be applied to these other sources of accounting guidance.

If a new AICPA pronouncement (SOP or Industry Accounting and Audit Guide) does not 
include governmental entities in its scope, then it is “other accounting literature” in the 
GAAP hierarchy for proprietary activities (i.e., the private sector accounting hierarchy) for 
those entities using proprietary accounting that elect to apply only pre-November 1989 
FASB pronouncements.  (Chapter 2 presents information on the governmental GAAP hierar-
chy.  Exhibit 2 presents the private sector accounting hierarchy.) 

If a new AICPA pronouncement does not include governmental activities in its scope, 
but has been cleared by the FASB, then it would be considered Category B guidance for 
those entities that use proprietary accounting that elect to apply post-November 1989 FASB 
pronouncements. 

If an AICPA SOP or Industry Audit and Accounting Guide includes governmental enti-
ties in its scope, it is considered Category B guidance for all applicable governmental enti-
ties, including proprietary activities, if it has been cleared by the GASB. 

The GASB periodically confirms which FASB Statements, Interpretations, and 
Technical Bulletins (as well as AICPA pronouncements) after SFAS 102 that would 
apply to proprietary funds that elect to apply these FASB Statements.  Exhibit 1 
contains the current list of FASB Statements after SFAS 102 and indicates their ap-
plicability to proprietary funds that elect to apply FASB Statements, Interpretations, 
and Technical Bulletins, and AICPA pronouncements. 

Exhibit 1 

GASBS 20, paragraph 7, provides that proprietary activities may elect to apply all
FASB pronouncements issued after November 30, 1989, except for those that conflict 
with or contradict GASB pronouncements.  The following chart represents the GASB’s 
position as to which FASB pronouncements issued since November 30, 1989, apply to 
proprietary activities that apply paragraph 7 of Statement 20. 



 Chapter 10 / Proprietary Funds 199 

FASB Pronouncements—Applicability under GASB Statement 20, Paragraph 7 

Statements Apply?

103 Accounting for Income Taxes—Deferral of the Effective Date of 
FASB Statement  96 

N/A

104 Statement of Cash Flows—Net Reporting of Certain Cash Re-
ceipts and Cash Payments and Classification of Cash Flows 
from Hedging Transactions 

Yes—GASBS 9, para. 74 

105 Disclosure of Information about Financial Instruments with Off-
Balance-Sheet Risk and Financial Instruments with Concentra-
tions of Credit Risk 

No.  Superceded by 
SFAS 133. 

106 Employers’ Accounting for Postretirement Benefits other than 
Pensions 

Optional based on GASBS 
12.  Entities may apply the 
provisions of GASBS 27. 

107 Disclosures about Fair Value of Financial Instruments Yes
108 Accounting for Income Taxes—Deferral of the Effective Date of 

FASB Statement  96 
N/A

109 Accounting for Income Taxes N/A
110 Reporting by Defined Benefit Pension Plans of Investment Con-

tracts
No—Apply GASBS 25 

111 Rescission of FASB Statement 32 and Technical Corrections Yes
112 Employers’ Accounting for Postemployment Benefits Optional based on 

GASBS 12. 
113 Accounting and Reporting for Reinsurance of Short-Duration 

and Long-Duration Contracts 
No—Apply GASBS 10 

114 Accounting by Creditors for Impairment of a Loan Yes
115 Accounting for Certain Investments in Debt and Equity Securi-

ties
No—Apply GASBS 31 

116 Accounting for Contributions Received and Contributions Made No
117 Financial Statements of Not-for-Profit Organizations No
118 Accounting by Creditors for Impairment of a Loan—Income 

Recognition and Disclosures 
Yes

119 Disclosure about Derivative Financial Instruments and Fair 
Value of Financial Instruments 

No.  Superceded by 
SFAS 133. 

120 Accounting and Reporting by Mutual Life Insurance Enterprises 
and by Insurance Enterprises for Certain Long-Duration Par-
ticipating Contracts 

Yes

121 Accounting for the Impairment of Long-Lived Assets and for 
Long-Lived Assets to Be Disposed Of 

Yes

122 Accounting for Mortgage Servicing Rights No.  Superceded by 
SFAS 125. 

123 Accounting for Stock-Based Compensation N/A
124 Accounting for Certain Investments Held by Not-for-Profit Or-

ganizations 
No

125 Accounting for Transfers and Servicing of Financial Assets and 
Extinguishments of Liabilities 

No.  Superceded by 
SFAS 140. 

126 Exemption from Certain Required Disclosures about Financial 
Instruments for Certain Nonpublic Entities 

Decision on whether to dis-
continue application of 
FASB-107 should be based 
on the prevalent practice in 
the reporting entity’s indus-
try (e.g., health care, power 
utility, and so forth). 

127 Deferral of the Effective Date of Certain Provisions of FASB 
Statement 125 

No.  Superceded by 
SFAS 140. 

128 Earnings Per Share N/A
129 Disclosure of Information about Capital Structure Yes.  Paragraph 4 applies to 

debt issued by all entities. 
130 Reporting Comprehensive Income No
131 Disclosures about Segments of an Enterprise and Related Infor-

mation 
No



200 Wiley GAAP for Governments 2004 

Statements (cont.) Apply?
132 Employer’s Disclosure about Pensions and Other Postretirement 

Benefits
Yes—but only for provi-
sions that amend disclosures 
required by SFAS 106, 
which is optional for entities 
that adopt paragraph 7 of 
Statement 20.  (See above.)  
Disclosures related to SFAS 
87 and 88 do not apply. 

133 Accounting for Derivative Instruments and Hedging Activities In part—reporting gains or 
loss in other comprehensive 
income conflicts.  Paragraph 
43 of SFAS 133 applies to 
the extent that it does not 
conflict with GASB pro-
nouncements.  GASBS 31 
requires all investment in-
come, including changes in 
fair value of investments, to 
be recognized as revenue.  
GASBS requires investment 
income to be reported as 
nonoperating revenue. 

134 Accounting for Mortgage-Backed Securities Retained after the 
Securitization of Mortgage Loans Held for Sale by a Mortgage 
Banking Enterprise 

No

135 Rescission of FASB Statement No. 75 and Technical Corrections Yes—to the extent that it 
corrects applicable FASB 
pronouncements. 

136 Transfers of Assets to a Not-for-Profit Organization or Charita-
ble Trust That Raises or Holds Contributions for Others 

No

137 Accounting for Derivative Instruments and Hedging Activities—
Deferral of the Effective Date of FASB Statement No. 133 

Yes—See FASB State-
ment 133 above. 

138 Accounting for Derivative Instruments and Certain Hedging 
Activities—an amendment of FASB Statement No. 133 

Yes—See FASB State-
ment 133 above. 

139 Rescission of FASB Statement 53 and amendment to FASB 
Statements No. 63, 89, and 121 

Yes

140 Accounting for Transfers and Servicing of Financial Assets and 
Extinguishments of Liabilities 

In part—portions pertaining to
reverse repurchase agree-
ments, securities lending
transactions, measurement of
investments, and extinguish-
ments of debt should not be
applied.  See GASB State-
ments 3, 7, 23, 28, and 31. 

141 Business Combinations No
142 Goodwill and Other Intangible Assets No
143 Accounting for Asset Retirement Obligations In part—does not apply to

municipal solid waste closure
and postclosure care costs. 

Interpretations Apply?

39 Offsetting of Amounts Related to Certain Contracts (Note 1) Yes
40 Applicability of Generally Accepted Accounting Principles to 

Mutual Life Insurance and Other Enterprises 
Yes

41 Offsetting of Amounts Related to Certain Repurchase and Re-
verse Repurchase Agreements 

No

42 Accounting for Transfers of Assets in Which a Not-for-Profit Or-
ganization Is Granted Variance Power 

No

43 Real Estate Sales Yes
44 Accounting for Certain Transactions Involving Stock Compen-

sation
N/A
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FASB Technical Bulletin Apply?

94-1 Application of Statement 115 to Debt Securities Restructured in 
a Troubled Debt Restructuring 

No

97-1 Accounting under Statement 123 for Certain Employee Stock 
Purchase Plans with a Look-Back Option 

No

AICPA Pronouncements 

AICPA pronouncements issued after November 30, 1989, and not specifically made applicable to gov-
ernmental entities should be applied using the same logic used in the application of FASB standards.  Many of 
the AICPA pronouncements issued after November 30, 1989, provide guidance on specialized industries.  
However, preparers should note these AICPA pronouncements in particular. 

• Audit and Accounting Guide, Audits of Credit Unions
• Audit and Accounting Guide, Audits of Savings Institutions
• Statement of Position (SOP) 93-7, Reporting on Advertising Costs
• SOP 94-6, Disclosure of Certain Significant Risks and Uncertainties
• SOP 96-1, Environmental Remediation Liabilities
• SOP 97-1, Accounting by Participating Mortgage Loan Borrowers 
• SOP 97-3, Accounting by Insurance and Other Enterprises for Insurance-Related Assessment 
• SOP 98-1, Accounting for Computer Software Developed or Obtained for Internal Use 
• SOP 98-5, Reporting on the Costs of Start-Up Activities

The Audit and Accounting Guides, Audits of Property and Liability Insurance Companies and Audits of Pro-
viders of Health Care Services, and Statement of Positions 98-2, Accounting for Costs of Activities of Not-for-
Profit Organizations and State and Local Governmental Entities That Include Fund-Raising, were reviewed 
by the GASB before issuance and include governmental entities in their scope.  For this reason, these Guides 
constitute Level B guidance in the hierarchy of generally accepted accounting principles for all business-type 
activities regardless of the provisions of Statement 20. 

Exhibit 2:  Private Sector GAAP Hierarchy 

Level A FASB Statements and Interpretations, APB Opinions, and 
AICPA Accounting Research Bulletins 

Level B FASB Technical Bulletins, AICPA Industry Audit and Ac-
counting Guides, and AICPA Statements of Position 

Level C Consensus Positions of the FASB Emerging Issues Task 
Force and AICPA Practice Bulletins 

Level D AICPA accounting interpretations, Question and Answer 
documents published by the FASB staff, as well as indus-
try practices widely recognized and prevalent 

Other 
Accounting 
Literature

Includes FASB Concepts Statements; AICPA Issues Papers; 
International Accounting Standards Committee State-
ments; GASB Statements, Interpretations, and Technical 
Bulletins; pronouncements of other professional associa-
tions or regulatory agencies; AICPA Technical Practice 
Aids, and accounting textbooks, handbooks, and articles. 

ENTERPRISE FUNDS 

Background and Uses 

Enterprise funds are used to account for operations that fall within two basic 
categories.

1. Operations that are financed and operated in a manner similar to private 
business enterprises, where the intent of the governing body is to finance or 
recover costs (expenses, including depreciation) of providing goods and ser-



202 Wiley GAAP for Governments 2004 

vices to the general public on a continuing basis primarily through user 
charges

2. Operations where the governing body has decided that periodic determina-
tion of revenues earned, expenses incurred, and/or net income is appropriate 
for capital maintenance, public policy, management control, accountability, 
or other purposes 

Enterprise funds are primarily used to account for activities that are financed 
through user charges.  However, the total cost of the activity does not have to be 
paid for by the user charges.  The government (or other governmental entity) may 
subsidize a significant portion of the costs of the enterprise fund. 

For example, a government may establish a water authority to provide water to 
its residential and commercial water users.  In this case, the water rates are generally 
set to recover the full cost of the water authority’s operations.  On the other hand, 
there may be circumstances where public policy determinations result in the user 
charges not covering the total costs of the operations.  For example, a transit author-
ity might be established to provide public transportation by buses, trains, or sub-
ways.  Often, fares charged to the customers of the transit means provided by transit 
authorities do not cover the full cost of operation the transit authority.  Usually, the 
local government would subsidize the transit authority’s operations.  In addition, 
there may be state and federal mass transportation grants that help to subsidize the 
operations of the transit authority.  These subsidies sometimes result in the transit 
fares covering a relatively small percentage of the total cost of the transit authority. 

The decision to account for a particular operation as an enterprise fund is based 
both on whether the cost recovery through user charges is fundamental to the enter-
prise fund, and on whether the government finds it useful to have information on the 
total cost of providing a service to the government’s citizens.  This decision disre-
gards the degree to which the charges to the users of the service cover the total cost 
of providing the service. 

GASBS 34 continues the previous practices that an enterprise fund may be used 
to report any activity for which a fee is charged to external users as goods and ser-
vices.  However, GASBS 34 also specifies three situations where the use of an en-
terprise fund is required.  The criteria are to be applied to the activity’s principal 
revenue sources, meaning that insignificant activities where fees are charged would 
not automatically require the use of an enterprise fund.  An enterprise fund is re-
quired to be used if one of the following criteria are met: 

• The activity is financed with debt that is secured solely by a pledge of the 
revenues from fees and charges of the activity.  If the debt is secured in part 
from its own proceeds, it is still considered to be payable solely from the 
revenues of the activity.  In other words if a portion of the proceeds of a reve-
nue bond issued is placed in a debt service reserve account, yet the revenue 
bond is payable solely from the revenues of the activity with the exception of 
the potential use of the reserve funds, this criterion is still met and the use of 
an enterprise fund would be required.  On the other hand, if the debt is secured 
by a pledge of the revenues of the activity and the full faith and credit of a re-
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lated primary government or component unit, it is not considered payable 
solely from the fees of the activity, even if it is not expected that the primary 
government or other component unit would actually make any payments on 
the debt.  In this case, the criterion is not met and the use of an enterprise fund 
would not be required.  In addition, this criterion would not apply to special 
assessment debt for which a government is not obligated in any manner. 

• Laws or regulations require that the activity’s costs of providing services (in-
cluding capital costs such as depreciation or debt service) be recorded from 
fees and charges, rather than taxes or similar revenues. 

• The pricing policies of the activity establish fees and charges designed to re-
cover its costs, including capital costs such as depreciation or debt service. 

Specific Accounting Issues 

Restricted assets.  Typically, enterprise funds are used to issue long-term bonds 
to provide financing for their activities.  The benefit of issuing bonds by the enter-
prise fund, rather than by the general government, is that there is typically a dedi-
cated revenue stream in the enterprise fund that can be pledged to the service of the 
related debt.  Often, this dedicated and pledged revenue results in a higher rating on 
the enterprise fund’s long-term debt, resulting in a lower interest cost for the gov-
ernment.  For example, a water utility may issue long-term debt to finance invest-
ments in water and sewer infrastructure, such as water filtration plants or sewage 
treatment plants.  Water and sewer charges may represent a fairly constant source of 
revenue that may be judged by the investment community to be more reliable than 
general tax revenues.  Accordingly, if the enterprise fund pledges its receipts for 
water and sewer charges to debt service, the related debt, commonly referred to a as 
a revenue bond, will probably carry a lower interest rate than the government’s gen-
eral long-term debt. 

As a result of the high level of debt issuance typically found in enterprise funds, 
these funds can often be found to have restricted assets.  These restricted assets nor-
mally represent cash and investments whose availability to the enterprise fund is re-
stricted by bond covenant.  The following are examples of commonly found re-
stricted assets: 

• Revenue bond construction (such as cash, investments, and accrued interest 
segregated by the bond indenture for construction) 

• Revenue bond operations and maintenance (such as accumulations of re-
sources equal to operating costs for a specified period) 

• Revenue bond current debt service (such as accumulations of resources for 
principal and interest payments due within one year) 

• Revenue bond future debt service (such as accumulations of resources for 
principal and interest payments beyond the subsequent twelve months) 

• Revenue bond renewal and replacement (such as accumulations of resources 
for unforeseen repairs and maintenance of assets originally acquired from 
bond proceeds) 
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One other form of restricted assets results from the enterprise fund holding de-
posits from its customers.  Typically, the cash and investments related to these de-
posits are recorded as a restricted asset with a related offsetting liability that reflects 
the fact that the enterprise fund must return the deposits to its customers. 

A similar concept applies upon implementation of GASBS 34.  The amount of 
restricted net assets reported may not be equal to the amount of restricted assets that 
are reported on the statement of net assets and the fund’s balance sheet. 

Debt. As stated earlier in this chapter, long-term debt applicable to the financ-
ing of the activities of proprietary funds are recorded in the funds as a fund liability.  
Some enterprise debt may be backed by the full faith and credit of the government.  
Even though the debt may be a general obligation of the government, it should be 
reported as a liability of the enterprise fund if the debt was issued for enterprise fund 
purposes and is expected to be repaid from enterprise fund resources.  Therefore, it 
is the expected source of repayment for the debt (rather than the security interest for 
the debt) that is the primary factor in determining whether a liability for debt is re-
corded as a liability of the enterprise fund. 

An additional consideration relating to the issuance of long-term debt that will 
be repaid from the resources of an enterprise fund concerns the accounting for arbi-
trage rebate.  As more fully described in Chapter 8, governments that earn excess 
interest on the proceeds resulting from the issuance of tax-exempt debt must rebate 
these arbitrage earnings after a period of time to the federal government. 

Contributed capital.  Because enterprise funds use an accounting and financial 
reporting model that resembles in many aspects the commercial accounting and re-
porting model, the concept of capital, or how the funds obtain their resources for 
operations (other than the issuance of debt) must be addressed. 

Under GASBS 34, the accounting for capital contributions to proprietary funds 
changed significantly.  There is no “contributed capital” classification of net assets 
for proprietary funds as there had been in prior practice.  Net assets are categorized 
as invested in capital assets, net of related debt (which would include within it the 
resulting net assets from capital contributions), restricted and unrestricted.  Contrib-
uted capital is not displayed separately on the face of the financial statements. 

The more significant change under the new financial reporting model, however, 
is that capital contributions are not recorded directly as an increase in the net assets 
of the proprietary fund.  Instead they flow through the statement of revenues, ex-
penses, and changes in net assets, where they are reported separately from operating 
revenues and expenses.  The following presents an example of an abbreviated oper-
ating statement that reflects how capital contributions would be reported under the 
new financial reporting model: 

Operating revenues:
(Details of operating revenues) xxx 

Operating expenses:  
(Details of operating expenses, including depreciation on all depreciable fixed assets) xxx

Operating income (loss) xxx 
Nonoperating revenues/expenses  

(Details of nonoperating revenues) xxx
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Income (loss) before other revenues (expenses, gains, losses, and transfers, if applica-
ble) xxx

Capital contributions xxx
Increase (decrease) in net assets xxx 
Net assets—beginning of period xxx
Net assets—end of period xxx

Refundings of debt.  The underlying background and general principles of re-
fundings of debt for governments are fully described in Chapters 9 and 11.  The 
GASB issued Statement 23 (GASBS 23), Accounting and Financial Reporting for 
Refundings of Debt Reported by Proprietary Activities, to specifically address the 
accounting issues related to advance refundings of debt for proprietary funds.  Be-
cause these funds have an income determination focus, previous guidance resulted in 
the entire amount of the gain or loss being recognized for financial reporting pur-
poses in the year of the advance refunding. 

GASBS 23 applies to both current refundings and advance refundings of debt 
resulting in defeasance of debt reported by proprietary activities, which includes 
proprietary funds and other governmental entities that use proprietary fund ac-
counting, such as public benefit corporations and authorities, utilities, and hospitals 
and other health care providers. 

Refundings involve the issuance of new debt whose proceeds are used to repay 
previously issued, or old, debt.  The new debt proceeds may be used to repay the old 
debt immediately, which is a current refunding.  The new debt proceeds may also be 
placed with an escrow agent and invested until they are used to pay principal and 
interest on the old debt in the future, which is an advance refunding.  An advance re-
funding of debt may result in the in-substance defeasance, provided that certain cri-
teria (described in Chapter 11) are met.  GASBS 23 applies to both current refund-
ings and advance refundings that result in a defeasance of debt. 

GASBS 23 requires that for current refundings and advance refundings resulting 
in a defeasance of debt reported by proprietary activities, the difference between the 
reacquisition price and the net carrying amount of the old debt should be deferred 
and amortized as a component of interest expense in a systematic and rational man-
ner over the life of the old or new debt, whichever is shorter. 

In applying the guidance of GASBS 23, two special terms need to be defined. 

1. Reacquisition price.  The reacquisition price is the amount required to repay 
previously issued debt in a refunding transaction.  In a current refunding, 
this amount includes the principal of the old debt and any call premium in-
curred.  In an advance refunding, the reacquisition price is the amount 
placed in escrow that, together with interest earnings, is necessary to pay 
interest and principal on the old debt and any call premium incurred.  Any 
premium or discount and issuance costs pertaining to the new debt are not 
considered part of the reacquisition price.  Instead, this premium or discount 
should be accounted for as a separate item relating to the new debt and am-
ortized over the life of the new debt. 
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2. Net carrying amount.  The net carrying amount of the old debt is the amount 
due at maturity, adjusted for any unamortized premium or discount and is-
suance costs related to the old debt. 

On the balance sheet of the proprietary fund, the amount deferred should be re-
ported as a deduction from or an addition to the new debt liability.  The new debt 
may be reported net with either parenthetical or note disclosure of the deferred 
amount on refunding.  The new debt may also be reported gross with both the debt 
liability and the related deferred amount present. 

Two other situations involving prior refundings are also addressed by 
GASBS 23.  For current refundings of prior refundings and for advance refundings 
of prior refundings resulting in the defeasance of debt, the difference between the 
reacquisition price and the net carrying amount of the old debt, together with any 
unamortized difference from prior refundings, should be deferred and amortized 
over the shorter of the original amortization period remaining from the prior re-
fundings, or the life of the latest refunding debt.  In other words, for a subsequent re-
funding of debt that was originally used to refund some other debt, add (or subtract) 
the remaining deferred gain or loss to the new gain or loss that would normally be 
calculated for the new refunding transaction.  Amortize this combined amount over 
the shorter of the previous deferred amount’s amortization period or the life of the 
new debt resulting from the new refunding transaction. 

Tap fees.  Tap fees refer to fees that new customers pay to a governmental util-
ity to “tap into” or connect to the utility’s existing system.  They are also sometimes 
referred to as connection fees or systems development fees.  The amount of the fee 
usually exceeds the actual cost to the utility to physically connect the new customer 
to the system.  The excess profit that is built into tap fees is conceptually a charge to 
the new customers for their share of the costs of the existing infrastructure and sys-
tems of the governmental utility or a charge to offset a portion of the cost of up-
grading the system. 

The accounting issue relates to the treatment of the excess of the tap fee over the 
actual cost to the governmental utility to connect the new customer, which is consid-
ered an imposed nonexchange transaction.  The GAAFR recommends that the por-
tion of the tap fee that equals the cost of physically connecting the new customer be 
reported as operating revenue.  This operating revenue then matches the operating 
expenses incurred in connecting the new customer.  The amount charged in excess 
of the actual cost of physically connecting the new customer should be recorded by 
the governmental utility as nonoperating revenue as soon as the government has es-
tablished an enforceable legal claim to the payment, usually upon connection.  Prior 
to implementation of GASBS 34, these excess amounts were treated as contributed 
capital.

Customer and developer deposits.  Utility-type and similar enterprise funds 
often require customers to pay a deposit to the enterprise fund to assure the timely 
payment for services.  These deposits should be recorded by the enterprise fund as a 
current liability, until such time as the enterprise fund returns the deposit to the cus-
tomers (such as when the service is terminated) or applies the deposit to an unpaid 
bill.



 Chapter 10 / Proprietary Funds 207 

In some cases, land developers may also be required to make “good-faith” de-
posits to finance the cost of the enterprise fund to extend utility service to the new 
development.  These developer deposits are also recorded as current liabilities of the 
enterprise fund until such time as they are no longer returnable to the developer, at 
which time they should be recorded as revenue.  That the subsequent use of these re-
sources is legally restricted to capital acquisition or related debt service should be re-
flected as a restriction of net assets rather than as a deferral of revenue. 

Regulated industries.  The FASB provides guidance to commercial enterprises 
that are part of regulated industries.  FASB Statement 71 (SFAS 71), Accounting for 
the Effects of Certain Types of Regulation, provided the initial guidance, which, with 
some minor subsequent revisions, is as follows: 

• In certain circumstances, charges of the current period may be capitalized 
rather than expensed if they will be recovered through future rates. 

• Rates that are levied in anticipation of future charges may not be recognized as 
revenue until the anticipated charge is incurred. 

• If a gain reduces allowable costs and this reduction will be reflected in lower 
future rates for customers, then the gain itself should be amortized over this 
same period. 

Enterprise funds are permitted, but not required, to follow the guidance of 
SFAS 71 for regulated industries if they meet all of the following criteria: 

• Rates for regulated services or products are either established, or subject to ap-
proval, by 

— An independent, third-party regulator 
— The governing board itself, if it is empowered by statute or contract to 

establish rates that bind customers 

• The regulated rates are designed to recover the specific enterprise’s costs of 
providing regulated services or products. 

• It is reasonable to assume that the regulated activity can set and collect 
charges sufficient to recover its costs. 

Financial statement preparers and auditors should keep in mind that if an enter-
prise fund elects to follow the guidance of SFAS 71, this guidance modifies, but 
does not replace, the normal enterprise fund accounting and financial reporting re-
quirements.

Fixed assets—Infrastructure and contribution of general fixed assets.  Infra-
structure assets are assets that are not movable and are of value only to the govern-
ment.  Proprietary funds are required to capitalize all of their assets, including infra-
structure, even prior to the adoption of GASBS 34.  For example, a water and sewer 
authority might have a grid of pipes and other connections that deliver water and 
collect waste water.  The proprietary fund would be required to record these assets at 
their historical cost and depreciate them over their estimated useful lives. 

When general fixed assets are contributed to a proprietary fund from another 
fund within the government, the contributed asset should be valued by the proprie-
tary fund as though it had originally been acquired by that fund and subsequently 
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depreciated.  For example, assume that a general fixed asset with an original cost of 
$10,000 and a useful life of ten years is contributed to a proprietary fund at the end 
of four years.  Assuming that straight-line depreciation is being used, the proprietary 
fund would record the equipment either on a net basis at $6,000, or would record the 
asset at $10,000, with a corresponding accumulated depreciation amount of $4,000.  
The proprietary fund would then continue to depreciate the asset at $1,000 per year 
for its remaining six-year life.  This situation applies only when an existing asset of 
the government is transferred to a proprietary fund.  Under GASBS 34, the ac-
counting is similar, but the asset would be recorded at the net book value of the asset 
as reported in the government-wide statement of net assets.  Contributions of fixed 
assets from parties outside the government are valued at fair value and depreciation 
is recorded when the asset is placed in service, similar to when a new asset is ac-
quired.

INTERNAL SERVICE FUNDS 

Background and Uses 

Internal service funds are used to account for the financing of goods or services 
provided by one department or agency of a governmental unit to other departments 
or agencies of the same governmental unit on a cost-reimbursement basis.  In some 
cases, blended component units are reported as internal service funds. 

Because internal service funds use the flow of economic resources measurement 
focus and accrual basis of accounting (as discussed below), they allow the full cost 
of providing goods or services to other departments or agencies to be charged to the 
receiving department or agency.  Were these activities to be accounted for using a 
governmental fund, the full cost of the goods or services would not be determinable 
because the governmental fund would focus on the effect on current financial re-
sources, rather than the full cost of the goods or services. 

As the main purpose of internal service funds is to identify and allocate costs of 
goods or services to other departments, it is generally recommended that govern-
ments use separate internal service funds for different activities.  Although the use of 
internal service funds is not required by GAAP, it is logical that disparate activities 
be accounted for in separate internal service funds to more accurately determine the 
costs of the goods and services.  It should be noted that GAAP does not require that 
internal service funds include the full cost of services that are provided.  A govern-
ment may chose to leave some of the related costs out of the internal service fund, 
such as a rent charge or utility charge. 

For example, internal service funds are often used to determine and allocate the 
costs for activities as diverse as the following: 

• Duplicating and printing services 
• Central garages 
• Motor pools 
• Data processing 
• Purchasing 
• Central stores and warehousing 
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Clearly, combining the costs of providing motor pool services with the costs of 
providing data processing services in the same internal service fund will not result in 
a very useful basis on which to allocate costs.  Establishing separate funds will result 
in a more effective cost-allocation process. 

Governments generally use internal service funds to determine and allocate costs 
of goods and services to other agencies and departments within the governmental 
unit, but they may also be used for other purposes.  For example, internal service 
funds may be used for goods and services provided on a cost-reimbursement basis to 
other governmental entities within the reporting entity of the primary government.  
In some cases, internal service funds are used for goods and services provided on a 
cost-reimbursement basis to quasi-governmental organizations and not-for-profit or-
ganizations.  In these circumstances, the government may find it more appropriate to 
classify these activities as enterprise funds, rather than internal service funds, de-
pending on the individual circumstances.  In fact, GASBS 34 specifies that if the re-
porting government is not the predominant participant in the activity, the activity 
should be reported as an enterprise fund. 

Specific Accounting Issues 

The accounting issues described above for enterprise funds also generally per-
tain to internal service funds, and the above accounting and financial reporting guid-
ance described above should be used as required in accounting for internal service 
funds.

Duplications of revenues and expenses.  Many of the transactions between in-
ternal service funds and other funds take the form of quasi-external transactions.  
The funds receiving the goods or services from the internal service fund report an 
expenditure or an expense, while the internal service fund reports revenue.  The con-
sequence of this approach is that there is duplicate reporting of expenditures and ex-
penses with the financial reporting entity of the government.  For example, an inter-
nal service fund records an expense to recognize the cost of providing goods or ser-
vices to another fund.  This same expense is then duplicated in the other funds when 
the funds that received the goods or services are charged for their share of the cost.  
Revenue is also recognized in the internal service fund, based entirely on a transac-
tion involving the funds of the government; in other words, an internal transaction.  
GASBS 34 specifies that eliminations should be made in the statement of activities 
to remove the “doubling-up” effect of internal service activities. 

Surpluses and deficits.  Surpluses or deficits in internal service funds are likely 
to indicate that the other funds were not properly charged for the goods and services 
that they received.  However, the government should take the view that internal ser-
vice funds should operate on a breakeven basis over time.  Surpluses or deficits in 
individual reporting periods may not necessarily indicate the need to adjust the basis 
on which other funds are charged for the goods or services provided by the internal 
service fund.  It is only when internal service funds consistently report significant 
surpluses or deficits that the adequacy or inadequacy of charges made to other funds 
must be reassessed. 
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If it is determined that the charges made to other funds are either more or less 
than is needed to recover cost over a reasonable period, the excess or deficiency 
should be charged back to the participating individual funds.  The GAAFR pre-
scribes that it is not appropriate to report a material deficit in an internal service fund 
with the demonstrable intent and ability to recover that amount through future 
charges to other funds over a reasonable period. 

In some cases, internal service funds use a higher amount of depreciation in de-
termining charges to other funds than would ordinarily be calculated using accept-
able depreciation methods in conjunction with historical cost.  This is done so that 
the internal service fund accumulates enough resources from the other funds to pro-
vide for replacement of depreciable assets at what is likely to be a higher cost at the 
time of replacement.  In this case, the surpluses recorded from the higher fees will 
eventually be offset by higher depreciation expense once the asset is replaced at a 
higher cost, and the higher cost is used in the depreciation expense calculation. 

GASBS 34 has an interesting twist for reporting internal service fund asset and 
liability balances on the government-wide statement of net assets.  Any asset or li-
ability balances that are not eliminated would be reported in the governmental ac-
tivities column.  While one would expect that internal service fund balances would 
be reported in the business-type activities column, the rationale used by GASBS 34 
is that the activities accounted for in internal service funds are usually more gov-
ernmental than business-type in nature.  However, if enterprise funds are the pre-
dominant or only participant in an internal service fund, the government would re-
port the internal service fund’s residual assets and liabilities within the business-type 
activities column in the statements of net assets. 

Risk financing activities.  Governments are required to use either the general 
fund or an internal service fund if they desire to use a single fund to account for all 
of their risk financing activities.  Risk financing activities are fully described in 
Chapter 21.  However, for purposes of understanding the use of internal service 
funds, the following brief discussion is provided. 

If a government elects to use an internal service fund to account for its risk fi-
nancing activities, interfund premiums are treated as quasi-external transactions, 
similar to external insurance premiums.  In other words, the internal service fund 
would record an expense and a liability for the judgments and claims that are prob-
able and measurable for the reporting period.  However, it may charge a higher pre-
mium to the other funds (and record the higher amount as revenue).  Because inter-
fund premiums paid to external service funds are treated as quasi-external transac-
tions rather than as reimbursements, their amounts are not limited by the amount 
recognized as expense in the internal service fund, provided that 

• The excess represents a reasonable provision for anticipated catastrophe 
losses, or 

• The excess is the result of a systematic funding method designed to match 
revenues and expenses over a reasonable period; for example, an actuarial 
funding method or a funding method based on historical cost 
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As will be more fully described in Chapter 21, deficits in risk-financing internal 
service funds must be charged back as expenditures or expenses to other funds if 
they are not recovered over a reasonable period.  In addition, surplus retained earn-
ings resulting from premiums charged for future catastrophe losses should be re-
ported as a designation of retained earnings.  This designation should be reported in 
the notes to the financial statements, rather than on the face of the financial state-
ments.  This is the sole instance where a designation of retained earnings is required 
by generally accepted accounting principles for a proprietary fund, although other 
designations are permitted and appropriate. 

SUMMARY

The accounting and financial reporting for proprietary funds closely follows the 
accounting and financial reporting for commercial activities.  However, there are 
some important differences and some unique accounting applications described in 
this chapter that distinguish this accounting from true commercial accounting.  
These differences must be understood by financial statement preparers to provide 
appropriate financial reports for proprietary activities. 
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INTRODUCTION 

Governments are often required to hold or manage assets on behalf of others.  
NCGAS 1 recognized the need for fiduciary funds (known as trust and agency funds 
prior to GASBS 34), “to account for assets held by a governmental unit in a trustee 
capacity or as an agent for individuals, private organizations, other governmental 
units, and/or other funds.” 

GASBS 34 updated the types of fiduciary funds to include the following: 
1. Pension (and other employee benefit) trust funds 
2. Investment trust funds 
3. Private-purpose trust funds 
4. Agency funds 

The funds are reported under GASBS 34 only in fiduciary fund financial statements.  
They are not reported as part of the government-wide financial statements. 

Each of these fund types is described below.  In addition, Chapter 24 describes 
the accounting and financial reporting principles used by pension trust funds.  

AGENCY FUNDS 

Agency funds are used to account for assets held solely in a custodial capacity.  
As a result, assets in agency funds are always matched by liabilities to the owners of 
the assets.  The accounting for agency funds is the same before and after implemen-
tation of GASBS 34. 

The accounting and financial reporting for agency funds are unique and do not 
really follow those of governmental funds or proprietary funds.  Agency funds use 
the modified accrual basis of accounting for purposes of recognizing assets and li-
abilities, such as receivables and payables.  However, agency funds do not have or 
report operations, and accordingly are said to not have a measurement focus.  

In determining whether an agency fund or a trust fund is used to account for 
various types of transactions, there are no clear-cut distinctions for selecting the 
proper fund to account for a particular transaction.  The degree of the government’s 
management involvement and discretion over assets is generally much greater over 
trust fund assets than over agency fund assets.  Private-purpose trust funds, for ex-
ample, may require that a government’s management identify eligible recipients, in-
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vest funds long- or short-term, or monitor compliance with regulations.  Agency 
funds, on the other hand, typically involve only the receipt, temporary investment, 
and remittance of assets to their respective owners.  

Agency funds are often used by school districts to account for student activity 
funds that are held by the school district but whose assets legally belong to the stu-
dents.  Another common use of agency funds is to account for taxes collected by one 
government on behalf of other governments.  The collecting government has virtu-
ally no discretion on how the funds in the agency fund are to be spent.  They are 
simply collected and then remitted to the government on whose behalf they were 
collected.  In addition to this example, there are three instances where the use of an 
agency fund is mandated.  These mandated uses are described in the following para-
graphs.

Pass-Through Grants 

GASB Statement 24 (GASBS 24), Accounting and Financial Reporting for Cer-
tain Grants and Other Financial Assistance, states that as a general rule, cash pass-
through grants should be recognized as revenue and expenditures or expenses in a 
governmental, proprietary, or trust fund.  GASBS 24 provides, however, that in 
those infrequent cases where a recipient government only serves as a cash conduit, 
the grant should be reported in an agency fund.  The GAAFR, using the guidance of 
GASBS 24, states that an agency fund only be used to account for grants if the gov-
ernment has no administrative involvement with the program and has no direct fi-
nancial involvement with the program.  Examples provided are as follows: 

Administrative requirements 

• The government functions solely as an agent for some other government in 
collecting and forwarding funds 

• The government undertakes no responsibility for subrecipient monitoring for 
specific requirements, 

• The government is not responsible for determining the eligibility of recipients, 

Direct financial involvement 

• The government has no matching requirements, and 
• The government is not liable for grant repayments.  

If a grant does not meet these criteria, it is required that the revenues and expendi-
tures or expenses of the grant be accounted for and reported in one of the other fund 
types.

Special Assessments 

The accounting and financial reporting for special assessments is described in 
Chapters 7 and 12.  The use of an agency fund for special assessments is required 
when a government is not obligated in any manner for capital improvements fi-
nanced by special assessment debt.  GASBS 6 requires that “The debt service 
transactions of a special assessment issue for which the government is not obligated 
in any manner should be reported in an agency fund rather than a debt service fund, 
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to reflect the fact that the government’s duties are limited to acting as an agent for 
the assessed property owners and the bondholders.” 

When an agency fund is used for this purpose, any cash on hand from the special 
assessment would be shown on the agency fund’s balance sheet.  In addition, receiv-
ables would be reported for delinquent assessments.  Only delinquent receivables 
would be reported as receivables on the agency fund’s balance sheet, however.  If 
the total receivables relating to the special assessment were shown, they would be 
offset by a liability that would essentially represent the special assessment debt.  
This would violate the requirement that special assessment debt for which the gov-
ernment is not obligated in any manner should not be displayed in the government’s 
financial statements.
NOTE: In practice, agency funds are used by governments for the activities described above 
that are either repetitive or long-term.  For infrequent transactions that will be settled within 
one or two years (for example, the asset will be received and the liability paid), many gov-
ernments choose to simply use asset and liability accounts of the fund actually receiving the 
assets and paying the obligations rather than setting up a separate agency fund.  Typically, 
these asset and liability accounts are set up in the government’s general fund.  The reason 
for using this approach, instead of setting up a large number of agency funds, is to avoid the 
administrative work involved in using a large number of agency funds.  

PENSION (AND OTHER EMPLOYEE BENEFIT) 
TRUST FUNDS 

Governments almost always offer pension benefits to their employees.  The pen-
sion plans related to these benefits are reported as pension trust funds in the gov-
ernment’s financial statements if either of the following criteria is met: 

• The pension plan qualifies as a component unit of the government.  
• The pension plan does not qualify as a component unit of the government, but 

the plan’s assets are administered by the government.  

Upon implementation of GASBS 34, this fund type, renamed “Pension (and Other 
Employee Benefit) Trust Funds,” is used to account for other employee benefit 
funds held in trust by a government, such as an Internal Revenue Code Section 457 
Deferred Compensation Plan discussed below. 

Pension (and other employee benefit) trust funds use the flow of economic re-
sources measurement focus and the full accrual basis of accounting, similar to non-
expendable trust funds and proprietary funds.  A separate pension (and other em-
ployee benefit) trust fund should be used for each separate plan.  Separate pension 
(and other employee benefit) trust funds are also sometimes established to account 
for supplemental pension benefits.  

Governmental pension plans are usually administered by public employee re-
tirement systems (PERS).  The GASB has specific pronouncements governing the 
accounting and financial reporting for both governmental employers that offer pen-
sion plans and the accounting and financial reporting of the plans themselves.  
Chapter 18 addresses the governmental employer accounting questions, and Chap- 
ter 24 addresses the accounting for the plans themselves.  
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Deferred Compensation Plans 

Many governments establish and offer participation to their employees in de-
ferred compensation plans established under Section 457 of the Internal Revenue 
Code.  These plans are often referred to as Section 457 plans.  The laws governing 
these plans were changed so that as of August 20, 1996, new deferred compensation 
plans would not be considered eligible under Internal Revenue Code Section 457 
unless all assets and income of the plan are held in trust for the exclusive benefit of 
the plan participants and their beneficiaries.  For existing plans to remain eligible 
under Internal Revenue Code Section 457, this requirement was required to be met 
by January 1, 1999.  Thus, the entire nature of the access to the assets of deferred 
compensation plans changed under the new requirements.  The assets (and their re-
lated earnings) are no longer be accessible to the governmental entity and its credi-
tors.  They will be held in trust for the exclusive benefit of the plan participants and 
their beneficiaries.  Recently, governments have begun to offer employees similar 
deferred compensation plans established under Section 401(k) of the Internal Reve-
nue Code.  The accounting guidance discussed in this section would apply to the 
Section 401(k) plans as well. 

In applying the requirements of GASBS 32, the first step for governments is to 
determine whether the Internal Revenue Code Section 457 plan should be included 
as a fiduciary fund of the reporting government.  If the plan meets the criteria of 
NCGAS 1 for inclusion as a fiduciary fund, the plan would be reported under 
GASBS 32 as part of pension (and other employee benefit) trust funds.  If the crite-
ria of NCGAS 1 are not met, then the plan would not be included as a fiduciary fund 
of the reporting government. 

NCGAS 1 defines fiduciary funds as “Trust and Agency funds to account for as-
sets held by a governmental unit in a trustee capacity or as an agent for individuals, 
private organizations, other governmental units, and/or other funds.”  No additional 
guidance on when to report Internal Revenue Code Section 457 plans is provided by 
GASBS 32.  The basis for conclusions of GASBS 32 indicates that the GASB’s re-
search indicated at the time of the statement issuance that most governments had lit-
tle administrative involvement with their plans and did not perform the investing 
function for those plans.  This is consistent with the practice that has emerged upon 
adoption of GASBS 32 of many governments not reporting their plans as fiduciary 
funds.

However, whether the plan is reported is a matter of professional judgment, and 
the extent of the governments activities relating to the plan, particularly in selecting 
investment alternatives and holding the assets in a trustee capacity needs to be 
evaluated.

Governments that report Internal Revenue Code Section 457 deferred compen-
sation plans should apply the valuation provisions of GASB Statement 31 
(GASBS 31), Accounting and Financial Reporting for Certain Investments and for 
External Investment Pools.  In addition, all other plan investments should be re-
ported at fair value.  Thus, all of the investments of the plan will be reported at fair 
value.
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GASBS 32 further provides that if it is impractical to obtain investment infor-
mation from the plan administrator as of the reporting government’s balance sheet 
date, the most recent report of the administrator should be used—for example, re-
ports ending within the reporting government’s fiscal year or shortly thereafter, ad-
justed for interim contributions and withdrawals. 

INVESTMENT TRUST FUNDS 

A special type of trust fund, the investment trust fund, is used by governments 
that sponsor external investment pools and that provide individual investment ac-
counts to other legally separate entities that are not part of the same financial re-
porting entity.  The investment trust fund is required to be used in these circum-
stances by GASB Statement 31, Accounting and Financial Reporting for Certain In-
vestments and for External Investment Pools (GASBS 31).  The accounting for these 
funds is unchanged by GASBS 34. 

Investment trust funds report transaction balances using the flow of economic 
resources measurement focus and the accrual basis of accounting.  Accordingly, the 
accounting and financial reporting for investment trust funds is similar to that used 
by nonexpendable trust funds (and proprietary funds). 

The two instances where GASBS 31 specifies that investment trust funds be 
used are as follows: 

1. External portion of external investment pools 
An external investment pool commingles the funds of more than one le-

gally separate entity and invests on the participants’ behalf in an investment 
portfolio.  GASBS 31 specifies that the external portion of each pool should 
be reported as a separate investment trust fund.  The external portion of an 
external investment pool is the portion of the pool that belongs to legally 
separate entities that are not part of the sponsoring government’s financial 
reporting entity. 

In its financial statements, the sponsoring government should present for 
each investment trust fund a statement of net assets and a statement of 
changes in net assets.  The difference between the external pool assets and 
liabilities should be captioned “net assets held in trust for pool participants.” 
In the combined financial statements, investment trust funds should be pre-
sented in the balance sheet along with the other trust and agency funds.  A 
separate statement of changes in net assets should be presented for the com-
bined investment trust funds, although GASBS 31 permits that statement to 
be presented with similar trust funds, such as pension trust funds. 

2. Individual investment accounts 
GASBS 31 requires that governmental entities that provide individual 

investment account to other legally separate entities that are not part of the 
same financial reporting entity should report those investments in one or 
more separate investment trust funds.  The way that individual investment 
accounts function, specific investments are acquired for individual entities 
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and the income from and changes in the value of those investments affect 
only the entity for which they were acquired. 

The manner of presentation should be consistent with that described 
above for the external portion of external investment pools. 

PRIVATE-PURPOSE TRUST FUNDS 

Private-purpose trust funds are a type of fiduciary fund introduced by GASBS 
34.  They are used to report all trust arrangements (other than pension and other em-
ployee benefit, and investment trust funds), under which principal and income bene-
fit individuals, private organizations, or other governments.  Similar to other fiduci-
ary funds, private-purpose trust funds cannot be used to support a government’s own 
programs.  It is important therefore, to make sure that an activity is absent any public 
purpose of the government before it is accounted for as a private-purpose trust fund, 
even if individuals, private organizations, or other governments receive direct or in-
direct benefits from the activity.  The distinction that a private-purpose trust fund 
should not be used to account for a grant program that supports a government’s own 
programs is an important one.  If a donor provides a government with a grant for the 
government to use to support its own programs, that grant should be recorded in the 
government’s general fund as grant revenue.  The expenditures for this example 
program then become subject to the budgetary appropriations of the government’s 
general fund.  However, if the grant does not directly benefit the government or go 
to support its own programs, then the grant is properly accounted for as a private-
purpose trust fund.  Generally because of their nature, there are no legal budgetary 
appropriations for these types of fiduciary funds and the program is administered es-
sentially only in accordance with the grant agreement. 

SUMMARY

Governments frequently hold assets in a fiduciary capacity and should use the 
appropriate fiduciary fund to account for the assets and liabilities relating to these fi-
duciary responsibilities.  The use of fiduciary funds provides the capability to im-
prove accountability and control over these assets. 
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INTRODUCTION 

Capital assets used in governmental activities under the pre-GASBS 34 financial 
reporting model were reported in the general fixed assets account group, which, as 
its name implies, was an account group and not a fund.  GASBS 34 eliminated the 
use of the general fixed asset account group.  Capital assets used in governmental 
activities are not reported in the fund financial statements, but are only reported in 
the government-wide statement of net assets.  Capital assets used in proprietary 
funds are recorded by these funds.  Information on recording capital assets in 
proprietary funds is included in Chapter 10. 

This chapter describes the accounting and financial reporting basics.  The fol-
lowing topics will be addressed: 

• Basic accounting entries  
• Valuation of assets recorded, including accumulated depreciation 
• Recording infrastructure assets 
• Capitalization of interest 
• Other financial reporting and disclosure considerations 

Because of the nature of governmental financial reporting and operations, cer-
tain fixed assets are recorded in funds and others are recorded only in the 
government-wide financial statements.  Generally, fixed assets for the proprietary 
funds (the enterprise funds and the internal service funds) are recorded in the funds 
themselves.

In addition, fixed assets associated with trust funds are accounted for through 
those trust funds.  For example, the principal or corpus amount of private-purpose 
funds may include fixed assets.  In such cases, the fixed assets should be accounted 
for in the appropriate private-purpose trust fund.  This assists in compliance with 
terms of the trust instrument, provides a deterrent to mismanagement of trust assets, 
and facilitates accounting for depreciation where the trust principal must be main-
tained intact. 
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Fixed assets other than those accounted for in the proprietary funds or trust 
funds are considered capital assets used in governmental activities, that are ac-
counted for only in the government-wide financial statements rather than in the indi-
vidual governmental funds.  

The reason that capital assets used in governmental activities are not recorded in 
the governmental funds is that the measurement focus of the government’s funds is 
the current financial resources measurement focus.  Fixed assets do not represent 
current financial resources available for expenditure, but rather are considered items 
for which financial resources have been used and for which accountability should be 
maintained.  Accordingly, they are considered not to be assets of the governmental 
funds, but are rather accounted for as assets of the government as a whole.  NCGAS 
1 determined that the primary purposes for governmental fund accounting are to re-
flect its revenues and expenditures (that is, the sources and uses of its financial re-
sources) and its assets, related liabilities, and net financial resources available for 
appropriation and expenditure.  To best meet these objectives, fixed assets need to 
be excluded from the governmental fund accounts and instead be recorded only in 
the government-wide financial statements.  Note that conceptually GASBS 34 is 
similar, as will be described later in this chapter.  Instead of recording these fixed 
assets in an account group, however, they are recorded in the government-wide 
statement of net assets. 

The types of assets that should be included as capital assets used in governmen-
tal activities are those typically termed fixed assets; that is, those that meet the capi-
talization criteria of the government.  The more common classes used to categorize 
fixed assets by governments are as follows: 

• Land 
• Buildings 
• Equipment 
• Improvements other than buildings 
• Construction in progress 
• Intangibles 
• Infrastructure 

In addition, fixed assets include those acquired in substance through noncancel-
able leases.  Lease capitalization and disclosure requirements are more fully de-
scribed in Chapter 22.  The cost of infrastructure assets is also included in capital as-
sets used in governmental activities.  This requirement is discussed more fully in a 
later section of this chapter.

Capitalization Policy

To determine what assets will be treated as fixed assets (regardless of whether it 
is a capital asset used in governmental or business-type activities or a fixed asset of a 
proprietary fund) in practice, governments typically set thresholds for when assets 
may be considered for capitalization.  For example, a government may determine 
that in order to be treated as a capitalized asset, an asset should cost at least $5,000 
and have a useful life of five years.  Note that this threshold applies only to items 
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that are appropriately capitalizable by their nature.  For example, a repair or mainte-
nance expenditure of $7,000 would not be capitalized even if the threshold were 
$5,000.  The threshold would apply to items that would normally be capitalized and 
is used to prevent too many small assets from being capitalized, which becomes dif-
ficult for governments to manage.  Continuing the $5,000 threshold example, a per-
sonal computer purchased for $4,000 would not be capitalized.  However, ten per-
sonal computers purchased as part of the installation of an integrated computer net-
work would be eligible for capitalization in this example. 
NOTE:  Governments are notorious for having capitalization thresholds that, in the author’s 
opinion, are far too low.  Perhaps in their zeal to provide accountability for assets purchased 
with public resources, large governments exist that have capitalization thresholds of $100 to 
$500.  Often, these thresholds have been in place for many years (sometimes from when the 
government first recorded general fixed assets) and have not been adjusted for inflation.  
This presents a waste of resources in accounting for the details of these numerous small as-
sets.  Governments should periodically review their capitalization thresholds to make sure 
that they make sense, given their significance to the government’s financial statements.  To 
address the accountability issue that is likely to arise in raising these thresholds, keep in 
mind that assets do not have to be recorded in the general fixed asset account group or in a 
proprietary fund to be safeguarded.  In considering these accountability issues, the govern-
ment must also consider that accountability standards may be imposed on the government 
from outside sources.  For example, some federal and state contracts or grants may specify a 
capitalization level for tracking fixed assets that are acquired with funds provided under the 
contract or grant.  Although this level must be adhered to for contract or grant management 
purposes, the level should not determine the capitalization threshold established for financial 
reporting purposes. 

GASB 34 implementation has resulted in a number of governments reviewing 
their capitalization threshold and in many cases significantly increasing the thresh-
old.

NOTE:  Governments sometimes set or keep abnormally low capitalization rates because of 
sensitivity to their stewardship responsibilities for public resources.  Other reasons, how-
ever, are more practical.  For example, many governments can only issue general long-term 
debt for the acquisition or construction of general fixed assets.  Therefore, the lower the 
capitalization threshold, the more assets can be purchased (for example, by a capital proj-
ects fund, which obtains its funds from the issuance of general long-term debt).  These 
somewhat low dollar-amount items can be purchased and paid for over the life of the general 
long-term debt, with no impact on general fund resources, which are generally more subject 
to political sensitivities. 

VALUATION OF ASSETS RECORDED 

As a general rule, fixed assets should be initially recorded at cost.  Cost is de-
fined as the consideration that is given or received, whichever is more objectively 
determinable.  In most instances, cost will be based on the consideration that the 
government gave for the fixed asset, because that will provide the most objective 
determination of the cost of the asset. 
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The cost of a fixed asset includes not only its purchase price or construction 
cost, but also any ancillary costs incurred that are necessary to place the asset in its 
intended location and in condition where it is ready for use.  Ancillary charges will 
depend on the nature of the asset acquired or constructed, but typically include costs 
such as freight and transportation charges, site preparation expenditures, profes-
sional fees, and legal claims directly attributable to the asset acquisition or construc-
tion.  An example of legal claims directly attributable to an asset acquisition is li-
ability claims resulting from workers or others being injured during the construction 
of an asset, or damage done to the property of others as a direct result of the con-
struction activities. 

It is relatively easy to ascertain the costs of fixed assets that are purchased cur-
rently.  Contracts, purchase orders, and payment information is available to deter-
mine the acquisition or construction costs.  The cost of a fixed asset includes not 
only its purchase price or construction cost, but also whatever ancillary charges are 
necessary to place the asset in its intended location and in condition for its intended 
use.  Thus, among the costs that should be capitalized as part of the cost of a fixed 
asset are the following: 

• Professional fees, such as architectural, legal, and accounting fees 
• Transportation costs, such as freight charges 
• Legal claims directly attributable to the asset acquisition 
• Title fees 
• Closing costs 
• Appraisal and negotiation fees 
• Surveying fees 
• Damage payments 
• Land preparation costs 
• Demolition costs 
• Insurance premiums during the construction phase 
• Capitalized interest (discussed later in this chapter) 

The reporting of fixed assets by governments was not always common.  As gov-
ernments worked to adopt the requirements of NCGAS 1, they were faced with the 
task of establishing fixed asset records and valuation after many years of financial 
reporting without them.  In these situations, many of the supporting documents and 
records that might contain original cost information were no longer available to es-
tablish the initial cost of these previously unrecorded assets. 

Governments often found it necessary to estimate the original costs of these as-
sets on the basis of such documentary evidence as may be available, including price 
levels at the time of acquisition, and to record these estimated costs in the appropri-
ate fixed asset records.  While this problem will diminish in size as governments re-
tire or dispose of these assets with estimated costs, the notes to the financial state-
ments should disclose the extent to which fixed asset costs have been estimated and 
the method (or methods) of estimation.  Similar consideration will need to be made 
for the retroactive recording of infrastructure assets under GASBS 34. 
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Governments sometimes acquire fixed assets by gift.  When these fixed assets 
are recorded, they should be recorded at their estimated fair value at the time of ac-
quisition by the government. 

As described more fully in Chapter 10, governmental funds and entities that use 
proprietary accounting may elect to apply FASB statements and interpretations is-
sued after November 30, 1989.  Those entities that make this election must consider 
the requirements of FASB Statement 144, Accounting for the Impairment or Dis-
posal of Long-Lived Assets (SFAS 144) in accounting for their fixed assets. 
NOTE:  The GASB has issued GASB Statement 42 relative to the impairment of capital as-
sets of the Statement.  The requirements are described in Chapter 1.  At the same time, the 
GASB has not yet provided guidance as to the applicability of SFAS 144 to governments that 
elect to apply FASB pronouncements subsequent to November 30, 1989.  Readers should be 
aware that the requirements of the anticipated new GASB standard in capital asset impair-
ment would apply to governments in lieu of SFAS 144. 

SFAS 144 requires that long-lived assets and certain identifiable intangible as-
sets that are held and used by an entity be reviewed for impairment whenever events 
or changes in circumstances indicate that the carrying amount of an asset may not be 
recoverable.  First the entity determines whether an impairment loss has occurred by 
comparing the carrying amount of the asset with the estimated future cash flows 
(undiscounted and without interest charges) expected to result from the use of the 
asset and its eventual disposition.  If an impairment loss is indicated because the es-
timated future cash flows are less than the carrying amount of the asset, the impair-
ment loss is measured (and recognized) as the difference between the carrying 
amount and the fair value of the assets that are impaired. 
NOTE:  Governmental funds and entities considering the guidance of SFAS 144 should be 
careful in determining whether an impairment of a long-lived asset has occurred.  The ex-
pected new GASB Statement concerning asset impairment does not use a cash flow approach 
for determining impairment.  In many cases, enterprise funds or other public authorities 
charge fees that are not expected to recover the total cost of operations.  The author believes 
that the anticipated operating subsidiaries from another fund or, if to a legally separate en-
tity, from the government itself, should be taken into account when determining whether an 
impairment of an asset has occurred.

For example, it would not seem reasonable to determine that an impairment has oc-
curred for assets of a transit system whose fares are only expected to cover half of its costs, 
using strictly the expected future cash flows from fares (which are the revenues generated by 
the assets of the transit system) without considering all of the federal and state operating 
subsidies that are received by the transit system. 

SFAS 144 also requires, generally, that long-lived assets and certain identifiable 
intangibles to be disposed of be reported at the lower of the carrying amount of fair 
value less cost to sell.  An exception to this requirement is for assets covered by 
APB 30, Reporting the Results of Operations—Reporting the Effects of Disposal of a 
Segment of a Business, Extraordinary, Unusual and Infrequently Occurring Events 
and Transactions, in which case the assets to be disposed of are reported at the 
lower of the carrying amount or net realizable value. 
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Capital Asset Accounting under GASBS 34 

As described earlier in this chapter, in the government-wide financial state-
ments, capital assets should be reported at historical cost.  Cost includes capitalized 
interest and ancillary costs (freight, transportation charges, site preparation fees, pro-
fessional fees, etc.) necessary to place an asset into its intended location and condi-
tion for use. 

One of the most significant aspects of GASBS 34 is its definition of what is in-
cluded in capital assets: land, improvements to land, easements, buildings, building 
improvements, vehicles, machinery, equipment, works of art and historical treasures, 
infrastructure, and all other tangible and intangible assets that are used in operations 
and that have initial useful lives extending beyond a single reporting period.  The 
GASB 34 Implementation Guide defines land improvements to consist of better-
ments, other than building, that ready land for its intended use.  Examples provided 
of land improvements include site improvements such as excavations, fill, grading, 
and utility installation; removal, relocation, or reconstruction of the property of oth-
ers, such as railroads and telephone and power lines; retention walls; parking lots, 
fencing, and landscaping. 

Included in this definition are infrastructure assets.  Previously, governments 
(not including proprietary funds) had the option of capitalizing infrastructure assets, 
and many, if not most, did not. (Infrastructure assets are defined by GASBS 34 as 
“long-lived capital assets that normally are stationary in nature and normally can be 
preserved for a significantly greater number of years than most capital assets.”)  Ex-
amples of infrastructure assets are roads, bridges, tunnels, drainage systems, water 
and sewer systems, dams, and lighting systems. 

All governments are required to report general infrastructure capital assets pro-
spectively.  Retroactive capitalization of infrastructure assets required by GASBS 34 
becomes more complicated. 

• Phase 3 governments (governments with total annual revenues of less than $10 
million) do not have to retroactively record infrastructure assets, although they 
are encouraged to do so. 

• Phase 1 governments (governments with total annual revenues of $100 million 
or more) and Phase 2 governments (governments with total annual revenues of 
$10 million, but less than $100 million) are encouraged to retroactively report 
all major general infrastructure assets on the date that GASBS 34 is imple-
mented.

NOTE:  Chapter 1 provides GASB 34 implementation information, which includes the defi-
nition of Phase 1, 2, and 3 governments. 

However, Phase 1 governments must retroactively report all major general infra-
structure assets for fiscal years beginning after June 15, 2005.  Phase 2 governments 
must retroactively report all major general infrastructure assets for fiscal years be-
ginning after June 15, 2006.  At the general infrastructure transition date, Phase 1 
and Phase 2 governments are required to capitalize and report major general fixed 
assets that were acquired in fiscal years ending after June 30, 1980, or that received 
major renovations, restorations, or improvements during that period. 
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NOTE: The determination of major infrastructure assets is made at the network or subsystem 
level as follows: 

• The cost or estimated cost of a subsystem is expected to be at least 5% of the total cost 
of all general capital assets reported in the first fiscal year ending after June 30, 
1999. 

• The cost or estimated cost of a network is expected to be at least 10% of the total cost 
of all general capital assets reported in the first fiscal year ending after June 15, 
1999. 

DEPRECIATION OF CAPITAL ASSETS 

Depreciation expense and the related accumulated depreciation are recorded in 
the government-wide statement of activities and in proprietary funds in a manner 
similar to that used by commercial entities. 

In calculating depreciation, governments should follow the same acceptable de-
preciation methods used by commercial enterprises.  There is actually very little au-
thoritative guidance issued by the FASB and its predecessor standard-setting bodies.  
In fact, the financial statement preparer would need to go back to AICPA Account-
ing Research Bulletin 43 (ARB 43), Restatement and Revision of Accounting Re-
search Bulletins, to find a definition of depreciation accounting, which is a system 
of accounting that aims to distribute the cost or other basic value of tangible capital 
assets, less any salvage value, over the estimated useful life of the unit (which may 
be a group of assets) in a systematic and rational manner.  Viewed differently, de-
preciation recognizes the cost of using up the future economic benefits or service 
potentials of long-lived assets. 

In addition to obtaining the original cost information described in the preceding 
section to this chapter, a government must determine the salvage value (if any) of an 
asset, the estimated useful life of the asset, and the depreciation method that will be 
used.

In practice, many governments usually assume that there will be no salvage 
value to the asset that they are depreciating.  Governments tend to use things for a 
long time, and many of the assets that they record are useful only to the government, 
so there is no ready after-market for these assets.  For example, what is the salvage 
value of a fully depreciated sewage treatment plant?  Similarly, there is probably no 
practical use for used personal computer equipment, because governments are in-
clined to use these types of assets until they are virtually obsolete, which makes sal-
vage value generally low.  However, these governmental operating characteristics 
aside, if the government determines that there is likely to be salvage value for an as-
set being depreciated, the estimated salvage value should be deducted from the cost 
of the fixed asset to arrive at the amount that will be depreciated.  (In certain accel-
erated depreciation methods, such as the double-declining balance method, salvage 
value is not considered.) 

Next, the government should determine the estimated useful lives of the assets 
that will be depreciated.  Usually assets are grouped into asset categories and a stan-
dard estimated life or a range of estimated lives is used for each class. 
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Following are some common depreciable asset categories: 

• Buildings 
• Leasehold improvements 
• Machinery and equipment 
• Office equipment 
• Infrastructure, including roads, bridges, parks, etc. 

Two areas to keep in mind are that land is not depreciated, because it is assumed 
to have an indefinite life.  In addition, as will be discussed in Chapter 22, fixed as-
sets that are recorded as a result of capital lease transactions are also considered part 
of the depreciable assets of a governmental organization. 

The final component of the depreciation equation that a government needs to 
determine is the method that it will use.  The most common method used by gov-
ernments is the straight-line method of depreciation in which the amount to be de-
preciated is divided by the asset’s useful life, resulting in the same depreciation 
charge in each year. 

Accelerated methods of depreciation, such as the sum-of-the-year’s digits and 
the double-declining balance methods, may also be used.  However, their use is far 
less popular than the straight-line method.  Although proprietary funds do use a 
measurement focus and basis of accounting that result in a determination of net in-
come similar to that of a commercial enterprise, there is less emphasis on the bottom 
line of proprietary activities than there would be for a publicly traded corporation, 
for instance.  Reflecting this lower degree of emphasis, governments sometimes 
elect to follow the straight-line method of depreciation more for simplicity purposes, 
rather than for analyzing whether their assets actually do lose more of their value in 
the first few years of use. 

Governments should also disclose their depreciation policies in the notes to the 
financial statements.  For the major classes of fixed assets, the range of estimated 
useful lives that are used in the depreciation calculations should be disclosed.  The 
governmental organization should also disclose the depreciation method used in 
computing depreciation. 

Since the government-wide financial statements are prepared using the eco-
nomic resources measurement focus, depreciation on capital assets is recorded.  This 
was another highly controversial issue of GASBS 34.  In response to commentary 
that infrastructure assets do not depreciate in value in the traditional sense, GASBS 
34 allows a “modified approach” as to depreciation on qualifying infrastructure as-
sets, as discussed below. 

Basically, depreciation rules (aside from the modified approach) follow those 
currently used by proprietary funds, as well as by commercial enterprises, which are 
described earlier in this section.  Capital assets are reported in the statement of net 
assets net of accumulated depreciation.  (Capital assets that are not depreciated, such 
as land, construction in progress, and infrastructure assets using the modified ap-
proach, should be reported separately from capital assets being depreciated in the 
statement of activities.)  Depreciation expense is recorded in the statement of activi-
ties and is reported as an expense of the individual programs or functions that have 



226 Wiley GAAP for Governments 2004 

identifiable depreciable assets.  Capital assets are depreciated over their estimated 
useful lives, except for land and land improvements and infrastructure assets using 
the modified approach. 

Depreciation expense may be calculated by individual assets or by classes of as-
sets (such as infrastructure, buildings and improvements, vehicles, and machinery 
and equipment).  In addition, depreciation may be calculated for networks of capital 
assets or for subsystems of a network of capital assets.  A network of assets is com-
posed of all assets that provide a particular type of service for a government.  A net-
work of infrastructure assets may be only one infrastructure asset that is composed 
of many components.  A subsystem of a network of assets is composed of all assets 
that make up a similar portion or segment of a network of assets.  The GASBS 34 
Implementation Guide provides the example of a water distribution system of a gov-
ernment, which could be considered a network.  The pumping stations, storage fa-
cilities, and distribution mains could be considered subsystems of that network. 
NOTE: In implementing the capital asset requirements of GASBS 34, a number of imple-
mentation strategies and approaches have begun to develop, particularly for the retroactive 
capitalization of infrastructure assets.  The use of various models and estimation techniques 
are being used by a number of governments in lieu of attempting to calculate specific, actual 
costs for specific assets.  For example, to retroactively capitalize the cost of roads, a gov-
ernment may choose to refine one of the following general approaches: 

• The government estimates that it has 100 lane miles of road that it needs to capitalize.  
The current cost of constructing one lane mile of road is $1 million.  The average age 
of a road is ten years, and the average estimated life of a road is twenty-five years.  
The average annual inflation rate for road construction projects over the last ten 
years is 4%.  The government calculates that the current cost of constructing all of its 
roads is $100 million, which adjusted for ten years of inflation means that the average 
historical cost of a road is approximately $70 million.  Using the straight-line depre-
ciation method, accumulated depreciation is calculated at $28 million ($70 million di-
vided by 25, multiplied by 10.) 

• The government estimates that it spent $10 million each year on road construction 
over the last twenty years, for a total of $200 million.  Each year it will capitalize the 
$10 million spent and depreciate 1/25 of the amount for the next twenty-five years, as-
suming the twenty-five-year estimated life.  The calculation is repeated for each year 
of the prior twenty years, resulting in a total historical cost of $200 million and a cu-
mulative amount of depreciation that would have been taken over the last twenty 
years.

These examples are overly simplified to demonstrate their concepts. However, with the ap-
propriate degree of refinement, they can result in historical cost and depreciation informa-
tion that is acceptable under GASBS 34, auditable by the government’s independent audi-
tors, and not materially different from that which would be obtained by performing a com-
plex inventory and analysis of road construction costs. 

Modified Approach 

Infrastructure assets that are part of a network or subsystem of a network are not 
required to be depreciated if two requirements are met. 
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1. The government manages the eligible infrastructure assets using an asset 
management system that has the following characteristics: 

a. An up-to-date inventory of eligible infrastructure assets is maintained 
b. Condition assessments of the eligible infrastructure assets are performed 

and summarized using a measurement scale 
c. An estimate is made each year of the annual amount to maintain and 

preserve the eligible infrastructure assets at the condition level estab-
lished and disclosed by the government 

2. The government documents that the eligible infrastructure assets are being 
preserved approximately at or above a condition level established and dis-
closed by the government. The condition level should be established and 
documented by administrative or executive policy, or by legislative action. 

GASBS 34 requires that governments using the modified approach should 
document that 

1. Complete condition assessments of eligible infrastructure assets are per-
formed in a consistent manner at least every three years. 

2. The results of the most recent complete condition assessments provide rea-
sonable assurance that the eligible infrastructure assets are being preserved 
approximately at or above the condition level established and disclosed by 
the government. 

When the modified approach is used, GASBS 34 requires governments to pre-
sent the following schedules, derived from asset management systems, as RSI for all 
eligible infrastructure assets that are reported using the modified approach: 

1. The assessed condition, performed at least every three years, for at least the 
three most recent complete condition assessments, indicating the dates of the 
assessments 

2. The estimated annual amount calculated at the beginning of the fiscal year 
to maintain and preserve at (or above) the condition level established and 
disclosed by the government compared with the amounts actually expensed 
for each of the past five reporting periods. 

The following are the GASBS 34 specified disclosures that should accompany this 
schedule:

1. The basis for the condition measurement and the measurement scale used to 
assess and report condition.  For example, a basis for condition measure-
ment could be distresses found in pavement surfaces.  A scale used to assess 
and report condition could range from zero for failed pavement to 100 for a 
pavement in perfect condition. 

2. The condition level at which the government intends to preserve its eligible 
infrastructure assets reported using the modified approach. 

3. Factors that significantly affect the trends in the information reported in the 
required schedules, including any changes in the measurement scale, the ba-
sis for the condition measurement, or the condition assessment methods 
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used during the periods covered by the schedules.  If there is a change in the 
condition level at which the government intends to preserve eligible infra-
structure assets, an estimate of the effect of the change on the estimated an-
nual amount to maintain and preserve those assets for the current period also 
should be disclosed. 

Failure to meet these conditions would preclude a government from continuing to 
use the modified approach. 
NOTE: When the modified approach is used, depreciation expense is not recorded for the 
qualified infrastructure assets.  Rather, all maintenance and preservation costs for those as-
sets should be expensed in the period that they are incurred.  Maintenance costs are those 
costs that allow an asset to continue to be used during its originally established useful life.  
Preservation costs (which would be capitalized if the modified approach was not being used) 
are considered to be those costs that extend the useful life of an asset beyond its originally 
estimated useful life, but do not increase the capacity or efficiency of the assets.  Additions 
and improvements to assets that increase their capacity (i.e., the level of service provided by 
the assets) or efficiency (i.e., the level of service is maintained, but at a lower cost) are 
capitalized under both the modified approach and the depreciation approach. 

DISCLOSURES RELATING TO CAPITAL ASSETS 

GASBS 34 requires that information about changes in capital assets used in 
governmental activities and business-type activities be disclosed about major classes 
of capital assets.  Exhibit 1 is an illustrative note disclosure for capital assets. 

Exhibit 1:  Illustrative capital asset note disclosure 

Capital asset activity for the year ended June 30, 20XX was as follows (in thou-
sands):

 Primary Government 
 Beginning 

balance Increases Decreases
Ending
balance

Governmental activities:     
Capital assets not being depreciated:     

Land and improvements $x,xxx $x,xxx $(x,xxx) $x,xxx 
Construction in progress x,xxx x,xxx (x,xxx) x,xxx 

Total capital assets not being 
depreciated x,xxx x,xxx (x,xxx) x,xxx

Other capital assets:     
Buildings and improvements $x,xxx $x,xxx $(x,xxx) $x,xxx 
Equipment x,xxx x,xxx (x,xxx) x,xxx 
Roads and highways x,xxx x,xxx (x,xxx) x,xxx 

Total other capital assets at his-
torical cost x,xxx x,xxx (x,xxx) x,xxx

Less accumulated depreciation for:     
Buildings and improvements $x,xxx $x,xxx $(x,xxx) $x,xxx 
Equipment x,xxx x,xxx (x,xxx) x,xxx 
Roads and highways x,xxx x,xxx (x,xxx) x,xxx
Total accumulated depreciation x,xxx x,xxx (x,xxx) x,xxx

Other capital assets, net x,xxx x,xxx (x,xxx) x,xxx
Governmental activities capital assets, net $x,xxx $x,xxx $(x,xxx) $x,xxx
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Depreciation expense was charged to functions as follows: 

Governmental activities: 
General government $  xxx 
Public safety xxx 
Health and sanitation xxx 
Culture and recreation xx 
Transportation      xx

Total governmental activities depreciation expense $x,xxx

 Primary Government 
 Beginning 

balance Increases Decreases
Ending
balance

Business-type  activities:     
Capital assets not being depreciated:     

Land and improvements $x,xxx $x,xxx $(x,xxx) $x,xxx 
Construction in progress x,xxx x,xxx (x,xxx) x,xxx

Total capital assets not being 
depreciated x,xxx x,xxx (x,xxx) x,xxx

Other capital assets:     
Distribution and collection systems $x,xxx $x,xxx $(x,xxx) $x,xxx 
Buildings and equipment x,xxx x,xxx (x,xxx) x,xxx

Total other capital assets at his-
torical cost x,xxx x,xxx (x,xxx) x,xxx

Less accumulated depreciation for:     
Distribution and collection systems $(x,xxx) $(x,xxx) $x,xxx $(x,xxx)
Buildings and equipment (x,xxx) (x,xxx) x,xxx (x,xxx)
Total accumulated depreciation (x,xxx) (x,xxx) x,xxx (x,xxx)

Other capital assets, net x,xxx x,xxx x,xxx x,xxx
Business-type activities capital assets, net $x,xxx $x,xxx $(x,xxx) $x,xxx

Depreciation expense was charged to functions as follows: 

Business-type activities: 
Water $   xxx 
Sewer   xxx

Total business-type activities depreciation expense $x,xxx

CAPITALIZATION OF INTEREST 

Some fixed assets that are reported in proprietary funds are constructed.  These 
funds would include in the cost of those constructed assets any interest cost that 
would ordinarily be capitalized under the accounting rules for commercial enter-
prises.  In other words, the requirements of Statement of Financial Accounting Stan-
dards 34 (SFAS 34), Capitalization of Interest Cost, as adopted for application to the 
governmental accounting model, should be considered. 
NOTE:  This chapter provides information on interest capitalization on fixed assets con-
structed by proprietary funds.  Capitalization of interest on capital assets used in govern-
mental activities is also not recorded under GASBS 34. 

Interest cost is capitalized for assets that require an acquisition period to get 
them ready for use.  The acquisition period is the period beginning with the first ex-
penditure for a qualifying asset and ending when the asset is substantially complete 
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and ready for its intended use.  The interest cost capitalization period starts when 
three conditions are met. 

• Expenditures have occurred 
• Activities necessary to prepare the asset (including administrative activities 

before construction) have begun 
• Interest cost has been incurred 

The amount of interest cost capitalized should not exceed the actual interest cost 
applicable to the proprietary fund that is incurred during the reporting period.  To 
compute the amount of interest cost to be capitalized for a reporting period, the av-
erage cumulative expenditures for the qualifying asset during the reporting period 
must be determined.  In order to determine the average accumulated expenditures, 
each expenditure must be weighted for the time it was outstanding during the re-
porting period. 

To determine the interest rate to apply against the weighted-average of expen-
ditures computed in the preceding paragraph, the government should determine if 
the construction is being financed with a specific borrowing.  If it is, which in the 
governmental environment is fairly likely, then the interest rate of that specific bor-
rowing should be used.  In other words, this interest rate, multiplied by the 
weighted-average of expenditures on the qualifying assets, would be the amount of 
interest that is capitalized.  If no specific borrowing is made to acquire the qualifying 
asset, the weighted-average interest rate incurred on other borrowings outstanding 
during the period is used to determine the amount of interest cost to be capitalized. 

As stated above, the amount of interest capitalized should not exceed the interest 
cost of the reporting period.  In addition, interest is not capitalized during delays or 
interruptions, other than brief interruptions, that occur during the acquisition or de-
velopment phase of the qualifying asset.  

Background

As described earlier in this chapter, the historical cost of acquiring an asset in-
cludes the costs incurred necessary to bring the asset to the condition and location 
necessary for its intended use.  If an asset requires a period in which to carry out the 
activities necessary to bring it to that location and condition, the interest cost in-
curred during that period as a result of expenditures for the asset is part of the his-
torical cost of the asset. 

SFAS 34 states the objectives of capitalizing interest as the following: 

• To obtain a measure of acquisition cost that more closely reflects the enter-
prise’s total investment in the asset, and 

• To charge a cost that relates to the acquisition of a resource that will benefit 
future periods against the revenues of the periods benefited. 

Conceptually, interest cost is capitalizable for all assets that require time to get 
them ready for their intended use, called the acquisition period.  However, SFAS 34 
concludes that in certain cases, because of cost/benefit considerations in obtaining 
information, among other reasons, interest cost should not be capitalized.  Accord-
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ingly, SFAS 34 specifies that interest cost should not be capitalized for the following 
types of assets: 

• Inventories that are routinely manufactured or otherwise produced in large 
quantities on a repetitive basis 

• Assets that are in use or ready for their intended use in the earnings activities 
of the entity 

• Assets that are not being used in the earnings activities of the enterprise and 
are not undergoing the activities necessary to get them ready for use 

• Assets that are not included in the balance sheet 
• Investments accounted for by the equity method after the planned principal 

operations of the investee begin 
• Investments in regulated investees that are capitalizing both the cost of debt 

and equity capital 
• Assets acquired with gifts or grants that are restricted by the donor or the gran-

tor to acquisition of those assets to the extent that funds are available from 
such gifts and grants (Interest earned from temporary investment of those 
funds that is similarly restricted should be considered an addition to the gift or 
grant for this purpose.) 

• Land that is not undergoing activities necessary to get it ready for its intended 
use

• Certain oil- and gas-producing operations accounted for by the full cost 
method.

After consideration of the above exceptions, interest should be capitalized for 
the following types of assets, referred to as qualifying assets:

• Assets that are constructed or otherwise produced for an entity’s own use, in-
cluding assets constructed or produced for the enterprise by others for which 
deposits or progress payments have been made 

• Assets that are for sale or lease and are constructed or otherwise produced as 
discrete projects, such as real estate developments 

• Investments (equity, loans, and advances) accounted for by the equity method 
while the investee has activities in progress necessary to commence its 
planned principal operations, provided that the investee’s activities include the 
use of funds to acquire qualifying assets for its operations. 

Amount of Interest to Be Capitalized 

The amount of interest cost to be capitalized for qualifying assets is intended to 
be that portion of the interest cost incurred during the assets’ acquisition periods that 
could theoretically be avoided if expenditures for the assets had not been made, such 
as avoiding interest by not making additional borrowings or by using the funds ex-
pended for the qualifying assets to repay borrowings that already exist. 

The amount of interest that is capitalized in an accounting period is determined 
by applying an interest rate (known as the capitalization rate) to the average amount 
of the accumulated expenditures for the asset during the period.  (Special rules may 
apply when qualifying assets are financed with tax-exempt debt.  These rules are 
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discussed later in this chapter.)  The capitalization rates used in an accounting period 
are based on the rates applicable to borrowings outstanding during the accounting 
period.  However, if an entity’s financing plans associate a specific new borrowing 
with a qualifying asset, the enterprise may use the rate on that specific borrowing as 
the capitalization rate to be applied to that portion of the average accumulated ex-
penditures for the asset not in excess of the amount of the borrowing.  If the average 
accumulated expenditures for the asset exceed the amounts of the specific new bor-
rowing associated with the asset, the capitalization rate applicable to this excess 
should be a weighted-average of the rates applicable to the other borrowings of the 
entity.

SFAS 34 provides specific guidance on determining which borrowings should 
be considered in the weighted-average rate mentioned in the previous paragraph.  
The objective is to obtain a reasonable measure of the cost of financing the acquisi-
tion of the asset in terms of the interest cost incurred that otherwise could have been 
avoided.  Judgment will likely be required to make a selection of borrowings that 
best accomplishes this objective in the particular circumstances of the governmental 
entity.  For example, capitalized interest for fixed assets constructed and financed by 
revenue bonds issued by a water and sewer authority should consider the interest 
rate of the water and sewer authority’s debt, rather than general obligation bonds of 
the government.  The revenue bonds are likely to show a different, probably lower, 
rate than that of the general obligation bonds. 

In addition to the above guidance on the calculation of the amount of capitalized 
interest, SFAS 34 specifies that the amount of interest that is capitalized in an ac-
counting period cannot exceed the total amount of interest cost incurred by the entity 
in that period. 

Capitalization Period 

Generally, the capitalization period begins when the following three conditions 
are met: 

1. Expenditures for assets have been made. 
2. Activities that are necessary to get the asset ready for its intended use are in 

progress.
3. Interest cost is being incurred. 
(The beginning of the capitalization period for assets financed with tax-exempt 

debt is described later in this chapter.) 
Interest capitalization continues as long as the above three conditions continue 

to be met.  The term activities is meant to be construed broadly according to SFAS 
34.  It should be considered to encompass more than physical construction.  Activi-
ties are all the steps required to prepare the asset for its intended use, and might in-
clude

• Administrative and technical activities during the preconstruction phase 
• Development of plans or the process of obtaining permits from various gov-

ernmental authorities 
• Activities undertaken after construction has begun in order to overcome un-

foreseen obstacles, such as technical problems, labor disputes, or litigation 
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If the governmental entity suspends substantially all activities related to the ac-
quisition of the asset, interest capitalization should cease until activities are resumed.  
However, brief interruptions, interruptions that are externally imposed, and delays 
inherent in the asset acquisition process do not require interest capitalization to be 
interrupted.

When the asset is substantially completed and ready for its intended use, the 
capitalization period ends.  SFAS 34 specifically used the term substantially com-
plete to prohibit the continuing of interest capitalization in situations in which com-
pletion of the asset is intentionally delayed.  Interest cost should not be capitalized 
during periods when the entity intentionally defers or suspends activities related to 
the asset, because interest incurred during such periods is a holding cost and not an 
acquisition cost. 

Capitalization of Interest Involving Tax-Exempt Borrowings and Certain Gifts 
and Grants 

SFAS 62 amended SFAS 34 where tax-exempt borrowings are used to finance 
qualifying assets.  Generally, interest earned by an entity is not offset against the in-
terest cost in determining either interest capitalization rates or limitations on the 
amount of interest cost that can be capitalized.  However, in situations where the ac-
quisition of qualifying assets is financed with the proceeds of tax-exempt borrow-
ings and those funds are externally restricted to finance the acquisition of specified 
qualifying assets or to service the related debt, this general principal is changed.  
The amount of interest cost capitalized on qualifying assets acquired with the pro-
ceeds of tax-exempt borrowings that are externally restricted as specified above is 
the interest cost on the borrowing less any interest earned on related interest-bearing 
investments acquired with proceeds of the related tax-exempt borrowings from the 
date of the borrowing until the assets are ready for their intended use. 

In other words, when a specific tax-exempt borrowing finances a project, a gov-
ernmental entity will earn interest income on bond proceeds that are invested until 
they are expended or required to be held in debt service reserve accounts.  These in-
terest earnings should be offset against the interest cost in determining the amounts 
of interest to be capitalized.  Conceptually, the true interest cost to the government is 
the net of this interest income and interest cost.  However, this exception to the gen-
eral rule of not netting interest income against interest expense relates only to this 
specific exception relating to tax-exempt borrowings and where amounts received 
under gifts and grants are restricted to use in the acquisition of the qualifying asset. 

Disclosures 

In addition to the accounting requirements specified above, SFAS 34 contains 
two disclosure requirements relating to capitalized interest. 

1. For an accounting period in which no interest cost is capitalized, the amount 
of interest cost incurred and charged to expense during the period should be 
disclosed.

2. For an accounting period in which some interest cost is capitalized, the total 
amount of interest cost incurred during the period and the amount thereof 
that has been capitalized should be disclosed. 
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Example 

The following example demonstrates some of the basic requirements and considera-
tions in calculating and accounting for capitalized interest. 

Assume that an airport authority is building a new runway at a cost of $1,000,000.  
Construction will start on January 1, 20XX and will be completed and placed in service 
by June 30, 20XX, which is also the authority’s year-end.  A bond issue of $800,000, 
whose proceeds must be used to build the runway, bears interest at a rate of 5%.  Bond 
proceeds are invested in an account earning 4% interest until the proceeds are expended.  
The remaining amount needed for the construction, $200,000, will be funded internally 
by the airport authority after the $800,000 of bond proceeds are used up.  The airport 
authority’s total interest cost for this period is $200,000, and its similar borrowings bear 
a weighted-average interest rate of 6%. 

The monthly expenditures and interest costs and income on the bond proceeds are 
calculated as listed below, and the following schedule would be the first step in calcu-
lating the amount of capitalized interest: 

Month Expenditures
 Cumulative 
  exp. 

 Mth. int. 
  cost 

 Mth. int. 
  income 

Jan $100,000 100,000 417 2,333 
Feb 100,000 200,000 833 2,000 
Mar 200,000 400,000 1,667 1,333 
Apr 200,000 600,000 2,500 667 
May 200,000 800,000 3,333  
Jun 200,000 1,000,000   4,333* ____ 

   13,083 6,333 

* This amount is calculated at $800,000 @ 5% for one month ($3,333) and $200,000 @ 6% for one 
month ($1,000). 

If the airport authority issued taxable debt to build the runway, the amount of capi-
talized interest to be recorded is $13,083.  If the airport authority issued tax-exempt debt 
that was specifically restricted to finance the acquisition of the specific qualified asset, 
the interest cost capitalized would be $6,750 ($13,083 less $6,333).  Also note that in the 
case of the tax-exempt debt example, if the airport authority issued monthly financial 
statements, the “negative” amount of capitalized interest in January, for example, of 
$1,916 ($2,333 less $417) would actually be reduced from the cost of the construction-
in-progress that would have been recorded as an asset in the monthly financial state-
ments.

Also note that if the amounts expended were reasonably equal over the monthly pe-
riods, calculation of the capitalized interest would closely approximate the monthly 
amounts.  For example, $800,000 expended over six months results in an average out-
standing expenditure of $400,000, which at 5% annual rate equals $10,000 plus 
$200,000 outstanding for one month at 6% equals $1,000, for a total of $11,000. 

SUMMARY

GASBS 34 significantly changes the way in which capital assets used in gov-
ernmental activities of a government are reported.  Implementation of the retroactive 
infrastructure reporting requirements is an important consideration for most gov-
ernments.
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OVERVIEW OF THE ACCOUNTING  
FOR LONG-TERM OBLIGATIONS 

Prior to the implementation of the financial reporting model for governments as 
promulgated by GASBS 34, long-term obligations related to governmental funds 
were accounted for in the general long-term debt account group.  Under GASBS 34, 
long-term obligations are also not reported in the governmental funds.  They are 
only reported as liabilities on the government-wide statement of net assets or as li-
abilities of proprietary funds.  This chapter describes the accounting for long-term 
obligations and describes several issues as to when certain obligations might be re-
ported in governmental funds. 

This section of this chapter examines a government’s accounting and financial 
reporting for the general long-term debt. 

Other long-term liabilities typically found in the government-wide statement of 
net assets are specifically covered in other chapters of this guide.  These liabilities 
(and the references to the related chapters) are as follows: 

• Capital leases and operating leases with scheduled rent increases (Chapter 22) 
• Compensated absences (Chapter 17) 
• Judgments and claims (Chapter 21) 
• Landfill closure and postclosure costs (Chapter 23) 
• Pension-related liabilities (Chapter 18) 

Readers should review these chapters to determine the appropriate recognition 
of these liabilities in the government-wide financial statements. 

Funds using proprietary fund accounting record all liabilities (both long- and 
short-term) in the funds themselves as well as in the government-wide financial 
statements.  Since the governmental funds only record liabilities expected to be sat-
isfied with expendable and available financial resources, governmental long-term li-
abilities are not recorded in the governmental funds and these liabilities are only 
reported on the government-wide statement of net assets. 

The following sections discuss the accounting for general long-term bonds and 
other debt that might be recorded in the government-wide financial statements.  A 
separate chapter (Chapter 22) discusses the accounting and reporting for capital 
leases and operating leases with scheduled rent increases.  The balance of the 
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amounts recorded in the government-wide financial statements represents specific 
accrued liability-type items.  While specific requirements and calculation of these 
items is discussed in the chapters referred to above, a review of the overall account-
ing for accrued liabilities as it relates to long-term obligation warrants special atten-
tion.

First, as a general rule, accrued liabilities should be automatically recorded in 
the governmental funds themselves when due, regardless of whether they will be 
liquidated with current resources.  Usually, accrued liabilities for salaries and ac-
counts payable for goods and services received prior to the end of the fiscal year, but 
paid in the following fiscal year, fall into this category.  These typical, standard 
accruals, as mentioned, should be recorded in the governmental fund and the 
government-wide financial statements. 

The liabilities other than debt items that are only recorded in the government-
wide financial statements are as follows: 

• Judgments and claims 
• Compensated absences 
• Unfunded pension liabilities 
• Special termination benefits 
• Landfill closure and postclosure costs 
• Capital lease obligation and operating leases with scheduled rent increases 
In these cases, a liability should not be recognized in the governmental fund 

only to the extent that the liability would not “normally be liquidated with expend-
able available resources.”  The method of determining how a liability would nor-
mally be liquidated with expendable available resources is not provided in any 
GASB or NCGA pronouncement, although the GAAFR does provide some general 
practice guidance. 

Some governments previously had policies whereby they set aside money in 
their current budget to fund liabilities incurred during the period, even though those 
liabilities were not paid until some future budget period.  A result of funding li-
abilities on an ongoing basis is the accumulation of resources in the fund.  These re-
sources, currently available in the fund at the end of each fiscal year, will eventually 
be used to liquidate the liability.  Therefore, by their nature, these funded liabilities 
were considered to be liquidated with expendable available resources, even though 
the liquidation may not take place until some time far into the future.  Accordingly, 
funded liabilities were reported as fund liabilities regardless of when the liabilities 
will be liquidated.  However, the GAAFR specifies that this practice should not af-
fect the recognition of expenditures and fund liabilities, which would only be recog-
nized as the related liability becomes due, regardless of the liability being advance-
funded.  This change is a result of GASB Interpretation 6, which is discussed more 
fully in Chapter 3. 

Contrast the funded liability situation to the unfunded liability situation, where 
the government is not setting aside current resources to pay these unfunded liabili-
ties.  The government is relying on the resources of future periods to liquidate these 
liabilities when they become due.  Accordingly, it can be concluded that these li-
abilities will not be liquidated with expendable available resources, even though the 
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liabilities may be liquidated in the very near future.  Unfunded liabilities will be paid 
with amounts that have not yet been provided as of the end of the fiscal year.  Ac-
cordingly, unfunded liabilities for the special cases listed above should be reported 
only in the government-wide financial statements. 

The example of compensated absences can be used to further demonstrate the 
unfunded example.  Most governments report their entire liability for compensated 
absences only in the government-wide financial statements.  These same govern-
ments use the pay-as-you-go method for actually making the payments.  For exam-
ple, when a sick day or vacation time is paid, it is paid from the normal recurring 
payroll, while conceptually reducing the liability in the government-wide financial 
statements.  Lump-sum payments are treated in a similar manner.  However, com-
pensated absences should be accrued in the fund for employees that have terminated 
service as of year-end but have not yet been paid for the vested compensated ab-
sences that are payable to them.  This is specifically because these amounts are now 
“due” to the employees, even though they have not been paid. 

The approach described above only applies to the specific liability items listed 
above.  All other liabilities related to governmental funds must be reported in the 
funds themselves, regardless (1) of when they are expected to be paid and (2) of 
funding.  In other words, a government could not report the accounts payable of its 
governmental fund in the government-wide financial statements and not the general 
fund simply because it was behind on payments or because the amounts weren’t ac-
tually due until a significant time after the fiscal year-end. 

When determining whether a government funds one of the above special liabili-
ties, it is important to consider that the criterion is based on whether a government 
“normally” liquidates the liability with expendable available financial resources.  If 
a government ordinarily funds a certain type of liability, but fails to do so in a given 
year, the liability should continue to be reported in the governmental fund because it 
would normally be liquidated from expendable available financial resources based 
on the government’s existing funding policies. 

In addition, liabilities that are payable on demand as of the balance sheet date, 
other than those related to compensated absences, must be reported as fund liabili-
ties, regardless of whether they are funded.  For example, if a government settles a 
claim or receives a final judgment on a claim prior to the fiscal year-end, but does 
not actually pay the settlement or judgment until the next fiscal year, the fund from 
where judgments and claims are normally paid should record a liability for the set-
tlement or judgment amount, regardless of whether it is funded. 
NOTE:  Governments must implement GASB Interpretation 6, which addresses the issue of 
when certain liabilities are reported as financial liabilities, upon implementation of 
GASBS 34.  Interpretation 6 is discussed in detail in Chapter 3. 

GASBS 34 requires certain disclosures about long-term liabilities.  These dis-
closures should include both long-term debt (such as bonds, notes, loans, and leases 
payable) and other long-term liabilities (such as compensated absences, judgments 
and claims, landfill liabilities, net pension obligations, etc.).  These disclosures are 
normally presented in the form of a table in the notes to the financial statements and 
should include 
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• Beginning and end of year balances, regardless of whether prior year data are 
presented on the government-wide financial statements. 

• Increases and decreases, presented separately. 
• The portions of each item that are due within one year of the date of the finan-

cial statement. 
• Which governmental funds typically have been used to liquidate other long-

term liabilities (such as compensated absences and pension liabilities) in prior 
years.

DEMAND BONDS 

Demand bonds are debt instruments that create a potential call on a state or local 
government’s current financial resources.  As was also mentioned in Chapter 13, the 
accounting question that arises is whether the liability for demand bonds should be 
recorded as a liability of the fund that receives the proceeds, or whether the debt 
should only be included in the government-wide statement of net assets.  The GASB 
issued guidance through GASB Interpretation 1 (GASBI 1), Demand Bonds Issued 
by State and Local Governmental Entities, which is reflected in the discussion of the 
following accounting question. 

Demand bonds are debt issuances that have demand provisions (termed “put” 
provisions) as one of their features that gives the bondholder the right to require that 
the issuer to redeem the bonds within a certain period, after giving some agreed-
upon period of notice, usually thirty days or less.  In some cases, the demand provi-
sions are exercisable immediately after the bonds have been issued.  In other cases, 
there is a waiting period of, for example, five years, until the put provisions of the 
bonds may be exercised by the bondholder.  These provisions mean that the bond-
holder is less subject to risks caused by rising interest rates.  Because the bondholder 
is assured that he or she can receive the par value of the bond at some future date, a 
demand bond has some features and advantages of a short-term investment for the 
bondholder, in addition to being a potential long-term investment.  Accordingly, de-
pending on the current market conditions, governments can issue these types of 
bonds at a lower interest rate than would be possible with bonds that did not have 
the demand bonds’ put provision. 

Because the issuance of demand bonds represents significant potential cash out-
lays by governments, steps are usually taken to protect the government from having 
to fund from its own cash reserves demand bonds redeemed by bondholders.  First, 
governments usually appoint remarketing agents whose function is to resell bonds 
that have been redeemed by bondholders.  In addition, governments usually obtain 
letters of credit or other arrangements that would make funds available sufficient to 
cover redeemed bonds. 

To provide for long-term financing in the event that the remarketing agents are 
unable to sell the redeemed bonds within a specified period (such as three to six 
months), the government issuing demand bonds generally enters into an agreement 
with a financial institution to convert the bonds to an installment loan repayable over 
a specified period.  This type of arrangement is known as a “take-out” agreement 
and may be part of the letter of credit agreement, or a separate agreement. 
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From the perspective of the government issuing debt in the form of demand 
bonds, the most important elements of the transaction are the standby liquidity 
agreement and the take-out agreement.  The standby liquidity agreement assures the 
availability of short-term funds to redeem the bonds that are put by the bondholder 
pending resale by the remarketing agent.  In addition, the take-out agreement is of 
equal or more importance because it provides assurance that the issuer will be able 
to repay any borrowings under the standby liquidity agreement and preserves the 
long-term nature of the basic debt. 

As addressed by GASBI 1, demand bonds are those that by their terms have de-
mand provisions that are exercisable at the balance sheet date or within one year 
from the date of the balance sheet.  These bonds should be reported by governments 
in the general long-term debt account group, provided all of the following conditions 
delineated in GASBI 1 are met: 

• Before the financial statements are issued, the issuer has entered into an arm’s-
length financing (take-out) agreement (an arm’s-length agreement is an 
agreement with an unrelated third party, with each party acting in his or her 
own behalf) to convert bonds put (but not resold) into some other form of 
long-term obligation. 

• The take-out agreement does not expire within one year from the date of the 
issuer’s balance sheet. 

• The take-out agreement is not cancelable by the lender or the prospective 
lender during that year, and obligations incurred under the take-out agreement 
are not callable during that year. 

• The lender, prospective lender, or investor is expected to be financially capa-
ble of honoring the take-out agreement. 

Regarding the conditions above, if the take-out agreement is cancelable or call-
able because of violations that can be objectively verified by both parties and no 
violations have occurred prior to issuance of the financial statements, the demand 
bonds should be classified and recorded as long-term debt.  If violations have oc-
curred and a waiver has been obtained before issuance of the financial statements, 
the bonds should also be classified and recorded as long-term debt.  Otherwise, the 
demand bonds should be classified and recorded as liabilities of the governmental 
fund.

If the take-out agreement is cancelable or callable because of violations that 
cannot be objectively verified by both parties, the take-out agreement does not pro-
vide sufficient assurance of long-term financing capabilities, and the bonds should 
be classified as liabilities of the fund. 

If a government exercises a take-out agreement to convert demand bonds that 
have been redeemed into an installment loan, the installment loan should be reported 
in the general long-term debt account group. 

If the above conditions are not met, the demand bonds should be recorded as a 
liability of a governmental fund, such as the capital projects fund.  The selection of 
the fund to record the liability is determined by which fund receives the bond pro-
ceeds from the issuance of the demand bonds.  Most often, this is the capital projects 
fund.
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In addition, if a take-out agreement expires while its related demand bonds are 
still outstanding, the government should report a fund liability in the fund for the 
demand bonds that were previously reported in the general fixed asset account 
group.  The liability is reported as a liability of the fund that originally reported the 
proceeds of the bond.  A corresponding debit to “Other financing uses” would need 
to be made at this time to record the fund liability. 

In addition to the accounting requirements relative to demand bonds, GASBI 1 
requires that a number of disclosures be made about this type of bond and the related 
agreements.  These disclosures are in addition to the normal disclosures required 
about debt and include the following: 

• General description of the demand bond program 
• Terms of any letters of credit or other standby liquidity agreements out-

standing
• Commitment fees to obtain the letters of credit and any amounts drawn on 

them outstanding as of the balance sheet date 
• A description of the take-out agreement, including its expiration date, commit-

ment fees to obtain that agreement, and the terms of any new obligation under 
the take-out agreement 

• The debt service requirements that would result if the take-out agreement were 
to be exercised 

If a take-out agreement has been exercised converting the bonds to an install-
ment loan, the installment loan should be reported as general long-term debt, and the 
payment schedule under the installment loan should be included as part of the 
schedule of debt service requirements to maturity. 

Using the criteria and requirements of GASBI 1, the following is an illustrative 
footnote disclosure for demand bonds included in the general long-term debt account 
group.

Exhibit 1 
The noncurrent liabilities reported in the government-wide statement of net assets 

includes $XXX,XXX of general obligation demand bonds maturing serially through 
June 30, 20XY, backed by the full faith, credit, and taxing power of the City.  The bonds 
were issued pursuant to an ordinance adopted by the City Council on July 1, 20XX.  The 
proceeds of the bonds were used to provide funds for certain capital improvements.  The 
redemption schedule for these bonds is included in the bond redemption schedule in 
Note XX.  The bonds are subject to purchase on the demand of the holder at a price 
equal to principal plus accrued interest on three days’ notice and delivery to the City’s 
remarketing agent, XYZ Remarketing Company.  The remarketing agent is authorized to 
use its best efforts to sell the repurchased bonds at a price equal to 100% of the principal 
amount by adjusting the interest rate. 

Under an irrevocable letter of credit issued by Friendly Bank, the trustee or the re-
marketing agent is entitled to draw an amount sufficient to pay the purchase price of 
bonds delivered to it.  The letter of credit is valid through September 30, 20XX, and car-
ries a variable interest rate equal to the difference between the institution’s prime lend-
ing rate (currently 8%) and the rate payable on the bonds. 

If the remarketing agent is unable to resell any bonds that are “put” within six 
months of the “put” date, the City has a take-out agreement with Friendly Bank to con-
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vert the bonds to an installment loan payable over a five-year period bearing an adjust-
able interest rate equal to the bank’s prime lending rate.  The take-out agreement expires 
on September 30, 20XX.  If the take-out agreement were to be exercised because the en-
tire issue of $XXX,XXX of demand bonds was “put” and not resold, the City would be 
required to pay $XX,XXX a year for five years under the installment loan agreement, 
assuming an 8% interest rate. 

The City is required to pay the Friendly Bank an annual commitment fee for the 
letter of credit of 1% per year of the outstanding principal amount of the bonds, plus 
XXX days of interest at a rate of 8% unless subsequently changed.  The City has paid a 
take-out agreement fee of $XX,XXX (1/10 of 1% of $XXX,XXX) to the Friendly Bank.  
In addition, the remarketing agent receives an annual fee of 1/10 of 1% of the out-
standing principal amount of the bonds. 

ADVANCE REFUNDINGS 

Accounting for transactions relating the advance refunding of long-term debt 
was described in Chapter 13.  While that discussion focused on the flow of funds 
through a debt service fund when an advance refunding occurs, the critical account-
ing decision to be made for advance refundings of general long-term debt is whether 
the liability of the refunded debt is removed from the government-wide statement of 
net assets.  That accounting decision and the related disclosure requirements for ad-
vance refundings is the focus of the following discussion. 

GASBS 7, Advance Refundings Resulting in Defeasance of Debt, provides sig-
nificant background and accounting guidance for determining the appropriate ac-
counting for these activities. 

There are several reasons why a government might desire to refund its debt in 
advance of the debt’s maturity date.  The following are some of these reasons a gov-
ernment may advance refund debt: 

1. Most frequently, governments refinance debt to take advantage of more fa-
vorable interest rates.  If interest rates have declined for similar securities, it 
is likely that the government can realize savings by advance refunding its 
older debt. 

2. Governments may also refinance debt to change the structure of debt service 
payments, such as by shortening or lengthening the period. 

3. Governments might also refinance debt to escape from unfavorable bond 
covenants, such as restrictions on issuing additional debt. 

Because the benefits that a government may realize from the above reasons are 
likely to be available before the debt is actually due or redeemable, it is necessary 
for a government to advance refund the debt.  A government accomplishes an ad-
vance refunding by taking the proceeds of the new debt issued to refinance the old 
debt and placing the proceeds in an escrow account that is subsequently used to pro-
vide funds to do the following, at minimum: 

• Meet periodic principal and interest payments of the old debt until the call or 
maturity date 

• Pay the call premium, if redemption is at the call date 
• Redeem the debt at the call date or the maturity date 
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Most advance refunding transactions result in a defeasance of the debt, enabling 
the government to remove the amount of the old debt from the government-wide 
statement of net assets.  A defeasance can be either legal or in-substance. 

• A legal defeasance occurs when debt is legally satisfied based on certain pro-
visions in the instrument, even though the debt is not actually repaid. 

• An in-substance defeasance is the far more common type of defeasance.  An 
in-substance defeasance occurs when debt is considered defeased for ac-
counting purposes even though a legal defeasance has not occurred. 

GASBS 7 prescribes the criteria that must be met before debt is considered de-
feased for accounting and reporting purposes.  The government must irrevocably 
place cash or assets with an escrow agent in a trust to be used solely for satisfying 
scheduled payments of both interest and principal of the defeased debt, and the pos-
sibility that the debtor will be required to make future payments on that debt is re-
mote.  The trust is restricted to owning only monetary assets that are essentially risk-
free as to the amount, timing, and collection of interest and principal.  The monetary 
assets should be denominated in the currency in which the debt is payable.  GASBS 
7 also prescribes that for debt denominated in US dollars, risk-free monetary assets 
are essentially limited to 

• Direct obligations of the US government (including state and local govern-
ment securities [SLGS] that the US Treasury issues specifically to provide 
state and local governments with required cash flows at yields that do not ex-
ceed the Internal Revenue Service’s arbitrage limits) 

• Obligations guaranteed by the US government 
• Securities backed by US government obligations as collateral and for which 

interest and principal payments generally flow immediately through to the se-
curity holder 

Determining the benefit of an advance refunding of long-term debt is not simply 
a matter of comparing the values of the old debt being refunded and the new debt 
that is being issued to provide the proceeds to accomplish the advance refunding.  In 
fact, it may be necessary in a refunding to issue new debt in an amount greater than 
the old debt.  In these cases, savings may result if the total new debt service re-
quirements (principal and interest) are less than the old debt service requirements. 

Although the difference in total cash flows between the old and the new debt 
service payments provides some indication of the effect of an advance refunding 
transaction, that transaction should also be examined from a time-value-of-money 
perspective.  The value on a given date of a series of future payments is less than the 
sum of those payments because of the time value of money, commonly referred to as 
the present value of a future payment stream.  The present value of the future pay-
ment stream provides a more meaningful measure of the savings or costs resulting 
from a refunding. 

GASBS 7 defines the economic gain or loss on a refunding transaction as the 
difference between the present value of the new debt service requirements and the 
present value of the old debt service requirements.  The interest rate used to deter-
mine the present value of these two payment streams should be an interest rate that 
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reflects the estimate of the amount of earnings required on the assets placed in the 
escrow account, adjusted for any issuance costs that will result in a lower amount of 
funds actually being invested in the escrow account. 

Determining the effective interest rate that is used to discount the cash flow 
streams on both the old and new debt service payments is an important component 
in determining the economic gain or loss on an advance refunding.  As stated above, 
this rate is affected by costs that are allowable which will be paid out of the escrow 
account.  The United States Treasury Department regulations limit the amount of 
earnings that a government may earn on funds from tax-exempt debt issuances that 
are invested by the government, including investments in escrow accounts that are 
used to pay debt service on the “old” debt in an advance refunding transaction. 
NOTE: The purpose of the limitations are to prevent governments from issuing tax-exempt 
debt to obtain funds to invest in otherwise taxable securities.  Because governments are not 
subject to income taxes, there would otherwise be a great opportunity to take advantage of 
these “arbitrage” earnings.  For example, a government may be able to issue tax-exempt 
debt with an interest rate of 4%.  At the same time, the government may be able to purchase 
US Treasury securities with a taxable interest rate of 6%.  Since the government is not sub-
ject to income taxes, in this example it would have 2% more in earnings for every dollar it 
borrowed, ignoring debt issuance costs.  The US Treasury requires that, after a complex set 
of calculations over a five-year period of time, arbitrage earnings be rebated to the US 
Treasury.

Because of the arbitrage rebate requirements, a government would generally be 
able to earn on its escrow funds an interest rate equal to the amount that it was pay-
ing in interest on the debt that it issued to obtain the funds to put in the escrow ac-
count.  An adjustment to the interest rate allowed on the escrow funds can be made 
for certain advance refunding costs which the US Treasury Department deems “al-
lowable,” which means that they can be recouped in part through the escrow earn-
ings.  The term allowable used above relates to the fact that the US Treasury De-
partment allows certain issuance costs to be deducted from bond proceeds before 
determining the maximum allowable yield of the escrow fund.  Because the escrow 
fund is invested for a period shorter than the life of the bond, or at the time of the re-
funding, Treasury securities are yielding less than the escrow’s legal maximum rate, 
not all allowable costs can be recovered.  To the extent that these costs are recovered 
by escrow earnings, they effectively cost the issuing entity nothing, and are therefore 
ignored in computing the effective interest rate.  If the costs cannot be recovered, 
they should be considered in the determination of the effective interest rate, as de-
scribed above. 

Having at least some of these costs allowable and eligible for recoupment from 
the escrow earnings means that a slightly higher rate would be allowed on the es-
crow earnings, which is clearly a benefit to a government in evaluating whether a 
particular advance refunding transaction would be favorable to it.  The more that the 
escrow fund can earn, the smaller the escrow requirement.  The smaller the escrow 
requirement, the less new debt a government must issue to accomplish the refunding 
transaction.  One caveat to this benefit, however, is that the maximum allowable rate 
that can be earned on the escrow funds is simply that—a maximum rate.  Market 
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conditions may be such that a government may only be able to earn an interest rate 
on the escrow funds that is actually less than the maximum allowable rate. 
NOTE: GASBS 7 provides three examples of the calculation of economic gains and losses in 
a nonauthoritative appendix that are helpful in understanding the components of the calcu-
lation.  In practice, many governments will rely on underwriters or independent financial 
advisors to assist them in calculating these amounts.  This is particularly true when there are 
numerous factors that are present in the refunding transaction, such as call dates for the old 
bonds, variability in coupon rates, etc.

GASBS 7 requires that governments that defease debt through an advance re-
funding provide a general description of the transaction in the notes to the financial 
statements in the year of the refunding.  At a minimum, the disclosures should in-
clude (1) the difference between the cash flows required to service the old debt and 
the cash flows required to service the new debt and complete the refunding and (2) 
the economic gain or loss resulting from the transaction. 

• When measuring the difference between the two cash flows, additional cash 
used to complete the refunding paid from resources other than the proceeds of 
the new debt (for example, for issuance costs or payments to the escrow agent) 
should be added to the new debt flows.  Accrued interest received at the bond 
issuance date should be excluded from the new debt cash flows.  If the new 
debt is issued in an amount greater than that required for the refunding, only 
that portion of debt service applicable to the refunding should be considered 
when determining these cash flows. 

• As stated above, economic gain or loss is the difference between the present 
value of the old debt service requirements and the present value of the new 
debt service requirements, discounted at the effective interest rate and adjusted 
for additional cash paid, as described in the preceding paragraph. 

The effective interest rate is the rate that when used to discount the debt service 
requirements on the new debt produces a present value equal to the proceeds of the 
new debt (including accrued interest), net of any premiums or discounts and any un-
derwriting spread and issuance costs that are not recoverable through escrow earn-
ings.  Issuance costs include all costs incurred to issue the bonds, including, but not 
limited to, insurance costs (net of rebates from the old debt, if any), financing costs 
(such as rating agency fees), and other related costs (such as printing, legal, admin-
istrative, and trustee expenses). 

In addition to these primary disclosures, GASBS 7 also provides additional dis-
closure guidance as follows: 

• In all periods following an advance refunding for which debt that is defeased 
in substance remains outstanding, the amount, if any, of outstanding debt at 
the end of the reporting period should be disclosed.  These disclosures should 
distinguish between the primary government and its discretely presented com-
ponent units. 

• The disclosures discussed in the preceding paragraphs should distinguish be-
tween the primary government’s funds and account groups and its discretely 
presented component units.  The reporting entity’s financial statements should 
present the funds and account groups of the primary government (including its 
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blended component units) and provide an overview of the discretely presented 
component units.  

The reporting entity’s financial statements should make those discretely pre-
sented component unit disclosures essential to the fair presentation of its general-
purpose financial statements, fair presentation being a matter of professional judg-
ment.  Financial statement preparers should keep in mind that there are circum-
stances when aggregating disclosure information can be misleading.  Reporting en-
tities are not precluded from providing additional or separate disclosures for both the 
primary government and its discretely presented component units.  For example, a 
significant loss in one fund may be offset by a significant gain in another fund.  In 
this circumstance, additional or separate disclosure by fund should be made. 

Exhibit 2 

The following illustrative note disclosures for the year of the advance refund and 
subsequent periods in which the old debt is outstanding are provided below, based on the 
guidance of GASBS 7. 

Sample Note Disclosure—In the Year of the Advanced Refunding 

On April 1, 20XX, the City issued $XXX,XXX in general obligation bonds with an 
average interest rate of X.XX% to advance refund $XXX,XXX of outstanding 20XX-
series bonds with an average interest rate of X.XX%.  The net proceeds of $XXX,XXX 
(after payment of $XX,XXX in underwriting fees, insurance, and other issuance costs) 
plus an additional $XX,XXX of 20XX-series sinking-fund monies were used to pur-
chase US government securities.  Those securities were deposited in an irrevocable trust 
with an escrow agent to provide for all future debt service payments on the 20XX-series 
bonds.  As a result, the 20XX-series bonds are considered to be defeased and the liability 
for these bonds has been removed from the government-wide statement of net assets. 

The City advance refunded the 20XX series bonds to reduce its total debt service 
payments over the next XX years by almost $XX,XXX and to obtain an economic gain 
(difference between the present values of the debt service payments on the old and new 
debt) of $X,XXX. 

Sample Note Disclosure—Periods Following an Advance Refunding 

In prior years, the City defeased certain general obligation bonds by placing the 
proceeds of new bonds in an irrevocable trust to provide for all future debt service pay-
ments on the old bonds.  Accordingly, the trust account assets and the liability for the 
defeased bonds are not included in the City’s financial statements.  On June 30, 20XX, 
$XXX,XXX of bonds outstanding were considered defeased. 

After implementation of GASBS 34, the accounting for the gain or loss from an 
advance refunding of debt needs to be considered in the government-wide financial 
statements.  The gain or loss for accounting purposes is basically calculated as the 
difference between the carrying amount of the old and new debt.  Any gain or loss is 
deferred in the government-wide statements and amortized over the life of the new 
debt, preferably by the effective interest method of amortization. 

BOND, REVENUE, AND TAX ANTICIPATION NOTES 

Bond, revenue, and tax anticipation notes are a mechanism for state and local 
governments to obtain financing in the form of a short-term note that the govern-
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ment intends to pay off with the proceeds of a long-term bond.  Bond anticipation 
notes were discussed in Chapter 8 and are further discussed in the following para-
graphs.  Revenue and tax anticipation notes are also sources of short-term financing 
for governments.  However, these short-term notes are not anticipated to be repaid 
from bond proceeds.  They are expected to be paid from future collections of tax 
revenues, often real estate taxes, or other sources of revenue, often federal or state 
categorical aid.  Therefore, these notes should be reported as a fund liability in the 
fund that receives that proceeds from the notes. 

The accounting question for bond anticipation notes is whether the notes should 
be recorded as a short-term liability in the fund that received the proceeds of the 
notes (usually the capital projects fund), or whether certain prescribed conditions are 
met to enable the notes to be treated as a long-term obligation and recorded in the 
general long-term debt account group.  What distinguishes bond anticipation notes 
from revenue and tax anticipation notes is that the bond anticipation notes are ex-
pected to be paid with the proceeds of a long-term financing.  If certain circum-
stances are met, the bond anticipation notes may be recorded only in the 
government-wide financial statements, instead of reporting them as a liability in the 
governmental fund that received their proceeds, most often the capital projects fund. 
NOTE:  Under GASBS 34, the same considerations are made as to whether the bond antici-
pation notes are recorded as a fund liability.  In the government-wide statements, the liabil-
ity will always be recorded; however, it must be determined whether the liability is reported 
as a current or noncurrent liability. 

NCGA Interpretation 9 (NCGAI 9), Certain Fund Classifications and Balance 
Sheet Accounts, addresses the question of how bond, revenue, and tax anticipation 
notes should be reflected in the financial statements of a government, particularly 
how they should be accounted for by governmental funds.  This guidance is par-
ticularly relevant for the capital projects fund, because this is the fund that usually 
receives the proceeds of bonds issued to finance major asset acquisitions or con-
struction.

NCGAI 9 prescribes that if all legal steps have been taken to refinance the bond 
anticipation notes and the interest is supported by an ability to consummate refi-
nancing the short-term notes on a long-term basis in accordance with the criteria set 
forth in FASB Statement 6 (SFAS 6), Classification of Short-Term Obligations Ex-
pected to Be Refinanced (see below), they should be shown as a fund liability, al-
though they would be recorded as a liability on the government-wide statement of 
net assets.  However, if the necessary legal steps and the ability to consummate refi-
nancing criteria have not been met, then the bond anticipation notes should be re-
ported as a fund liability in the fund receiving the proceeds. 

The requirements of SFAS 6 referred to above are as follows: 
The enterprise’s intent to refinance the short-term obligation on a long-term ba-
sis is supported by an ability to consummate the refinancing demonstrated in ei-
ther of the following ways: 

a. Post-balance-sheet date issuance of long-term obligation or equity securi-
ties.  After the date of an enterprise’s balance sheet, but before that balance 
sheet is issued, a long-term obligation . . . has been issued for the purpose 
of refinancing the short-term obligation on a long-term basis; or 



 Chapter 13 / Long-Term Obligations 247

b. Financing agreement.  Before the balance sheet is issued, the enterprise en-
tered into a financing agreement that clearly permits the enterprise to refi-
nance the short-term obligation on a long-term basis on terms that are 
readily determinable, and all of the following conditions are met: 

 (i) The agreement does not expire within one year (or operating cycle) 
from the date of the enterprise’s balance sheet and during that pe-
riod the agreement is not cancelable by the lender or the prospective 
lender or investor (and obligations incurred under the agreement are 
not callable during that period) except for the violation of a provi-
sion with which compliance is objectively determinable or measur-
able. 

 (ii) No violation of any provision of the financing agreement exists at the 
balance sheet date and no available information indicates that a 
violation has occurred thereafter but prior to the issuance of the bal-
ance sheet, or, if one exists at the balance sheet date or has occurred 
thereafter, a waiver has been obtained. 

 (iii) The lender or the prospective lender or investor with which the en-
terprise has entered into the financing agreement is expected to be 
financially capable of honoring the agreement. 

For purposes of applying the above provisions of SFAS 6, a “violation of a pro-
vision” is a failure to meet a condition set forth in the agreement or breach or viola-
tion of a provision such as a restrictive covenant, representation, or warranty, 
whether or not a grace period is allowed or the lender is required to given notice.  In 
addition, when a financing agreements is cancelable for violation of a provision that 
can be evaluated differently by the parties to the agreement (for instance, when 
compliance with the provision is not objectively determinable or measurable), it 
does not comply with the condition of b(ii) above. 
NOTE:  To meet the above-described conditions to record short-term bond anticipation 
notes as long-term debt, a government has to either have completed the financing after the 
balance sheet date but before the financial statements are issued, or must have a solid 
agreement in place to obtain the long-term financing after the financial statements are is-
sued.  This appears to be a fairly narrow opening to avoid recording the financing as a long-
term liability in the general long-term debt account group.  However, the chance of comply-
ing with these conditions may be better than it appears, because the requirements of the 
bond anticipation notes themselves will likely require that concrete agreements to issue the 
long-term bonds are in place before the lenders provide the short-term financing through the 
bond anticipation notes. 

SPECIAL ASSESSMENT DEBT 

As described in Chapter 8, the capital projects fund typically accounts for capital 
projects financed with the proceeds of special assessment debt.  More often than not, 
special assessment projects are capital in nature and are designed to enhance the 
utility, accessibility, or aesthetic value of the affected properties.  The projects may 
also provide improvements or additions to a government’s capital assets, including 
infrastructure.  Some of the more common types of capital special assessments in-
clude streets, sidewalks, parking facilities, and curbs and gutters. 
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The cost of a capital improvement special assessment project is usually greater 
than the amount the affected property owners can or are willing to pay in one year.  
To finance the project, the affected property owners effectively mortgage their prop-
erty by allowing the government to attach a lien on it so that the they can pay their 
pro rata share of the improvement costs in installments.  To actually obtain funds 
for the project, the government usually issues long-term debt to finance the project.  
Ordinarily, the assessed property owners pay the assessments in installments, which 
are timed to be due based on the debt service requirements of the debt that was is-
sued to fund the projects.  The assessed property owners may also elect to pay for 
the assessment immediately or at any time thereafter, but prior to the installment due 
dates.  When the assessed property owners satisfy their obligations, the government 
removes the liens from the respective properties. 

GASB Statement 6 (GASBS 6), Accounting and Reporting for Special Assess-
ments, defines special assessment debt as those long-term obligations secured by a 
lien on the assessed properties, for which the primary source of repayment is the as-
sessments levied against the benefiting properties.  Often, however, the government 
will be obligated in some manner to provide resources for repayment of special as-
sessment debt in the event of default by the assessed property owners.  It is also not 
uncommon for a local government to finance an improvement entirely with the pro-
ceeds of a general obligation debt and to levy special assessments against the bene-
fiting property owners to provide some of the resources needed to repay the debt. 

The primary source of funds for the repayment of special assessment debt is the 
assessments against the benefiting property owners.  The government’s role and re-
sponsibilities in the debt may vary widely.  The government may be directly respon-
sible for paying a portion of the project cost, either as a public benefit or as a prop-
erty owner benefiting from the improvement.  General government resources repay 
the portion of the debt related to the government’s share of the project cost.  These 
costs of capital projects would be expenditures of the capital projects fund.  On the 
other hand, the government may have no liability for special assessment debt issues.  
Between these two extremes, the government may pledge its full faith and credit as 
security for the entire special assessment bond issue, including the portion of the 
bond issue to be paid by assessments against the benefiting property owners. (Fur-
ther information on determining the extent of a government’s responsibility for spe-
cial assessment debt is provided below.) 

If the government is obligated in some manner to assume the payment of related 
debt service in the event of default by the property owners, all transactions related to 
capital improvements financed by special assessments should be reported in the 
same manner, and on the same basis of accounting, as any other capital improve-
ment and financing; that is, transactions of the construction phase of the project 
should be reported in a capital projects fund (or other appropriate fund), and trans-
actions of the debt service phase should be reported in a debt service fund, if a sepa-
rate fund is used. 

At the time of the levy of a special assessment, special assessments receivable 
should be recorded in the capital projects fund, offset by the same amount recorded 
as deferred revenues.  The government should consider the collectibility of the spe-
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cial assessment receivables and determine whether the receivables should be offset 
with a valuation allowance.  The deferred revenue amount should then be decreased 
because revenues are recognized when they become measurable and available.  

The extent of a government’s liability for debt related to a special assessment 
capital improvement can vary significantly.  The government may be primarily li-
able for the debt, as in the case of a general obligation bond, or it may have no li-
ability whatsoever for the special assessment debt.  Often, however, the government 
will be obligated in some manner for the special assessment debt because it provides 
a secondary source of funds for repayment of the special assessment debt in the 
event of default by the assessed property owners.  The determination of whether the 
government is obligated in some manner for the debt is important because if so, the 
special assessment debt will be reported in the general long-term debt account 
group.

GASBS 6 provides guidance as to when a government is obligated in some 
manner for special assessment debt.  A government is obligated in some manner for 
special assessment debt if (1) the government is legally obligated to assume all or 
part of the debt in the event of default or (2) the government may take certain ac-
tions to assume secondary liability for all or part of the debt, and the government 
takes, or has given indication that it will take, those actions.  Conditions that indicate 
that a government is obligated in some manner include 

1. The government is obligated to honor deficiencies to the extent that lien 
foreclosure proceeds are insufficient. 

2. The government is required to establish a reserve, guarantee, or sinking fund 
with other resources. 

3. The government is required to cover delinquencies with other resources un-
til foreclosure proceeds are received. 

4. The government must purchase all properties “sold” for delinquent assess-
ments that were not sold at public auction. 

5. The government is authorized to establish a reserve, guarantee, or sinking 
fund, and it establishes such a fund.  If a fund is not established, the consid-
erations in items 7. and 8. below may provide evidence that the government 
is obligated in some manner. 

6. The government may establish a separate fund with other resources for the 
purpose of purchasing or redeeming special assessment debt, and it estab-
lishes such a fund.  If a fund is not established, the considerations in items 7. 
and 8. below may provide evidence that the government is obligated in some 
manner.

7. The government explicitly indicates by contract, such as bond agreement or 
offering statement, that in the event of default it may cover deficiencies, al-
though it has no legal obligation to do so. 

8. Legal decisions within the state or previous actions by the government re-
lated to defaults on other special assessment projects make it probable that 
the government will assume responsibility for the debt in the event of de-
fault.
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Given the broad nature of the situations when a government is obligated in some 
manner for the debt, GASBS 6 concludes that being “obligated in some manner” is 
intended to include all situations other than those in which (1) the government is 
prohibited (by constitution, charter, statute, ordinance, or contract) from assuming 
the debt in the event of default by the property owner or (2) the government is not 
legally liable for assuming the debt and makes no statement, or gives no indication, 
that it will, or may, honor the debt in the event of default. 

Following are the accounting requirements for debt issued to finance capital 
projects that will be paid wholly or partly from special assessments against benefited 
property owners: 

• General obligation debt that will be repaid in part from special assessments 
should be reported like any other general obligation debt. 

• Special assessment debt for which the government is obligated in some man-
ner should be reported in the government-wide statement of net assets, except 
for the portion, if any, that is a direct obligation of an enterprise fund or is ex-
pected to be repaid from operating revenues of an enterprise fund.  (Note that 
the enterprise fund portion would also be included in the debt reported on the 
government-wide statement of net assets.) 

— The portion of the special assessment debt that will be repaid from prop-
erty owner assessments should be reported as “special assessment debt 
with government commitment.” 

— The portion of special assessment debt that will be repaid from general re-
sources of the government (the public benefit portion, or the amount as-
sessed against government-owned property) should be reported in the 
government-wide statement of net assets like other general obligation 
debt.

• Special assessment debt for which the government is not obligated in any 
manner should not be displayed in the government’s financial statements.  
However, if the government is liable for a portion of that debt (the public 
benefit portion, or as a property owner), that portion should be reported in the 
government-wide statement of net assets. 

GASBS 6 requires that when the government is obligated in some manner for 
special assessment debt, the notes to the financial statements should include the 
normal long-term disclosures about the debt.  In addition, the government should de-
scribe the nature of the government’s obligation, including the identification and de-
scription of any guarantee, reserve, or sinking fund established to cover defaults by 
property owners.  The notes should also disclose that the amount of delinquent spe-
cial assessment receivables are not separately displayed on the face of the financial 
statements. 

In addition, the statistical section of the CAFR, if one is prepared, should present 
a schedule of special assessment billings and collections of those billings for the last 
ten years if the government is obligated in some manner for the related special as-
sessment debt. 



 Chapter 13 / Long-Term Obligations 251

If the government is not obligated in any manner for special assessment debt, the 
notes to the financial statements should disclose the amount of the debt and the fact 
that the government is in no way liable for repayment but is only acting as agent for 
the property owners in collecting assessments, forwarding the collections to bond-
holders, and initiating foreclosure procedures, where appropriate. 

SPECIAL TERMINATION BENEFITS 

Special termination benefits typically arise when governments desire to reduce 
the number of employees on their payrolls or wish to change the composition of 
their workforce.  Various cash and benefit incentives are offered to employees who 
either resign or retire early from their government service.  In many cases, the bene-
fits paid as special termination benefits are paid over a period of several years. 

NCGA Interpretation 8, Certain Pension Matters, provides that the requirements 
of SFAS 74, Accounting for Special Termination Benefits Paid to Employees, relat-
ing to special termination benefits are applicable to state and local governmental 
employers.  SFAS 74 requires an employer that offers short-period special termina-
tion benefits to employees to recognize a liability and an expense when the employ-
ees accept the offer and the amount of the special termination benefits can be rea-
sonably estimated.  The amount recognized should include any lump-sum payments 
and the present value of any expected future payments.  Employers also need to con-
sider the effect of special termination benefits on other employee benefits, such as 
pension benefits, because of differences between past assumptions and actual ex-
perience.  If reliably measurable, the effects of any such changes on an employer’s 
previously accrued expenses for those benefits that result directly from the termina-
tion of employees should be included in measuring the termination expense. 

In applying the above requirements to governmental funds, the basis of ac-
counting and measurement focus of governmental funds must be considered.  Be-
cause governmental funds primarily emphasize the flow of current financial re-
sources and use the modified accrual basis of accounting, the amount of special ter-
mination benefits recorded as expenditures in governments’ funds should be the 
amount accrued during the year that would normally be liquidated with expendable 
available resources.  Accordingly, the amount of the liability for special termination 
benefits for governmental funds that will not be liquidated with expendable available 
resources should be recorded in the general long-term debt account group.  The li-
ability for these benefits would always be recorded on the government-wide state-
ment of net assets. 

SUMMARY

This chapter summarizes the accounting and reporting for the long-term obliga-
tion.  The financial statement preparer needs to consider not only the long-term debt 
that should be reported, but also the long-term portions of other liabilities that are 
not required to be reported in governmental funds.  In addition, the relationship of 
certain debt-related issues, such as reporting special assessment debt and demand 
bonds, should be coordinated with the accounting for other governmental funds, 
particularly the capital projects fund and the debt service fund. 
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The term nonexchange transaction has only recently gained wide use in govern-
ment accounting and financial reporting, so governmental financial statement pre-
parers may at first think that this chapter will not have broad applicability. 

However, once the term is understood, it becomes clear that nonexchange trans-
actions include accounting and financial reporting requirements for a significant part 
of a governmental entity’s typical transactions. 

GASB Statement 33, Accounting and Financial Reporting for Nonexchange 
Transactions (GASBS 33), divides all transactions into two categories. 

1. Exchange transactions, in which each party to a transaction receives and 
gives up something of essentially the same value 

2. Nonexchange transactions, in which a government gives or receives value 
without directly receiving or giving something equal in value in the ex-
change

As will be more fully described below, nonexchange transactions therefore in-
clude very significant items of revenues and expenditures for governmental activi-
ties, such as taxes (including property, sales, and income taxes) as well as revenues 
provided by federal and state aid programs. 
NOTE: The GASB issued this Statement because there is very little professional guidance in 
existence for recognizing nonexchange transactions on an accrual basis, which the GASB 
correctly anticipated was needed when the accrual basis of accounting is used on a 
government-wide perspective under the new GASBS 34 financial reporting model.  In addi-
tion, the GASB believed that the existing guidance for nonexchange transactions that are 
recorded on a modified accrual basis (which will continue at the fund level under the new 
financial reporting model) could also use some clarification and standardization. 

Classes of Nonexchange Transactions 

GASBS 33 identifies four classes of nonexchange transactions. 

1. Derived tax revenues.  These are transactions that result from assessments 
imposed by governments on exchange transactions.  Included in this class 
are personal and corporate income taxes and sales taxes. 
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2. Imposed nonexchange revenues.  These are transactions that result from as-
sessments by governments on nongovernmental entities (including individu-
als) other than assessments on exchange transactions.  Included in this class 
are property taxes, fines and penalties, and property forfeitures. 

3. Government-mandated nonexchange transactions.  These are transactions 
that occur when one government (including the federal government) at one 
level provides resources to a government at another level and require that 
government to use them for a specific purpose (referred to as purpose re-
striction).  The provider may also require that the resources be used within a 
specific time (referred to as a time restriction).  Included in this class are 
federal aid programs that state and local governments are mandated to per-
form and state programs that local governments are mandated to perform.  
GASBS 33 identifies two significant characteristics of transactions in this 
class of nonexchange transactions. 

a. A government mandates that a government at another level (the recipi-
ent government) must perform or facilitate a particular program in ac-
cordance with the providing government’s enabling legislation, and 
provides resources for that purpose. 

b. There is a fulfillment of eligibility requirements (including time require-
ments) in order for a transaction to occur. 

4. Voluntary nonexchange transactions.  These are transactions that result from 
legislative or contractual agreements, other than exchanges, entered into 
willingly by two or more parties.  Included in this class are certain grants 
and entitlements and donations by nongovernmental entities.  While these 
transactions are not imposed on the provider or the recipient, the fulfillment 
of purpose restrictions, eligibility requirements, and time requirements may 
be necessary for a transaction to occur. 

Accounting and Financial Reporting Requirements 

GASBS 33 has different accounting standards for revenue recognition under the 
accrual basis of accounting and the modified accrual basis of accounting.  Under 
either basis of accounting, recognition of nonexchange transactions in the financial 
statements is required unless the transactions are not measurable (reasonably esti-
mable) or are not probable (likely to occur) of collection.  Transactions that are not 
recognizable because they are not measurable should be disclosed. 

Accrual-basis requirements.  In using the guidance of GASBS 33 for nonex-
change transactions that are accounted for under the accrual basis of accounting, it is 
important to note that these are different standards for time requirements and pur-
pose restrictions in determining whether a transaction has occurred. 

• Time requirements—When a nonexchange transaction is government-
mandated or voluntary, compliance with time requirements is necessary for 
the transaction to occur.  Time requirements must be met for a provider to re-
cord a liability or expense and for a recipient to record a revenue and a receiv-
able.  For imposed nonexchange transactions, a government should recognize 
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a receivable when it has an enforceable legal claim to the resources, but 
should not recognize revenue until the period when the use of the resources is 
required or first permitted. 

• Purpose restrictions govern what a recipient is allowed to do with the re-
sources once it receives them.  Recognition of assets, liabilities, revenues, and 
expenses should not be delayed because of purpose restrictions.  An exception 
arises in a grant or agreement in which the resource provider will not provide 
resources unless the recipient has incurred allowable expenditures under the 
grant or agreement.  This is an eligibility requirement.  In that case, there is no 
reward (i.e., no asset, liability, revenue, or expense) recognition until the re-
cipient expends the resources.  (This exception relates to what was once re-
ferred to as expenditure-driven revenue.)  Cash or other assets provided in ad-
vance should be reported as advances by providers and as deferred revenues 
by recipients. 

In addition to these general requirements for the accrual basis of accounting, 
GASBS 33 provides specific guidance for each class of nonexchange transaction. 

• Derived tax revenues—Assets from derived tax revenues are recognized as 
revenue in the period when the exchange transaction on which the tax is im-
posed occurs or when the resources are received, whichever occurs first.  Re-
sources received by a government in anticipation of an assessable exchange 
transaction should be reported as deferred revenue until the period of the ex-
change.

• Imposed nonexchange revenues—Assets from imposed nonexchange revenue 
transactions are to be recognized in the period when an enforceable legal 
claim to the assets arises or when the resources are received, whichever occurs 
first.  For property taxes, this is generally (but not always) the date when the 
government has a right to place a lien on the property (the lien date). 

Revenues from imposed nonexchange revenue transactions should be rec-
ognized in the same period that the assets are recognized, unless the enabling 
legislation includes time requirements.  If so, the government should report 
the resources as deferred revenues until the time requirements are met.  This 
means that revenues from property taxes would be recognized in the period for 
which the taxes are levied, even if the lien date or the due date for payment 
occurs in a different period. 
NOTE: The GASB issued an amendment to GASBS 33 to address a potential problem 
in applying this Statement in situations where a government shares its own derived tax 
revenues or imposed nonexchange transactions with other governments.  This 
amendment, issued in the form of GASB Statement 36, Recipient Reporting for Cer-
tain Shared Nonexchange Revenues—An Amendment of GASBS 33, is discussed 
later in this chapter.

• Government-mandated nonexchange transactions and voluntary nonexchange 
transactions—GASBS 33 provides that a transaction for these two classes of 
transactions does not occur (other than the provision of cash in advance) and 
should not be recognized until all eligibility requirements are met.  In other 
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words, the provider has not incurred a liability and the recipient does not have 
a receivable, and recognition of revenues and expenses for resources received 
or provided in advance should be deferred. 

The GASB issued GASB Statement 36, Recipient Reporting for Certain Shared 
Nonexchange Revenues—An Amendment of GASB Statement 33 (GASBS 36), to 
provide a technical correction of a requirement contained in GASBS 33.  There are a 
number of circumstances in which a government may share its revenues with an-
other government.  Under GASBS 33 as originally issued, a resource-providing gov-
ernment and a recipient government may have recognized these revenues at different 
times.  GASBS 36 supercedes paragraph 28 of GASBS 33 to eliminate this potential 
discrepancy.  Both the resource-providing government and the recipient government 
should comply with the requirements of GASBS 33, as amended, for voluntary or 
government-mandated nonexchange transactions, as appropriate.  Because some re-
cipient governments receive these shared revenues through a continuing appropria-
tion, they may rely on periodic notification by the provider government of the 
accrual-basis information necessary for compliance.  If the resource-providing gov-
ernment does not notify the recipient government in a timely manner, the recipient 
government should use a reasonable estimate of the amount to be accrued.  In this 
instance before amendment, GASBS 33 would have called upon the recipient gov-
ernment to record these revenues on a basis of cash collections instead of using an 
estimate.

The eligibility requirements are specified by GASBS 33 to comprise one or 
more of the following: 

1. The recipient (and secondary recipients, if applicable) has the characteristics 
specified by the provider. 

2. If specified, the time requirements specified by the provider have been met.  
(That is, the period when resources are required to be used or when use is 
first permitted has begun.)  If the provider is a nongovernmental entity and 
does not specify a period, the applicable period is the first in which use is 
permitted.  If the provider is a government and does not specify a period, the 
following requirements apply: 

a. The applicable period for both the provider and recipients is the pro-
vider’s fiscal year and begins on the first day of that year.  The entire 
amount of the provider’s award should be recognized at that time by the 
recipient as well as the provider. 

b. If the provider has a biennial budgetary process, each year of the bien-
nium should be considered a separate period, with proportional alloca-
tion of the total resources provided or to be provided for the biennium, 
unless the provider specifies a different allocation. 

3. The provider offers resources on a reimbursement basis, the related legisla-
tive or contractual requirements stipulate that the provider will reimburse 
the recipient for allowable expenditures, and the recipient has made allow-
able expenditures under the applicable program. 
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4. The provider’s offer of resources is contingent on a specified action of the 
recipient and that action has occurred (applies only to voluntary nonex-
change transactions). 

Recipients should recognize assets and revenues from government-mandated or 
voluntary nonexchange transactions when all applicable eligibility requirements are 
met.  If private donations to a government meet the above criteria, including prom-
ises to give, they should be recognized in the financial statements of the government. 

Modified accrual basis.  The preceding discussion describes the proposed 
transaction recognition criteria using the accrual basis of accounting.  GASBS 33 
also addresses revenue recognition using the modified accrual basis of accounting.  
Revenues from nonexchange transactions should be recognized in the accounting 
period when they become measurable and available.  While this is consistent with 
current practice (except for the elimination of the “due date” criteria under 
GASBI 5, Property Tax Revenue Recognition in Governmental Funds), GASBS 33 
provides the following guidance for each of the four classes of nonexchange trans-
actions:

1. Derived tax revenues.  Recipients should recognize revenues in the period 
when the underlying exchange transaction has occurred and the resources 
are available. 

2. Imposed nonexchange revenues—property taxes. The guidance of GASBI 5 
should be applied, which is current GAAP. 

3. Imposed nonexchange revenues—other than property taxes.  Revenues 
should be recognized in the period when an enforceable legal claim has 
arisen and the resources are available. 

4. Government-mandated nonexchange transactions and voluntary nonex-
change transactions.  Revenues should be recognized in the period when all 
applicable eligibility requirements have been met and the resources are 
available.

Some examples of how some of the more common resources of governments 
would be recorded follow. 

Property Taxes 

Property taxes represent a significant source of revenue for many governments, 
particularly local governments.  These governments, therefore, must make sure that 
they apply governmental accounting principles appropriately in reporting property 
tax revenues.

Property taxes recorded in a governmental fund should be accounted for as an 
imposed nonexchange revenue using the modified accrual basis.  When a property 
tax assessment is made, it is to finance the budget of a particular period, meaning 
that the property taxes are intended to provide funds for the expenditures of that 
particular budget period.  The revenue produced from any property tax assessment 
should be recognized in the fiscal period for which it is levied, provided that the 
“available” criterion of the modified accrual basis of accounting is met.  (Available
means that the property taxes are due to the government or past due and receivable 
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within the current period, and are collected within the current period or expected to 
be collected soon enough thereafter to be used to pay current liabilities.)  Property 
taxes that are due or past due must be collected within sixty days after the period for 
which they were levied.  For example, if property taxes are levied for a fiscal year 
that ends on June 30, 20X1, property taxes that were assessed and due for this period 
(and prior periods) can be recognized as revenue as long as they are collected by 
August 29, 20X1. 
NOTE:  As a practical matter, some governments find that it is easier to use the two months 
following year-end for accruing this revenue, rather than a strict interpretation of sixty days.  
These governments find that their monthly closing process facilitates the recording of these 
revenue accruals, rather than attempting to cut off one or two days before the actual month 
end.

If unusual circumstances justify a period of greater than sixty days, the govern-
ment should disclose the length of the period and the circumstances that justify its 
use.  For example, in unusual circumstances, a government may be able to demon-
strate that property taxes received after sixty days would be available to pay current 
liabilities if the current liabilities will be paid sometime after sixty days after year-
end.  Thus, there are two criteria that must be met before property tax revenue is to 
be recognized. 

1. The property taxes are levied to finance the expenditures of the budget pe-
riod reported.  

2. The collections of these property taxes must take place no later than sixty 
days after the end of the reported period.  

The GASB issued Interpretation 5, Property Tax Revenue Recognition in Gov-
ernmental Funds (GASBI 5), which eliminated the former criteria that the property 
taxes must be due or past due within the reported period in order to be recognized. 

In recording property taxes, there is a difference as to when a receivable is re-
corded for property tax revenue and when the related revenue is recognized.  A re-
ceivable should be recorded on the balance sheet for property tax receivables (net of 
estimated uncollectible property taxes receivable) on the date that the property taxes 
are levied.  To the extent that property taxes receivable exceed the amount of reve-
nue that may be recognized under the “available” criterion, the difference should be 
recorded as deferred revenue.  Accordingly, revenue should only be recognized for 
the amount of the property taxes receivable amount on the balance sheet at the end 
of the fiscal year for the amounts of the property tax receivable that were collected 
sixty days after the balance sheet date.  The difference between the property tax re-
ceivable at the fiscal year-end and the amount recognized as property tax revenue 
should be recorded as deferred property tax revenue.  

In addition, when property taxes are collected in advance of the year for which 
they are levied, the advance collections should be recorded as deferred revenue.  
These advance collections should not be recognized as revenue until the period for 
which they were levied is reached. 

Some representative journal entries should clarify the accounting for property 
tax revenues. 
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Assumptions 

Property taxes in the amount of $100,000 are levied during the current fiscal year to 
provide resources for budgetary expenditures of the current fiscal year.  The taxes are 
due to be paid within the fiscal year reported.  Historical experience indicates that 1% of 
the property taxes will be uncollectible.  The government has decided to record all prop-
erty tax collections during the year as revenues and to then adjust the accounts at the end 
of the year to record property taxes receivable and deferred property tax revenues.  

Following are the sample journal entries for recording these taxes on a modified ac-
crual basis: 

1. The government levies the $100,000 of property taxes. 

Property taxes receivable 100,000 
Allowance for uncollectible property taxes 1,000 
Property tax revenue 99,000 

To record property tax levy. 

2. The government collects $80,000 of property taxes prior to its fiscal year-end. 

Cash 80,000 
Property taxes receivable 80,000 

To record collections of the property tax levy. 

3. The government collects $10,000 of the fiscal year’s property taxes within 
sixty days of the end of the fiscal year.  The actual amount of property tax 
revenue to be recognized for the year is $80,000 collected during the year, plus 
$10,000 collected after the end of the fiscal year, or $90,000.  Since $99,000 
was recorded as property tax revenue on the date of the property tax levy, an 
adjustment must be recorded to reduce the amount recognized as property tax 
revenue. 

Property tax revenue 9,000 
Deferred property tax revenue 9,000 

To record deferred revenue for property tax receivables that do not meet the criteria to be 
recognized as property tax revenue. 

Two other journal entries are also possible related to property taxes. 

4. The government determines that $500 of the property taxes receivable are spe-
cifically identified as not being collected, even after consideration of tax liens 
on the property.  The following entry is recorded: 

Allowance for uncollectible property taxes 500 
Property taxes receivable 500 

To write off uncollectible property taxes. 

5. The government is having cash flow difficulties and offers a discount to prop-
erty tax payers who prepay the subsequent fiscal year’s property taxes, and as a 
result, $5,000 of the subsequent year’s tax levy is collected in the current fiscal 
year.  Since these collections are for the subsequent fiscal year’s tax levy, they 
are recorded as deferred revenue in the current fiscal year as follows: 

Cash 5,000 
Deferred property tax revenues 5,000 

To record early collections of the subsequent fiscal year’s property tax levy. 

The sequence of these journal entries may change, based on the operating pro-
cedures of the government.  For example, the government may record all collections 
of property tax revenue as deferred revenue and then recognize the proper amount of 
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property tax revenue at year-end, and then again when the sixty-day subsequent pe-
riod collections are determined.  The sequence of the journal entries is not as im-
portant as the government recognizing only the appropriate amount of property tax 
revenue and recording the proper amount of property taxes receivable and deferred 
property tax revenues. 

In addition to recording the transactions described above properly, the govern-
ment should also periodically review the propriety of the allowance for uncollectible 
real estate taxes and consider writing off against the allowance for those taxes from 
specific taxpayers that are not likely to be collected.  The government should also 
determine whether the allowance for uncollectible taxes is understated.
NOTE:  Since property taxes are almost always accounted for by a governmental fund, the 
accounting for the allowance for uncollectible property taxes is somewhat unique.  Because 
property tax revenues are recognized only when collected within the fiscal year or within 
sixty days after the fiscal year, the property tax levy receivable at year-end is offset by (1) 
those property taxes collected within sixty days after the fiscal year-end, (2) the allowance 
for uncollectible property taxes, and (3) deferred real estate taxes.  By definition, any addi-
tional property taxes deemed uncollectible must have their related “credit” in the deferred 
property revenue account.  Therefore, if a government determines that its allowance for un-
collectible property taxes should be increased, the following entry would be recorded: 

Deferred property tax revenue xx,xxx
Allowance for uncollectible property taxes xx,xxx

This is unique to the modified accrual basis of accounting for property taxes, be-
cause increasing an allowance for an uncollectible receivable has no impact on the 
operating statement of the entity.  It is strictly a journal entry affecting two balance 
sheet accounts. 

Unless they must be used to support a specific program, property taxes are re-
ported as general revenues on the government-wide statement of activities.  Con-
verting the property tax revenue recorded in the governmental funds on a modified 
accrual basis to the accrual basis for purposes of accounting for the government-
wide statements is fairly easy.  Conceptually, the difference in the revenue between 
the two bases of accounting is the amount that was deferred as not collected within 
sixty days under the modified accrual method.  Basically, the government would 
reverse entry 3 listed above as follows for the government-wide statements: 

Deferred property tax revenue 9,000 
Property tax revenue 9,000 

To recognize as revenue property taxes collected after sixty days on the government-wide financial state-
ments.

The difference in the actual amount of revenue recognized under the two different 
accounting bases, however, will not actually be $9,000 in this example, because 
similar entries would have been recorded in the prior year to set up deferred revenue 
on the modified accrual basis and then reverse it for the government-wide state-
ments.  The actual effect on the revenue recognized between the two methods would 
be the difference in the amounts deferred under the modified accrual basis from one 
year to the next, since the prior year entry would have been reversed. 
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NOTE:  There is a danger in referring to the above adjustment as a journal entry, because it 
implies that it would be recorded in a general ledger.  This entry would not be recorded on 
the governmental fund’s general ledger since it pertains only to the government-wide finan-
cial statements and not the fund financial statements.  In fact, many governments seem to be 
recording the adjustments needed to prepare the government-wide statements on spread-
sheets.  Because accountants think in terms of double-sided journal entries, these will con-
tinue to be used in this book to describe the adjustments for the government-wide 
statements—just be careful as to where they are “recorded.” 

Income and Sales Taxes, and Other Derived Tax Revenues 

Income taxes usually represent a significant source of revenue to governments.  
Sales taxes are another common form of significant revenue provider that is used by 
governments to fund operations.  In addition, other forms of derived taxes, such as 
cigarette taxes, provide revenues to many state and local governments.  What these 
taxes have in common is that they are derived from taxes imposed on exchange 
transactions.

Most of these taxes were previously accounted for using the guidance of GASB 
Statement 22, Accounting for Taxpayer-Assessed Tax Revenues in Governmental 
Funds (GASBS 22). 

GASBS 22 was superseded by GASBS 33.  The scope of GASBS 22 focused on 
“taxpayer assessed” revenues, which were revenues that were the result of taxpayers 
calculating how much they owed by completing tax returns, remittance forms, etc.  
Included in this category of revenues were personal income taxes, corporate income 
taxes, and sales taxes, which also happen to be the same common taxes that 
GASBS 33 considers derived tax revenues. 

On a modified accrual basis, the revenue from these taxes is fairly easy to de-
termine because the availability criteria focus governments’ attention on the collec-
tions from these taxes shortly after year-end.  In practice, many governments have 
been using a one-month or two-month collection period after year-end (depending 
on the nature of the tax and how and when tax returns are filed) to determine the 
amounts that are recorded on the modified accrual basis.  On the accrual basis, reve-
nue recognition becomes more complicated in that estimates of what will be ulti-
mately received for taxes imposed on exchange transactions occurring during the 
governments’ fiscal year are required.  Since many governments do not have fiscal 
years that match the calendar year and since many of these taxes are based on 
calendar-year tax returns, the calculations are further complicated. 

Taxpayer-assessed revenues are difficult to measure for a number of reasons.  
First, the reporting period for these revenues is often a calendar year, and the major-
ity of governments have a fiscal year that is other than the calendar year, and ac-
cordingly there are overlapping reporting periods.  Second, the tax returns or remit-
tance forms taxpayers use to remit these taxes are usually not due until several 
months after the calendar year-end and are subject to extension requests.  Third, 
these types of taxes, particularly income taxes, are subject to estimated payment re-
quirements throughout the year, and the final amount of the tax is determined when 
the tax return form is actually completed.  Finally, since the revenues are taxpayer-
assessed, it is sometimes difficult for the government to satisfactorily estimate the 
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amount of tax it will ultimately receive based on historical information, because the 
taxes are generally based on the relative strength of the economy during the calendar 
year reported by the taxpayer.  Historical information does not always have a direct 
correlation with the current status of the economy.  

In some cases taxpayer-assessed revenues are collected by a level of government 
different from the government that is the actual beneficiary of the tax.  For example, 
a state may be responsible for collecting sales taxes, although portions of the sales 
taxes collected are actually revenues of counties or cities located within the state.  In 
these cases, the state will remit sales tax collections to the local governments (coun-
ties, cities, etc.) periodically.  Similar situations exist where states collect personal 
income taxes imposed by major cities within the state. 

The local governments receiving taxes collected by another level of govern-
ment should apply the same criteria of recognizing these revenues (i.e., when they 
are measurable and available).  If the collecting government remits the local gov-
ernment’s portion of the taxes promptly, the local government is likely to recognize 
revenue in similar amounts to that which they would recognize if they collected the 
revenues themselves.  On the other hand, if the collecting government imposes a 
significant delay until the time that it remits the portion of the collections due the 
local government to that local government, consideration must be given to when 
these revenues actually become available to the local government, given their delay 
in receiving the revenues from the collecting government. 
NOTE:  While the measurable criterion can usually be met by effective use of accounting 
estimates, the available criterion is more direct.  For reporting on the modified accrual basis 
of accounting, some governments choose to use the same sixty-day criterion used for prop-
erty taxes collected after year-end for determining the amount of these revenues that should 
be considered available.  Before adopting this general rule, the government should ensure 
that the tax relates back to the fiscal year for which the estimate is being made.  For exam-
ple, sales tax returns are often due monthly following the month of the sale.  Assume that a 
government with a June 30 year-end requires sales tax returns to be filed and taxes remitted 
by the twentieth day of the month following the date of the sales.  In this case, sales taxes 
remitted with the July 20 sales tax returns would relate to sales in June and would appropri-
ately be accrued back to the fiscal year that ended June 30.  However, the sales taxes remit-
ted with the August 20 sales tax returns would relate to sales in July of the new fiscal year 
and should not be accrued back to the fiscal year that ended on June 30, despite being col-
lected within sixty days of the June 30 year-end. 

In addition to accruing revenues for taxpayer-assessed taxes, governments must 
make the appropriate liability accruals for refunds that they are required to make 
based on tax returns that are filed.  Governments should use actual refunds made 
after the fiscal year-end, combined with estimates for refunds made using a combi-
nation of historical experience and information about the economy of the fiscal year 
reported.  When a government records this liability accrual, it should record the ac-
crual as a reduction of the related tax revenue presented in the general or special 
revenue fund and as a liability of the fund.  The liability should be recorded in the 
fund through a reduction of the related revenue rather than simply recording a refund 
liability in the general long-term debt account group.  Tax refunds are likely to be a 
liability to be liquidated with current financial resources, and accordingly, a fund 
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liability rather than a general long-term debt account group liability, is recorded.  
Netting the tax refunds with the related tax revenues also provides a more accurate 
picture of the amount of tax revenues that should actually have been recorded by the 
government.

Adjustments for the Accrual Basis of Accounting 

In order to report the derived revenues from the taxes described in the previous 
paragraphs on the accrual basis of accounting and economic resources measurement 
focus, the government needs to consider the taxes that will be collected after the 
availability period that is used for reporting these revenues on a modified accrual 
basis.  The government needs to calculate how much revenue it “earns” during its 
fiscal year from exchange transactions that occurred during that fiscal year from ex-
change transactions that occurred during that fiscal year. 

Consider the following example:  A taxpayer prepares an income tax return for 
the calendar year ended December 31, 20X1.  The taxpayer had withholdings taken 
from her salary during the year.  In addition, the taxpayer made estimated tax pay-
ments throughout the year, with the final estimated payment made on January 15, 
20X2.  The taxpayer filed an extension request on April 15, 20X2, and paid an 
amount she estimated would be due with the final return.  The return was filed on 
August 15, 20X2, which resulted in a refund that the taxpayer applied to her esti-
mated payments for the calendar year ending December 31, 20X2.  When complet-
ing her 20X2 tax return, the taxpayer discovers an error in the 20X1 return and files 
an amended return on May 15, 20X3, requesting an additional refund.  How much 
would the government ultimately be entitled to receive in taxes from the earnings of 
the taxpayer during the government’s fiscal year ended June 30, 20X1? 

To approximate the answer to this question, a government would need to look at 
each component of the various tax events that are described above and determine 
how best to record the revenues (or refund) that occur from those events.  The gov-
ernment has to assume that it is virtually impossible for it to have actual information 
in time for it to prepare its own financial statements on a timely basis.  Furthermore, 
the fact that the tax year and the government’s fiscal year are different essentially 
assures that some estimation process is required. 

Each government’s tax procedures and requirements are different, and different 
taxes work in different ways, so there is no set of prescribed procedures that can be 
suggested that will result in the best method in every case.  Nevertheless, there are 
some general processes and procedures that might prove helpful.  In the example 
described above, the government would probably be best off breaking the various 
tax events into groups and handling each in the most practical way.  For example, 
withholding taxes are based on salary earnings and usually must be remitted to gov-
ernments in a very short period of time.  Perhaps withholding taxes received during 
the year should be recognized by the government in the year received.  Similarly, 
estimated tax payments are often received quarterly and should correspond with es-
timates of earnings for each particular quarter.  The estimated tax receipts related to 
the four quarters that comprise the government’s fiscal year might be assumed to be 
recorded within that fiscal year.  Tax payments received with returns and refunds 
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made with returns filed on a timely basis (or received with extension request) might 
be aggregated and assumed to occur ratably over the calendar year.  Accordingly, of 
the amounts received (or refunded) for calendar year 20X0, the government might 
assume that half were received in its 20X0 fiscal year and half in its 20X1 fiscal 
year.  Projection of the first half of 20X2 would be needed and could be based on 
past history and adjusted for known factors, such as changes in tax rates or rising or 
declining incomes.  Further, the government might determine that the amounts re-
ceived or paid with amended returns is very small and may choose to simply account 
for these in the same period received or paid. 

Note that not all derived tax revenues will be this difficult to calculate.  For ex-
ample, many governments require that sales taxes be remitted on a monthly basis.  It 
should be fairly easy to match the receipts of sales tax revenues to the months of the 
fiscal year to which those taxes relate.  For example, for a June 30 year-end, if sales 
taxes relating to the month of June are due to be remitted by July 20, the government 
would accrue the July receipts back to June, since that is when the sales on which 
the sales tax revenues were derived occurred. 
NOTE:  Historically, when governments adopted GASBS 22 related to these taxpayer-
assessed revenues, many set up a receivable and recognized revenue for the amounts that 
were measurable and available and recorded in a governmental fund using the modified ac-
crual basis of accounting.  An alternative approach would have been to estimate the ultimate 
amounts that were receivable (similar to the above calculation) and then record the total 
receivable, with revenue recognized for the amount of the receivable that was available and 
deferred revenue recorded for the difference between the total receivable and the amount 
recognized as revenue because it was available. 

In adopting GASBS 34, governments that only recorded the amount of the receivable as 
equal to the amount of revenue recognized should consider changing to the alternative of 
recording the total receivable.  In addition to being a more correct way of recording these 
amounts, recording the total receivable along with deferred revenue at the fund level makes 
conversion and reconciliation of the fund amounts with the government-wide amounts much 
easier.  All the governments would need to do each year for the government-wide statements 
is reverse the amount of deferred revenue and recognizing revenue for this amount in the 
government-wide statements.  Note that since a deferred revenue amount is also recorded in 
the prior year (and is the deferred revenue opening balance), the actual effect on revenue of 
adjusting to the accrual basis of accounting in the government-wide statements will be the 
change in the deferred revenue amounts from one year to the next.  What makes this ap-
proach attractive is that the amount of the receivable for these derived revenues will be the 
same on the fund and government-wide financial statements.  In addition, the reconciliation 
of the fund financial statements amounts to the government-wide amounts can be attributed 
to either the existence of the deferred revenue amount (on the statement of net assets) and the 
changes in the deferred revenue amount (on the statement of activities).  In other words, 
these revenues would work essentially the same way that the property tax revenues described 
in the previous section are recorded. 

Grants and Other Financial Assistance 

State and local governments typically receive a variety of grants and other fi-
nancial assistance.  At the state level, this financial assistance may be primarily fed-
eral financial assistance.  At the local government level, the financial assistance may 
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be federal, state, or other intermediate level of local government.  Financial assis-
tance generally is legally structured as a grant, contract, or cooperative agreement.  
The financial assistance might take the form of entitlements, shared revenues, pass-
through grants, food stamps, and on-behalf payments for fringe benefits and salary.  

What financial assistance should be recorded?  Governments often receive 
grants and other financial assistance that they are to transfer to or spend on behalf of 
a secondary recipient of the financial assistance.  These agreements are known as 
pass-through grants.  All cash pass-through grants should be reported in the finan-
cial statements of the primary recipient government and should be recorded as reve-
nues and expenditures of that government.  

There may be some infrequent cases when a recipient government acts only as a 
cash conduit for financial assistance.  Guidance on identifying these cases is pro-
vided by GASB Statement 24 (GASBS 24), Accounting and Financial Reporting for 
Certain Grants and Other Financial Assistance.  In these cases, the receipt and dis-
bursement of the financial assistance should be reported as transactions of an agency 
fund.  A recipient government serves as a cash conduit if it merely transmits grantor-
supplied money without having administrative or direct financial involvement in the 
program.  Some examples of a recipient government that would be considered to 
have administrative involvement in a program are provided by GASBS 24, as fol-
lows:

• The government monitors secondary recipients for compliance with program-
specific requirements.  

• The government determines eligibility of secondary recipients or projects, 
even if grantor-supplied criteria are used.  

• The government has the ability to exercise discretion in how the funds are 
allocated.

A recipient government has direct financial involvement if, as an example, it fi-
nances some direct program costs because of grantor-imposed matching require-
ments or is liable for disallowed costs.

Revenue recognition of grants and other financial assistance.  Grants, entitle-
ments, or shared revenues recorded in the general and special revenue funds should 
be recognized as revenue in the accounting period in which they become susceptible 
to accrual (they are measurable and available).  In applying these criteria, the finan-
cial statement preparer must consider the legal and contractual requirements of the 
particular financial assistance being considered.  

Financial assistance in the form of shared revenues and entitlements is often re-
stricted by law or contract more in form than in substance.  Only a failure on the part 
of the recipient to comply with prescribed regulations would cause a forfeiture of the 
resources.  Such resources should be recorded as revenue at the time of receipt, or 
earlier if the susceptibility to accrual criteria are satisfied.  If entitlements and shared 
revenues are collected in advance of the period that they are intended to finance, 
they should be recorded as deferred revenue.  

Grants are nonexchange transactions that would be classified as either 
government-mandated or voluntary nonexchange transactions.  The accounting for 
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both of these transactions is similar and is described earlier in this chapter.  Many of 
the government-mandated grants that are received by governments are expenditure 
driven.  These are covered later in this section.  In many of the remaining grants, the 
key accounting component is when eligibility requirements are met, which deter-
mine when it is appropriate for the recipient government to recognize the grant as 
revenue.  If the actual cash is received before the eligibility requirements have been 
met, the cash should be recorded as a deferred revenue until the eligibility require-
ments are met.  On the other hand, if the eligibility requirements have been met and 
the cash has not yet been received by the recipient government, the recipient gov-
ernment would record a receivable and revenue for the grant revenue that it is owed.  
For recording this amount in a governmental fund on the modified accrual basis of 
accounting, the availability criteria should be examined to see if the revenue should 
be recognized or recorded as deferred revenue.  In practice, grant revenue is usually 
received within a timeframe where the availability criteria are met (this is also dis-
cussed later, in the expenditure-driven revenue section). 

One of the more important eligibility requirements is the time requirement, 
where the time period in which a grant is to be spent is specified.  For example, if a 
state government provides formula-based education aid to a local government or a 
school district and specifies that the aid is for the school year that begins in Septem-
ber and ends in June, that is the period of time for which the grant revenue would be 
recognized.  Few, if any, differences between the modified accrual basis of ac-
counting on the fund level and the accrual basis of accounting at the government-
wide level should arise.  However, if no time period is specified (and all other eligi-
bility requirements are met) the total amount of the grant would be recognized as 
revenue immediately.  For example, assume that a state government with a Decem-
ber 31 year-end provides a grant to a local government in its budget for its fiscal 
year which begins on January 1, 20X1.  The local government has a fiscal year of 
June 30.  If there are no time requirements and all other eligibility criteria are met, 
the grant appropriation at the state level is available on January 1, 20X1, the first day 
of the state’s fiscal year.  In this case, the local government would recognize the 
revenue from the whole grant on January 1, 20X1. 
NOTE:  This area has caused a somewhat unexpected surprise for some governments in im-
plementing GASBS 33.  In the above example, governments prior to adoption of GASBS 33 
probably would have recognized half of the grant revenue in this example in the fiscal year 
ended June 30, 20X1 and half in the fiscal year ended June 30, 20X2.  Under GASBS 33, the 
entire grant would be recognized in the fiscal year ended June 30, 20X1. 

Expenditure-driven grants and other financial assistance revenue.  Many
grants and other financial aid programs are on a cost-reimbursement basis, whereby 
the recipient government “earns” the grant revenue when it actually makes the ex-
penditures called for under the grant.  This type of arrangement is described as 
“expenditure-driven” revenue, since the amount of revenue that should be recog-
nized is directly related to the amount of expenditures incurred for allowable pur-
poses under the grant or other contractual agreement.  (Of course, the amount of 
revenue recognized under a grant or contract should not exceed the total allowable 
revenue for the period being reported, regardless of the amount of expenditures.)  
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Updating the terminology for GASBS 33, making the expenditure is simply an eligi-
bility requirement.  To be eligible for the grant revenue, you must make the expen-
diture.  The accounting for most expenditure-driven grants is likely to remain the 
same under GASBS 33 as it was prior to adoption of GASBS 33. 

In accounting for expenditure-driven revenue, governments typically make the 
expenditures first and then claim reimbursement from the grantor or other aid pro-
vider.  In this case, a receivable should be established, provided that the criteria for 
recording revenue under the modified accrual basis of accounting are satisfied.  For 
expenditure-driven revenues, determining whether the “available” criterion is met is 
difficult for some grants and other sources of aid.  First, there will be a time lag from 
when the government actually makes the expenditures under the grant, accumulates 
the expenditure information to conform with some predetermined billing period, and 
submits the claim for reimbursement to the grantor or other aid provider.  Some-
times the grantors and other aid providers delay disbursing payments to the recipient 
organizations while they review the reimbursement claims submitted by the recipi-
ent organization.  In some cases, the aid providers even perform some limited types 
of audit procedures on claims for reimbursement.  Often, the actual receipt of cash 
for expenditure-driven revenues exceeds the period normally considered “available” 
to pay current obligations.  Governments, however, do record the receivable from 
the grantor or other aid provider and the related grant revenue, despite it being un-
clear as to whether the “available” criterion will be met.  The reason for not requir-
ing that the available criteria be met is that the government has already recognized 
the expenditures for these grants and other aid programs.  Without recognizing the 
related grant revenue, the governmental fund’s operating statements will indicate 
that there was a use of resources for these grants and other programs, when in fact, 
these programs are designed to break even and result in no drain of financial re-
sources on the government.  As additional guidance, the 2001 GAAFR indicates that 
in practice, it is uncommon for the recognition of revenue related to reimbursement 
grants to be deferred based on the availability criterion of modified accrual ac-
counting.  Nevertheless, deferral ought to be considered in situations where reim-
bursement is not expected within a reasonable period.  Financial statement preparers 
and auditors should consider this guidance on current practice in accounting for 
expenditure-driven revenue. 

NCGA Statement 2 provides that when expenditure is the prime factor for de-
termining eligibility for reimbursement, revenue should be recognized when the ex-
penditure is made. 
NOTE: The provisions of GASBS 33 for accrual-basis revenue recognition cannot become 
effective for governmental activities until the provisions of GASBS 34 are adopted. Until 
GASBS 34 is adopted, the provisions of GASBS 33 that relate to the modified accrual basis 
of accounting would be used by governmental funds and expendable trust funds. The provi-
sions of GASBS 33 that relate to the accrual basis of accounting would be used by proprie-
tary funds, nonexpendable trust funds, pension trust funds, and investment trust funds.  

Implementation Issues 

The first implementation issue that a governmental financial statement preparer 
accounting for nonexchange revenues in governmental fund types will encounter (as 
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with the financial reporting model discussed next) is that information will need to be 
developed on two bases of accounting—accrual and modified accrual for the 
government-wide and fund financial statements, respectively.  This will clearly re-
sult in the modification or enhancement of financial systems to be able to capture 
revenue information on an accrual basis. 

The second implementation issue relates to ensuring that, when applicable, the 
eligibility requirements are met before revenue is recognized in the financial state-
ments.  In addition, the timing requirements may also need careful consideration, 
including where a resource provider does not specify a time requirement, and one 
needs to be implied using the guidance of the Statement. 

Governments that have evaluated the impact of GASBS 33 are finding that its 
greatest impact is in the area of governmental grants.  Applying GASBS 33 tends to 
result in recording receipts from certain grants as revenue rather than as deferred 
revenue under current accounting practice. 
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INTRODUCTION 

This chapter describes the accounting and financial reporting guidance for cash 
and investments held by governmental entities.  Two significant GASB statements 
affect the accounting and financial reporting requirements for cash and investments.

• GASB Statement 3 (GASBS 3), Deposits with Financial Institutions, Invest-
ments (Including Repurchase Agreements), and Reverse Repurchase Agree-
ments, focuses on disclosure requirements.  Prior to its issuance, there were 
several instances where unwary governments suffered significant losses on a 
type of investment known as a repurchase agreement.  GASBS 3 provided a 
good deal of background material on basic types of investments in an attempt 
to educate those responsible for the treasury and accounting functions of gov-
ernments to attempt to minimize future losses resulting from governments not 
understanding the risks of the various types of investments in which they were 
participating.  GASBS 3’s disclosure requirements center on categorizing both 
cash deposits and investments in a way that would enable the financial state-
ment reader to discern the types of risks inherent in the cash deposit balances 
and the investments of the government. 
NOTE:  Chapter 1 describes GASB Statement 40, Deposit and Investment Risk Dis-
closures (GASBS 40), that will modify some of the disclosure requirements discussed 
in this chapter. 

• GASB Statement 31 (GASBS 31), Accounting and Financial Reporting for 
Certain Investments and for External Investment Pools, was issued by the 
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GASB to provide accounting guidance (really measurement guidance) for 
“certain” investments that are likely to comprise the majority of a govern-
ment’s investment holdings.  Essentially, GASBS 31 requires many of the in-
vestments included within its scope to be measured and reported in the finan-
cial statements at fair value. 

Each of these GASB statements was the subject of Implementation Guides is-
sued by the GASB staff. 

• Guide to Implementation of GASB Statement 3 on Deposits with Financial 
Institutions, Investments (Including Repurchase Agreements), and Reverse 
Repurchase Agreements:  Questions and Answers (Implementation Guide 3) 

• Guide to Implementation of GASB Statement 31 on Accounting and Financial 
Reporting for Certain Investments and for External Investment Pools:  Ques-
tions and Answers (Implementation Guide 31) 

NOTE:  The guidance contained in this chapter considers these Implementation Guides.

Thus, with the issuance of GASBS 31 the GASB provided almost all of the ba-
sic accounting guidance that governmental financial statement preparers and audi-
tors need to account for and report cash and investments.  GASBS 31 provides guid-
ance on the measurement and valuation of investments in the financial statements.  
GASBS 3 provides disclosure requirements for both cash and investments.  (This as-
sumes the obvious:  that valuation guidance is not needed for cash.) 

This chapter describes the accounting and financial reporting requirements re-
lating to 

• Measurement and valuation principles for investments under GASBS 31.  It 
will also include the accounting and financial reporting requirements for ex-
ternal investment pools, included in GASBS 31. 

• Disclosure requirements for cash deposits and investments required by 
GASBS 3. 

The reader should note that the measurement and valuation of investments of de-
fined benefit pension plans are included in GASB Statement 25 (GASBS 25), Finan-
cial Reporting for Defined Benefit Pension Plans and Note Disclosures for Defined 
Contribution Plans.  In addition, the measurement and valuation of investments for 
Section 457 deferred compensation plans are included in GASB Statement 2 
(GASBS 2), Financial Reporting of Deferred Compensation Plans Adopted under 
the Provisions of Internal Revenue Code Section 457.  GASBS 2 and GASBS 25 re-
quire that investments be reported at fair value, so there is consistency between the 
measurement requirements of GASBS 2, GASBS 25, and GASBS 31.  However, 
GASBS 31 specifies that in valuing certain investments of defined benefit pension 
plans or Section 457 deferred compensation plans, the accounting and financial re-
porting guidance of GASBS 31 for determining fair value should be used.  These 
specific investments, defined later in this chapter, are as follows: 

• Securities subject to purchased put option contracts and written call option 
contracts

• Open-end mutual funds 
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• External investment pools 
• Interest-earning investment contracts 
The reader should refer to Chapter 11 for a complete discussion of Section 457 

deferred compensation plans and Chapter 24 for a complete discussion of the re-
quirements of GASBS 25 relating to defined benefit pension plans. 

VALUATION OF INVESTMENTS 

Prior to the issuance of GASBS 31, the authoritative literature related to the 
valuation of investments was found in the AICPA Audit and Accounting Guide (the 
AICPA Guide) Audits of State and Local Governmental Units.  The AICPA Guide 
provided that governmental fund investments are generally reported at cost unless 
there are decreases in market value and the decline is not due to a temporary condi-
tion.  This general requirement was sometimes difficult to apply in practice because 
many times it was difficult to determine whether the decline in the market value of 
the investment was temporary.  In many cases, this decision was based on the gov-
ernment’s intent and ability to hold securities until maturity.  When securities were 
written down because of a decline in market value that was judged to be other then 
temporary, sometimes the market value of the security did recover.  In this case, 
there was no basis in the professional accounting literature to write the investments 
back up to their previously recorded amounts. 

The GASB issued GASBS 31 to address these concerns for most, but not all, of 
a government’s investments.  GASBS 31 takes into consideration movement of the 
Financial Accounting Standards Board toward the valuation of investments at fair 
value.  For example, FASB Statement 115 (SFAS 115), Accounting for Certain In-
vestments in Debt and Equity Securities, and FASB Statement 124 (SFAS 124), Ac-
counting for Certain Investments Held by Not-for-Profit Organizations, both result 
in investments generally being reported at fair value. 

GASBS 31 establishes accounting and financial reporting standards for all in-
vestments held by governmental external investment pools.  These standards for ex-
ternal investment pools will be discussed later in this chapter.  For governmental en-
tities other than external investment pools, defined benefit pension plans, and Inter-
nal Revenue Code Section 457 deferred compensation plans, GASBS 31 establishes 
accounting and financial reporting standards for investments in 

• Interest-earning investment contracts (such as certificates of deposit with fi-
nancial institutions, repurchase agreements, and guaranteed and bank invest-
ment contracts) 

• External investment pools 
• Open-end mutual funds 
• Debt securities 
• Equity securities (including unit investment trusts and closed-end mutual 

funds), option contracts, stock warrants, and stock rights that have readily de-
terminable market values 

For purposes of applying the above standards, several definitions must be consid-
ered.  For example 
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• An external investment pool is an arrangement that commingles (or pools) the 
moneys of more than one legally separate entity and invests, on the partici-
pants’ behalf, in an investment portfolio.  To meet this definition, one or more 
of the participants cannot be part of the sponsor’s reporting entity.  If a 
government-sponsored investment pool includes only the primary government 
and its component units, it is an internal, not an external, investment pool. 

• An interest-earning investment contract is a direct contract, other than a mort-
gage or other loan, that a government enters into as a creditor of a financial in-
stitution, broker-dealer, investment company, insurance company, or other fi-
nancial institution for which it directly or indirectly receives interest pay-
ments.

• An open-end mutual fund is an investment company registered with the United 
States Securities and Exchange Commission (SEC) that issues shares of its 
stock to investors, invests in an investment portfolio on the shareholders’ be-
half, and stands ready to redeem its shares for an amount based on its current 
share price.  An open-end mutual fund creates new shares to meet investor 
demand, and the value of an investment in the fund depends directly on the 
value of the underlying portfolio.  (Open-end mutual funds may include in 
their definition governmental external investment pools that are registered as 
investment companies with the SEC and that operate as open-end funds.) 

• A debt security is any security that represents a creditor relationship with an 
entity.  Debt securities are also defined by GASBS 31 to include 
— Preferred stock that is either required to be redeemed by the issuing entity 

or is redeemable at the option of the investor 
— A collateralized mortgage obligation (CMO) or other instrument that is is-

sued in equity form but is accounted for as a nonequity investment 
Option contracts, financial futures contracts, and forward contracts are not 

included in the GASBS 31 definition of debt security. 
In applying the above definition, the following would be considered debt 

securities:  US Treasury securities, US government agency securities, munici-
pal securities, corporate bonds, convertible debt, commercial paper, negotiable 
certificates of deposit, securitized debt instruments (such as CMOs and real 
estate mortgage investment conduits—REMICs), and interest-only and 
principal-only strips. 

Not included in the definition of debt securities provided by GASBS 31 
would be trade accounts receivable arising from sales on credit and loans re-
ceivable arising from real estate lending activities of proprietary activities.  
However, receivables that have been securitized would meet the definition of 
debt security. 

The requirements of GASBS 31 for equity securities (which are described in the 
following bullet point of this section) apply only to equity securities with readily 
determinable fair values.  The reader should not confuse this requirement with that 
of GASBS 31 for debt securities, which requires that all debt securities be reported 
at fair value, without consideration for whether their fair value is readily determin-
able.
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One practical implementation problem for a financial statement preparer is how 
to determine fair value, when fair value is not readily determinable.  Fair value for a 
debt security would not be readily determinable when the debt security is thinly 
traded or quoted market prices are not available.  The GASB staff in Implementation 
Guide 31, question number 33, note that in these situations, the security’s value 
should be estimated, which will require a degree of professional judgment on the 
part of the financial statement preparer. 

The first consideration for estimating fair value is to consider the market prices 
for similar securities.  This would take into consideration a particular debt security’s 
coupon interest rate and credit rating of the issuer.  Another common valuation tech-
nique for debt securities is determining fair value by the present value of expected 
future cash flows using a discount rate commensurate with the level of risk inherent 
in the debt security. 

As the complexity of the features embodied in debt securities increases, valua-
tion techniques may need to be expanded to consider matrix pricing estimates and 
options pricing models to consider these added complexities. 

A technique referred to by Implementation Guide 31 as “fundamental analysis” 
may also be considered.  This technique takes into consideration the assets, liabili-
ties, operating statement performance, management, and economic environment of 
the entity that issued the debt security.  These factors are then considered to deter-
mine the fair value of the security. 

Implementation Guide 31 also advises financial statement preparers and auditors 
to exercise caution in accepting an estimate of fair value of a security from the issuer 
or broker of that security.  An attempt should be made to confirm these fair value 
estimates with independent sources. 

• An equity security is any security that represents an ownership interest in an 
entity, including common, preferred, or other capital stock; unit investment 
trusts; and closed-end mutual funds.  The term equity security does not include 
convertible debt or preferred stock that either are required to be redeemed by 
the issuing entity or are redeemable at the option of the investor. 

The following special types of securities are included in the scope of GASBS 31: 

• Option contracts, which are contracts giving the buyer (owner) the right, but 
not the obligation, to purchase from (call option) or sell to (put option) the 
seller (or writer) of the contract a fixed number of items (such as shares of eq-
uity securities) at a fixed or determinable price on a given date or at any time 
on or before a given date. 

• Stock warrants, which are certificates entitling the holder to acquire shares of 
stock at a certain price within a stated period.  Stock warrants are often made 
part of the issuance of bonds or preferred or common stock. 

• Stock rights, which are rights given to existing stockholders to purchase newly 
issued shares in proportion to their holdings on a specific date. 

One other important definition contained in GASBS 31 is fair value, which has 
replaced the term market value in recent accounting pronouncements concerning in-
vestments.  The reason for the new term is to indicate that an investment’s fair value 
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may be determined even if there is no actual, well-defined market (such as a stock 
exchange) for the investment.  Fair value then represents “The amount at which a fi-
nancial instrument could be exchanged in a current transaction between willing par-
ties, other than in a forced or liquidation sale.” 

In determining whether equity and certain other securities are valued in the fi-
nancial statements at fair value, there is an additional criterion that must be met.  
The fair value must be readily determinable.  The fair value of equity securities, op-
tion contracts, stock warrants, and stock rights is readily determinable if sales prices 
or bid-and-asked quotations are currently available on a securities exchange regis-
tered with the US Securities and Exchange Commission (SEC) or in the over-the-
counter market, provided that those prices and quotations for the over-the-counter 
market are publicly reported by the National Association of Securities Dealers 
Automated Quotations systems or by the National Quotation Bureau. 

The fair value of equity securities, option contracts, stock warrants, and stock 
rights traded only in a foreign market is readily determinable if that foreign market 
is of a breadth and scope comparable to one of the US markets referred to in the pre-
ceding paragraph. 

GASBS 31 concludes that the fair value of restricted stock is not readily deter-
minable.  Restricted stock refers to equity securities whose sale is restricted at acqui-
sition by legal or contractual provisions (other than in connection with being 
pledged as collateral) unless the restriction terminates within one year or the holder 
has the power by contract or otherwise to cause the requirement to be met within one 
year.  Any portion of the security that can reasonably be expected to qualify for sale 
within one year, such as may be the case under SEC Rule 144 or similar rules of the 
SEC, is not considered restricted. 

There are several additional investments that are not included within the scope 
of GASBS 31.  An investment in equity securities that is accounted for under the 
equity method, as provided for in APB Opinion 18, The Equity Method of Account-
ing for Investments in Common Stock, is not included within the scope of 
GASBS 31, nor are investments in joint ventures or component units as provided in 
GASB Statement 14 (GASBS 14), The Financial Reporting Entity.

In addition, GASBS 31 does not apply to securities or other instruments if they 
are not held by the government for investment purposes, either for itself or for par-
ties for which it serves as investment manager or other fiduciary.  Exhibit 1 provides 
a listing of some of the transactions that were generally not intended to be covered 
by GASBS 31.  GASBS 31 generally does apply to investments held in agency 
funds, because these investments are held in a fiduciary capacity and are invested on 
behalf of the beneficiary. 

Exhibit 1 
The Implementation Guide for GASBS 31 provides a listing of some of the com-

mon transactions that were not intended to be covered by GASBS 31. 
It is important to note that this list generally does not apply to governmental exter-

nal investment pools, defined benefit plans, or Internal Revenue Code Section 457 de-
ferred compensation plans, which generally report all of their investments at fair value 
(except for external investment pools that are 2a7-like [discussed later in this chapter] 
which report investments at amortized cost). 
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The listing (which is not meant to be a complete listing by Implementation Guide 
31) is as follows: 

• Seized debt securities that the government holds as evidence or as a potential fine 
• Contractors’ deposits of debt securities 
• Real estate held for investment purposes 
• Investments in joint ventures 
• Equity securities accounted for under the equity method 
• Long-term securities placed in an irrevocable trust that meets the requirements of 

a legal or in-substance defeasance 
• Loans receivable arising from real estate lending activities 
• Securities and other instruments not held for investment purposes 
• Receivables that do not meet the definition of a security 
• Equity securities (including unit investment trusts and closed-end mutual funds), 

option contracts, stock warrants, and stock rights that do not have readily deter-
minable fair values 

• Short sales of securities 
• Investments in component units 
• Restricted stock 
• Trade accounts receivable arising from sales on credit 

Specific Application of the Requirements of GASBS 31 

Except as discussed in the following paragraphs, GASBS 31 requires that gov-
ernmental entities, including governmental external investment pools, report invest-
ments at fair value in the balance sheet or statement of financial position.  Fair value 
is the amount at which an investment could be exchanged in a current transaction 
between willing parties, other than in a forced liquidation or sale. 

Generally, if a quoted market price is available for an investment, the fair value 
is calculated by multiplying the market price per share (or other trading unit) by the 
number of shares (or trading units) owned by the governmental entity.  If an entity 
has purchased put option contracts or written call option contracts on securities, and 
it has those same securities among its investments, it should consider those contracts 
in determining the fair value of those securities to the extent that it does not report 
those contracts at fair value. 

There are several exceptions to the general rule of reporting investments within 
the scope of GASBS 31 at fair value.  These exceptions are described in the follow-
ing paragraphs. 

Interest-earning investment contracts.  Valuation of investments in interest-
earning investment contracts depends on whether the contracts held by the govern-
ment are participating contracts or nonparticipating contracts. 

• Participating contracts are investments whose value is affected by market 
changes that are tied to interest rate changes.  If these contracts are negotiable 
or transferable, or if their redemption value considers market rates, they 
should be considered participating.  Investments in participating contracts 
should generally be valued in the financial statements at fair value.  However, 
participating interest-earning investment contracts that have a remaining ma-
turity at the time of purchase of one year or less may be reported at amortized 
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cost, provided that the fair value of the investment is not significantly affected 
by the impairment of the credit standing of the issuer or by other factors.  
(Note that the remaining maturity to be considered is that at the time the in-
vestment was purchased, not the remaining maturity at the balance sheet date.)  
Looking at the most extreme instance, if the counterparty to the contract de-
clares bankruptcy and the fair value of the participating interest-bearing in-
vestment contract falls significantly, amortized cost would not be an appropri-
ate measure for including this investment in the financial statements, even if 
the other conditions above are met.  Also note that in determining the remain-
ing maturity in applying the above test, it is the remaining maturity at the time 
of purchase, not the original maturity of the investment, which is considered.  
Accordingly, a five-year negotiable participating interest-bearing investment 
contract purchased six months before its maturity would meet the above test of 
having a remaining maturity of less than one year. 

• Nonparticipating contracts are those such as nonnegotiable certificates of de-
posit, where the redemption terms do not consider market rates.  Nonpartici-
pating interest-earning investment contracts should be reported in the financial 
statements using a cost-based measure, provided that the fair value of those 
contracts is not significantly affected by the impairment of the credit standing 
of the issuer or other factors. 

Money market investments.  Money market investments are short-term, highly 
liquid debt instruments, including commercial paper, bankers’ acceptances, and US 
treasuries and agency obligations.  GASBS 31 does not include derivative securities 
within its definition of money market investments, nor does it include either of the 
following:

• Asset-backed securities, which are assets composed of, or collateralized by, 
loans or receivables.  Collateralization can consist of liens on real property, 
leases, or credit-card debt. 

• Structured notes, which are debt securities whose cash flow characteristics 
(such as coupon, redemption amount, or stated maturity) depend on one or 
more indexes, or that have embedded forwards or options. 

Money market investments generally should be reported in the financial state-
ments at fair value.  Money market investments that have a remaining maturity at the 
time of purchase of one year or less may be reported at amortized cost, provided that 
the fair value of the investment is not significantly affected by the impairment of the 
credit standing of the issuer or by other factors.  This exception is similar to that de-
scribed above for participating interest-earning investment contracts. 

External investment pools.  For investments in external investment pools that 
are not registered with the SEC, regardless of sponsorship by a governmental entity 
(such as bank short-term investment funds, which are nongovernmental pools not 
required to be registered with the SEC), fair value should be determined by the fair 
value per share of the pool’s underlying portfolio, unless it is a 2a7-like pool, dis-
cussed below.  Legally binding guarantees provided or obtained by the pool sponsor 
to support share value should be considered in determining the fair value of the par-
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ticipants’ investments and should be evaluated in light of the creditworthiness of the 
sponsor.  If a governmental entity cannot obtain information from a pool sponsor to 
allow it to determine the fair value of its investment, it should estimate the fair value 
of that investment and make the disclosures discussed later in this chapter. 

A 2a7-like pool is an external investment pool that is not registered with the 
SEC as an investment company, but has a policy that it operates in a manner con-
sistent with the SEC’s Rule 2a7 of the Investment Company Act of 1940.  Rule 2a7 
allows SEC-registered mutual funds to use amortized cost rather than market value 
to report net assets to compute share prices, if certain conditions are met.  Those 
conditions include restrictions on the types of investments held, restrictions on the 
term-to-maturity of individual investments and the dollar-weighted average of the 
portfolio, requirements for portfolio diversification, requirements for divestiture 
considerations in the event of security downgrades and defaults, and required actions 
if the market value of the portfolio deviates from amortized cost by a specified 
amount.  Investments positions in 2a7-like pools should be determined by the pool’s 
share price. 

FINANCIAL REPORTING REQUIREMENTS 

All investment income, including changes in the fair value of investments, 
should be recognized as revenue in the operating statement (or other statement of 
activities).  When identified separately as an element of investment income, the 
change in the fair value of investments should be captioned “net increase (decrease) 
in the fair value of investments.”  Consistent with reporting investments at fair 
value, interest income should be reported at the stated interest rate, and any premi-
ums or discounts on debt securities should not be amortized. 
NOTE:  This was probably the most controversial aspect of GASBS 31 because changes in 
the fair value of investments are flowed through the operating statements.  There were some 
conceptual differences with the GASB by some financial statement preparers as to whether 
this was appropriate in the governmental environment.

GASBS 31 specifies that realized gains and losses on sales of investments 
should not be displayed separately from the net increase or decrease in the fair value 
of investments in the financial statements.  However, realized gains and losses may 
be separately displayed in the separate reports of governmental external investment 
pools, discussed later in this chapter.  Realized gains and losses may also be dis-
played in the financial statements of investment pools that are reported as invest-
ment trust funds of a reporting entity. 

Internal Investment Pools 

Internal investment pools are arrangements that commingle or pool the moneys 
of one or more fund or component unit of the reporting entity.  Investment pools that 
include participation by legally separate entities that are not part of the same report-
ing entity as the pool sponsor are not internal investment pools, but rather are con-
sidered to be external investment pools. 

The equity position of each fund or component unit in an internal investment 
pool should be reported as an asset in those funds and component units. 
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Assignments of Interest 

The asset reported should be an investment or a cash equivalent, not a receivable 
from another fund.  In some cases, the income from investments associated with one 
fund is assigned to another fund because of legal or contractual provisions. In that 
situation, GASBS 31 specifies that the accounting treatment should be based on the 
specific language of the legal or contractual provisions.  That is, if the legal and 
contractual provisions require a transfer of the investment income to another fund, 
the income should be reported in the fund that is associated with the assets, with an 
operating transfer to the recipient fund.  However, if the legal or contractual provi-
sions require that the investment income be that of another fund, no transfer of re-
sources should be reported.  Instead, the amount should be recognized in the recipi-
ent fund. 

If the investment income is assigned to another fund for other than legal or con-
tractual reasons, the income should be recognized in the fund that reports the in-
vestments.  The transfer of that income to the recipient fund should be reported as an 
operating transfer. 

REQUIRED DISCLOSURES 

The latter part of this chapter provides a comprehensive discussion of the disclo-
sure requirements for investments as required by GASBS 3.  In addition to these re-
quirements, GASBS 31 imposed additional disclosure requirements on state and lo-
cal governments relative to investments.  These disclosures are as follows: 

• The methods and significant assumptions used to estimate the fair value of in-
vestments, if that fair value is based on other than quoted market prices 

• The policy for determining which investments, if any, are reported at amor-
tized cost 

• For any investments in external investment pools that are not SEC-registered, 
a brief description of any regulatory oversight for the pool and whether the fair 
value of the position in the pool is the same as the value of the pool shares 

• Any involuntary participation in an external investment pool 
• If an entity cannot obtain information from a pool sponsor to allow it to deter-

mine the fair value of its investment in the pool, the methods used and signifi-
cant assumptions made in determining that fair value and the reasons for hav-
ing had to make such an estimate 

• Any income from investments associated with one fund that is assigned to an-
other fund 

An entity has the option to disclose realized gains and losses in the notes to the 
financial statements computed as the difference between the proceeds of the sale and 
the original cost of the investments sold. 

External investment pools that elect to report (and other entities that disclose) 
realized gains and losses should also disclose that 

• The calculation of realized gains and losses is independent of a calculation of 
the net change in the fair value of investments. 
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• Realized gains and losses on investments that had been held in more than one 
fiscal year and sold in the current year were included as a change in the fair 
value of investments reported in the prior year(s) and the current year. 

NOTE: What the GASB is addressing in these disclosure requirements is that the use of fair 
value for reporting investments affects the carrying amount of those investments, and corre-
spondingly there is an impact on the net effect of the realized gain or loss in the year sold.  
Consider the following example:  A government purchases an investment during year 1 at a 
cost of $100.  At the end of year 1, the fair value of the investment increases to $110, result-
ing in the recognition of an unrealized gain in operations for year 1.  In year 2, the govern-
ment sells the investment for $125.  The realized gain on this investment that would be dis-
closed is $25.  However, the amount of the gain that actually flows through the operating 
statement in year 2 is only $15, since $10 of the gain was already recognized in year 1.

Accounting and Financial Reporting Standards for External Investment Pools 
and Individual Investment Accounts 

In addition to providing accounting and financial reporting for investments held 
by governments, GASBS 31 also provides accounting and financial reporting guide-
lines for external investment pools and individual investment accounts. 

Generally, the accounting and financial reporting guidelines presented in the 
preceding pages related to governments are applicable to all investments held by 
external investment pools, except that money market investments and participating 
insurance contracts must be reported by external investment pools at fair value and 
that 2a7-like pools may report their investments at amortized cost.  One other clari-
fication is that external investment pools may report short-term debt investments 
with remaining maturities of up to ninety days at the date of the financial statements 
at amortized cost, provided that the fair value of those investments is not signifi-
cantly affected by the impairment of the credit standing of the issuer or by other 
factors.  For an investment that was originally purchased with a longer maturity, the 
investment’s fair value on the day it becomes a short-term investment should be the 
basis for purposes of applying amortized cost. 

External investment pool financial reporting.  Separate stand-alone annual fi-
nancial reports for governmental external investment pools should include a state-
ment of net assets and a statement of changes in net assets prepared on the economic 
resources measurement focus and the accrual basis of accounting.  GASBS 31 does 
not require that a statement of cash flows be presented.  All applicable GASB pro-
nouncements should be used to prepare these stand-alone reports.  In addition, the 
financial statements of governmental external investment pools should include the 
following disclosures: 

• A brief description of any regulatory oversight, including whether the pool is 
registered with the SEC as an investment company 

• The frequency of determining the fair value of investments 
• The method used to determine participants’ shares sold and redeemed and 

whether that method differs from that used to report investments 
• Whether the pool sponsor has provided or obtained any legally binding guar-

antees during the period to support the value of shares 
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• The extent of involuntary participation in the pool, if any (Involuntary partici-
pants are those required by legal provisions to invest in the external invest-
ment pool.) 

• A summary of the fair value, the carrying amount (if different from the fair 
value), the number of shares or the principal amount, ranges of interest rates, 
and maturity dates of each major investment classification 

• If the financial statements distinguish among different components of invest-
ment income (such as interest, dividend, and other income instead of the net 
increase or decrease in the fair value of investments), disclosure of the ac-
counting policy for defining each of the components that it reports 

Financial reporting by sponsoring governments.  GASBS 31 provides addi-
tional financial statement requirements for sponsoring governments, defined as gov-
ernmental entities that provide investment services, whether an investment pool or 
individual investment accounts, to other entities, and therefore have a fiduciary re-
sponsibility for those investments. 

A sponsoring government of an external investment pool should report the ex-
ternal portion of each pool as a separate investment trust fund (that is, a fiduciary 
fund) that reports transactions and balances using the economic resources measure-
ment focus and the accrual basis of accounting. 

• The external portion of an external investment pool is the portion of the pool 
that belongs to legally separate entities that are not part of the sponsoring gov-
ernment’s financial reporting entity. 

• The internal portion of each external investment pool is the portion of the pool 
that belongs to the primary government and its component units.  The internal 
portion should be reported in the same manner as the equity in internal in-
vestment funds, described earlier in this chapter. 

The sponsoring government should present in its financial statements for each 
investment trust fund a statement of net assets and a statement of changes in net as-
sets.  The difference between the external pool assets and liabilities should be cap-
tioned “net assets held in trust for pool participants.”  The accounting for investment 
trust funds is described in Chapter 11. 

The following disclosures required by GASBS 31 depend on whether the exter-
nal investment pool issues a separate report: 

• If an external investment pool issues a separate report, the annual financial 
statements of the sponsoring government should describe how to obtain that 
report in the notes to the financial statements. 

• If an external investment pool does not issue a separate report, the annual fi-
nancial report of the sponsoring government should include the following in 
the notes to its financial statements for each pool: 
— The additional disclosures described above for that would have been in-

cluded in the pool’s separate report 
— The disclosures required by GASBS 3 and GASB Statement 28 

(GASBS 28), Accounting and Financial Reporting for Securities Lending 
Transactions, and other cash and investment standards 
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— Condensed statements of net assets and changes in net assets (If a pool in-
cludes both internal and external investors, those condensed financial 
statements should include, in total, the net assets held in trust for all pool 
participants, and the equity of participants should distinguish between in-
ternal and external portions.) 

Individual Investment Accounts 

An individual investment account is an investment service provided by a gov-
ernmental entity for other legally separate entities that are not part of the same re-
porting entity.  With individual investment accounts, specific investments are re-
quired for individual entities, and the income from and changes in the value of those 
investments affect only the entity for which they were acquired.  GASBS 31 requires 
that governmental entities that provide individual investment accounts to other, le-
gally separate entities that are not part of the same reporting entity report those in-
vestments in one or more separate investment trust funds.  The disclosure require-
ments relating to stand-alone reports for external investment pools would not apply 
to individual investment accounts. 

DISCLOSURE REQUIREMENTS—DEPOSITS AND INVESTMENTS 

As described in the first part of this chapter, some specific disclosure require-
ments for investments and external investment pools are a result of the issuance of 
GASBS 31.  However, the main disclosure requirements for investments and depos-
its were the result of the issuance of GASBS 3.  The following section of the chapter 
describes some of the background material on investments and the various types of 
risks to which governmental investors are subject, as well as providing the detailed 
disclosure requirements contained in GASBS 3. 

Background

Governmental entities often have cash available for short-, intermediate-, and 
long-term investment.  For example, the general fund may have cash available for a 
short period until current obligations are paid in the course of normal operations.  
The capital projects fund may have bond proceeds available for investment for an 
intermediate term pending their use for a construction project.  Fiduciary funds may 
have funds available that the government is holding in a fiduciary capacity available 
for long-term investment. 

The deposit and investment authority of governmental entities is usually deter-
mined by statutes.  These statutes may specify 

• The types of deposits and investments that may be made 
• The financial institutions with which deposits can be made 
• The collateral requirements for deposits with financial institutions 
• Liquidity requirements 

Deposit and investment risk.  Depositors and investors face several different 
types of risks.  The two major types of risk are credit risk and market risk. 
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• Credit risk is the risk that another party to a deposit or investment transaction 
(the counterparty) will not fulfill its obligations.  For example, the issuer of a 
debt instrument may not be able to redeem the instrument at maturity.  Credit 
risk can be associated with the issuer of the security, a financial institution 
holding deposits, or the custodian of securities and collateral.  Credit risk can 
be affected by a concentration of deposits or investments in any one invest-
ment type or with any one counterparty. 

• Market risk is the risk that the market value of an investment, collateral pro-
tecting a deposit, or securities underlying a repurchase agreement will decline.  
Market risk is affected by the length-to-maturity of the security, the need to 
liquidate the security before maturity, the extent that the collateral exceeds the 
amount invested, and the frequency with which the amount of collateral is 
adjusted for changes in market values.  For example, if interest rates have 
risen since a governmental entity purchased a long-term US government bond, 
the market value of the investment will be below its original cost and the en-
tity will realize a loss if the securities must be liquidated while the market 
value is in decline.  Of course, under GASBS 31, the governmental entity may 
need to record a change in fair value as an accounting loss in the financial re-
porting periods in which the market value declines below the original cost and 
the last market value reported in the financial statements. 

Risks for deposits.  The risks for depositors are primarily credit risks.  Gener-
ally, the risk is that the institution in which the deposits are held will fail, and the 
deposit balances in excess of the Federal Deposit Insurance Corporation (FDIC) in-
surance limits will not be recoverable in their entirety.  In addition to investigating 
the creditworthiness of the financial institutions with which it has deposits, a gov-
ernment may also seek to reduce the credit risk associated with its deposits through 
the use of collateral.  There are several measures that depositors may take to ensure 
that the collateral that they require on uninsured deposits protects those deposits.  
Governmental depositors may establish (through written contract with the financial 
institution pledging the collateral) their unconditional right to the collateral.  These 
rights generally include the right to liquidate the collateral in the event of default of 
the financial institution and the right to additional collateral if the market value of 
the collateral falls below the required level.  Depositors may also reprice the market 
value of collateral periodically to make sure that it has not fallen below the required 
level.  If a decline occurs, additional collateral is obtained or part of the deposit is 
recovered.

The degree of credit risk associated with uninsured deposits varies depending on 
who holds the collateral.  If collateral is held by the pledging financial institution, or 
by its trust department or agent, but not in the name of the depositor, the depositor’s 
access to the collateral and its rights to liquidate the collateral may not be clear in 
the event of default by the financial institution.  There is less risk associated with 
collateral held by the financial institution’s trust department or agent in the deposi-
tor’s name, and even less risk associated with collateral held by the depositor or by 
an independent third-party agent of the depositor in the depositor’s name. 
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Risks for investments.  Governmental entities employ similar techniques to 
minimize the credit risk associated with investments as they do for deposits.  Ways 
in which governments safeguard their investments include having the securities held 
by their custodian or registered in their name, having broker-dealer insurance cover-
age, and investigating the creditworthiness of issuing and custodial counterparties. 

Governmental investors may hold securities themselves or have them held by 
the broker-dealer, its agent or trust department, or an independent third-party custo-
dian.  The degree of credit risk associated with a transaction is affected by who 
holds the securities and whether the securities are held in the name of the investor. 

An investor may safeguard ownership of securities by having the securities reg-
istered in the investor’s name.  If securities are not registered or have been endorsed 
in blank by the registered owner, they become negotiable by anyone who has them.  
Having securities in these forms makes transactions easier because they can be 
bought, sold, or transferred in less time and with less paperwork.  However, because 
they are so easily negotiable, the risks associated with them increase. 

Cash and securities held in customer accounts by SEC-registered broker-dealers 
may be insured by the Securities Investor Protection Corporation (SIPC).  In addi-
tion, many broker-dealers have insurance in addition to the SIPC coverage. 

Required Note Disclosures for Deposits with Financial Institutions and 
Investments, Including Repurchase Agreements 

Disclosures about deposits and investments are designed to help the users of 
state and local government financial statements assess the risks an entity takes in in-
vesting public funds.  Governmental entities are required to make disclosures such 
as

• Legal or contractual provisions for deposits and investments, including repur-
chase agreements 

• Deposits and investments, including repurchase agreements, at the balance 
sheet date and during the period 

The disclosures described below should distinguish between the primary gov-
ernment and its discretely presented component units.  The reporting entity’s finan-
cial statements should present the accounts of the primary government (including its 
blended component units) and provide an overview of the discretely presented com-
ponent units.  Accordingly, the reporting entity’s financial statements should make 
those discretely presented component unit disclosures that are essential to the fair 
presentation of the financial reporting entity’s basic financial statements. 
NOTE: As a practical matter, the government’s financial statement preparer must use a sig-
nificant amount of judgment in determining the extent of reporting of discretely presented 
component unit information.  The government might consider aggregating the information 
for a number of smaller discretely presented component units to present more meaningful 
information.  The government might also leave the information for certain component units 
out of the notes completely.

Legal or contractual provisions for deposits and investments.  The govern-
mental entity should briefly describe in the notes to the financial statements the 
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types of investments authorized by legal or contractual provisions.  Legal provisions 
include those arising from constitutions, charters, ordinances, resolutions, governing 
body orders, and intergovernmental grants or contractual regulations. 

If the types of investments authorized for blended component units or discretely 
presented component units differ significantly from those of the primary govern-
ment, the differences in authorized investment types should be disclosed if the com-
ponent units have material investment activity. 

In addition, significant violations of legal or contractual provisions during the 
period reported should be disclosed.  These disclosures should be made even if the 
violation has been remedied by the end of the fiscal period reported. 

Deposits as of the balance sheet date and during the period.  If the bank bal-
ances of deposits as of the balance sheet date are entirely insured or collateralized 
with securities held by the governmental entity or by its agent in the governmental 
entity’s name, that fact should be stated in the notes to the financial statements.  For 
purposes of applying this requirement, GASBS 3 interprets depository insurance to 
include the following: 

• The federal deposit insurance funds maintained by the FDIC.  (Where the gov-
ernmental entity has separate deposit accounts with the same financial institu-
tion, the amount of the insurance coverage depends on the nature and purpose 
of the governmental entity’s separate accounts.  The governmental entity 
should investigate the extent to which it is covered by federal depository in-
surance at each financial institution.) 

• State depository insurance funds 
• Multiple financial institution collateral pools that insure public deposits 

If the deposits are not completely insured or collateralized as defined above, the 
following disclosures for deposits are required by GASBS 3: 

• Carrying amount of total deposits, if not separately displayed on the balance 
sheet

• The amount of total bank balance classified in the following three categories 
of risk: 

— Insured or collateralized with securities held by the governmental entity or 
by its agent in the entity’s name 

— Collateralized with securities held by the pledging financial institution’s 
trust department or agent in the governmental entity’s name 

— Uncollateralized (This amount would include any bank balance that is 
collateralized with securities held by the pledging financial institution, or 
by its trust department or agent, but not in the governmental entity’s 
name.)

NOTE: One common mistake made by governments in providing these disclosures is to 
categorize the book balance of cash, rather than the actual bank balance of the cash depos-
its.  GASBS 3 requires categorization of the bank balance amounts rather than book bal-
ances, because it is the actual bank balance on deposit at a financial institution for which the 
governmental entity has a credit risk.
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Exhibit 2 provides an example of bank deposit disclosure using a narrative for-
mat for categorizations.  A tabular format (similar to the example provided for in-
vestments in Exhibit 3) might also be used, with appropriate modifications. 

Exhibit 2 

An illustrative footnote that might be used to meet the GASBS 3 requirements for 
deposits (including information presented for pension trust funds and discretely pre-
sented component units). 

Deposits 

The city of Anywhere’s charter limits the amount of deposits at any time in any one 
bank or trust company to a maximum of one half of the amount of the capital and net 
surplus of such bank or trust company.  The discretely presented component units in-
cluded in the city’s reporting entity maintain their own banking relationships which gen-
erally conform with the city’s.  Bank balances are currently insured up to$100,000 in the 
aggregate by the Federal Deposit Insurance Corporation (FDIC) for each bank for all 
funds other than monies of the retirement systems, which are held by well-capitalized 
banks and are insured by the FDIC up to $100,000 per retirement system member.  At 
June 30, 20XX, the carrying amount of the city’s cash and cash equivalents was $XXX 
million and the bank balance was $XXX million.  Of the bank balance, $XX million was 
covered by federal depository insurance or collateralized with securities held by the 
city’s agent in the city’s name, and $XX million was uninsured and collateralized with 
securities held by the city’s agent in the city’s name.  At June 30, 20XX, the carrying 
amount of the discretely presented component units’ cash and cash equivalents was $XX 
million and the bank balance was $XX million.  Of the bank balance, $X million was 
covered by federal depository insurance or collateralized with securities held by the 
city’s agent in the city’s name, and $XX million was uninsured and collateralized with 
securities held by the city’s agent in the city’s name. 

The uninsured, collateralized cash balances carried during the year represent pri-
marily the compensating balances to be maintained at banks for services provided.  It is 
the policy of the city to invest all funds in excess of compensating balance requirements. 

Investment Disclosures 

GASBS 3 requires that the carrying amount and market value of investments in-
cluding repurchase agreements as of the balance sheet date be disclosed in total and 
for each type of investment.  With the issuance of GASBS 31, the carrying amount 
and the fair value of many investments will be the same as the carrying amount. 

The disclosure of the carrying amounts by type of investment should be classi-
fied in the following three categories of credit risk: 

• Insured or registered, or securities held by the governmental entity or its agent 
in the governmental entity’s name (Insured means the same as described 
above for bank deposits, except that the FDIC and state depository funds do 
not insure investments.  Securities are considered registered only if registered 
in the name of the government.) 

• Uninsured and unregistered, with securities held by the counterparty’s trust 
department or agent in the governmental entity’s name 

• Uninsured and unregistered, with securities held by the counterparty or by its 
trust department or agent but not in the governmental entity’s name (This in-
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cludes the portion of the carrying amount of any repurchase agreement that 
exceeds the market value of the underlying securities.) 

NOTE:  While not specifically numbered by GASBS 3, when providing these disclosures (as 
well as the categorization disclosures for deposits), governments usually refer to them as 
Categories 1, 2, and 3, with Category 1 being the category with the least credit risk and 
Category 3 having the most credit risk.  These disclosures are frequently provided in tabular 
format (one table for deposits and one for investments), following examples provided by 
GASBS 3.  A tabular presentation is not required, although when deposits or investments fall 
within all three categories, it is usually the clearest way to meet the GASBS 3 disclosure re-
quirements.  When all deposits or investments fall within the same risk category, the disclo-
sure requirements are usually met more clearly by not presenting the two tables mentioned 
above.  Although not required, some governments choose to reconcile the GASBS 3 disclo-
sures to the amounts reported for cash and cash equivalents and investments on the balance 
sheet.

These categories apply to many, but not all, types of investments.  In general, 
investments in pools managed by other governments or in mutual funds should be 
disclosed but not categorized because they are not evidenced by securities that exist 
in physical or book entry form.  Securities underlying reverse repurchase agreements 
should also be disclosed but not categorized, because they are held by the broker-
dealer.

In addition, for commitments as of the balance sheet date to resell securities un-
der yield maintenance repurchase agreements, the carrying amount (if applicable) 
and the fair value as of the balance sheet date of the securities to be resold, and a de-
scription of the terms of the agreements (such as settlement price ranges, agreed-
upon yields, maturity dates, and so forth) should be disclosed. 

Exhibit 3 provides a sample disclosure that might be used for investments to 
meet the requirements of GASBS 3. 

Exhibit 3 

Investments 

The city of Anywhere’s investment of cash for its governmental and business-type 
activites is currently limited to US government guaranteed securities purchased directly 
and through repurchase agreements from primary dealers as well as commercial paper 
rated A1 or P1 by Standard & Poor’s Corporation or Moody’s Investors Service, Inc., 
respectively.  The repurchase agreements must be collateralized by US government 
guaranteed securities or eligible commercial paper in a range of 100% to 103% of the 
matured value of the repurchase agreements. 

The investment policies of the discretely presented component units included in the 
city’s reporting entity generally conform to those of the city’s.  The criteria for the pen-
sion trust funds’ investments are as follows: 

1. Fixed income investments may be made in US government securities or securi-
ties of US government agencies. 

2. Equity investments may be made only in those stocks that meet the qualifica-
tions of the State of Somewhere Banking Law, and the City of Anywhere Ad-
ministrative Code. 

3. Short-term investments may be made in the following: 

a. US government securities or US government agency securities. 
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b. Commercial paper rated A1 or P1 by Standard & Poor’s Corporation or 
Moody’s Investors Service, Inc., respectively. 

c. Repurchase agreements collateralized in a range of 100% to 103% of ma-
tured value, purchased from primary dealers of US government securities. 

d. Investments in bankers’ acceptance and certificates of deposit—time 
deposits are limited to banks with worldwide assets in excess of $50 billion 
that are rated within the highest categories of the leading bank rating ser-
vices and selected regional banks also rated within the highest categories. 

4. No investment in any one corporation can be 

a. More than 5% of the pension plan net assets; or 
b. More than 10% of the total outstanding issues of the corporation. 

Investments of the city and its discretely presented component units are categorized 
by level of credit risk (the risk that a counterparty to an investment transaction will not 
fulfill its obligations).  Category 1, the lowest risk, includes investments that are insured 
or registered or for which securities are held by the entity or its agent in the entity’s 
name.  Category 2, includes investments that are uninsured and unregistered with secu-
rities held by the counterparty’s trust department or agent in the entity’s name.  Category 
3, the highest risk, includes investments that are uninsured and unregistered with securi-
ties held by the counterparty, or by its trust department or agent but not in the entity’s 
name.

The city’s investments, including those of the discretely presented component units 
(DPCU), as of June 30, 20XX, are classified as follows: 

Category (in thousands) 

1 2 3

Total carrying 
amount Fair value 

 City DPCU  City DPCU  City DPCU  City DPCU  City DPCU
       (in millions)       
Repurchase agreements $  4,000 $   400  $2,000 $   200  $2,000 $   200  $     800 $   800  $  8,000 $   800 
US government securities 14,000 600  -- --  -- --  14,000 600  14,000 600 
Commercial bonds 3,000 --  1,000 --  1,000 --  5,000 --  5,000 -- 
Corporate paper 9,000 --  -- --  -- --  9,000 --  9,000 -- 
Corporate stocks 10,000 --  -- --  -- --  10,000 --  10,000 -- 
Short-term investment fund 2,000 --  -- --  -- --  2,000 --  2,000 -- 
Time deposits         --    500        --    100        --       --          --    600          --    600
 $42,000 $1,500  $3,000 $   300  $3,000 $   200  $48,000 $2,000  $48,000 $2,000

Mutual funds (1)          1,000 --  1,000 -- 
Int. inv. Fnd.—fixed incm. (1)          1,000 --  1,000 -- 
International investment fund—

equity (1) 2,000 -- 2,000 --
Guaranteed investment  

contracts (1) 
          

  1,000    500   1,000    500
Total investments          $53,000 $2,500  $53,000 $2,500

(1) These investments are not categorized because they are not evidenced by securities that exist in physical or book entry form.

Note that if all investments are carried at fair value (which may occur if all investments 
are covered by GASBS 31’s requirements for reporting at fair value), the fair value col-
umn may be eliminated provided that the notes to the financial statements (likely the ac-
counting policies note) indicate that all investments are carried at fair value. 

GASBS 3 also provides instances where cash and cash equivalent and invest-
ment disclosures are required for activities that occurred during the fiscal period re-
ported, even if the related securities are not held at the fiscal year-end.  The follow-
ing are examples of these types of disclosures: 

• If the amount of a governmental entity’s uncollateralized deposits or unin-
sured, unregistered securities held by the counterparty or by its trust depart-
ment or agent but not in the governmental entity’s name during the reporting 
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period significantly exceeded the amounts in those categories as of the balance 
sheet date, that fact and the causes should be briefly stated.  The amounts in 
those categories during the period could have exceeded those as of the balance 
sheet date because of increased amounts of deposits or investments, changes 
in practices, changes in the mix of investment types, or other reasons. 

• The governmental entity should disclose the types of investments made during 
the period but not owned as of the balance sheet date.  For example, if the 
governmental entity invested in repurchase agreements throughout the period 
but had none as of the balance sheet date, that fact should be disclosed. 

• The governmental entity should disclose losses recognized during the period 
due to default by counterparties to deposit or investment transactions and 
amounts recovered from prior-period losses if not separately displayed on the 
operating statement. 

Other Disclosure Requirements—Derivative Financial Instruments 

In addition to the disclosure requirements of GASBS 31 and GASBS 3, GASB 
Technical Bulletin 94-1, Disclosure about Derivatives and Similar Debt and Invest-
ment Transactions (GASBTB 94-1), provided specific disclosures for investment 
transactions involving derivative financial instruments.  In June 2003, the GASB is-
sued Technical Bulletin 2003-1, Disclosure Requirements for Derivatives Not Re-
ported at Fair Value on the Statement of Net Assets (GASBTB 2003-1), which su-
perseded GASBTB 94-1 and provides a significant update to derivative (both 
investment-related and debt-related) disclosures.  Chapter 1 provides complete de-
tails as to the specific requirements of GASBTB 2003-1. 

The government-wide financial statements and entities that use proprietary fund 
accounting must also consider the disclosure requirements of SFAS 52, Foreign 
Currency Translation, and SFAS 80, Accounting for Futures Contracts.  In addition, 
those entities that elect to apply FASB statements and interpretations issued after 
November 30, 1989, are subject for FASB statements and interpretations that in-
clude disclosures about derivatives.  (See Chapter 10 for a listing of the FASB 
statements and interpretations.)  These entities will also need to consider the re-
quirements of SFAS 133, Accounting for Derivative Instruments and Hedging 
Activities, which goes beyond disclosures of derivatives and requires that these fi-
nancial instruments be recorded on the balance sheet.   

SUMMARY

GASBS 31 provides governmental entities with accounting and financial re-
porting guidance for most of the investments that they hold; these investments gen-
erally are carried in the financial statements at fair value.  In addition, GASBS 3 
provides somewhat extensive disclosure requirements for investments and bank de-
posits held by governments.  Coupled with the requirements of GASBS 28 for secu-
rities lending transactions, investments involve intricate accounting and financial re-
porting requirements that must be adhered to by governmental entities. 
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INTRODUCTION 

Governmental entities, particularly large ones, sometimes enter into transactions 
in which they loan securities in their investment portfolios to broker-dealers and 
other entities in return for collateral that the governmental entity agrees to return to 
the broker-dealer or other borrower when that entity returns the borrowed security to 
the governmental entity.  The GASB issued Statement 28 (GASBS 28), Accounting 
and Financial Reporting for Securities Lending Transactions, in May 1995 to pro-
vide accounting and financial reporting requirements for these types of transactions. 

This chapter discusses the requirements of GASBS 28 and describes some of the 
implementation issues encountered by governments that have implemented the 
statement. 

NATURE OF SECURITIES LENDING TRANSACTIONS 

Securities lending transactions are defined by GASBS 28 as transactions in 
which governmental entities transfer their securities to broker-dealers and other en-
tities for collateral—which may be cash, securities, or letters of credit—and simulta-
neously agree to return the collateral for the same securities in the future.  The secu-
rities transferred to the broker-dealer or other borrower are referred to as the under-
lying securities.

The governmental lender in a securities lending transaction that accepts cash as 
collateral to the transactions has the risk of having the transaction bear a cost to it, or 
it may make a profit on the transaction.  For example, assume that the governmental 
lender of the securities invests the cash received as collateral.  If the returns on those 
investments exceed the agreed-upon rebate paid to the borrower, the securities 
lending transaction generates income for the government.  However, if the invest-
ment of the cash collateral does not provide a return exceeding the rebate or if the 
investment incurs a loss in principal, part of the payment to the borrower would 
come from the government’s resources. 

Of course, the situation is different if the collateral for the transaction is not in 
the form of cash, but instead consists of securities or a letter of credit.  In this case, 
the borrower of the security pays the lender a loan premium or fee in compensation 
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for the securities loan.  In some cases, the government may have the ability to pledge 
or sell the collateral securities before being required to return them to the borrower 
at the end of the loan. 

Governmental entities that lend securities are usually long-term investors with 
large investment portfolios.  Governmental entities that typically use these transac-
tions include pension funds, state investment boards and treasurers, and college and 
university endowment funds.  Governments that enter into securities lending trans-
actions are usually long-term investors; a high rate of portfolio turnover would pre-
clude the loaning of securities because the loan might extend for a period beyond the 
intended holding period.  At the same time, securities lending transactions are gen-
erally used by governmental entities that are holders of large investment portfolios.  
There are several reasons for this, such as the degree of investment sophistication 
needed to authorize and monitor these types of transactions, as well as the existence 
of enough “critical mass” of investments available to lend to allow the governmental 
entity lender to earn enough profit on these transactions to have an acceptable in-
crease in the overall performance on the investment portfolio.  In addition, many 
lending agents are not interested in being involved with securities lending transac-
tions for smaller portfolios. 

PREVIOUS ACCOUNTING TREATMENT 

Prior to the issuance of GASBS 28, there were no governmental accounting 
standards that addressed the accounting and financial reporting for securities lending 
transactions.  Usually, governments did not reflect the securities lending transaction 
in their financial statements.  In other words, the underlying securities continued to 
be recorded on the balance sheets.  There was no recognition of the fact that collat-
eral had been received from the borrower and that there was a liability on the part of 
the government to return the collateral to the borrower. 

One related type of transaction for which the GASB had already issued ac-
counting guidance was reverse repurchase agreements, which are legally different 
but in economic substance the same as, securities lending transactions.  In reverse 
repurchase agreements, the underlying security is actually sold to the borrower/ 
purchaser with the agreement that the security will be resold to the government at a 
later date.  GASB Statement 3 (GASBS 3), Deposits with Financial Institutions, In-
vestments (Including Repurchase Agreements), and Reverse Repurchase Agree-
ments, requires that governmental sellers of securities under reverse repurchase 
agreements account for these agreements in the balance sheet as transactions.  The 
asset is recorded for the cash received (and subsequently invested) and the liability 
to return the cash is also recorded in the balance sheet.  The original security (com-
parable in economic substance to the underlying security in a securities lending 
transaction) is removed from the balance sheet in reverse repurchase agreements be-
cause legally the security has been sold. 

GASBS 28 applies to all state and local governmental entities that have had se-
curities lending transactions during the period reported.  Because securities lending 
transaction programs are often found in governmental entities with large investment 
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portfolios, they are commonly found in the balance sheets (or statements of plan net 
assets) for pension plans. 

GASBS 28’S EFFECT ON THE BALANCE SHEET 

GASBS 28 requires the following basic accounting treatment for securities lend-
ing transactions: 

• The securities that have been lent (the underlying securities) should continue 
to be reported in the balance sheet. 

• Collateral received by a government as a result of securities lending transac-
tions should be reported as an asset in the balance sheet of the governmental 
entity if the following collateral is received: 
— Cash is received as collateral. 
— Securities are received as collateral, if the governmental entity has the 

ability to pledge or sell them without a borrower default. 
• Liabilities resulting from these securities lending transactions should also be 

reported in the balance sheet of the governmental entity.  The governmental 
entity has a liability to return cash or securities that it received from the secu-
rities borrower when the borrower returns the underlying security to the gov-
ernment.

For purposes of determining whether a security received as collateral should be 
recorded as an asset, governmental lenders are considered to have the ability to 
pledge or sell collateral securities without a borrower default if the securities lending 
contract specifically allows it.  If the contract does not address whether the lender 
can pledge or sell the collateral securities without a borrower default, it should be 
deemed not to have the ability to do so unless it has previously demonstrated that 
ability or there is some other indication of the ability to pledge or sell the collateral 
securities.

Securities lending transactions that are collateralized by letters of credit or by 
securities that the governmental entity does not have the ability to pledge or sell 
unless the borrower defaults should not be reported as assets and liabilities in the 
balance sheet.  Thus, in these two cases only the underlying security remains re-
corded in the balance sheet of the lending governmental entity. 
NOTE:  The obvious result of applying the requirements of GASBS 28 is the “grossing-up” 
of the governmental entity’s balance sheet with an asset for the collateral received and a 
corresponding liability, which are both in addition to the underlying security, which remains 
recorded as an asset.  This effect can be quite large when the governmental entity has a 
large investment portfolio and an active securities lending program.  For example, a large 
governmental defined benefit pension plan with $50 billion in net assets increased both as-
sets and liabilities by $4.7 billion, representing almost 10% of the net asset amounts. 

In determining the amount of collateral received by the governmental entity lender, gen-
erally the market value of securities received as collateral is slightly higher than the market 
value of the securities loaned, the difference being referred to as the margin.  The margin 
required by the lending government may be different for different types of securities.  For ex-
ample, the governmental entity might require collateral of 102% of the market value of secu-
rities loaned for lending transactions involving domestic securities, and it might require 
collateral of 105% of the market value of securities loaned for lending transactions involving 
foreign securities. 
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GASBS 28’S EFFECT ON THE OPERATING STATEMENT 

The above discussion focuses on the accounting and financial reporting re-
quirements of GASBS 28 relative to grossing-up a governmental entity’s balance 
sheet.  GASBS 28 has a similar effect on a governmental entity’s operating 
statement—amounts will be grossed-up, but there is no net effect of applying the re-
quirements of the statement. 

GASBS 28 requires that the costs of securities lending transactions be reported 
as expenditures or expenses in the governmental entity’s operating statement.  These 
costs should include 

• Borrower rebates (These payments from the lender to the borrower as com-
pensation for the use of the cash collateral provided by the borrower should be 
reported as interest expenditures or interest expense.) 

• Agent fees (These are amounts paid by a lender to its securities lending agent 
as compensation for managing its securities lending transactions and should 
be reported along with similar investment management fees.) 

In either of the above two cases, these costs of securities lending transactions 
should not be netted with interest revenue or income from the investment of cash 
collateral, any other related investments, or loan premiums or fees. 

When the above requirements are applied, investment income and expenses are 
effectively grossed up for the interest earned on the collateral securities received by 
the lending governmental entity (or on the invested cash received as collateral), and 
expenditures or expenses are increased for a similar amount representing the 
amounts that would be paid to the securities borrower in compensation for holding 
the collateral asset, as well as the investment management expenses relating to secu-
rities lending transactions.  Prior to the issuance of GASBS 28, these amounts would 
typically be netted, with the net income from securities lending transactions reported 
as part of the investment income of the portfolio. 

POOLED SECURITIES 

If a government pools money from several funds for investment purposes and 
the pool, rather than the individual funds, has securities lending transactions, the 
governmental entity should report the assets and liabilities arising from the securities 
lending transactions in the balance sheets of the funds that have the risk of loss on 
the collateral assets.  In many cases, this will involve a pro rata allocation to the 
various funds based on their equity in the pools. 

In addition, the income and costs arising from pooled securities lending transac-
tions should be reported in the operating statements of the funds.  If the income from 
lending pool securities that represent equity owned by one fund becomes the asset of 
another fund because of legal or contractual provisions, the reporting treatment 
should be based on the specific language of those provisions.  In other words, if the 
legal or contractual provision requires a transfer of the amounts to another fund, the 
income and costs should be reported in the fund that owns the equity, with an oper-
ating transfer to the recipient fund.  However, if the legal or contractual provisions 
require that the securities lending income be that of another fund, no transfer of re-
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sources should be reported.  Instead, the amounts should be reported as income and 
costs in the recipient fund. 

If the amounts become the assets of another fund for reasons other than legal or 
contractual provisions (such as because of a management decision), the income and 
costs should be recognized in the fund that reports the equity.  The transfer of those 
amounts to the recipient fund should be reported as an operating transfer. 

The provisions of GASBS 28 for reporting assets, liabilities, income, and costs 
from securities lending transactions apply to the financial statements of a govern-
mental reporting entity that sponsors an investment pool in which there are partici-
pating entities that are legally separate from the sponsoring government.  The re-
porting requirements of GASBS 28 for assets, liabilities, income and cost do not 
extend to the legally separate entities that participate in the pool.  Thus, these legally 
separate entities do not need to obtain information from the sponsoring government 
about securities lending transactions to report in their own financial statements. 

DISCLOSURE REQUIREMENTS 

GASBS 28 contains a number of disclosure requirements relative to securities 
lending transactions. 

• The governmental entity should disclose in the notes to the financial state-
ments the source of the legal or contractual authorization for the use of securi-
ties lending transactions and any significant violations of those provisions that 
occurred during the period.  This is consistent with the requirements under 
GASBS 3 to disclose the types of investments in which an entity is legally or 
contractually permitted to invest.  Securities lending transactions can be 
viewed as a significant part of investing activities, and the governmental entity 
would typically be legally or contractually permitted to enter into these types 
of transactions. 

• Governmental entities should also disclose in the notes to the financial state-
ments a general description of the securities lending transactions that occurred 
during the period.  This disclosure should include the types of securities lent, 
the types of collateral received, whether the government has the ability to 
pledge or sell collateral securities without a borrower default, the amount by 
which the value of the collateral provided is required to exceed the value of 
the underlying securities, any restrictions on the amount of the loans that can 
be made, and any loss indemnification provided to the governmental entity by 
its securities lending agents.  The entity also should disclose the carrying 
amount and market or fair values of the underlying securities at the balance 
sheet date.  (An indemnification is a securities lending agent’s guarantee that it 
will protect the lender from certain losses.  A securities lending agent is an 
entity that arranges the terms and conditions of loans, monitors the market 
values of the securities lent and the collateral received, and often directs the 
investment of cash collateral.) 

• Governmental entities should also disclose whether the maturities of the in-
vestments made with cash collateral generally match the maturities of their se-
curities loans, as well as the extent of such matching at the balance sheet date.  
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This disclosure is intended to give the financial statement reader some infor-
mation as to whether the governmental entity has subjected itself to risk from 
changes in interest rates by not matching the maturities of the securities held 
as collateral with the maturities of the securities lending transactions. 

• GASBS 28 also requires disclosures relative to credit risk, if any, related to 
securities lending transactions.  Credit risk is defined by GASBS 28 as the ag-
gregate of the lender’s exposure to the borrowers of its securities.  In other 
words, if the borrower of the security does not return the security, what expo-
sure does the lending government have?  The effective use of collateral is 
clearly a good mechanism to reduce or eliminate credit risk.  A lender has ex-
posure from credit risk if the amount a borrower owes the lender exceeds the 
amount the lender owes the borrower.  The amount the borrower owes the 
lender includes the fair value of the underlying securities (including accrued 
interest), unpaid income distributions on the underlying securities, and ac-
crued loan premiums or fees.  The amount the lender owes the borrower in-
cludes the cash collateral received, the fair value of collateral securities (in-
cluding accrued interest), the face value of letters of credit, unpaid income 
distributions on collateral securities, and accrued borrower rebates. 

If the governmental entity lender has no credit risk, that fact should be stated in 
the notes to the financial statements.  If there is some amount of credit risk, the net 
amount due to the borrower should be disclosed in the notes to the financial state-
ments.

Credit risk must be evaluated on a borrower-by-borrower basis and may need to 
be evaluated by contract with individual borrowers.  For example, amounts due to 
one borrower cannot be offset by amounts due from other borrowers, so in deter-
mining the amount of credit risk, the financial statement preparer must ensure that 
none of these amounts are offset.  In addition, the governmental entity lender may 
not have the right to offset amounts due from one individual borrower from one loan 
with amounts due to the same borrower on another loan.  In determining the amount 
of credit risk to disclose, the financial statement preparer must also make sure that 
these due-to and due-from amounts are not offset. 

• GASBS 28 requires that governmental entities also disclose the amount of any 
losses on their securities lending transactions during the period resulting from 
the default of a borrower or lending agent.  Amounts recovered from prior-
period losses should also be disclosed if not separately displayed in the oper-
ating statement. 

• As was more fully described in Chapter 15, GASBS 3 requires that invest-
ments included on the balance sheet of a governmental entity as of the end of 
a reporting period be categorized in terms of custodial credit risk.  Because the 
collateral for securities lending transactions is reported on the balance sheet of 
the lending governmental entity (when it meets the criteria described earlier in 
this chapter), the disclosures required by GASBS 3 for collateral included on 
the balance sheet are required to be made.  Accordingly, the carrying amounts 
and market or fair values of these investments should be disclosed by type of 
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investment as required by GASBS 3, and as more fully described in Chapter 
15.  GASBS 28 provides the following specific guidance relative to securities 
lending transactions: 

• Collateral that is reported in the balance sheet should be classified by cate-
gory of custodial credit risk as defined in GASBS 3, unless it has been in-
vested in a securities lending collateral investment pool or another type of 
investment that is not classified in accordance with GASBS 3.  A securities 
lending collateral investment pool is an agent-managed pool that for invest-
ment purposes commingles the cash collateral provided on the securities 
lending transactions of more than one lender. 

• Underlying securities should not be classified by category of custodial credit 
risk if the collateral for those loans is reported in the balance sheet.  The rea-
son for not classifying the underlying securities is that the custodial credit 
risk related to these securities is effectively reflected in the classification of 
the custodial credit risk of the collateral.  The underlying securities are 
really not in the custody of the lending government, so custodial risk is 
transferred effectively to the securities held as collateral. 

A sample of a note disclosure for securities lending transactions is provided in 
Exhibit 1. 

Exhibit 1 

The following is a sample note disclosure for securities lending transactions: 

Securities Lending 

State statutes and boards of trustees policies permit the city of Anywhere’s Pension 
Systems (which are reported as Pension [and Other Employee Benefit] Trust Funds) to 
lend their securities (the underlying securities) to brokers-dealers and other entities with 
a simultaneous agreement to return the collateral for the same securities in the future.  
The Systems’ custodians lend the following types of securities:  short-term securities, 
common stock, long-term corporate bonds, US Government and US Government agen-
cies’ bonds, asset-backed securities, and international equities and bonds held in collec-
tive investment funds.  Securities on loan at year-end are classified as a Category 1 risk 
in the preceding schedule of custodial credit risk.  (See Chapter 15 for disclosure re-
quirements for investments, including risk categorization.)  International securities are 
uncategorized.  In return, the Systems receive collateral in the form of cash at 100%-
105% of the principal plus accrued interest for reinvestment.  At year-end, the Systems 
had no credit risk exposure to borrowers because the amounts the Systems owe the bor-
rowers exceed the amounts the borrowers owe the Systems.  The contracts with the 
Systems’ custodian requires borrowers to indemnify the Systems if the borrowers fail to 
return the securities, if the collateral is inadequate, or if the borrowers fail to pay the 
Systems for income distributions by the securities’ issuers while the securities are on 
loan. 

All securities loans can be terminated on demand within a period specified in each 
agreement by either the Systems or the borrowers.  Cash collateral is invested in the 
lending agents’ short-term investment pools, which have a weighted-average maturity of 
ninety days.  The underlying securities (fixed income) have an average maturity of ten 
years.
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The Pension (and Other Employee Benefit) Trust Funds report securities loaned as 
assets on the statement of fiduciary net assets.  Cash received as collateral on securities 
lending transactions and investments made with that cash are also recorded as assets.  
Liabilities resulting from these transactions are reported on the statement of fiduciary net 
assets.  Accordingly, for the year ended June 30, 1999, the Pension (and Other Em-
ployee Benefit) Trust Funds recorded the investments purchased with the cash collateral 
as Collateral from Securities Lending Transactions with a corresponding liability as Se-
curities Lending Transactions. 

As described earlier in this chapter, securities received as collateral for securities 
lending transactions are not always reported as assets on the balance sheet of the 
lending government.  For purposes of complying with the GASBS 3 disclosure re-
quirements, underlying securities should be classified by category of custodial risk if 
the collateral for those loans is not reported as an asset in the balance sheet of the 
lending government.  The categories in which the underlying securities are classified 
should be based on the types of collateral and the custodial arrangements for the 
collateral securities. 

SUMMARY

The requirements of GASBS 28 do not apply to the majority of governmental 
entities because most governmental entities do not have securities lending programs.  
For those governmental entities that do have these programs, the effect of applying 
this Statement may have a significant effect on the balance sheet and operating 
statement by increasing assets, liabilities, revenues, and expenditures/expenses.
However, the effect is really a grossing-up of these amounts with no effect on net 
assets or net results of operations.  In addition, the required disclosures of 
GASBS 28 assist readers of governmental financial statements in understanding and 
evaluating the use of these transactions by governmental entities in enhancing their 
investment portfolio performance. 



17 COMPENSATED ABSENCES 

Introduction 296 
Scope of GASBS 16 296 
Basic Principle 297 

Vacation Leave 297
Sick Leave 299

Termination payment method 299 

Vesting Method 301 
Sabbatical Leave 302 
Other Factors Affecting the Liability 
Calculation 303

Financial Reporting Considerations 304 
Summary 305 

INTRODUCTION 

Governmental entities almost always provide benefits to their employees in the 
form of compensated absences—which is a catch-all phrase for instances where an 
employee is not at work, but is still paid.  Vacation pay and sick leave represent the 
most common and frequently used forms of compensated absences. 

In the past, governmental entities used the guidance of FASB Statement 43 
(SFAS 43), Accounting for Compensated Absences, in accounting for and reporting 
liabilities for compensated absences.  One of the objectives of SFAS 43 was the 
matching of compensation expense with the benefits received from an employee’s 
work.  In other words, as an employee works and earns vacation and sick leave that 
will be paid or used in the future, there should be some recognition that a liability 
and an expense has occurred during the time that the employee is providing the ser-
vices.  Of course, using the basis of accounting and measurement focus of govern-
mental funds, the liability for compensated absences is generally not recorded by the 
fund, but is instead only recorded in the government-wide statement of net assets.  
There is no corresponding expenditure in the governmental fund until these amounts 
are actually paid or when they are due to be paid. 

The GASB made some slight modifications to the requirements of SFAS 43 and 
issued a GASB Statement that addresses the accounting and financial reporting for 
compensated absences for all governmental entities, regardless of the basis of ac-
counting and measurement focus used.  The resulting statement is GASB State-
ment 16 (GASBS 16), Accounting for Compensated Absences.  This chapter de-
scribes the accounting and financial reporting requirements for compensated ab-
sences, which are based on the requirements of GASBS 16. 

SCOPE OF GASBS 16 

GASBS 16 establishes accounting and financial reporting requirements for 
compensated absences for state and local governmental entities.  Compensated ab-
sences are absences from work for which employees are still paid, such as vacation, 
sick leave, and sabbatical leave.  GASBS 16’s requirements apply regardless of 
which reporting model or fund type is used by the governmental entity to report its 
transactions and prepare its financial statements.  Therefore, GASBS 16 applies to 
all state and local governmental entities, including public benefit corporations and 
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authorities, public employee retirement systems, governmental utilities, govern-
mental hospitals and other health care providers, and governmental colleges and 
universities.  It also applies to governmental colleges and universities.  The ac-
counting and financial reporting requirements for governmental colleges and univer-
sities are more fully discussed in Chapter 25. 

Simply because GASBS 16’s requirements generally apply to all governmental 
entities does not mean that the presentation of the amounts in the various different 
types of entities’ financial statements calculated using its guidance will be the same.  
The amounts calculated as a liability under GASBS 16 will be the same regardless 
of the basis of accounting or measurement focus used by the entity or fund to which 
the liability applies.  However, the recording of the liability and recognition of com-
pensation expense or expenditure in preparing fund financial statements will be dif-
ferent based on whether the liability relates to a governmental fund (which uses the 
modified accrual basis of accounting and the current financial resources measure-
ment focus) or a fund or entity that uses proprietary fund accounting (which uses the 
accrual basis of accounting and the economic resources measurement focus).  Under 
the new financial reporting model, the government-wide financial statements will 
report the liability and compensation expense using the accrual basis of accounting 
and the economic resources measurement focus.  Additional discussions of these dif-
ferences will be described later in this chapter. 

BASIC PRINCIPLE 

The underlying principle for accounting for compensated absences is that a li-
ability for compensated absences that are attributable to services already rendered 
and are not contingent on a specific event outside the control of the employer and 
the employee should be accrued as employees earn the rights to the benefits.  On the 
other hand, compensated absences that relate to future services or are contingent on 
a specific event outside the control of the employer and employee should be ac-
counted for in the period those services are rendered or those events take place.  A 
later section of this chapter discusses differences in accounting between govern-
mental funds and proprietary funds/government-wide financial statements for the li-
ability for compensated absences. 

While this conceptual principle sounds good, to put it into practice the three 
main types of compensated absences—vacation, sick leave, and sabbatical leave—
need to be examined individually to determine when to actually calculate the liabil-
ity.  Guidance is provided later in this chapter as to how to compute the liability, 
once it is determined that a liability should be recorded. 

Vacation Leave (and Other Compensated Absences with Similar 
Characteristics)

GASBS 16 requires that a liability be accrued for vacation leave and other com-
pensated absences with similar characteristics and should be recorded as the benefits 
are earned by the employees if both of these conditions are met. 

1. The employees’ rights to receive compensation are attributable to services 
already rendered. 
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2. It is probable that the employer will compensate the employees for the bene-
fits through paid time off or some other means, such as cash payments at 
termination or retirement. 

For purposes of applying these requirements, other compensated absences have 
characteristics similar to vacation leave if paid time off is not contingent on a spe-
cific event outside the control of the employer and the employee.  These types of 
leave include leave whose use is conditional only on length of service, an event that 
is essentially controllable by the employer or employee, rather than arising from an 
unforeseen and uncontrollable event such as an illness. 

In applying this criterion, three different scenarios will arise. 

1. The employee is entitled to the vacation pay, and no other criteria need be 
met.  A liability for this amount should be recorded. 

An employer governmental entity would accrue a liability for vacation 
leave and other compensated leave with similar characteristics that were 
earned but not used during the current or prior periods and for which the 
employees can receive compensation in a future period. 

Some governmental entities provide their employees with military 
leave.  Recording a liability in advance of such leave is not appropriate un-
der GASBS 16 because an employee’s right to compensation for military 
leave is not earned based on past service.  Instead, compensation is based on 
the future military service.  In other words, if the employee resigned prior to 
the start of his or her military leave, he or she would not be entitled to any 
compensation relating to the future military leave.  No military leave was 
specifically “earned” during the time that the employee was working. 

2. The employee has earned time, but the time is not yet available for use or 
payment because the employee has not yet met certain conditions. 

Benefits that have been earned but that are not yet available for use as 
paid time off or as some other form of compensation because employees 
have not met certain conditions (such as a minimum service period for new 
employees) should be recorded as a liability to the extent that it is probable 
that the employees will meet the conditions for compensation in the future. 

3. The employee has earned vacation benefits, but the benefits are expected to 
lapse and not result in compensation to the employee. 

Benefits that have been earned but that are expected to lapse and thus 
not result in compensation to employees should not be accrued as a liability. 

Exhibit 1 provides an example of a simple liability calculation for vacation 
leave.

Exhibit 1 

An employee has 20 vacation days as of the end of a fiscal year and currently earns 
$100 per day.  No minimum length of service is required to be eligible for paid vacation 
leave on termination.  In addition, salary-related taxes and salary-based, incremental 
other costs (discussed later in this chapter) equal 8% of the salary earned.  The vacation 
liability is calculated as 

20 days x $100 = $2,000 + 8% salary-related costs ($160) = a total liability to record of $2,160 
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Assume that a government requires a minimum employment period of 1 year before 
an employee can take vacation leave or be compensated for unused leave at termination.  
If the employee in the above example was a new employee and the government esti-
mated that 50% of its new employees leave before being eligible for vacation leave or 
termination payments, the government would estimate its liability as follows: 

$2,160 (as above) x 50% = $1,080 

Sick Leave (and Other Compensated Absences with Similar Characteristics) 

GASBS 16 requires that a liability for sick leave and other compensated ab-
sences with similar characteristics should be accrued using one of the following ter-
mination approaches: 

• The termination payment method 
• The vesting method 
(For purpose of determining which compensated absences would have similar 

characteristics to sick leave, financial statement preparers should consider whether 
the paid time off is contingent on a specific event outside the control of both the em-
ployer and the employee.  An example of this situation would be jury duty.) 

The following are descriptions of the two methods of recording a liability for 
sick leave. 

Termination payment method.  A liability should be accrued for sick leave as 
the benefits are earned by the employees if it is probable that the employer will 
compensate the employees for the benefits through cash payments conditioned on 
the employees’ termination or retirement (referred to as the termination payments).

An additional explanation of termination payments may be necessary to imple-
ment this requirement.  Termination payments usually are made directly to employ-
ees.  In some cases, however, a government’s sick leave policy may provide for the 
value of sick leave at termination to be satisfied by payments to a third party on be-
half of the employee.  For example, some governments allow the value of a sick 
leave termination payment be used to pay a retiring employee’s share of postem-
ployment health care insurance premiums.  These amounts, just as cash payments 
made directly to employees, are termination payments for purposes of applying 
GASBS 16.  However, termination payments do not include sick leave balances for 
which employees only receive additional service time credited for pension benefit 
calculation purposes. 

In applying the termination payment method, a liability is recorded only to the 
extent that it is probable that the benefits will result in termination payments, rather 
than be taken as absences due to illness or other contingencies, such as medical ap-
pointments or funerals.  The liability that is recorded would be based on an estimate 
using the governmental entity’s historical experience of making termination pay-
ments for sick leave, adjusted for the effect of any changes that have taken place in 
the governmental entity’s termination payment policy and other current factors that 
might be relevant to the calculation. 
NOTE:  Some governments compensate employees for sick leave at termination based on 
some reduced payment scheme.  For example, the government may have a policy that an em-
ployee must have a minimum of ten years of service to be entitled to any termination payment 
for sick leave, and the termination payment may be calculated based on some fraction of the 
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total unused sick days that the terminating employee has at the date of termination.  For ex-
ample, a government might have a policy that only employees with a minimum of ten years of 
service will be compensated for sick leave and that compensation will be equal to the com-
pensation for one-third of the total of the unused sick days that the employee has left on ter-
mination. 

Exhibit 2 provides an example of the sick leave liability using the termination 
payment method. 

Exhibit 2 
This exhibit demonstrates how a government might calculate its sick leave liability 

using the termination payments method.  Two different applications of the method are 
used.  One application uses the number of sick days paid upon an employee’s termina-
tion in the calculation.  The second application of the method uses the actual sick leave 
payment made to terminating employees. 

Step 1: Obtain historical information about sick leave payments made to terminating 
employees over some reasonable period, such as the last 5 years.   

For this example, both the number of sick days paid and the amount of the payments 
is obtained.  In practice only one of these types of information is needed. 

Fiscal
year

# of employees 
terminated

# Sick
days paid

$ of sick
leave paid

Avg.
years work

20X1 5 50 $  5,000 20 
20X2 1 8 1,000 10 
20X3 2 15 2,000 15 
20X4 3 20 3,000 12 
20X5 4   25    4,000 10

  118 $15,000 67 

Step 2: Calculate the adjusted sick leave termination cost for each year worked. 

Method 1—Using the number of sick days paid 

 Total sick days paid  118 
x Current average daily pay rate $     100
=  $11,800 
x Percentage of sick leave paid       50%
= Adjusted sick leave payments $  5,900 

Divide the adjusted sick leave payments ($5,900) by the average years 
worked (67 x 15 employees, or 1,005) to arrive at the sick leave payments per 
year worked ($6). 

Method 2—Using the actual sick leave payments 

First, adjust the amounts paid in the five-year period to what the payments 
would have been at the current salary rates 

Fiscal
year

$ of sick
leave paid

Adjusted to 
current salaries

20X1 $  5,000 7,000 
20X2 1,000 1,100 
20X3 2,000 2,200 
20X4 3,000 3,100 
20X5   4,000   4,000

 $15,000 $17,400 
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Retiree rate factor      x 71% (1) 
Adjusted sick leave payments $12,354 
Divide by years worked 1,005 
Sick leave per year worked $12 

(1) This factor represents the difference between the average daily pay rate for active 
employees ($100, as calculated in method 1) and the retiree pay rate (assume $140 
in this example) or 100/140 = 71% 

Note that there is no requirement to multiply this amount by the percentage of sick pay 
that is actually paid (50% in this example) because this is already reflected in the 
amounts of sick leave actually paid. 

Step 3: Calculate the year-end liability for sick leave. 

Two additional pieces of information are needed for this step.  First, assume the to-
tal person years worked by all active employees (assume that there are 100 employees 
who have worked a total of ten years, or 1,000 years.)  Second, the additional salary-
related costs that are required for these payments (assume 8%). 

 Method 1 Method 2
Total person years worked 1,000 1,000 
Sick leave rate per year $       6 $       12
Sick leave liability $6,000 $12,000 
Additional salary-related payments (@8%)     480      960
Total liability $6,480 $12,960 

Note that the calculated liability under each method is quite different.  This was 
done for illustrative purposes to show that the amounts calculated can be different.  In 
actual practice with a larger employee population, the two methods are more likely to re-
sult in similar, but not necessarily the same, liability amounts. 

Vesting Method 

As an alternative to the termination payment method described above, an em-
ployer governmental entity may use the method described as the “vesting” method 
under GASBS 16.  Under the vesting method, a governmental entity should estimate 
its accrued sick leave liability based on the sick leave accumulated at the balance 
sheet date by those employees who currently are eligible to receive termination 
payments, as well as other employees who are expected to become eligible in the 
future to receive such payments.  To calculate the liability, these accumulations 
should be reduced to the maximum amount allowed as a termination payment.  Ac-
cruals for those employees who are expected to become eligible in the future should 
be based on assumptions concerning the probability that individual employees or 
classes or groups of employees will become eligible to receive termination pay-
ments.

Both of these methods should usually produce a similar amount for the liability 
that a government should record for sick leave and other compensated absences with 
similar characteristics. 

Exhibit 3 

This exhibit provides an example of calculating sick leave liability using the vesting 
method.
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Assume in this example that an employee must have 10 years of service before they 
can vest in payments for sick leave upon termination and that a maximum of 60 days of 
sick leave can be paid.  Sick leave is paid at a reduced rate of 50%. 

There are only 5 employees that work for this government.  Their relative payroll 
information is provided below.  

Employee Length of service Sick leave balance Daily pay rate
1 14 32 days $100 
2 8 20 days 80 
3 20 65 days 110 
4 1 2 days 60 
5 5 10 days 75 

Step 1:  Determine which employees will vest in their sick leave payments. 

Based upon this government’s experience, employees who attain 7 years of service 
are likely to remain the additional 2 years and vest in their sick leave balances.  Employ-
ees with less than 7 years of service are accordingly removed from the calculation, be-
cause it is assumed that they will not reach the 10-year requirement.  (In practice, gov-
ernments may fine-tune this assumption.  For example, probabilities can be assigned to 
each year, such as 10% of employees with 1 year of service reach the 10 year require-
ment, 20% of employees with 2 years of service, etc.  In addition, governments may also 
fine tune the assumption based on actual experience with different groups of employees, 
such as civilian employees or uniformed service employees. 

In this example, employees 1, 2, and 3 will assume to vest in sick leave. 

Step 2: Calculate the amount of vested sick leave pay 

Employee
Sick leave 
balance

Sick leave 
 up to max.

Daily  
pay rate

Reduced
 pay %

Sick leave 
liability

1 32 days 32 days $100 50% $1,600 
2 20 days 20 days 80 50% 800 
3 65 days 60 days 110 50% 3,300

Total sick leave liability $5,700 
Additional salary related payments (at 8%)    456
Total liability $6,156 

NOTE:  A governmental entity using one of these methods to calculate the liability may con-
sider viewing the liability calculation from the alternative method to determine if a similar 
liability results.  If the amounts of the liability vary widely between the two methods and the 
government cannot explain the differences, the government can then go back and review the 
assumptions used in the two methods to see if any of these assumptions can be improved to 
make the resulting liability more understandable under both methods. 

Sabbatical Leave 

Determining how or if a liability for sabbatical leave should be calculated and 
reported based on the nature and terms of the sabbatical leave available to employ-
ees.  The accounting for sabbatical leave depends on whether the compensation 
during the sabbatical is for service during the period of the leave itself, or instead for 
past service. 

Some governmental entities permit sabbatical leave from normal duties so that 
employees can perform research or public service or can obtain additional training to 
enhance the reputation of or otherwise benefit the employer.  In this case, the sab-
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batical constitutes a change in assigned duties and the salary paid during the leave is 
considered compensation for service during the period of the leave.  The nature of 
the sabbatical leave is considered to be restricted.  In this situation, the sabbatical 
leave should be accounted for in the period the service is rendered.  A liability 
should not be reported in advance of the sabbatical. 

On the other hand, sometimes sabbatical leave is permitted to provide compen-
sated unrestricted time off.  In this situation, the salary paid during the leave is com-
pensation for past service.  Accordingly, in this situation, a liability should be re-
corded during the periods the employees earn the right to the leave if it is probable 
that the employer will compensate the employees for the benefits through paid time 
off or some other means. 
NOTE:  In the two extreme cases of sabbatical leave described above, restricted and unre-
stricted, the determination of whether a liability is recorded seems clear.  However, in actual 
practice, the nature of sabbatical leave may not be as clear as in these two examples.  For 
example, an employee may be given compensated time off to pursue research or other 
learning experience that is completely at the discretion of the employee.  Determination of 
whether this compensation is related to past service may require the use of considerable 
judgment on the part of the financial statement preparer.  Governmental employers should 
develop a reasonable policy for whether a liability is recorded and apply this policy consis-
tently among similarly situated employees who are provided with compensated sabbatical 
leave.

Other Factors Affecting the Liability Calculation 

Two other factors need to be considered by the governmental financial statement 
preparer in calculating liability amounts for compensated absences—the rate of pay 
that is used to calculate the liability and the additional salary-related costs that 
should be considered for accrual.  These two factors are discussed in the following 
paragraphs.

GASBS 16 specifies that the liability for compensated absences should be based 
on the salary rates in effect at the balance sheet date.  There is no need to project 
future salary increases into a calculation that considers that when the vacation or 
sick leave is actually paid, it is likely to be at a higher rate of pay than that in place 
at the balance sheet date.  On the other hand, if a governmental employer pays em-
ployees for compensated absences at other than their pay rates or salary rates (some-
times at a lower amount that is established by contract, regulation, or policy), then 
the other rate that is in effect at the balance sheet date should be used to calculate the 
liability.

As for salary-related payments, GASBS 16 specifies that an additional amount 
should be accrued as a liability for those payments associated with compensated ab-
sences.  These amounts should be recorded at the rates in effect at the balance sheet 
date.  Salary-related payments subject to accrual are those items for which an em-
ployer is liable to make a payment directly and incrementally associated with pay-
ments made for compensated absences on termination.  These salary-related pay-
ments would include the employer’s share of social security and Medicare taxes and 
might also include an employer’s contribution to a pension plan.  For example, an 
accrual for the required contribution to a defined contribution or a cost-sharing 



304 Wiley GAAP for Governments 2004 

multiple-employer defined benefit pension plan should be made if the employer is 
liable for a contribution to the plan based on termination payments made to employ-
ees for vacation leave, sick leave, or other compensated absences.  An additional ac-
crual should not be made relating to single-employer or agent multiemployer defined 
benefit plans. 

In applying the requirements of the preceding paragraph, the accrual should be 
made based on the entire liability for each type of compensated absence to which the 
salary-related payments apply.  In other words, payments directly and incrementally 
associated with the payment of sick leave termination payments should be accrued 
for the entire sick leave liability.  Salary-related payments associated with termina-
tion payments of vacation leave should be accrued for the entire vacation leave li-
ability, including leave that might be taken as paid time off, rather than paid as ter-
mination payments. 
NOTE:  The calculation of the liability for compensated absences can be very complicated 
for governmental entities.  Often there are various groups of employees that are working un-
der various union contracts and have a wide range of benefits, in addition to the benefits 
earned by nonunion employees.  A further complication is that as compensated absence 
benefits are changed, long-term employees are sometimes “grandfathered” to remain eligi-
ble for compensated absences under older rules that are more favorable to the employee.  All 
of these differences [compounded by governmental entities usually having (1) a large num-
ber of employees and (2) payroll or human resource computer systems that may not lend 
themselves to readily capturing leave balances] make the compensated absence liability cal-
culation subject to the use of estimates and historical payment patterns to determine reason-
able liability amounts.  Sometimes, a sample of employees is taken, liabilities calculated in 
detail, and the results extrapolated to the workforce as a whole.  Governments should care-
fully weigh the costs and benefits of spending an inordinate amount of time in calculating a 
precise amount for this estimate, as a reasonable estimate of the liability would serve the fi-
nancial statement user equally well. 

FINANCIAL REPORTING CONSIDERATIONS 

The accounting and financial reporting for compensated absences for state and 
local governments must take into consideration the differences between the govern-
mental fund and the proprietary fund accounting basis and measurement focus with 
respect to 

• Fund long-term liabilities and general long-term liabilities 
• Current liabilities and noncurrent liabilities 

The accounting and financial reporting differ on whether the liability is recorded 
in a proprietary fund or a governmental fund.  The differences are not in how the 
amount of the liability is calculated.  Both types of funds calculate the liability in the 
manner described in the preceding sections in this chapter.  The difference in the ac-
counting and financial reporting relates to where and how the liability is recorded. 

For governmental funds, the long-term portion of the liability for compensated 
absences is one that is recorded in the government-wide statement of net assets.  
Consistent with the modified accrual basis of accounting and the current financial 
resources measurement focus, the long-term portion of the compensated absence li-
ability will not be liquidated with the expendable available financial resources of the 
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governmental funds to which it relates.  The amount of the compensated absences 
accrued as a liability (with a corresponding expenditure accrual) within a govern-
mental fund at the end of the fiscal year is the amount of the total compensated ab-
sence liability that will be paid with expendable available resources.  The amounts 
recorded in the governmental fund should only be recorded when the amounts be-
come due.  For example, an employee leaves the government and is due a payment 
for compensated absences but has not yet received payment.  The balance of the li-
ability for compensated absences is recorded only in the government-wide statement 
of net assets. 
NOTE:  As a practical matter, many governments report the entire liability for compensated 
absences that relate to governmental funds only in the government-wide statement of net as-
sets and report expenditures for compensated absences generally on a pay-as-you-go basis.  
While technically a small portion of the governmental fund liability may be paid from ex-
pendable available resources, recognizing the expenditure only when the amounts for com-
pensated absences are actually paid does not usually result in a large distortion in the ex-
penditures reported in the governmental funds.  However, in the year of a significant gov-
ernment downsizing, where large numbers of employees are receiving termination payments 
for vacation time, sick leave, and other leave, the amount of the expenditures in one year 
could differ significantly from prior years and may require closer examination to determine 
if at least some portion of the liability should be recorded in the governmental funds because 
these amounts may be due to employees and not paid. 

For proprietary funds, the accounting and financial reporting for recording the 
liability for compensated absences resembles more closely that used by commercial 
enterprises.  The total applicable compensated absence liability is recorded in the 
proprietary funds, and the corresponding amount of the liability that must be accrued 
is recorded as an expense in the proprietary fund. 

NOTE:  When a government reports under the GASBS 34 financial reporting model, the 
government-wide financial statements record compensated absences in a manner similar to 
that used by propriety funds.  However, the liability that is recorded needs to be reported in 
two components—the amount estimated to be due in one year and the amount estimated to be 
due in more than one year.  Furthermore, changes in the liability reported on the 
government-wide statement of net assets (and not the governmental fund) will result in an in-
crease or decrease of expense reported on the government-wide statement of activities.  This 
increase or decrease in expense will need to be allocated by program/function on the 
government-wide statement of activities. 

SUMMARY

This chapter has presented the basic accounting requirements and guidelines for 
governments to use in calculating the liability for compensated absences.  These 
general rules should ideally be used to develop a working model for estimating this 
liability, allowing the governmental entity to meet the requirements of GASBS 16 in 
a useful and cost-effective manner. 
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INTRODUCTION 

This chapter describes the accounting and financial reporting for pensions by 
state and local governmental entities.  Accounting and financial reporting for pen-
sions has been an area for which guidance from the GASB was developed over a 
very long period.  Governmental employers are well known as significant users of 
pensions as important benefits for their employees.  Defined benefit pension plans 
remain an important governmental employee benefit, despite their declining popu-
larity in the private sector.  Governments generally pay their employees less than 
their counterparts in private industry make.  However, one factor offsetting these 
somewhat lower salaries are fairly generous pension benefits that retiring employees 
enjoy at a relatively young age.  Accordingly, the accounting and financial reporting 
for pension plan costs and financial reporting by governmental pension plans is an 
important area.  As will be discussed more fully below, while governments had 
guidance from the GASB in the past on disclosure requirements, there was virtually 
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no definitive guidance for governmental employers on how to properly determine 
and report their annual pension cost for defined benefit pension plans.  In fact, 
GASB Statement 1, Authoritative Status of NCGA Pronouncements and AICPA In-
dustry Audit Guide, provided a choice for governmental employers and pension 
plans as to what accounting and financial reporting guidelines that they followed.  
Accounting and financial reporting could be based on 

• NCGA Statement 1, Governmental Accounting and Financial Reporting Prin-
ciples

• NCGA Statement 6, Pension Accounting and Financial Reporting:  Public 
Employee Retirement Systems and State and Local Government Employers

• FASB Statement 35, Accounting and Financial Reporting by Defined Benefit 
Pension Plans

With the issuance of GASB Statement 27 (GASBS 27), Accounting for Pensions by 
State and Local Government Employers, in November 1994, the GASB filled a void 
that existed in accounting standards related to accounting for and reporting pension 
costs.

This chapter is based on the guidance contained in GASBS 27 and provides the 
details of the requirements for employers accounting for pension costs.  Concur-
rently with GASBS 27, the GASB issued two other statements, Statement 25 
(GASBS 25), Financial Reporting for Defined Benefit Pension Plans and Note Dis-
closures for Defined Contribution Plans, and Statement 26 (GASBS 26), Financial 
Reporting for Postemployment Health Care Plans Administered by Defined Benefit 
Pension Plans.  These two GASB statements address the accounting and financial 
reporting requirements for the pension plans themselves, as opposed to GASBS 27, 
which addresses the employer’s accounting and financial reporting requirements.  
GASBS 25 and GASBS 26 are fully discussed in Chapter 24. 

BACKGROUND 

Prior to the issuance of GASBS 27, accounting and financial reporting for pen-
sion costs by state and local governmental employers was somewhat disjointed.  
Prior to the establishment of the GASB, NCGA Statement 6  (NCGAS 6), Pension
Accounting and Financial Reporting:  Public Employee Retirement Systems and 
State and Local Government Employers, was issued to provide accounting guidance, 
but this statement’s effective date was extended indefinitely by NCGA Interpreta- 
tion 8 (NCGAI 8), Certain Pension Matters.  The AICPA Industry Audit Guide, Au-
dits of State and Local Governmental Units, instructed governmental financial 
statement preparers to consider the guidance of Accounting Principles Board Opin-
ion 8 (APB 8), Accounting for the Cost of Pension Plans, in preparing financial 
statements.  Thus, until the issuance of GASBS 25, the accounting guidance for pen-
sion costs dated back to the issuance date of APB 8 in 1966.  Meanwhile, the FASB 
issued Statement 35 (SFAS 35), Accounting and Financial Reporting by Defined 
Benefit Pension Plans, although FASB Statement 75 (SFAS 75), Deferral of the Ef-
fective Date of Certain Accounting Requirements for Pension Plans of State and Lo-
cal Governments, as its name suggests, indefinitely deferred the effective date of 
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SFAS 35 for state and local governmental pension plans.  Later, the FASB issued 
Statement 87 (SFAS 87), Employers’ Accounting for Pension Plans.  This was prob-
lematic for governments because SFAS 87 superseded APB 8, which governments 
had been using as guidance for accounting for pension costs.  The GASB then issued 
Statement 4 (GASBS 4), Applicability of FASB Statement No. 87, “Employers’ 
Accounting for Pension Plans,” to State and Local Governmental Employers.
GASBS 4 instructed state and local governmental employers not to change their ac-
counting and financial reporting of pension activities as a result of SFAS 87.  There-
fore, state and local governmental employers were still using the guidance of APB 8, 
even though that Opinion had been superseded by SFAS 87. 

As an interim measure, until it was able to reach a conclusion as to the account-
ing for pension costs, the GASB issued Statement 5 (GASBS 5), Disclosure of Pen-
sion Information by Public Employee Retirement Systems and State and Local Gov-
ernmental Employers, in 1986.  This GASB Statement provided comprehensive dis-
closure requirements for both pension plans and the related state and local govern-
mental employers.  The GASB spent the next eight years deciding how state and lo-
cal governments should account for the cost of pensions, which finally resulted in 
the issuance of GASBS 27 (along with GASBS 25 and GASBS 26) in November 
1994.  GASBS 27 provides guidance on both accounting and financial reporting, in-
cluding financial statement disclosures, for state and local governmental employers 
that sponsor pension plans for their employees. 

NOTE:  As will be described in more detail in the balance of this chapter, GASBS 27 pro-
vides a very broad range of what costs for pensions are permitted to be recorded by state 
and local governments.  In addition, it moved away from reporting a standardized measure 
of pension obligations that was required under GASBS 5, to the reporting of pension obliga-
tions more closely tied to the actuarial assumptions and methods to determine funding re-
quirements.  These were two significant and contentious changes that were part of the reason 
that GASBS 27 took so long to develop and issue.

In determining the amount of pension cost to be recorded and the amount of the pension 
liability to be disclosed, the preparers and auditors of governmental financial statements will 
find themselves heavily dependent on the technical expertise of an actuary.  While account-
ing principles provide guidelines as to what are acceptable calculations in arriving at these 
amounts, the actual calculations will be made by the plan’s or the employer’s actuary.  It is 
important that the financial statement preparer not simply turn this responsibility over to the 
actuary and not understand the calculation.  The accounting guidance described below is 
readily understood by the nonactuary and should be carefully studied by the financial state-
ment preparer and auditor and fully discussed with the actuary performing the calculations. 

GASBS 27 SCOPE AND APPLICABILITY 

GASBS 27 applies to the financial statements of all state and local governmental 
employers that provide or participate in pension plans, including general-purpose 
governments, public benefit corporations and authorities, utilities, hospitals and 
other health care providers, colleges and universities, and public employee retire-
ment systems that are themselves employers. 

The requirements of GASBS 27 apply to these entities regardless of whether the 
employer’s financial statements are presented in separately issued, stand-alone 
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statements or are included in the financial reports of another governmental entity.  In 
addition, the requirements of GASBS 27 are applicable regardless of the fund types 
used to report the employer’s pension expenditures or expenses. 

The majority of the requirements of GASBS 27 relate to governmental employ-
ers that have defined benefit pension plans; however, there is some guidance in the 
Statement for employers with defined contribution pension plans. 

A defined contribution plan is defined by GASBS 27 as “a pension plan hav-
ing terms that specify how contributions to a plan member’s account are to be de-
termined, rather than the amount of retirement income the member is to receive.”  In 
a defined contribution plan, the amounts that are ultimately received by the plan 
member as pension benefits depend only on the amount that was contributed to the 
member’s account and the earnings on the investment of those contributions.  In ad-
dition, in some cases, forfeitures of benefits by other plan members may also be al-
located to a member’s account.  Accordingly, in this type of pension plan there is no 
guaranteed pension benefit based on an employee’s salary, length of service, and so 
forth.

A defined benefit pension plan is defined by GASBS 27 as “A pension having 
terms that specify the amount of pension benefits to be provided at a future date or 
after a certain period of time....”  In this type of pension plan, it is the amount of the 
benefit that is specified, rather than the amount of the contributions, which is speci-
fied in a defined contribution plan.  The defined benefit in this type of plan is usually 
a function of one or more factors, including age, years of service, and level of com-
pensation.

A defined benefit plan provides retirement income, but it may also provide other 
types of postemployment benefits.  In determining whether these types of benefits 
are included in the scope of GASBS 27, a governmental financial statement preparer 
must be careful about two issues:  (1) Are the postemployment benefits paid by the 
pension plan, or are they paid by plans set up by the employer that do not pay pen-
sion benefits?  (2) Are the postemployment benefits considered postemployment 
health care benefits?  The following paragraphs will help to sort out these questions. 

Postemployment benefits are those provided during the period between the ter-
mination of employment by the employee and retirement, and the period after re-
tirement (therefore, it is more inclusive than the term postretirement, because it may 
include benefits before a terminated employee’s retirement date).  Postemployment 
benefits may typically include disability benefits, death benefits, life insurance, and 
health care. 

If the postemployment benefits are paid from employee benefit plans that do not 
pay pension benefits in addition to the postemployment benefits, then these plans are 
not subject to the accounting requirements of GASBS 27.  They are considered other 
postemployment benefits, or “OPEB” plans.  GASBS 27 does not provide account-
ing guidance for OPEBs, which is being addressed by the GASB Exposure Drafts 
relating to OPEBs which are described in Chapter 1.  However, GASBS 27 does 
have some disclosure requirements when these types of benefits are provided. 

If the postemployment benefits are paid from an employee benefit plan that does 
pay pension benefits in addition to the postemployment benefits, then the postem-
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ployment benefits are considered to be part of the pension benefits and are included 
in the scope of GASBS 27, unless the postemployment benefits are postemployment 
health care benefits (see next paragraph). 

If the postemployment benefits are postemployment health care benefits, they 
should never be considered pension benefits for purposes of determining whether 
they fall within the scope of the accounting guidance of GASBS 27.  In other words, 
the accounting for the cost of postemployment health care benefits is not included in 
the scope of the accounting guidance of GASBS 27, although it is subject to some 
disclosure requirements.  If a sole or agent employer applies the measurement and 
recognition requirements of GASBS 27 to health care, that employer should provide 
notes to the financial statements for these benefits consistent with GASBS 27 in-
stead of GASBS 12.  All other employers should follow the disclosure requirements 
of GASBS 12.  The employer should also disclose the health care inflation assump-
tion.  Postemployment health care benefits include medical, dental, vision, and other 
health-related benefits that are provided to terminated employees and to retired em-
ployees, or to the dependents or other beneficiaries of these terminated or retired 
employees.

Example 

Assume that the Municipal Employees Retirement System (MERS) is a defined 
benefit pension plan that provides retirement benefits as well as postemployment dis-
ability and health care benefits to its members.  GASBS 27’s requirements for defined 
benefit pension plans apply to the retirement benefits and the disability benefits.  In ac-
counting for the costs of the postemployment health care benefits, the employer need not 
follow the accounting guidance of GASBS 27 to determine their annual costs, although 
the employer that contributes to MERS would provide the required disclosures for 
postemployment health care benefits that are included in GASBS 27. 

Further assume that the same employer that contributes to MERS has a separate 
employee benefit plan that provides group life insurance benefits to its employees.  Be-
cause these benefits are not provided by a plan that also provides retirement income to 
its members, the group life insurance postemployment benefits would be considered 
OPEBs and would not be included in the scope of GASBS 27’s accounting or disclosure 
requirements.

GASBS 27 REQUIREMENTS FOR DEFINED BENEFIT PENSION PLANS 

The GASBS 27 requirements for defined benefit plans can be divided into two 
basic areas. 

1. Measurement of annual pension cost and its recognition by the employer 
2. Calculation of the amounts disclosed for the unfunded actuarial liability 

The following material addresses these two basic requirements in considerable 
detail.  It is important to keep these two basic objectives in mind, however, not to 
lose sight of these very basic objectives of GASBS 27 when considering the very 
technical and detailed nature of its specific requirements. 
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Measurement of Annual Pension Cost and Its Recognition by the Employer 

The first step in measuring and recognizing annual pension cost for a defined 
benefit pension plan is to determine what type of plan the defined benefit pension 
plan is.  These types are carryovers from the definitions provided under GASBS 5, 
but are reviewed in the following paragraphs.  The two main types of defined benefit 
pensions are 

1. Single-employer or agent multiemployer plans 
2. Cost-sharing multiemployer plans 

The following paragraphs explain how to determine into which of these two 
categories an employer’s defined benefit pension plan should be classified. 

Single-employer or agent multiemployer plans.  A single-employer plan is 
fairly simple to identify.  It is a plan that covers the current and former employees, 
including beneficiaries, of only one employer.  Note that one employer may have 
more than one single-employer defined benefit pension plan. 

For example, a municipal government may have one single-employer pension 
plan whose members are police officers and another single-employer pension plan 
whose members are all firefighters.  Both of these would be considered single-
employer plans as long as the municipal government’s employers were the only 
members of the plan. 

An agent multiemployer plan (or agent plan) is a little more difficult to identify.  
An agent multiemployer plan is one in which more than one employer aggregates 
the individual defined benefit pension plans and pools administrative and investment 
functions.  Each plan for each employer maintains its own identity within the aggre-
gated agent plan.  For example, separate accounts are maintained for each employer 
so that the employer’s contributions provide benefits only for the employees of that 
employer.  In addition, a separate actuarial valuation is performed for each individ-
ual employer’s plan to determine the employer’s periodic contribution rate and other 
information for the individual plan, based on the benefit formula selected by the em-
ployer and the individual plan’s proportionate share of the pooled assets. 

For example, a county may have a number of municipalities within it; each mu-
nicipality provides pension benefits under defined benefit pension plans to its police 
officers.  To be more efficient from an administrative cost perspective and to pro-
vide a larger pool of assets for more effective investment, an agent plan may be es-
tablished at the county level in which each municipality may participate by having 
its police officers become members of the countywide agent plan.  However, each 
municipality has its own account within the countywide plan, so that their individual 
proportionate shares of assets and contributions for their own employees can be de-
termined.

Cost-sharing multiemployer plans.  A cost-sharing multiemployer plan is one 
pension plan that includes members from more than one employer where there is a 
pooling or cost-sharing for all of the participating employers.  All risks, rewards, and 
costs, including benefit costs, are shared and are not attributed individually to the 
employers.  A single actuarial valuation covers all plan members regardless of which 
employer they work for.  The same contribution rates apply for each employer, usu-
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ally a rate proportional to the number of employees or retired members that the em-
ployer has in the plan. 

For example, a municipal government establishes a cost-sharing multiemployer 
plan that covers all of its nonuniformed workers.  Also included in the plan are em-
ployees of the separate transportation authority, water utility, and housing authority.  
The pension plan has more than one employer, but in this instance, separate accounts 
are not maintained for each employer.  All risks, rewards, and costs are shared pro-
portionately to the number of members that each employer has in the plan.  Separate 
asset accounts or separate actuarial valuations cannot be performed for each em-
ployer, which is the primary distinction between this type of plan and the agent plan 
described above. 

Measuring and recognizing annual pension cost differs for single-employer (and 
agent multiemployer plans) and for cost-sharing multiemployer plans.  The follow-
ing describes the measurement and recognition principles for each of these two cate-
gories of plans. 

Measuring Annual Pension Cost—Single-Employer and Agent Plans 

For employers with single-employer or agent multiemployer plans, the annual 
pension cost should be equal to the annual required contribution (ARC) to the plan 
for the year, calculated in accordance with the requirements of GASBS 27.  The cal-
culation of the ARC is described in the following sections.  (It should be noted that 
when an employer has a net pension obligation from prior years, the annual pension 
cost may include amounts in addition to the ARC to, in effect, pay off this prior year 
liability.  These requirements and calculations will be discussed later in this chap-
ter.)

CALCULATION OF THE ARC 

The basic step in calculating the ARC is to have an actuarial valuation per-
formed for the plan for financial reporting purposes.  The valuation is performed by 
an actuary at a specific point in time and determines pension costs and the actuarial 
value of various assets and liabilities of the plan. 

The actuarial valuation is generally performed as of the beginning of the fiscal 
year reported.  This makes sense because, as we’ll see later, GASBS 27 bases its 
calculation of the unfunded actuarial liability of the plan on the same methods used 
by the actuary to determine the employer’s contributions to the plan for the year.  
For example, where a plan’s and an employer’s fiscal year ends on June 30, 20X2, 
the actuarial valuation is most logically performed as of July 1, 20X1, because that 
actuarial valuation will determine the amount of the contributions to the plan (and 
annual pension cost that is recognized) for the fiscal year that ends on June 30, 
20X2.

While the above example would seem to make sense for the financial statement 
preparer, in recognition that actuarial valuations are themselves costly and time-
consuming, GASBS 27 permits more flexibility as to when actuarial valuations are 
performed.  GASBS 27 only requires that an actuarial valuation be performed every 
other year, or biennially.  The date of the actuarial valuation under GASBS 27 does 
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not have to correspond to the employer’s balance sheet date, but it should be the 
same consistent date each year (or the same date every other year if performed bien-
nially).

For example, even if an employer has a June 30 fiscal year-end, the actuarial 
valuation may be performed as of another date, for example, March 31.  However, if 
that is the date selected for the actuarial valuation, that date should be used every 
year (or every other year).

Two other limitations are described in GASBS 27 for the timing of the actuarial 
valuation.

1. The ARC reported by an employer for the current year should be based on 
the results of an actuarial valuation performed as of a date not more than 
twenty-four months before the beginning of the employer’s fiscal year. 

2. A new actuarial valuation should be performed if significant changes have 
occurred since the previous valuation was performed.  These significant 
changes might be alterations in benefit provisions, the size and/or composi-
tion of the population of members covered by the plan, or any other factors 
that would significantly affect the valuation. 

PARAMETERS FOR ACTUARIAL CALCULATIONS,  
INCLUDING THE ARC 

GASBS 27 does not specify a method for performing actuarial calculations, in-
cluding the calculation of the ARC.  In fact, its provisions are quite broad and flexi-
ble as to how the ARC is calculated (so flexible that the then-chairman of the GASB 
dissented from its issuance, citing this flexibility as one of the reasons for his dissen-
sion).  The flexibility of GASBS 27 is achieved by the introduction of a concept re-
ferred to as the parameters.  The parameters are a set of requirements for calculating 
actuarially determined pension information included in financial reports.  (This in-
formation includes the ARC.) 

The ARC and all other actuarially determined pension information included in 
an employer’s financial report should be calculated in accordance with the parame-
ters.

Before looking at the specific parameters, there are two broad concepts that 
should be covered. 

1. The actuarial methods and assumptions applied for financial reporting pur-
poses should be the same methods and assumptions applied by the actuary 
in determining the plan’s funding requirements (unless one of the specific 
parameters requires the use of a different method or assumption).  For ex-
ample, if the actuary uses an investment return assumption of 7% for actu-
arially determining the contribution to the plan, the same 7% should be used 
in calculating the ARC and the other financial report disclosures. 

2. A defined benefit pension plan and its participating employer should apply 
the same actuarial methods and assumptions in determining similar or re-
lated information included in their respective reports.  This same provision 
(and the same parameters) is included in GASBS 25 for the plan’s financial 
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statements.  For example, continuing the investment return assumption ex-
ample, if a 7% rate is used by the actuary for the calculations needed for the 
plan’s financial statements, the same 7% assumption should be used by the 
actuary for the calculations performed for the employer’s financial state-
ments, including the funding calculation assumptions, as described in the 
previous item. 

The specific parameters with which the actuarial calculations must comply are 
as follows: 

• Benefits to be included 
• Actuarial assumptions 
• Economic assumptions 
• Actuarial cost method 
• Actuarial value of assets 
• Employer’s annual required contribution—ARC 
• Contribution deficiencies and excess contributions 
The following paragraphs describe each of these parameters.  Again, while these 

are fairly technical requirements that may be made more understandable by actuar-
ies, the financial statement preparer should be familiar enough with these require-
ments to determine whether the actuary has performed his or her calculations in ac-
cordance with them. 

Benefits to Be Included 

The actuarial present value of total projected benefits is the present value (as of 
the actuarial valuation date) of the cost to finance benefits payable in the future, dis-
counted to reflect the expected effects of the time value of money and the probabil-
ity of payment.  Total projected benefits include all benefits estimated to be payable 
to plan members (including retirees and beneficiaries, terminated employees entitled 
to benefits who have not yet received them, and current active members) as a result 
of their service through the valuation date and their expected future service.  The 
benefits to be included should be those pension benefits provided to plan members 
in accordance with 

• The terms of the plan 
• Any additional statutory or contractual agreement to provide pension benefits 

through the plan that is in force at the actuarial valuation date.  (For example, 
additional agreements might include a collective-bargaining agreement or an 
agreement to provide ad hoc cost-of-living adjustments and other types of 
postretirement benefit increases not previously included in the plan terms.) 

Benefits provided by means of an allocated insurance contract for which pay-
ments to an insurance company have been made should be excluded from the calcu-
lation of the actuarial present value of total projected benefits, and the allocated in-
surance contracts should be excluded from plan assets.  Allocated insurance con-
tracts are contracts with insurance companies under which the related payments to 
the insurance company are used to purchase immediate or deferred annuities for in-
dividual pension plan members.  They are also referred to as annuity contracts.
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NOTE: While the above information on calculating the actuarial present value of total pro-
jected benefits is presented to provide a complete discussion of the parameters, it should be 
noted that this amount is not displayed in the financial statements of the governmental em-
ployer.

Actuarial Assumptions 

Actuarial assumptions are those assumptions that relate to the occurrence of fu-
ture events affecting pension costs.  These include assumptions about mortality, 
withdrawal, disablement and retirement, changes in compensation and government-
provided pension benefits, rates of investment earnings and asset appreciation or de-
preciation, procedures used to determine the actuarial value of assets, characteristics 
of future members entering the plan, and any other relevant items considered by the 
plan’s actuary. 

GASBS 27 requires that actuaries select all actuarial assumptions in accordance 
with Actuarial Standard of Practice 4, Measuring Pension Obligations, which is is-
sued and periodically revised by the Actuarial Standards Board.  While the details of 
this standard are beyond the scope of this book, actuarial assumptions generally 
should be based on the actual experience of the covered group to the extent that 
credible experience data is available.  The covered group represents the plan mem-
bers included in the actuarial valuations.  These assumptions should emphasize the 
expected long-term trends rather than give undue weight to recent experience.  In 
addition, the reasonableness of each actuarial assumption should be considered on 
its own merits, while at the same time consistency with other assumptions and the 
combined impact of all assumptions should be considered. 

Economic Assumptions 

Economic assumptions used by the actuary are included with the requirements 
described above for the actuarial assumption parameter.  However, GASBS 27 pro-
vides additional guidance in a specific parameter relating to economic assumptions.  
The two main economic assumptions frequently used in actuarial valuations are the 
investment return assumption and the projected salary increase assumption. 

• The investment return assumption (or discount rate) is the rate used to adjust a 
series of future payments to reflect the time value of money.  This rate should 
be based on an estimated long-term investment yield for the plan, with consid-
eration given to the nature and mix of current and expected plan investments 
and to the basis used to determine the actuarial value of plan assets (discussed 
further below). 

NOTE: The outstanding investment returns that have been achieved by some plans during 
the bull market for stocks beginning in the mid-1990s have focused attention on the appro-
priate discount rate to be used, given annual yields on equity securities that have exceeded 
20% in many cases.  As stated above, the discount rate is based on long-term trends, not 
year-to-year fluctuations in investment performance.  However, the magnitude of the stock 
market performance during this period has resulted in some plans changing their legally or 
contractually allowed investment mixes to permit a greater concentration of investments in 
equities, which historically have had higher rates of returns than fixed-income securities.  
This has resulted in some plans increasing their discount rates to reflect the anticipated 
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“real, inflation-adjusted” investment return on plan assets.  However, given the poor per-
formance of equities over the past few years, plans will need to make sure that their rate of 
return assumption is truly long-term and not overly influenced by the dramatic equity per-
formance of the 1990s.

• The projected salary increase assumption is the assumption made by the actu-
ary with respect to future increases in the individual salaries and wages of ac-
tive plan members; that is, those members who are still active employees.  The 
expected salary increases commonly include amounts for inflation, enhanced 
productivity, employee merit, and seniority.  In other words, this assumption 
recognizes that a current employee who will retire in ten years will likely be 
earning a higher salary at the time of retirement, and this higher salary has an 
impact on the amount of pension benefits that will be paid to the employee.  
(Some of these benefits have already been earned by the employee.) 

The discount rate and the salary assumption (and any other economic assump-
tions) should include the same assumption with regard to inflation.  For example, 
consider a plan that invests its assets only in long-term fixed-income securities.  In 
considering an appropriate discount rate, the actuary will consider the various com-
ponents of the investment return on long-term fixed-income securities, consisting of 
“real, risk-free” rate of return, which the actuary adjusts for credit and other risks, 
including market risk tied to inflation.  The inflation assumptions that the actuary 
uses in this calculation should be consistent with the inflation assumption used for 
determining the projected salary increases. 

Actuarial Cost Method 

An actuarial cost method is a process that actuaries use to determine the actuar-
ial value of pension plan benefits and to develop an actuarially equivalent allocation 
of the value to time periods.  This is how the actuary determines normal cost (a 
component of the ARC that is described later) and the actuarial accrued liability (the 
principal liability for benefits that is disclosed, also described later in this chapter). 

GASBS 27 requires use of one of the following actuarial cost methods: 

• Entry age 
• Frozen entry age 
• Attained age 
• Frozen attained age 
• Projected unit credit 
• Aggregate method 

Following are descriptions of each of these methods provided by GASBS 27 that 
should assist the financial statement preparer in understanding the basics of the cost 
method used by the actuary. 

Entry age 

A method under which the Actuarial Present Value of the Projected Benefits 
of each individual included in an Actuarial Valuation is allocated on a level 
basis over the earnings or service of the individual between entry age and 
the assumed exit age(s).  The portion of this Actuarial Present Value allo-
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cated to a valuation year is called the Normal Cost.  The portion of this 
Actuarial Present Value not provided for at a valuation date by the Actu-
arial Present Value of future Normal Costs is called the Actuarial Accrued 
Liability. 

Frozen entry age 

A method under which the excess of the Actuarial Present Value of Pro-
jected Benefits of the group included in an Actuarial Valuation, over the 
sum of the Actuarial Value of Assets plus the Unfunded Frozen Actuarial 
Accrued Liability, is allocated on a level basis over the earnings or service 
of the group between the valuation dated and assumed exit.  This allocation 
is performed for the group as a whole, not as a sum of individual alloca-
tions.  The Frozen Actuarial Accrued Liability is determined using the Entry 
Age Actuarial Cost Method.  The portion of this Actuarial Present Value 
allocated to a valuation year is called the Normal Cost. 

Attained age 

A method under which the excess of the Actuarial Present Value of Pro-
jected Benefits over the Actuarial Accrued Liability in respect of each indi-
vidual included in an Actuarial Valuation is allocated on a level basis over 
the earnings or service of the individual between the valuation date and as-
sumed exit.  The portion of this Actuarial Present Value that is allocated to 
a valuation year is called the Normal Cost.  The Actuarial Accrued Liability 
is determined using the Unit Credit Actuarial Cost Method. 

Frozen attained age 

A method under which the excess of the Actuarial Present Value of Pro-
jected Benefits of the group included in an Actuarial Valuation, over the 
sum of the Actuarial Value of Assets plus the Unfunded Frozen Actuarial 
Accrued Liability, is allocated on a level basis over the earnings or service 
of the group between the valuation date and assumed exit.  This allocation 
is performed for the group as a whole, not as a sum of individual alloca-
tions.  The Unfunded Frozen Actuarial Accrued Liability is determined us-
ing the Unit Credit Actuarial Cost Method.  The portion of the Actuarial 
Present Value allocated to a valuation year is called the Normal Cost. 

Unprojected (or projected) unit credit 

A method under which the benefits (projected or unprojected) of each indi-
vidual included in an Actuarial Valuation are allocated by a consistent for-
mula to valuation years.  The Actuarial Present value of benefits allocated 
to a valuation year is called the Normal Cost.  The Actuarial Present Value 
of benefits allocated to all periods prior to a valuation year is called the 
Actuarial Accrued Liability. 

NOTE: While GASBS 27 lists the projected unit credit method as the acceptable actu-
arial cost method, it also states that the unprojected unit credit method is acceptable for 
plans in which benefits already accumulated for years of service are not affected by fu-
ture salary levels.

Aggregate Method 

A method under which the excess of the Actuarial Present Value of Pro-
jected Benefits of a group included in an Actuarial Valuation over the Actu-
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arial Value of Assets is allocated on a level basis over the earnings or ser-
vice of the group between the valuation date and assumed exit.  This allo-
cation is performed for the group as a whole, not as a sum of individual al-
locations.  That portion of the Actuarial Present Value allocated to a 
valuation year is called the Normal Cost.  The Actuarial Accrued Liability 
is equal to the Actuarial Value of Assets. 

Actuarial Value of Assets 

The actuarial value of assets will not necessarily be the same as the value of the 
assets reported in the plan’s financial statements.  Governmental pension plans re-
port assets at fair value (which will be more fully covered in Chapter 24’s analysis 
of GASBS 25), which is similar to, but not the same as, the market-related actuarial 
value for assets prescribed by GASBS 27.  As used in conjunction with the actuarial 
value of assets, a market-related value can be either an actual market value (or esti-
mated market value) or a calculated value that recognizes changes in market value 
over a period of time, typically three to five years.  Actuaries value plan assets using 
methods and techniques consistent with both the class and the anticipated holding 
period of assets, the investment return assumption, and other assumptions used in 
determining the actuarial present value of total projected benefits and current actu-
arial standards for asset valuation. 

The reason that other factors are considered by the actuary in valuing assets for 
purposes of the actuarial valuations is to smooth out year-to-year changes in the 
market value of assets.  Significant year-to-year changes in the stock and bond mar-
kets might otherwise cause significant changes in contribution requirements, pension 
cost recognition, and liability disclosures.  When consideration of the factors de-
scribed in the preceding paragraph leads the actuary to conclude that such smoothing 
techniques are appropriate, there is a more consistent calculation of contributions, 
costs, and liabilities from year to year. 

Employer’s Annual Required Contribution—ARC 

As previously mentioned, the ARC is calculated actuarially in accordance with 
the parameters.  The ARC has two components. 

1. Normal cost 
2. Amortization of the total unfunded actuarial accrued liability 

The following paragraphs describe how actuaries arrive at these two amounts. 
Normal cost.  The normal cost component of the ARC represents the portion of 

the actuarial present value of pension plan benefits and expenses allocated to a par-
ticular year by the actuarial cost method.  The descriptions of the actuarial cost 
methods provided in the preceding sections each include a determination of how the 
normal cost component is determined under each method. 

Amortization of the total unfunded actuarial accrued liability.  The total un-
funded actuarial accrued liability is the amount by which the actuarial accrued li-
ability exceeds the actuarial value of the assets of the plan.  This value may also be 
negative, in which case it may be expressed as a negative amount, representing the 
excess of the actuarial value of assets of the plan over the actuarial accrued liability.  



Chapter 18 / Employer’s Accounting for Pensions 319 

This negative amount is also referred to as the “funding excess.”  The actuarial ac-
crued liability is an amount determined by the actuary as part of the actuarial valua-
tion.  It represents the amount of the actuarial present value of pension benefits and 
expenses that will not be provided for by future normal cost. 

GASBS 27 has some very specific requirements as to how the unfunded actuar-
ial accrued liability should be amortized.  The underlying concept is that since the 
unfunded actuarial accrued liability will not be paid in the future through normal 
costs, it must be amortized and paid over a reasonable period so that the plan ulti-
mately has sufficient assets to pay future pension benefits and expenses.  Viewed 
still another way, amortizing the unfunded actuarial accrued liability will result in 
higher contributions to the plan, thus eliminating the unfunded actuarial accrued li-
ability over time, resulting in plan assets sufficient to pay the pension benefits and 
expenses of the plan. 

GASBS 27 sets a maximum amortization period, a minimum amortization pe-
riod, and requirements for the selection of an amortization method.  The following 
paragraphs describe each of these requirements. 

Maximum amortization period.  The two-stage approach to implementing a 
maximum amortization period is designed to ease the transition to the new require-
ments of both GASBS 25 and GASBS 27.  For a period of not more than ten years 
from the effective date of GASBS 25 (for periods beginning after June 15, 1996), 
the maximum acceptable amortization period for the total unfunded actuarial ac-
crued liability is forty years.  After this initial ten-year transition period, the maxi-
mum acceptable amortization period for the unfunded actuarial accrued liability is 
reduced to thirty years. 

Several factors give rise to unfunded actuarial accrued liability, such as the ef-
fects of plan amendments that essentially give rise to retroactive benefits for plan 
members and investment earnings either exceeding or falling short of the investment 
return assumption used in the actuarial valuation.  GASBS 27 permits the total un-
funded actuarial liability to be amortized as one amount, or the components of the 
total may be amortized separately.  When the components are amortized separately, 
the individual amortization periods should be set so that the equivalent single amor-
tization period for all components does not exceed the maximum acceptable period.  
The equivalent single amortization period is the number of years incorporated in a 
weighed average amortization factor for all components combined.  The weighted 
average amortization factor should be equal to the total unfunded actuarial liability 
divided by the sum of the amortization provisions for each of the separately amor-
tized components. 

Minimum amortization period.  GASBS 27 sets a minimum amortization period 
to be used when a significant decrease in the total unfunded actuarial liability is gen-
erated by a change from one of the acceptable actuarial cost methods to another of 
those methods, or when a change occurs in the methods used to determine the actu-
arial value of assets.  The minimum amortization period in these instances is ten 
years.  The minimum amortization period is not required when a plan is closed to 
new entrants and all or almost all of the plan’s members have retired. 
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NOTE: This provision is designed to prevent manipulation of the annual pension cost.  The 
selection of the actuarial cost method and the valuation methods for the plan’s assets are 
within the control of the plan, its actuary, and perhaps the employer.  If one of these two 
changes resulted in a significant reduction in the unfunded actuarial accrued liability and 
this whole benefit was recognized by the actuary in one year, this could result in a very sig-
nificant reduction of the annual pension cost in the year that the changes were recognized.  
The ten-year minimum amortization period for these types of changes reduces the benefit of 
changing methods solely to manipulate annual pension cost amounts.

Amortization method.  There are two acceptable methods to amortize unfunded 
actuarial accrued liability under GASBS 27.  These are 

1. Level dollar amortization method 
2. Level percentage of projected payroll amortization method 

Level dollar amortization method.  In the level dollar amortization method, the 
amount of the unfunded actuarial accrued liability is amortized by equal dollar 
amounts over the amortization period.  This method works just like a mortgage.  The 
payments are fixed and consist of differing components of interest and principal.  
Expressed in real dollars (excluding the effects of inflation), the amount of the pay-
ments actually decreases over time, assuming at least some inflation.  In addition, 
because payroll can be expected to increase as a result of at least some inflation, the 
level dollar payments decrease as a percentage of payroll over time. 

Level percentage of projected payroll amortization method.  The level percent-
age of projected payroll method calculates amortization payments so that they are a 
constant percentage of the projected payroll of active plan members over a given 
number of years.  The dollar amount of the payments generally will increase over 
time as payroll increases due to inflation.  In real dollars, the amount of the pay-
ments remains level, because the inflation effect is accounted for by the payroll in-
creases due to inflation. 

If this method is used, the assumed payroll growth rate should not include an as-
sumed increase in the number of active members of the plan.  However, a projected 
decrease in the number of active members should be included if no new members 
are permitted to enter the plan. 

The amortization calculated in accordance with the preceding paragraphs, when 
added to the normal cost also described above, is the amount of the ARC for the 
year.

Contribution Deficiencies and Excess Contributions 

A contribution deficiency or excess contribution is the difference between the 
ARC for a given year and the employer’s contributions in relation to the ARC.  Am-
ortization of a contribution deficiency or excess contribution should begin at the 
next actuarial valuation, unless settlement is expected not more than one year after 
the deficiency occurred.  If the settlement has not occurred by the end of that term, 
amortization should begin at the end of the next actuarial valuation. 
NOTE: Further discussion of the results of an employer not contributing an amount equal to 
the ARC is contained in the next section of this chapter.  This parameter, however, prevents 
employers from not contributing the ARC amount without this factor being readily reflected 
in the actuarial valuation.
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NET PENSION OBLIGATION 

The net pension obligation of a governmental employer is a strictly defined term 
under GASBS 27.  To avoid getting lost in the details of its calculation, however, a 
very general way to view the net pension obligation is the cumulative amount by 
which an employer has not actually contributed the ARC to the pension plan.  Thus, 
its purpose is to highlight where an employer is not making sufficient contributions 
into the plan for the plan to pay its pension benefit and expenses.  (Conversely, the 
net pension obligation may be negative because of excessive contributions.)  While a 
net pension obligation does not indicate that the plan will run out of funds in the 
near future, it does highlight that it is likely that the employer will need to increase 
its contributions to the plan in the future for the plan to pay its pension benefits and 
expenses over the long term. 

The employer’s net pension obligation consists of 

• A liability (or asset) at the transition to GASBS 27 
• The cumulative difference from the effective date of GASBS 27 between an-

nual pension cost and the employer’s contributions, excluding short-term dif-
ferences and unpaid contributions that have been converted to pension debt 

The following paragraphs describe each of these two basic components. 

Liability (or Asset) at the Transition to GASBS 27 

GASBS 27 adopted an arbitrary look-back period for determining whether a 
transition liability or asset exists.  During this look-back period, the employer should 
determine whether it made the actuarially determined contributions to each of its 
pension plans for each of the years in the transition period.  In addition, interest on 
the net pension obligation amounts should be added to the unpaid amounts (in a 
similar manner as described below for any current-period net pension obligations). 

An important consideration is that the contributions used in the look-back period 
are those actuarially determined during that period.  That is to say that the prior 
years’ calculations do not have to be recalculated to conform with the parameters.  
However, the actuarially calculated contributions during the look-back period is ac-
ceptable.

The look-back period includes all fiscal years of the employer that began be-
tween December 15, 1986, and the effective date of GASBS 27 (periods beginning 
after June 15, 1997).  Depending on whether GASBS 27 was implemented early, the 
look-back period will be approximately ten years.  Any pension-related liabilities 
other than the transition liability that the government has recorded (with the excep-
tion of specific debt that the government issued and recorded to fund pension liabili-
ties) are eliminated from the financial statements, whether they are recorded only in 
fund financial statements or the government-wide statement of net assets. 
NOTE: This transition method for GASBS 27 is really a compromise between two extremes.  
It would seem improper for governments that had not been making their required contribu-
tions to pension plans to be permitted to eliminate all liabilities from their financial state-
ments for these unpaid pension obligations.  On the other hand, research and other analyses 
by the GASB pointed to a presumption that many of the liabilities recorded by governments 
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for unpaid pension obligations were not consistently reported and could not be substantiated 
by the governments.  This ten-year look-back period presented a solution that, while arbi-
trary, offers a solution to the problems of the other two extremes.

As will be discussed in the following section, when a net pension obligation at 
transition is determined to exist, it will result in an adjustment to the ARC that is 
calculated in subsequent years.  The net pension obligation will also represent the 
cumulative difference since the effective date of GASBS 27 between annual pension 
cost and the employer’s contributions, excluding short-term differences and unpaid 
contributions, other than amounts that have been converted to pension debt. 

The amount recorded for net pension obligation reflects the recurring amounts 
that would be recorded for the net pension obligations after the net pension obliga-
tion at transition is recorded. 
NOTE: A short-term difference is one where the employer plans to settle the unpaid amount 
by the first actuarial valuation after the difference occurred or one year, whichever is 
shorter.  Also, some governments have issued debt and used the proceeds to make previously 
unpaid contributions into the pension plan, and even to fund amounts equal to the unfunded 
actuarial accrued liability.  Such debt is real debt that is accounted for as any other debt is-
sue of the government.  It is not considered to be part of any net pension obligation either at 
transition or on a recurring basis after implementation of GASBS 27.

GASBS 27 specifies that when an employer has a net pension obligation, annual 
interest cost should be equal to the sum of the following: 

• The ARC 
• One year’s interest on the net pension obligation 
• An adjustment to the ARC 

In computing each of these three amounts, the following should be considered: 
• The calculation of the ARC was discussed at length earlier in this chapter. 
• The interest on the net pension obligation should be calculated on the balance 

of net pension obligation at the beginning of the year reported, and should be 
calculated using the investment return rate used in calculating the ARC. 

• An adjustment of the ARC is needed because the calculation of interest is 
independent of the actuarial calculation, so the ARC should be adjusted to off-
set the amount of interest, and principal if applicable, already included in the 
ARC for amortization of past contribution deficiencies or excess contributions 
by the employer.  The amount of the ARC attributable to contribution defi-
ciencies or excesses will not be precisely determinable.  The adjustment of the 
ARC should be equal to the discounted present value of the balance of the net 
pension obligation at the beginning of the year, calculated using the same am-
ortization method used in determining the ARC for that year.  A new calcula-
tion should be made each year.  The adjustment should be calculated using the 
same

— Amortization method (level dollar or level percentage of projected pay-
roll)

— Actuarial assumptions used in applying the amortization method 
— Amortization period used in determining the ARC for the year 
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The adjustment should be deducted from the ARC, if the beginning balance of 
the net pension obligation is positive (that is, if cumulative annual pension cost is 
greater than cumulative employer contributions) or added to the ARC if the net pen-
sion obligation is negative. 
NOTE:  It is important not to lose sight of the intuitive need for this adjustment by concen-
trating on the details of the calculation.  For example, assume that an employer does not 
make any contribution to a pension plan for a year, when the actuarial contribution would 
have been $1 million.  Since the plan does not have that $1 million, the unfunded actuarial 
accrued liability subject to the amortization described above is larger.  The actuarial ac-
crued liability is the same, but the plan net assets would be $1 million lower.  However, 
when interest on the net pension obligation is added to the ARC in determining annual pen-
sion cost, there is a double counting of the interest cost to the pension plan of not having the 
assets from the contribution. 

RECORDING PENSION-RELATED ASSETS, LIABILITIES, AND 
EXPENDITURES/EXPENSES 

A large part of this chapter has been devoted to explaining the acceptable means 
of calculating annual pension costs and related assets and liabilities in accordance 
with GASBS 27 for single-employer and agent plans.  Following is a discussion of 
how those financial statement amounts are recorded.  It is important to note the dif-
ferences in accounting between single-employer (and agent multiemployer) and 
cost-sharing multiemployer plans (which are discussed later in this section). 

Governmental Funds 

Pension expenditures from governmental funds should be recognized on the 
modified accrual basis.  The amount recognized as an expenditure is the amount 
contributed to the plan or expected to be contributed to be liquidated with expend-
able available financial resources.  If the amount of the pension expenditure recog-
nized for the year in relation to the ARC is less than (or greater than) annual pension 
cost, the difference should be added to (or subtracted from) the net pension obliga-
tion.  A positive year-end balance in the net pension obligation should be reported in 
the government-wide statement of net assets as a liability in relation to the ARC.  If 
the year-end balance in the net pension obligation is negative, a previously reported 
liability to the same plan should be reduced to zero.  A negative net pension obliga-
tion relating to governmental funds should not be displayed in the balance sheets of 
those funds as an asset.  The net pension obligation should be disclosed, whether the 
balance is positive or negative.  After adoption of GASBS 34, the amount of pension 
expense recognized on the government-wide statement of activities should equal  
the annual required contribution.  If a lower amount was contributed, the difference 
is reported as a liability on the government-wide statement of net assets.  The 
government-wide statements will basically account for pension expense in a manner 
similar to proprietary funds, as described in the following paragraph. 
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Proprietary Funds and Other Entities That Apply Proprietary Fund 
Accounting

Pension expense for proprietary and all other entities that apply proprietary fund 
accounting should be recognized on an accrual basis.  The employer should report 
pension expense for the year equal to the annual pension cost.  The net pension obli-
gation should be adjusted for any difference between contributions made and pen-
sion expense.  A positive (or negative) year-end balance in the net pension obliga-
tion should be recognized as the year-end liability (or asset) in relation to the ARC.  
Pension liabilities and assets to different plans should not be offset in the financial 
statements. 

Employers with Multiple Plans and Multiple Funds 

When an employer has more than one pension plan, all recognition requirements 
discussed above should be applied separately for each plan. 

When an employer makes ARC-related contributions to the same plan from 
more than one fund, the employer should determine what portion of the ARC applies 
to each fund.  Similarly, when an employer has a net pension obligation and the re-
lated liability (asset) is allocated to more than one fund, the employer should allo-
cate the interest and the ARC adjustment components of annual pension cost to each 
liability (asset), based on its proportionate share of the beginning balance of the net 
pension obligation. 

Cost-Sharing Multiemployer Plans 

The preceding part of this chapter describes the accounting and financial report-
ing requirements for governmental employers that participate in single-employer or 
agent multiemployer plans.  The requirements of GASBS 27 for governmental em-
ployers that participate in cost-sharing multiemployer plans are much simpler.  
These employers should recognize annual pension expenditures or expenses equal to 
their contractually required contributions to the plan.  Recognition should be on the 
modified accrual or accrual basis, whichever is applicable for the type of employer 
or for the fund types used to report the employers’ contributions.  For these types of 
plans, pension liabilities and assets result from the difference between the contribu-
tions required and contributions made.  Pension liabilities and assets to different 
plans should be offset in the financial statements. 
NOTE: A useful way to view the relationship of a cost-sharing multiemployer plan and its 
participating employers is that the plan bills the employers for their annual contributions.  
The employers’ handling of these pension bills is similar to how they handle other types of 
bills that they pay, which, of course, depends on whether they follow governmental or pro-
prietary fund accounting.

EMPLOYER PENSION DISCLOSURES 

As mentioned previously, GASBS 27 revises the disclosure requirements origi-
nally contained in GASBS 5.  The following summarizes the disclosure require-
ments, including the requirement for single-employer and agent plans to provide re-
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quired supplementary information.  These disclosure requirements are also included 
in the disclosure checklist in an appendix to this guide. 

The following disclosures are required to be included in the notes to the finan-
cial statements for governmental employers that participate in defined benefit pen-
sion plans, regardless of the type of defined benefit plan, unless otherwise indicated: 

• Plan description, including the name of the plan, identification of the PERS or 
other entity that administers the plan, and identification of the plan as a single-
employer, agent multiemployer, or cost-sharing multiemployer defined benefit 
pension plan 

• A brief description of the types of benefits and the authority under which the 
benefit provisions are established or may be amended 

• Whether the pension plan issues a stand-alone financial report, or is included 
in the report of a PERS or other entity, and, if so, how to obtain the report 

• The funding policy of the plan, including 

— Authority under which the obligations to contribute to the plan of the plan 
members, employer(s), and other contributing entities are established or 
may be amended 

— Required contribution rate or rates of active plan members 
— Required contribution rate or rates of the employer in accordance with the 

funding policy, in dollars or as a percentage of current year covered pay-
roll.  (If the plan is a single-employer or agent plan and the rate differs 
significantly from the ARC, disclose how the rate is determined, such as 
by statute or contract, or whether the plan is financed on a pay-as-you-go 
basis.  If the plan is a cost-sharing multiemployer plan, disclose the re-
quired contributions in dollars and the percentage of that amount contrib-
uted for the current year and each of the two preceding years.) 

For single-employer and agent employers, the following additional information 
should be disclosed: 

• For the current year, the annual pension cost and the dollar amount of con-
tributions made.  (If the employer has a net pension obligation, also disclose 
the components of annual pension cost [the ARC, interest on the net pension 
obligation, and the adjustment to the ARC], the increase or decrease in the net 
pension obligation during the year, and the net pension obligation at the end of 
the year.) 

• For the current year and each of the two preceding years, annual pension cost, 
percentage of annual pension cost contributed that year, and the net pension 
obligation at the end of the year.  (For the first two years, the required infor-
mation should be presented for the transition year and for the current and tran-
sition year, respectively.) 

• The date of the actuarial valuation and identification of the actuarial methods 
and significant assumptions used to determine the ARC for the current year, 
with the most current information disclosed as required supplementary infor-
mation (described below).  (The disclosures should include the actuarial cost 
method, the method used to determine the actuarial value of assets, and the as-
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sumptions with respect to the inflation rate, investment return, projected salary 
increases, and postretirement benefit increases.  If the economic assumptions 
consider different rates for successive years, the rates that should be disclosed 
are the ultimate rates.  [For example, if an actuary assumes investment rates of 
return that are lower in the first two years, and then a higher rate thereafter, 
the higher rate is the ultimate rate in this case.]) 

Also to be disclosed are the method (level dollar or level percentage of projected 
payroll) and the amortization period or the equivalent single amortization period for 
plans that use multiple periods for the most recent actuarial valuation. 

Whether the amortization period is open or closed also should be disclosed.  A 
closed amortization period is one where a specific number of years that is counted 
from one date and, therefore, declines to zero with the passage of time.  For exam-
ple, if the amortization period is twenty years, the period will decline by one year, 
until after twenty years, there are zero years left for amortization.  An open amorti-
zation period is one that begins again or is recalculated at each actuarial valuation 
date, within the maximum number of years specified by law or policy, such as 
twenty years.  The period may increase, decrease, or remain stable. 

Exhibit 1 presents a sample disclosure for an employer that sponsors a single-
employer defined benefit pension plan.  Exhibit 2 presents a sample disclosure for 
an employer contributing to a cost/sharing, multiemployer defined benefit pension 
plan.

Exhibit 1:  Illustrative pension footnote for an employer with a single-employer 
defined benefit pension plan 

Note X:  Pension Plan 

Plan Description 

The city of Anywhere sponsors a pension plan that provides benefits to its employ-
ees.  The Municipal Employees Pension Plan (MEPP) is a single-employer defined 
benefit pension plan administered by the Municipal Employees Retirement System 
(MERS).  MEPP provides retirement, disability, and death benefits to plan members and 
beneficiaries.  MEPP operates in accordance with existing city and state statutes and 
laws.  Cost-of-living adjustments are provided to members and beneficiaries at the dis-
cretion of the state legislature.  Section 10 of the statutes of the state of Somewhere as-
signs the authority to establish and amend benefit provisions to the state legislature.  The 
MERS issues a publicly available financial report that includes financial statements and 
required supplementary information for MEPP.  That report may be obtained from 

Municipal Employees Retirement System 
23 Rocking Chair Lane 
Anywhere, SW 99999 

Funding Policy 

The contribution requirements of plan members and the city are established and 
may be amended by the state legislature.  Plan members are required to contribute 3% of 
their annual covered salary.  The city is required to contribute at an actuarially deter-
mined rate; the current rate is 5% of annual covered payroll. 
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Annual Pension Cost and Net Pension Obligation 

The city’s annual pension cost and net pension obligation to MEPP for the current 
year were as follows: 

(Dollar amounts in thousands)
Annual required contribution $ 10,000 
Interest on net pension obligation 750 
Adjustment to annual required contribution      (250)
Annual pension cost 10,500 
Contributions made (10,500)
Net change in net pension obligation -- 
Net pension obligation beginning of year    5,000
Net pension obligation end of year $   5,000

The annual required contribution for the current year was determined as part of the 
June 30, 20X3 actuarial valuation using the entry age actuarial cost method.  The actuar-
ial assumptions included (1) 7% investment rate of return (net of administrative ex-
penses), and, (2) projected salary increases of 4% per year.  Both (1) and (2) included an 
inflation component of 3%.  These assumptions do not include postretirement benefit in-
creases, which are funded by state appropriation when granted.  The actuarial value of 
assets was determined using techniques that smooth the effects of short-term volatility in 
the market value of investments over a 5-year period.  The unfunded actuarial accrued 
liability is being amortized as a level dollar of projected payroll on an open basis.  The 
remaining amortization period at June 30, 20X3, was 20 years. 

3-Year Trend Information 
(Dollar amounts in thousands) 

Fiscal Annual pension Percentage of Net pension 
year ending cost (APC) APC contributed obligation

6/30/X1 $10,000 100% $5,000 
6/30/X2 10,250 100 5,000 
6/30/X3 10,500 100 5,000 

NOTE: This example assumes that the plan is included as a pension (and other em-
ployee benefit) trust fund in the employer’s financial reporting entity.  Therefore, the re-
quirement of GASBS 27 to present a schedule of funding progress covering at least three 
actuarial valuations would be met by MEPP’s complying with GASBS 25 in its sepa-
rately issued financial statements.  If the plan was not included in the employer’s finan-
cial reporting entity, the employer would be required to present a schedule of funding 
progress, which is described in Chapter 24.

Exhibit 2:  Illustrative pension footnote for an employer that contributes to a cost-
sharing multiple-employee defined benefit pension plan 

Note X:  Pension Plan 

Plan Description 

The county of Clever contributes to the State of Somewhere Employees Pension 
Plan (SSEPP), a cost-sharing multiple-employer defined benefit pension plan adminis-
tered by the State Employees Retirement System.  SSEPP provides retirement and dis-
ability benefits, annual cost-of-living adjustments, and death benefits to plan members 
and beneficiaries.  Section 11 of the regulations of the state of Somewhere assigns the 
authority to establish and amend benefit provisions to the SSEPP Board of Trustees.  
The State of Somewhere Retirement System issues a publicly available financial report 
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that includes financial statements and required supplementary information for SSEPP.  
That report may be obtained from 

State Employees Retirement System 
45 Florida Street 
Capital, SW 99999 

Funding Policy 

Plan members are required to contribute 3% of their annual covered salary and the 
county of Clever is required to contribute at an actuarially determined rate, which is cur-
rently 7% of annual covered payroll.  The contribution requirements of plan members 
and the county of Clever are established and may be amended by the SSEPP Board of 
Trustees.  The county’s contributions to SSEPP for the years ended June 30, 20X3, 
20X2, and 20X1 were $2,500, $2,250, and $2,000, respectively, which was equal to the 
required contributions for each year. 

REQUIRED SUPPLEMENTARY INFORMATION 

Governmental employers in single-employer or agent multiemployer plans are 
required by GASBS 27 to disclose the following information for the most recent 
actuarial valuation and the two preceding valuations, unless the aggregate actuarial 
cost method was used: 

• The actuarial valuation date, the actuarial value of plan assets, the actuarial ac-
crued liability, the total unfunded actuarial liability (or funding excess), the 
actuarial value of assets as a percentage of the actuarial accrued liability (the 
funded ratio), the annual covered payroll, and the ratio of the unfunded actu-
arial liability (or funding excess) to annual covered payroll 

• Factors that significantly affect the identification of trends in the amounts re-
ported, including, for example, changes in benefit provisions, the size or com-
position of the population covered by the plan, or the actuarial methods and 
assumptions used.  (The amounts reported for prior periods should not be re-
stated.)

This information should be calculated in accordance with the parameters and 
presented as required supplementary information to the financial statements.  Until 
three actuarial valuations have been performed in accordance with the parameters, 
the required information should be presented for as many periods as available.  In 
addition, employers may elect to disclose the required information for the most re-
cent valuation (or for the two preceding years) in the notes to the financial state-
ments.  If the pension plan is included in a pension (or other employee benefit) trust 
fund in the governmental employer’s financial statements, certain of these disclo-
sures should be coordinated with the disclosure requirements for the plans them-
selves to avoid duplication of disclosures. 

EMPLOYERS WITH DEFINED CONTRIBUTION PLANS 

The vast majority of the provisions of GASBS 27 relates to defined benefit plans 
because of the complexity of calculating contributions and the actuarial accrued li-
abilities for these plans.  However, there is some very basic accounting and disclo-
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sure guidance contained in GASBS 27 that relates to employers that sponsor defined 
contribution pension plans. 

Governmental employers with defined contribution plans should recognize an-
nual pension expenditures or expenses equal to their required contributions in accor-
dance with the terms of the plan.  Accounting for defined contribution pension plans 
most closely resembles a governmental employer’s accounting for the costs and as-
sets and liabilities of a cost-sharing multiemployer pension plan.  Recognition 
should be on the modified accrual basis or accrual basis, whichever applies to the 
type of employer or the type of fund used to report the employer’s contributions.  
Pension liabilities and assets result from the difference between contributions re-
quired and contributions made.  Pension liabilities and assets to different plans 
should not be offset in the financial statements.  Government-wide financial state-
ments prepared in accordance with GASBS 34 would account for defined contribu-
tion plans in a manner similar to proprietary funds. 

The following are the disclosure requirements for employers that contribute to 
defined contributions plans: 

• Name of the plan, identification of the PERS or other entity that administers 
the plan, and identification of the plan as a defined contribution plan 

• Brief description of the plan provisions and the authority under which they are 
established or may be amended 

• Contribution requirements of the plan members, employer, and other con-
tributing entities, and the authority under which the requirements are estab-
lished or may be amended.  (These requirements might take the form of a 
contribution rate in terms of dollars or percentage of salary, or other method 
established by the plan.) 

• The contributions actually made by the plan members and the employer 

OTHER PROVISIONS 

The preceding discussion includes the major provisions of GASBS 27 as to the 
accounting and financial reporting of governmental employers for defined benefit 
pension plans.  There are several other topics covered by GASBS 27 that may also 
be applicable to the financial statements of governmental employers.  These topics 
are

• Insured plans 
• Postemployment health care benefits 
• Special funding situations 

Each of these topics is discussed below. 

Insured Plans 

An insured plan is a pension financing arrangement whereby an employer ac-
cumulates funds with an insurance company while employees are in active service, 
in return for which the insurance company unconditionally undertakes a legal obli-
gation to pay the pension benefits of the employees or their beneficiaries, as defined 
in the employer’s plan.  If an employer’s pension financing agreement does not meet 
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these criteria, the plan is not an insured plan for financial reporting purposes, and the 
requirements of GASBS 27 that relate to single-employer and agent plans should be 
applied.

However, if the foregoing criteria are met and the plan is considered an insured 
plan, governmental employers should recognize pension expenditure or expenses 
equal to the annual contributions or premiums required in accordance with their 
agreement with the insurance company.  The following information should be dis-
closed in the notes to the financial statements: 

• Brief description of the insured plan, including the benefit provisions, and the 
authority under which benefit provisions are established or may be amended 

• The fact that the obligation for the payment of benefits has been effectively 
transferred from the employer to one or more insurance companies.  (Whether 
the employer has guaranteed benefits in the event of the insurance company’s 
insolvency should also be disclosed.) 

• The current year pension expenditure or expense and contributions or premi-
ums paid 

Postemployment Health Care Benefits 

As mentioned earlier in this chapter, governmental employers are not required to 
apply the requirements of GASBS 27 to postemployment health care benefits.  If a 
single employer or agent employer does apply the measurement and recognition re-
quirements of GASBS 27 to health care, the note disclosures provided should con-
form to GASBS 27 instead of GASBS 12. 

In addition, if application of GASBS 27 is elected, the governmental employer 
should disclose the health care inflation assumption.  All information pertaining to 
postemployment health care benefits should be disclosed separately from the other 
pension information. 
NOTE:  Although GASBS 27 provides this option to governmental employers and provides 
limited guidance in using it, it is highly unlikely that governments will apply these provisions 
to postemployment health care benefits.  Applying GASBS 27 requirements to postemploy-
ment health care benefit plans would likely result in the reporting of very large unfunded 
actuarial accrued liabilities for these types of benefits.  It is unlikely that governments would 
volunteer to do this, unless there were some possible other benefit, such as identifying po-
tentially allowable reimbursable costs under cost-reimbursable grants or contracts. 

Special Funding Situations 

Some governmental entities are legally responsible for contributions to pension 
plans that cover employees of another governmental entity.  For example, a state 
may be responsible for the contributions to pension plans for employees of school 
districts within the state.  In these cases, the entity that is legally responsible for the 
contributions must comply with the requirements of GASBS 27.  However, if the 
plan is a defined benefit pension plan and the entity with legal responsibility for 
contributions is the only contributing entity, the requirements of GASBS 27 for sin-
gle employers apply, regardless of the number of entities whose employees are cov-
ered by the plan. 
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SUMMARY

The overall requirements of GASBS 27 for accounting for pensions by govern-
mental entities provide a good deal of flexibility as to accounting and financial re-
porting decisions.  However, even with this flexibility, there are a number of very 
specific and detailed requirements that the financial statement preparer must be fa-
miliar with to ensure compliance.  Obtaining the assistance of an actuary who is well 
versed in the requirements of GASBS 27 will make the transition to and continuing 
compliance with this statement slightly easier. 
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INTRODUCTION 

Employers, including governmental employers, often offer benefits to their em-
ployees that do not start or take effect until after the employee leaves employment.  
The Financial Accounting Standards Board (FASB) addressed the issue of account-
ing for the costs of these plans (and the recognition of the extent of the future poten-
tial liability for these plans) in Statement of Financial Accounting Standards 106 
(SFAS 106), Employer’s Accounting for Postretirement Benefits other than Pen-
sions.  This FASB Statement had a tremendous impact not only on the financial 
statements of commercial enterprises, but also sometimes on the postretirement 
benefits actually being offered by these organizations.  For example, the recognition 
of the current costs of these benefits and the recognition of their related liabilities 
caused some employers to reduce or eliminate the benefits provided under these 
plans.

Governmental employers have not yet had to deal with accounting and financial 
reporting requirements as stringent as those of SFAS 106.  Governmental employers 
are generally on the “pay-as-you-go” method, whereby costs are recognized when 
paid, and no recognition is given to the earned liability for these benefits.  However, 
the GASB currently has project to develop accounting and reporting standards for 
postemployment benefits.  The final standard that results from this GASB project 
may well result in governments being required to account for and report the current 
costs and liabilities of these plans.  As an interim measure, the GASB issued State-
ment 12 (GASBS 12) Disclosure of Information on Postemployment Benefits other 
than Pension Benefits by State and Local Government Employers.  This Statement 
generally includes only disclosure requirements, with no change in accounting for 
postemployment benefit plans by governments.  Chapter 1 describes two Exposure 
Drafts issued by the GASB which address accounting and financial reporting for 
OPEBs.

APPLICABILITY OF GASBS 12 REQUIREMENTS 

The requirements of GASBS 12 apply to state and local governmental employ-
ers that provide postemployment benefits other than pensions (OPEBs) where the 
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cost of the OPEBs is borne by the employer in whole or part.  Included in this group 
of employers would be public benefit corporations and authorities, public employee 
retirement systems (PERS), governmental utilities, hospitals and other health care 
providers, and colleges and universities. 

In determining what benefits are “other” than pension benefits, the financial 
statement preparer needs to understand what the GASB considers to be pension 
benefits.  The term pension benefits refers principally to retirement income, but also 
includes other pension-related benefits (except postemployment health care) when 
they are provided to plan participants or their beneficiaries through a PERS.  Thus, 
OPEBs would include all postemployment benefits other than pensions not provided 
by a public employee retirement system, pension plan, or other arrangement, and 
would also include postemployment health care benefits, even if they are provided 
by a PERS. 

For example, disability income provided by a pension plan would not be consid-
ered an OPEB under GASBS 12.  If the disability income is provided not through a 
pension plan but through a separate disability income plan paid for by the employer, 
then the disability income plan would be considered an OPEB and would be in-
cluded in the scope of GASBS 12.  On the other hand, postemployment health care 
benefits under a pension plan would be considered an OPEB, regardless of the fact 
that the pension plan itself provides the benefit, not a separate plan of the employer. 

Thus, the disclosure requirements of GASBS 12 apply to the following types of 
OPEBs:

• All postemployment health care benefits (whether or not provided by a 
PERS), such as medical, dental, vision, or hearing benefits 

• Other postemployment benefits not provided by a PERS 

— Disability income 
— Tuition assistance 
— Legal services 
— Other assistance programs 

The above is not an all-inclusive list, but it does cover the major types of postem-
ployment benefits typically found in state and local governmental employers. 

The employer’s promise to provide OPEBs may take a variety of forms, and an 
employer may not set aside assets on an actuarially determined basis to pay future 
benefits as they become due (referred to as advance funding).  The disclosure re-
quirements of GASBS 12 apply to postemployment benefits regardless of the legal 
form of the promise, or whether the employer advance-funds the benefits or uses a 
pay-as-you-go approach. 

DISCLOSURE REQUIREMENTS 

GASBS 12 requires that employers that provide OPEBs should, at a minimum, 
disclose the following information.  The disclosures may be made separately for one 
or more types of benefits or as an aggregate for all OPEBs provided. 

• A description of the OPEB provided, the employee groups covered, the eli-
gibility requirements to receive the benefits, and the employer and participant 
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obligations to contribute that are quantified in some manner.  For example, the 
approximate percentage of the total obligation to contribute that is borne by 
the employer and the participants for the benefits might be disclosed.  Alter-
natively, the dollar or percentage contribution rates might be disclosed. 

• A description of the statutory, contractual, or other authority under which 
OPEB provisions and obligations to contribute are established. 

• A description of the accounting and financing or funding policies followed by 
the employer.  For example, a statement should be included as to whether the 
employer’s contributions are on a pay-as-you-go basis or are advance-funded 
on an actuarially determined basis. 

• If OPEBs are advance-funded on an actuarially determined basis, the em-
ployer should also disclose the following: 

— The actuarial cost method used 
— Significant actuarial assumptions, including the interest rate used and, if 

applicable, the projected salary increase assumption and the health infla-
tion assumption used to determine the funding requirements 

— The method used to value plan assets 

• Depending on whether OPEBs are financed on a pay-as-you-go basis or are 
advance-funded on an actuarially determined basis, the following additional 
disclosures are required. 

Pay-As-You-Go Basis 

• The amount of OPEB expenditures or expenses recognized in the financial 
statements during the reported period.  (The amount disclosed should be net of 
participant contributions.) 

• The number of participants currently eligible to receive benefits.  Participants 
currently eligible to receive benefits are retirees, terminated employees, and 
beneficiaries for whom the employer is currently responsible for paying all or 
part of the premiums, contributions, or claims for OPEBs.  Covered depen-
dents of participants should be counted as one unit with the participant. 

• If the amount of expenditures or expenses for the OPEB cannot readily be 
separated from expenditures or expenses for similar types of benefits provided 
to active employees and their dependents, the employer should use reasonable 
methods to approximate OPEB expenditures or expenses.  If a reasonable ap-
proximation cannot be made, the employer should state that the OPEB expen-
ditures or expenses cannot be reasonably estimated. 

• The pay-as-you-go requirements listed above apply when employers set aside 
assets for future OPEB payments but do not advance-fund OPEBs on an actu-
arially determined basis.  Employers in this category should disclose the 
amount of net assets available for future benefit payments. 

Advance-Funded on an Actuarially Determined Basis 

• The number of active plan participants 
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• The employer’s actuarially required and actual contributions for the reported 
period.  These amounts should be reported net of participant contributions. 

• The amount of the net assets available for OPEBs 
• The actuarial accrued liability and unfunded actuarial accrued liability for 

OPEB, according to the actuarial cost method used 
NOTE:  Ironically, those employers that take a more conservative approach to OPEBs by 
advance-funding these benefits on an actuarially determined basis are required to disclose 
the unfunded accrued actuarial liability for OPEBs.  On the other hand, those employers that 
use the less conservative pay-as-you-go funding approach have no obligation to disclose any 
similarly determined liability amount, although the extent of the liability for pay-as-you-go 
funding would logically be much higher, since in most cases assets are not being set aside 
for the benefits. 

OTHER DISCLOSURES 

In addition to the disclosures listed above, the employer should disclose the fol-
lowing:

• A description (and the dollar effect, if it is measurable) of any significant mat-
ters that affect the comparability of the disclosures required by GASBS 12 
with those of the previous period.  An example of this type of change would 
be a change in benefit provisions. 

• Any additional information that the employer believes will help users assess 
the nature and magnitude of the cost of the employer’s commitment to provide 
OPEBs.

The disclosures required above should distinguish between the primary govern-
ment and its discretely presented component units.  The reporting entity’s financial 
statements should focus on the primary government (including its blended compo-
nent units, which are, in substance, part of the primary government) and provide an 
overview of the discretely presented component units.  Additional information on 
providing disclosures for component units is provided in Chapter 6. 

The reporting entity’s financial statements should make those discretely pre-
sented component unit disclosures essential for the fair presentation of the financial 
reporting entity’s basic financial statements.  Determining which component unit 
disclosures are essential to fair presentation is a matter of professional judgment and 
should be done on a unit-by-unit basis.  A specific type of disclosure might be es-
sential for one component unit but not for another, depending on the component 
unit’s significance relative to the total included in the component units column and 
the individual component unit’s relationship with the primary government. 

The disclosures required by GASBS 12 generally should be made for the pri-
mary government, including its blended component units, and separately for those 
discretely presented component units for which disclosure is essential for fair pre-
sentation.  If the employer believes that aggregate disclosures would be misleading, 
additional or separate disclosures should be made for one or more fund types or 
component units. 
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Exhibit 1 is a sample footnote disclosure that illustrates how the disclosure re-
quirements of GASBS 12 might be met.  It is based on an illustrative footnote pro-
vided in GASBS 12 itself. 

Exhibit 1:  Illustrative Footnote 

In addition to the pension benefits described in Note X to the financial statements, 
the city of Anywhere provides postretirement health care benefits, in accordance with 
statutes of the state of Somewhere to all employees who retire from the city of Any-
where on or after attaining age sixty with at least 15 years of service.  Currently, 5,000 
retirees meet those eligibility requirements. The city of Anywhere reimburses 75% of 
the amount of validated claims for medical, dental, and hospitalization costs incurred by 
pre-medicare retirees and their dependents. The city of Anywhere also reimburses a 
fixed amount of $100 per month for a medicare supplement for each retiree eligible for 
medicare.  Expenditures for postemployment health care benefits are recognized as retir-
ees report claims and include a provision for estimated claims incurred but not yet re-
ported to the city of Anywhere.  During the fiscal year ended June 30, 20XX, expendi-
tures of $1.5 million were recognized for postretirement health care.  Approximately 
$100,000 of the $200,000 increase in expenditures over the previous year was caused by 
the addition of dental benefits, which were effective July 1, 20XX. 

SUMMARY

GASBS 12 provides some limited disclosure requirements for the OPEBs that 
are included within its scope.  Except for the required disclosures, GASBS 12 spe-
cifically states that until the GASB project on OPEBs is completed, state and local 
governmental employers are not required to change their accounting and financial 
reporting for OPEBs. 
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INTRODUCTION 

One accounting area of special interest to governments is that of interfund trans-
actions.  While the terminology used to refer to these transactions makes them ap-
pear more complicated than they actually are, the financial statement preparer and 
auditor must be familiar with the accounting for these transactions to properly reflect 
the financial position and results of operations of governmental entities.  In addition, 
GASBS 34 provides guidance for certain transactions occurring between entities 
within the financial reporting entity, and low interfund balances and transactions 
should be presented. 

The following sections describe the nature of and the accounting and reporting 
requirements for each of these types of interfund transactions.  While this chapter 
addresses interfund transactions, consideration must also be given to transactions 
between a primary government and its component units.  Transfers between the pri-
mary government and its blended component units and receivables and payables 
between the primary government and its blended component units are reported as 
described for interfund transactions by this chapter.  However, for discretely pre-
sented component units, the amounts of balances and transfers between the primary 
government and its discretely presented component units should be reported sepa-
rately from interfund balances and transfers from other funds.  In addition, due to 
and due from amounts between the same two funds are allowed to be netted when a 
right of offset exists.  Since component units are legally separate entities, it is not 
likely that a right of offset will exist for receivables and payables between one fund 
and a blended component unit.  Care must be taken to ensure that amounts are not 
netted for blended component units when there is no right of offset. 

Loans

Loans may be the easiest of the interfund transactions to understand and record.  
Loans between funds are treated as balance sheet transactions; the borrowing fund 
reports a liability and increase in cash, and the loaning fund reports a receivable and 
a decrease in cash.  There is no effect on the operating statement for loans between 
funds.
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In addition, these loans should be reported as fund assets or liabilities regardless 
of whether the loan will be repaid currently or noncurrently.  Accordingly, govern-
mental funds should report all interfund loans in the fund itself, rather than in the 
government-wide financial statements.  For the funds that record a receivable as a 
result of an interfund loan, if the receivable is not considered an expendable avail-
able resource, a reservation of fund balance should be recorded. 

Example 

Assume that the general fund loans the capital projects fund $10,000 to cover a cash 
shortage in the capital projects fund, which will be repaid by the capital projects fund 
immediately after the end of the fiscal year.  The following journal entries are recorded: 

General Fund 

Due from capital projects fund  10,000 
Cash 10,000 

To record a loan to the capital projects fund. 

Capital Projects Fund 

Cash 10,000 
Due to general fund 10,000 

To record a loan from the general fund. 

The above example makes clear that the operating statements of the two funds 
that enter into a loan transaction are not affected.  However, the substance of the 
transaction should also be considered.  In a loan transaction, there should be an in-
tent to actually repay the amount to the loaning fund.  Without an intent to repay, the 
transaction might more appropriately be accounted for as a transfer, which is de-
scribed more fully later in this chapter. 

Reimbursements 

A reimbursement is an expenditure or expense that is made in one fund, but is 
properly attributable to another fund.  Many times, the general fund will pay for 
goods or services (such as a utility bill or rent bill) and is then reimbursed in whole 
or in part by other funds that benefit from the purchase.  The proper accounting for 
reimbursements is to record an expenditure (or an expense) in the reimbursing fund 
and a reduction of expenditure (or expense) in the fund that is reimbursed. 

Example 

Assume that the general fund pays a telephone bill including telephone calls made 
by individuals who work for the government’s water utility, which is accounted for as an 
enterprise fund of the primary government.  Further assume that of the $5,000 total tele-
phone bill, $1,000 can specifically be identified as related to the water utility, which will 
reimburse the general fund for these calls.  The following journal entries are recorded: 

General Fund 

Expenditures—telephone 5,000 
Cash 5,000 

To record payment of telephone bill. 

Due from water utility fund 1,000 
Expenditures—telephone 1,000 

To record receivable for reimbursement for telephone bill. 
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Alternatively, the receivable could be established at the same time the bill is paid, as 
follows.  (This is a less likely approach, since determination of the cost allocation for 
expenditures or expenses usually takes longer than the time until the bill is paid.) 

Expenditures—telephone 4,000 
Due from water utility fund 1,000 

Cash 5,000 
To record payment of telephone bill and reimbursement owed by the water utility fund. 

Water Utility Fund 

The water utility would record the following journal entry to reflect the reimburse-
ment of the general fund: 

Expenses—telephone 1,000 
Cash (or due to general fund) 1,000 

To record payment (or amount owed) to the general fund to reimburse it for telephone expenses. 

INTERFUND TRANSACTIONS—FUND FINANCIAL STATEMENTS 
UNDER GASBS 34 

GASBS 34 also redefines reporting of interfund transactions, which it describes 
as follows: 

Interfund activity within and among the three fund categories (governmental, 
proprietary, and fiduciary) should be classified and reported as follows: 

a. Reciprocal interfund activity is the internal counterpart to exchange and 
exchange-like transactions.  It includes: 

(1) Interfund loans—Amounts provided with a requirement for repayment.  
Interfund loans should be reported as interfund receivables in lender 
funds and interfund payables in borrower funds.  This activity should 
not be reported as other financing sources or uses in the fund financial 
statements.  If repayment is not expected within a reasonable time, the 
interfund balances should be reduced and the amount that is not ex-
pected to be repaid should be reported as a transfer from the fund that 
made the loan to the fund that received the loan. 

(2) Interfund services provided and used—Sales and purchases of goods 
and services between funds for a price approximating their external ex-
change value.  Interfund services provided and used should be reported 
as revenues in seller funds and expenditures or expenses in purchaser 
funds.  Unpaid amounts should be reported as interfund receivables and 
payables in the fund balance sheets or fund statements of net assets. 

b. Nonreciprocal interfund activity is the internal counterpart to nonex-
change transactions.  It includes: 

(1) Interfund transfers—Flows of assets (such as cash or goods) without 
equivalent flows of assets in return and without a requirement for re-
payment.  This category includes payments in lieu of taxes that are not 
payments for, and are not reasonably equivalent in value to, services 
provided.  In governmental funds, transfers should be reported as other 
financing uses in the funds making transfers and as other financing 
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sources in the funds receiving transfers.  In proprietary funds, transfers 
should be reported after nonoperating revenues and expenses. 

(2) Interfund reimbursements—Repayments from the funds responsible 
for particular expenditures or expenses to the funds that initially paid for 
them.  Reimbursements should not be displayed in the financial state-
ments.

INTRA-ENTITY TRANSACTIONS—GOVERNMENT-WIDE  
FINANCIAL STATEMENT 

GASBS 34 provides guidance for handling internal balances and transactions 
when preparing the government-wide financial statements.  The following para-
graphs summarize this guidance. 

Statement of Net Assets 

GASBS 34 prescribes that eliminations should be made in the statement of ac-
tivities to minimize the grossing-up effect on assets and liabilities within the gov-
ernmental and business-type activities columns of the primary government.  
Amounts reported as interfund receivables and payables should be eliminated within 
the governmental and business-type activities columns of the statement of net assets, 
except for residual amounts due between the governmental and business-type activi-
ties, which should be presented as internal balances.  Amounts reported in the funds 
as receivable from or payable to fiduciary funds should be included in the statement 
of net assets as receivable from or payable to external parties.  This is consistent 
with the nature of fiduciary funds as more external than internal.  All internal bal-
ances should be eliminated in the total primary government column. 

Statement of Activities 

GASBS 34 prescribes that eliminations should also be made in the statement of 
activities to remove the doubling-up effect of internal service fund activity.  The ef-
fect of similar internal events that are in effect allocations of overhead expenses 
from one function to another or within the same function should also be eliminated. 

The effect of interfund services provided and used between functions should not 
be eliminated in the statement of activities because doing so would misstate the ex-
penses of the purchasing function and the program revenues of the selling function. 

Intra-Entity Activity 

GASBS 34 prescribes that resource flows between the primary government and 
blended component units should be reclassified as internal activity of the reporting 
entity and treated as interfund activity is treated.  Resource flows (except those that 
affect only the balance sheet) between a primary government and its discretely pre-
sented component units should be reported as if they were external transactions.  
Amounts payable and receivable between the primary government and its discretely 
presented component units or among those component units should be reported on a 
separate line. 
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SUMMARY

This chapter provides an overview of interfund and intra-entity transactions.  
Evaluating the substance of interfund transactions in light of the guidance contained 
in this chapter should enable the financial statement preparer to properly account for 
and report interfund transactions in the financial statements.  Readers may also wish 
to refer to the specific chapters in this book that cover each individual fund type for 
more information about the operating characteristics of each when considering the 
substance of interfund transactions. 
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INTRODUCTION 

Governmental organizations are subject to many of the same risks of “doing 
business” as commercial enterprises, including risks related to various torts, property 
damage awards, personal injury cases, and so forth. 

Governments are most often self-insured for these types of risks.  Sometimes the 
government establishes or participates in a public entity risk pool that acts somewhat 
like an insurer against various types of risks. 

This chapter is divided into two main sections.  The first addresses the account-
ing and financial reporting guidance for the risk financing and insurance-related ac-
tivities of state and local governments (other than public entity risk pools).  The sec-
ond section of this chapter addresses the accounting and financial reporting require-
ments for public entity risk pools. 
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The primary accounting and financial reporting guidance for both of the sections 
listed above is found in GASB Statement 10 (GASBS 10), Accounting and Finan-
cial Reporting for Risk Financing and Related Insurance Issues.  This guidance was 
enhanced by the GASB’s Guide to Implementation of GASB Statement 10, which 
provides GASB staff guidance on the application of GASBS 10.  The GASB issued 
Statement 30 (GASBS 30), Risk Financing Omnibus, which was a way of fine-
tuning the previously issued guidance to address some of the problems that state and 
local governmental entities were having in operating under the provisions of GASBS 
10.  The guidance from all three of these sources is included in this chapter. 

RISK FINANCING AND INSURANCE ACTIVITIES OF STATE AND 
LOCAL GOVERNMENTS (OTHER THAN PUBLIC ENTITY RISK POOLS) 

As will be seen in the following discussion, the accounting and financial re-
porting for risk financing contained in GASBS 10 are quite similar to the accounting 
requirements of the FASB’s Statement of Financial Accounting Standards 5 (SFAS 
5), Accounting for Contingencies.  GASBS 10 includes in its scope the risks of loss 
from the following kinds of events: 

• Torts (wrongful acts, injuries, or damages not involving a breach of contract 
for which a civil action can be brought) 

• Theft or destruction of, or damage to, assets 
• Business interruption 
• Errors or omissions 
• Job-related illnesses or injuries to employees 
• Acts of God (events beyond human origin or control, such as natural disasters, 

lightning, windstorms, and earthquakes) 

The accounting and financial reporting requirements discussed in this section 
also apply to losses resulting when a governmental entity agrees to provide accident 
and health, dental, and other medical benefits to its employees and retirees and their 
dependents and beneficiaries, based on covered events that have already occurred.  
For example, a retiree incurs a doctor bill that will be reimbursed by the government 
for a doctor’s visit occurring prior to the end of the government’s fiscal year.  How-
ever, these requirements do not apply to postemployment benefits that governmental 
employers expect to provide to current and future retirees, their beneficiaries, and 
their dependents in accordance with the employer’s agreement to provide those fu-
ture benefits.  Also excluded from these requirements are medicaid insurance plans 
provided to low-income state residents under Title XIX of the Federal Social Secu-
rity Act. 

GASBS 10 provides that when a risk of loss or a portion of the risk of loss from 
the types of events listed above has not been transferred to an unrelated third party, 
state and local governmental entities should report an estimated loss from a claim as 
an expenditure/expense and a liability if both of the following conditions are met: 

1. Information available before the financial statements are issued indicates 
that it is probable that an asset had been impaired or a liability had been in-
curred at the date of the financial statements. (The date of the financial 
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statements means the end of the most recent accounting period for which fi-
nancial statements are being presented.)  It is implicit in this condition that it 
must be probable that one or more future events will also occur confirming 
the fact of the loss. 

2. The amount of the loss can be reasonably estimated. 

In determining whether the amount of a loss can be reasonably estimated, it is 
quite possible that the amount of the loss can reasonably be estimated as a range of 
amounts, rather than as one specific amount.  If this is the case, the amount of the 
loss is still considered to be reasonably estimable.  First, determine if some amount 
within the range appears to be a better estimate than any other amount within the 
range, and use this amount for the estimate.  Second, if no amount within the range 
is a better estimate than any other amount, the minimum amount of the range should 
be used as an estimate to be accrued. 

When a loss contingency exists, the likelihood that the future event or events 
will confirm the loss or impairment of an asset or the incurrence of a liability can 
range from probable to remote.  GASBS 10 (like SFAS 5) uses the terms probable,
reasonably possible, and remote to identify three areas within that range.  The terms 
are defined as follows: 

• Probable—The future event or events are likely to occur 
• Reasonably possible—The chance of the future event or events is more than 

remote, but less than likely 
• Remote—The chance of the future event or events occurring is slight 

Disclosure of Loss Contingencies 

If no accrual is made for a loss contingency because it has not met the condi-
tions of being probable or reasonably estimable, disclosure of the loss contingency 
should be met if it is at least reasonably possible that a loss may have been incurred.  
The disclosure should indicate the nature of the contingency and should give either 
an estimate of the possible loss or range of loss or state that such an estimate cannot 
be made.  Disclosure is not required of a loss contingency involving an unreported 
claim or assessment if there has been no manifestation of a potential claimant or an 
awareness of a possible claim or assessment, unless it is considered probable that a 
claim will be asserted and there is a reasonable possibility that the outcome will be 
unfavorable.

A disclosure of loss contingency should also be made when an exposure to loss 
exists in excess of the amount accrued in the financial statements and it is reasona-
bly possible that a loss or additional loss may have been incurred.  For example, if a 
loss is probable and is estimated with a range of amounts and the lower amount of 
the range is accrued in the financial statements, the reasonably possible amount of 
the loss in excess of the amount accrued should be disclosed. 

A remote loss contingency is not required to be accrued or disclosed in the fi-
nancial statements. 

The following summarizes the expenditure/expense and liability recognition and 
disclosure requirements under GASBS 10: 
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Likelihood of Loss Contingency Accounting/Disclosure

Probable and can be reasonably estimated Recognize expenditure/expense and liability 

Probable and cannot be reasonably esti-
mated  

Disclosure required/no expenditure/expense 
and liability recognition 

Reasonably possible Disclosure required/no expenditure/expense 
and liability recognition 

Remote No disclosure required no expenditure/ 
expense and liability recognition 

Incurred but not reported claims.  GASBS 10 requires that incurred-but-not-
reported claims (IBNR) be evaluated.  When a loss can be reasonably estimated and 
it is possible that a claim will be asserted, the expenditure/expense and liability 
should be recognized. 

IBNR claims are claims for uninsured events that have occurred but have not yet 
been reported to the governmental entity.  IBNR claims include (1) known losses 
expected to be presented later as claims, (2) unknown loss events expected to be-
come claims, and (3) expected future developments on claims already reported. 
NOTE:  IBNR claims that are probable and reasonably estimable are typically the recurring 
types of claims that occur in a fairly predictable pattern.  For example, a government might 
know that each year approximately 25% of the “trip-and-fall” claims that actually occur 
prior to the end of the government’s fiscal year (that is, someone falls on a government’s 
sidewalk and sues for actual damages or pain and suffering) are not asserted until after the 
government’s financial statements are issued for that year-end.  The number and average 
settlement of these claims usually can be reasonably estimated, and it is probable that they 
will be asserted.  In this case, recognition of an expenditure/expense and liability is recorded 
in the financial statements for the government’s fiscal year in which the actual loss 
occurred—that is, the fiscal year in which people actually fell and were injured on the gov-
ernment’s sidewalk. 

Amount of loss accrual.  Estimates for claims liabilities, including IBNR, 
should be based on the estimated ultimate cost of settling the claims, including the 
effects of inflation and other societal and economic factors, using experience ad-
justed for current trends and any other factors that would modify experience. 
NOTE:   In the trip-and-fall claims mentioned above, the government may know the number 
of these claims filed in its past.  However, perhaps an ice and snow storm occurs during the 
last month of the government’s fiscal year.  The number of claims filed is likely to increase 
and this should be considered in estimating IBNR claims.  On the other hand, maybe the 
government has replaced a significant part of its crumbling sidewalks during the fiscal year 
and would expect the number of trip-and-fall claims to decrease in the fiscal year reported.  
This adjustment to prior experience should also be considered in estimating the potential li-
ability. 

GASBS 10 specifies that claims liabilities should include specific, incremental 
claim adjustment expenditures/expenses.  In other words, incremental costs should 
include only those costs incurred because of a claim.  For example, the cost of out-
side legal counsel on a particular claim is likely to be treated as an incremental cost.  
However, assistance from internal legal staff on a claim may be incremental because 
the salary costs for internal staff normally will be incurred regardless of the claim. 
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Discounting.  The practice of presenting claims liabilities at the discounted 
present value of estimated future cash payments is neither mandated nor prohibited 
by GASBS 10.  However, claims liabilities associated with structured settlements 
should be discounted if they represent contractual obligations to pay money on fixed 
or determinable dates.  A structured settlement is a means of satisfying a claim li-
ability and consists of an initial cash payment to meet specific present financial 
needs combined with a stream of future payments designed to meet future financial 
needs.  For example, a government may enter into a settlement with someone injured 
by a government vehicle, whereby the government agrees to pay the injured party’s 
hospital claims up front, and then a monthly fixed amount for the remaining life of 
the injured party.  The monthly payment cash flow streams should be discounted 
when a government recognizes this loss in its financial statements. 

Annuity contracts.  A governmental entity may purchase an annuity contract in 
a claimant’s name to satisfy a claim liability.  If the likelihood that the entity will be 
required to make future payments on the claim is remote, the governmental entity is 
considered to have satisfied its primary liability to the claimant.  Accordingly, the 
annuity contract should not be reported as an asset by the governmental entity, and 
the liability for the claim should be removed from the governmental entity’s balance 
sheet.  However, GASBS 10 requires that the aggregate outstanding amount of li-
abilities that are removed from the governmental entity’s balance sheet be disclosed 
as long as those contingent liabilities are outstanding.  On the other hand, if annuity 
contracts used to settle claims for which the claimant has signed an agreement re-
leasing the governmental entity from further obligation and for which the likelihood 
that the governmental entity will be required to make future payments on those 
claims is remote, then the amount of the liability related to these annuity contracts 
should not be included in this aggregate disclosure.  If it is later determined that the 
primary liability will revert back to the governmental entity, the liability should be 
reinstated on the balance sheet. 

Use of a single fund.  GASBS 10 requires that if a single fund is used to ac-
count for a governmental entity’s risk financing activities, that fund should be either 
the general fund or an internal service fund.  Entities reported as proprietary funds or 
trust funds and that are component units of a primary government may participate in 
a risk-financing internal service fund of that primary government.  However, other 
stand-alone entities that are reported as proprietary or trust funds and are not consid-
ered to be a part of another financial reporting entity should not use an internal ser-
vice fund to report their own risk financing activities. 

Risk Retention by Entities other than Pools 

The following summarizes the accounting and financial reporting considerations 
that must be made when either the general fund or an internal service fund is used to 
account for risk retention retained by entities other than pools. 

General fund.  An entity that uses the general fund to account for its risk fi-
nancing activities should recognize claims liabilities and expenditures in accordance 
with the criteria described earlier in this chapter. 
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Claims liabilities should be reduced by amounts expected to be recovered 
through excess insurance.  Excess insurance is a way to transfer the risk of loss from 
one party to another when the risk transferred is for amounts that exceed a certain 
sum.  For example, a government may retain the risk of loss for amounts below a 
relatively high dollar amount, such as $5 million.  However, the governmental entity 
may transfer the risk (that is, buy insurance) for losses in excess of this $5 million 
amount.  Any amounts that are expected to be recovered from this excess amount 
should be deducted from claim liability recorded in the general fund. 
NOTE:  Readers should refer to Chapter 13, which discusses recording liabilities in gov-
ernmental funds and on the government-wide statement of net assets.  There are certain li-
abilities of governmental funds (which obviously include the general fund) that, when not 
liquidated with expendable financial resources, are not recorded as liabilities of the fund, 
but are instead recorded as liabilities only in the government-wide statement of net assets.  
Liabilities for claims and judgments discussed in this chapter are one of these liabilities re-
corded in the government-wide statement of net assets when they are not expected to be liq-
uidated with expendable financial resources.  Thus, when the general fund is used to account 
for risk financing activities, the liability recognized in the financial statements may well be 
reported in the government-wide statement of net assets, since most, if not all, of the liability 
will not be liquidated with expendable financial resources.  Note that for the claims and 
judgments liability recorded on the government-wide statement of net assets, changes in the 
liability from the beginning of the year to the end of the year will result in an addition or re-
duction to the claims and judgments expense reported on the government-wide statement of 
net assets.   

One useful way in which governments can determine how much, if any, of the 
judgments and claims liability should be reported in the general fund itself is to look 
at those liabilities that have been settled in principle, but not payment, prior to the 
end of the fiscal year, and accrue these settlements as expenditures and liabilities in 
the general fund as of the end of the fiscal year, with the remainder of the judgments 
and claims liability recorded in the general long-term debt account group. 

For example, the governmental entity with a June 30 fiscal year- end may agree 
with a claimant to settle a personal injury case for $10,000.  The claimant and the 
governmental entity reach this agreement on June 25, but because various releases 
and other legal formalities need to be executed, a check is not presented to the 
claimant until September 15, which is in the next fiscal year.  Using this method, an 
expenditure and a liability for $10,000 would be recorded in the general fund as of 
June 30, since it is reasonable to believe that this amount will be paid from expend-
able available resources.  On the other hand, if no settlement had been reached, the 
governmental entity would use the probable and reasonably estimable criteria to de-
termine whether it would recognize a liability for this claim.  If these criteria were 
met, a liability would be recorded in the government-wide statement of net assets for 
the governmental entity’s estimate of the settlement amount, which may or may not 
be discounted, at the option of the government. 

While the “single” fund for accounting for risk financing activities may be met 
by accounting for these activities in the general fund, that does not mean that the 
general fund cannot allocate the costs of claims that are recognized to other funds.  
GASBS 10 provides that the governmental entity may use any method it chooses to 
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allocate loss expenditures/expenses to other funds of the entity.  Consistent with the 
discussion of interfund transactions for reimbursements, as described in Chapter 20, 
the allocated amounts should be treated as expenditures in the funds to which they 
are allocated and as a reduction of the expenditures of the general fund, from which 
the costs are allocated.  (However, if the total amount so allocated exceeds the total 
expenditures and liabilities, the excess should be treated as operating transfers.) 
NOTE: In preparing the government-wide statement of activities, the total claims and judg-
ments expense (which includes amounts recognized as expenditures in the general fund as 
well as changes in the long-term liability recorded only on the government-wide statement of 
net assets) needs to be allocated by the functions-program reported on the statement of ac-
tivities.

Keep in mind that proprietary funds use the accrual basis of accounting and the eco-
nomic resources measurement focus.  Accordingly, the recording of liabilities related to 
these funds should follow that for proprietary funds; that is, the expense and the liability 
should be recorded in the proprietary fund itself, and not in the general long-term debt ac-
count group. 

Internal service fund.  A governmental entity may elect to use an internal ser-
vice fund to account for its risk financing activities.  Claims expenses and liabilities 
should be recognized using the criteria described in the earlier part of this chapter.  
As is the case when the general fund is used to account for risk financing activities, 
claims expenses should be reduced by amounts expected to be recovered through 
excess insurance.  In additions, claims amounts that are probable but not reasonably 
estimable should be disclosed, in addition to the disclosures of loss that are reasona-
bly possible. 

The internal service fund may use any basis considered appropriate to charge 
other funds of the governmental entity.  However, GASBS 10 includes three condi-
tions that must be met in charging these amounts to other funds. 

1. The total charge by the internal service fund to the other funds for the period 
reported is calculated in accordance with the earlier section of this chapter, 
or

2. The total charge by the internal service fund to the other funds is based on 
an actuarial method or historical cost information adjusted over a reasonable 
period of time so that internal service fund revenues and expenses are ap-
proximately equal. (The actuarial method can be any one of several tech-
niques that actuaries use to determine the amounts and timing of contribu-
tions needed to finance claims liabilities so that the total contributions plus 
compounded earnings on them will equal the amounts needed to satisfy 
claims liabilities.  It may or may not include a provision for anticipated 
catastrophic losses.) 

3. In addition to item 2. above, the total charge by the internal service fund 
may include a reasonable provision for expected future catastrophic losses. 

Charges made by internal service funds in accordance with these provisions 
should be recognized as revenue by the internal service fund and as expenditures/ 
expenses by the other funds of the governmental entity.  Deficits, if any, in the inter-
nal service fund resulting from application of items 2. and 3. above do not need to be 
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charged back to the other funds in any one year, as long as adjustments are made 
over a reasonable period of time.  A deficit fund balance in an internal service fund, 
however, should be disclosed in the notes to the financial statements.  Retained 
earnings in an internal service fund resulting from application of item 3. above 
should be reported as equity designated for future catastrophic losses in the notes to 
the financial statements. 

On the other hand, if the charge by an internal service fund to the other funds of 
the governmental entity is greater than the amount resulting from application of the 
preceding three conditions, the excess should be reported in both the internal service 
fund and the other funds as an operating transfer.  However, if the charge by the in-
ternal service fund to the other funds fails to recover the full cost of claims over a 
reasonable period of time, any deficit fund balance in the internal service fund 
should be charged back to the other funds and reported as an expenditure/expense of 
those funds. 
NOTE:  These principles for the charging of costs by the internal service fund for risk fi-
nancing are similar to those normally used by internal service funds for charging of other 
costs.  Refer to Chapter 10 and Chapter 20 for additional information. 

Governmental Entities That Participate in Risk Pools 

As will be more fully described in the second part of this chapter, a governmen-
tal entity may participate in a public entity risk pool when there is a transfer or a 
pooling of risk.  On the other hand, a governmental entity may participate in a public 
entity risk pool when there is no transfer of risk to the public entity risk pool, but 
rather the governmental entity contracts with the pool to service the governmental 
entity’s uninsured claims.  The following two sections describe the governmental 
entity’s accounting and financial reporting considerations in each of these two in-
stances.

Entities Participating in Public Entity Risk Pools with Transfer or Pooling of 
Risk

If a governmental entity participates in a pool in which there is a transfer or 
pooling (or sharing) of risks among the participants, the governmental entity should 
report its premium or required contribution as an insurance expenditure or expense.  
If the pooling agreement permits the pool to make additional assessments to its 
members, the governmental entity should consider the likelihood of additional as-
sessments and report an additional expenditure or expense and liability if an assess-
ment is probable and can be reasonably estimated.  Assessment amounts that are 
probable but not reasonably estimable should be disclosed, along with disclosure of 
assessments that are reasonably possible. 
NOTE:  In other words, instead of the governmental entity evaluating the likelihood of losses 
due to claims that it directly pays, the governmental entity is making the same considerations 
as to the likelihood that it will need to pay more money to the public entity risk pool because 
of the claims experience of the pool requiring additional resources. 

If the pool agreement does not provide for additional member assessments and 
the pool reports a deficit for its operations, the pool member should consider the fi-
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nancial capacity or stability of the pool to meet its obligations when they become 
due.  If it is probable that the governmental entity will be required to pay its own 
obligations if the pool fails, the amount of those obligations should be reported as an 
expenditure/expense and as a liability if they can be reasonably estimated.  Addi-
tionally, the same disclosure requirements for losses that are probable but not esti-
mable and for losses that are reasonably possible apply. 

Capitalization contributions.  When state or local governmental entities join to 
form a public entity risk pool or when a governmental entity joins an established 
pool, the pooling agreement may require that a capitalization contribution be made 
to the pool to meet the initial or ongoing capital minimums established by the pool-
ing agreement itself or by statute or regulation. 

A capitalization contribution to a public entity risk pool with a transfer or pool-
ing of risk should be reported as a deposit if it is probable that the contribution will 
be returned to the governmental entity either upon the dissolution of or the approved 
withdrawal from the pool.  This determination should be based on the governmental 
entity’s review of the provisions of the pooling agreement and an evaluation of the 
pool’s financial capacity to return the contribution.  (Governmental funds that record 
the capitalization contribution as a deposit should reserve a fund balance to indicate 
that the deposit is not appropriable for expenditure.) 

If it is not probable that the contribution will be returned to the governmental 
entity, the following guidance should be used, depending on the fund type or type of 
entity involved: 

• Proprietary funds.  The contribution should be reported initially as an asset 
(prepaid insurance), and an expense should be recognized over the period for 
which the pool is expected to provide coverage.  The periods expected to be 
covered should be consistent with the periods for which the contribution is 
factored into the pool’s determination of premiums, but should not exceed ten 
years if this period is not readily determinable. 

• Governmental funds.  The entire amount of the capitalization contribution 
may be recognized as an expenditure in the period of the contribution.  
Reporting the capitalization contribution as prepaid insurance is not required.  
However, if the governmental entity elects, the governmental fund can 
initially report the capitalization contribution as an asset (prepaid insurance), 
and expenditures should be allocated and recognized over the periods for 
which the pool is expected to provide coverage.  Similar to the method used 
by proprietary funds, the periods expected to be covered should be consistent 
with the periods for which the contribution is factored into the pool’s 
determination of premiums paid, but should not exceed ten years if the period 
is not determinable. 

NOTE:  Government-wide financial statements prepared under the GASBS 34 financial re-
porting model account for capitalization contributions in a manner similar to proprietary 
funds.  Judgment will be required to determine whether the asset recorded is a current or 
noncurrent asset based upon the facts of the particular situation. 
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Entities Participating in Public Entity Risk Pools without Transfer or Pooling 
of Risk 

Governmental entities sometimes contract with other entities to service their 
uninsured claims.  In this situation, there is no transfer of risk to the pool or pooling 
of risk with other pool participants.  The governmental entity should recognize and 
measure its claims liabilities and related expenditures/expenses in accordance with 
the requirements described earlier in this chapter (essentially as if the governmental 
entity were servicing its own claims).  Payments to the pool, including capitalization 
contributions, should be reported either as deposits or as reductions of the claim li-
ability, as appropriate.  A deposit should be recorded when the payment is not ex-
pected to be used to pay claims.  A reduction of the claims liability should be made 
when payments to the pool are used to pay claims as they are incurred. 

Other Matters for Entities other than Public Entity Risk Pools 

In addition to some disclosure requirements (which follow the next section), 
GASBS 10 provides some other specific guidance for accounting and financial re-
porting for risk financing activities for governmental entities that are not public en-
tity risk pools.  These additional topics are as follows, and are discussed in the fol-
lowing paragraphs: 

1. Insurance-related transactions 

a. Claims-made policies 
b. Retrospectively rated policies 
c. Policyholder or pool dividends 

2. Entities providing claims servicing or insurance coverage to others 

Insurance-related transactions. 

Claims-made policies. A claims-made policy or contract is a type of policy that 
covers losses from claims asserted against the policyholder during the policy period, 
regardless of whether the liability-imposing events occurred during the current pe-
riod or any previous period in which the policyholder was insured under the claims-
made contract or other specified period before the policy period (the policy retroac-
tive date).  For example, a governmental entity may purchase a claims-made policy 
to cover claims made during its fiscal year, July 1, 2000 through June 30, 2001.  A 
claim resulting from an accident that occurred on May 1, 2000, that was filed on 
July 31, 2000, would be covered by this claims-made policy.  However, an accident 
that occurred on August 1, 2000, for which a claim was not filed until August 31, 
2001, would not be covered by the policy, unless of course the policy was renewed 
for the next fiscal year. 

While this type of policy represents a transfer of risk within the policy limits to 
the insurer or public entity risk pool for claims and incidents reported to the insurer 
or the pool, there is no transfer of risk for claims and incidents not reported to the in-
surer or pool.  As a result, a governmental entity that is insured under a claims-made 
policy should account for the estimated cost of those claims and incidents not re-
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ported to the insurer as it would for other IBNR claims as described in the earlier 
part of this chapter. 

If, on the other hand, the governmental entity purchases “tail coverage,” the pre-
mium or contribution for this additional insurance would be accounted for as an ex-
penditure or expense in the financial statements of the period presented.  Tail cover-
age is a type of insurance policy that is designed to cover claims incurred before but 
reported after the cancellation or expiration of a claims-made policy.  It is also re-
ferred to as extended discovery coverage.  In this case, the risk for the IBNR claims 
up to the limit of the policy is transferred to the insurance company or pool that is 
providing the tail insurance coverage. 

Retrospectively rated policies. A retrospectively rated policy is one that uses a 
method of determining the final amount of an insurance premium by which the ini-
tial premium is adjusted based on actual experience during the period of coverage, 
sometimes subject to minimum and maximum adjustment limits.  It is designed to 
encourage safety by the insured (since increased claims will result in higher premi-
ums) and to compensate the insurer if larger than expected losses are incurred. 

A governmental entity with a retrospectively rated policy or contract where the 
minimum or required contribution is based primarily on the entity’s loss experience 
should account for the minimum premium as an expenditure or expense over the pe-
riod of the coverage under the policy and should also accrue estimated losses from 
reported and unreported claims in excess of the minimum premium.  This accrual 
should be determined as would other claims accrual as was described earlier in this 
chapter.  However, any estimated losses should not be accrued in excess of a stipu-
lated maximum premium or contribution requirement. 

If the governmental entity is insured under a retrospective policy that is based on 
the experience of a group of entities, it would account for the claims costs as in the 
preceding paragraph, although it would use the group’s experience in determining 
any additional amounts that would need to be accrued to reflect anticipated premium 
adjustments.  In addition, GASBS 10 specifies that the governmental entity should 
disclose

• That it is insured under a retrospectively rated policy 
• That premiums are accrued based on the ultimate cost of the experience to 

date of a group of entities 

In addition, if the governmental entity cannot estimate losses on its retrospective 
policies, it should disclose the existing contingency in the notes to the financial 
statements, provided that the additional liability for premiums is probable or rea-
sonably possible. 

Policyholder or pool dividends. If a governmental entity receives or is entitled 
to receive a policyholder dividend or return of contribution related to its insurance or 
pool participation contract, that dividend should be recognized as a reduction of 
original insurance expenditures or expenses at the time that the dividend is declared. 
This treatment is appropriate since policyholder dividends are payments made or 
credits extended to the insured by the insurer, usually at the end of the policy year, 
that result in a reduction in the net insurance cost to the policyholder.  The account-
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ing treatment in the preceding paragraph is appropriate regardless of whether the 
dividends are paid in cash to the policyholder or are applied to the insured to reduce 
premiums due for the next policy year. 

Entities providing claims servicing or insurance coverage to others.  Some-
times a governmental entity may provide insurance-like services to other entities.  
The circumstances of the nature and extent of the services provided need to be con-
sidered to determine the most appropriate accounting treatment.  The following gen-
eral principles apply: 

• If a governmental entity provides insurance or risk management coverage to 
other entities outside the government’s reporting entity that is separate from its 
own risk management activities and involves a material transfer or pooling of 
risk among the participants, then these activities should be accounted for as a 
public entity risk pool. (See the second part of this chapter for further details.) 

• If a governmental entity provides risk transfer or pooling coverage combined 
with its own risk management activities to individuals or organizations outside 
of its reporting entity, those activities should continue to be reported in the 
general fund or internal service fund only as long as the governmental entity is 
the predominant participant in the fund.  If the governmental entity is not the 
predominant participant in the fund, then the combined activities should be 
accounted for as a public entity risk pool, using an enterprise fund and the ac-
counting and financial reporting requirements described in the second part of 
this chapter. 

• If a governmental entity provides claims servicing functions which are not in-
surance functions for individuals and organizations that are not a part of its fi-
nancial reporting entity, amounts collected or due from those individuals or 
organizations and paid (or to be paid) to settle claims should be reported as a 
net asset or liability on an accrual basis, as appropriate.  In other words, as a 
claims service, the governmental entity may collect more from the other entity 
than it has paid out to settle claims on behalf of the other entity, in which case 
it owes the excess amount back to the other entity.  On the other hand, the 
governmental entity may have paid out more to settle claims for the other en-
tity than it has received from the other entity, in which case it has a receivable 
for the difference from the other entity.  In addition, the operating statement of 
the governmental entity should report claims servicing revenue and adminis-
trative costs as described in the second section of this chapter. 

Disclosure Requirements 

In addition to the accounting requirements relating to risk financing activities 
described in the preceding section of this chapter, GASBS 10 also contains a number 
of disclosure requirements relating to these activities.  GASBS 10 specifies that the 
following information should be disclosed in the notes to the financial statements, 
when applicable: 
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1. A description of the risks of loss to which the entity is exposed and the ways 
in which those risks of loss are handled (such as purchase of commercial in-
surance, participation in a public entity risk pool, or risk retention) 

2. A description of significant reductions in insurance coverage in the prior 
year by major categories of risk.  (Whether the amount of settlements ex-
ceeded insurance coverage for each of the past three years should also be in-
dicated.)

3. If an entity participates in a risk pool, a description of the nature of the par-
ticipation, including the rights and the responsibilities of both the entity and 
the pool 

4. If an entity retains the risk of loss (even when it accounts for these activities 
in a separate internal service fund), the following should be disclosed: 

a. The basis for estimating the liabilities for unpaid claims, including the 
effects of specific, incremental claim adjustment expenditures or ex-
penses, salvage, and subrogation, and whether other allocated or unallo-
cated claim adjustment expenditures or expenses are included 

b. The carrying amount of liabilities for unpaid claims that are recorded at 
present value in the financial statements and the range of rates used to 
discount those liabilities 

c. The aggregate outstanding amount of claims liabilities for which annu-
ity contracts have been purchased in the claimant’s names and for which 
the related liabilities have been removed from the balance sheet.  Annu-
ity contracts used to settle claims where the claimant has signed an 
agreement releasing the entity from further obligation and for which the 
likelihood that the pool will be required to make future payments on 
those claims is remote should not be included in this disclosure. 

5. A reconciliation of changes in the aggregate liabilities for claims for the cur-
rent fiscal year and the prior fiscal year, using the following tabular format: 

a. Amount of claims liabilities at the beginning of each fiscal year 
b. Incurred claims, representing the total of a provision for events of the 

current fiscal year and any change (increase or decrease) in the provi-
sion for events of prior fiscal years 

c. Payments on claims attributable to events of both the current fiscal year 
and prior fiscal years 

d. Any other material items, with an appropriate explanation 
e. Amount of claims liability at the end of each fiscal year 

Chapter 6 discusses the determination of a government’s reporting entity, in-
cluding a discussion of disclosure requirements for a primary government and its 
discretely presented component units.  The guidance in that chapter should be con-
sidered in determining what disclosures should be included in the financial state-
ments of a reporting entity that includes blended and discretely presented component 
units.
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ACCOUNTING AND FINANCIAL REPORTING FOR  
PUBLIC ENTITY RISK POOLS 

This section of the chapter describes the accounting and financial reporting re-
quirements for risk financing and insurance-related activities of public entity risk 
pools.  These standards are primarily derived from those of GASBS 10, as subse-
quently amended by GASBS 30. 

What Is a Public Entity Risk Pool? 

A public entity risk pool is a cooperative group of governmental entities joining 
together to finance an exposure, liability, or risk.  The risks may include property 
and liability risks, workers, or employee health care.  The pool may be a stand-alone 
entity or be included as part of a larger governmental entity that acts as the pool’s 
sponsor.

The agreement between the governmental entities that participate in the public 
entity risk pools and the pool itself are known as participation contracts.  These are 
formal written contracts that describe, among other things, the period, amount of the 
risk coverage that the pool will provide for the participating governmental entity, 
and the contribution the participant must pay for that coverage.  The participation 
contract is synonymous with a policy, a term used in the commercial insurance field 
to refer to the contract between an insurer and an insured that describes the period 
and amount of risk coverage to be provided to the insured. 

A governmental entity that is a pool’s sponsor may or may not participate in the 
pool for its own risk management function.  For example, a state may host, but not 
participate in, a risk management pool that provides workers’ compensation protec-
tion for all of the local school districts in the state.  Conversely, a state may already 
pool its general liability risk internally and decide to extend that pooling to local 
governments unable to obtain private insurance coverage within the state.  Entities 
that participate in the state pool may share risks with other participants, including 
the state. 

The rules as to when risk financing activities should be accounted for as part of 
the operations of a sponsoring government or when they should be accounted for as 
a public entity risk pool were discussed earlier in this chapter. 

Stand-alone public entity risk pools are established under authorizing statute by 
agreement of any number of state and local governmental entities.  Stand-alone 
pools are sometimes organized or sponsored by municipal leagues, school associa-
tions, or other types of associations of governmental entities.  A stand-alone pool is 
frequently operated by a board including one member from each participating gov-
ernment.  Generally, a public entity risk pool has no publicly elected officials and no 
power to tax. 

There are four basic types of public entity risk pools.  They are 

1. Risk-sharing pool—An arrangement by which governments pool risks and 
funds and share in the cost of losses 
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2. Insurance-purchasing pool—An arrangement by which governments pool 
funds or resources to purchase commercial insurance products (This ar-
rangement is also referred to as a risk-purchasing group.)

3. Banking pool—An arrangement by which monies are made available on a 
loan basis for pool members in the event of loss 

4. Claims-servicing or account pool—An arrangement in which a pool man-
ages separate accounts for each pool member from which the losses of that 
member are paid 

NOTE:  Only the risk-sharing and insurance-purchasing pools are considered to represent a 
transfer of risk.  The banking pool and claims-servicing pool do not represent a transfer of 
risk and are not covered by the guidance presented in this section for public entity risk pools.  
These entities simply report amounts collected or due from pool participants, including 
capitalization contributions, and paid or to be paid to settle claims as a net asset or liability 
on an accrual basis to or from the pool participants. 

Determining whether a transfer of some or all of a risk has occurred is likely to require 
the exercise of professional judgment by the financial statement preparer.  Risk retention and 
risk transfer are not mutually exclusive or absolute.  Premiums paid or required contribu-
tions to a public entity risk pool may be made under a number of conditions and circum-
stances.  For example, the contribution may not be adjustable, regardless of the loss experi-
ence.  On the other hand, the contribution may be adjustable dollar-for-dollar for amounts 
that losses paid exceed or are less than the original contribution.  Variations of adjustment 
schemes between these two extremes are also common, such as adjusting contributions only 
when loss experience falls outside of some agreed-upon range of amounts.  In addition, if the 
public entity risk pool does not have sufficient assets to pay the claims against its partici-
pating governments, it is not possible for the governments to have transferred their risks to 
the risk pool, since they will be ultimately liable if the risk pool fails to pay the claims. 

Risks of loss from the following kinds of events are included within the scope of 
this discussion of public entity risk pools that represent a transfer of risk: 

• Torts (wrongful acts, injuries, or damages not involving a breach of contract 
for which a civil action can be brought) 

• Theft or destruction of, or damage to, assets 
• Business interruption 
• Errors or omissions 
• Job-related illnesses or injuries to employees 
• Acts of God (events beyond human origin or control, such as natural disasters, 

lightning, windstorms, and earthquakes) 
• Other risks of loss of participating entities assumed under a policy or a partici-

pation contract issued by a public entity risk pool 

The rules discussed in this section also apply to losses assumed under contract 
by a public entity risk pool when a participating employer agrees to provide accident 
and health, dental, and other medical benefits to its employees and retirees and their 
dependents and beneficiaries based on covered events that have already occurred.  
The scope of this section excludes all postemployment benefits that governmental 
employers expect to provide to current and future retirees.  In addition, the scope of 
GASBS 10’s guidance for public entity risk pools excludes medicaid insurance plans 
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provided to low-income state residents under Title XIX of the Federal Social Secu-
rity Act, although it is unlikely that a state would use a public entity risk pool for 
medicaid insurance plans anyway. 

Specific Accounting and Financial Reporting Requirements 

In addition to the background information provided by GASBS 10 described 
above, the accounting and financial reporting requirements discussed in the follow-
ing sections should enable the financial statement preparer to effectively account for 
and report the activities of a public entity risk pool. 

Fund type to use.  All public entity risk pools should account for their activities 
in an enterprise fund, regardless of whether there is a transfer or pooling of risk.  
Accordingly, public entity risk pools should use proprietary fund accounting and ap-
ply all applicable GASB pronouncements and certain FASB pronouncements as 
well.  Accounting and financial reporting considerations for proprietary funds are 
more fully described in Chapter 10.  This is one of the few instances where the use 
of a specific fund is required by GAAP for governments. 

Premium revenue recognition.  Premiums and required contribution revenues 
should be matched to the risk protection provided, and accordingly should be recog-
nized as revenue over the contract period in proportion to the amount of risk protec-
tion provided.  For example, if a public entity risk pool receives $8,000 in premiums 
to provide liability insurance up to $5 million for a two-year period, $4,000 of pre-
mium revenue is recognized in each year.  In a few cases, the period of risk differs 
significantly from the contract period, and premiums should be recognized as reve-
nue over the period of risk in proportion to the amount of risk protection provided.  
Usually this results in premiums being recognized as revenue evenly over the con-
tract period (or period of risk, if different).  In some cases, the amount of risk pro-
tection changes according to a predetermined schedule, and the recognition of pre-
mium revenue should be adjusted accordingly.  For example, using the same facts as 
in the previous example, but assuming that the amount of the insurance increases to 
$7 million in the second year of the contract, premium revenue is recognized as fol-
lows:

Year 1 $8,000 x $5 million/($5 million + $7 million) = $3,333 
Year 2 $8,000 x $7 million/($5 million + $7 million) = $4,667 

The allocation of a higher premium to year 2 of the contract correctly reflects 
the fact that a greater amount of insurance is being provided in the second year of 
the contract. 

Revenue recognition for retrospectively rated policy premiums and for 
reporting-form contracts is slightly more difficult.  Recall from the first section of 
the chapter that a retrospectively rated policy is a type of policy that uses a method 
of determining the final amount of an insurance premium by which the initial pre-
mium is adjusted based on actual experience during the period of coverage, some-
times subject to minimum and maximum adjustment limits.  It is designed to en-
courage safety by the insured (since increased claims will result in higher premiums) 
and to compensate the insurer if larger than expected losses are incurred.  Reporting-
form contracts are policies in which the policyholder is required to report the value 
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of property insured to the insurer at certain intervals.  The final premium on the 
contract is determined by applying the contract rate to the average of the values re-
ported.

For both retrospectively rated polices and reporting-form policies, the following 
premium revenue recognition requirements should be used: 

1. If the ultimate premium is reasonably estimable, the estimated ultimate pre-
mium should be recognized as revenue over the contact period.  The esti-
mated ultimate premium should be revised to reflect current experience. 
(This is assumed to be the most likely case.) 

2. If the ultimate premium cannot be reasonably estimated, the cost recovery 
method or the deposit method should be used until the ultimate premium be-
comes reasonably estimable. 

a. Under the cost recovery method, premiums are recognized as revenue in 
an amount equal to estimated claims costs as insured events occur until 
the ultimate premium is reasonably estimable, and recognition of in-
come should be postponed until that time.  For example, assume that 
$50,000 in premium revenue has been received for the fiscal year on a 
retrospective policy, but is still subject to adjustment.  In addition, esti-
mated claims costs for insured events for the same period are $35,000.  
The following journal entry would be recorded for premium revenue: 

Cash 50,000 
Premium revenue 35,000 
Deferred premium revenue 15,000 

To record premium revenue earned and deferred. 

b. Under the deposit method, premiums are not recognized as revenues and 
claims costs are not charged to expense until the ultimate premium is 
reasonably estimable.  Revenue recognition is postponed until this time.  
Assuming the same facts as in the preceding example, the following 
journal entries would be recorded: 

Cash 50,000 
Deferred premium revenue 50,000 

To record receipt of deferred premium revenue. 

At the same time, as claims costs are paid, they are not charged to ex-
penses, but are set up as a deferred charge.  The cumulative effect of this 
recording is reflected in the following journal entry: 

Deferred charges—claims costs 35,000 
Cash 35,000 

To record payment of claims costs that are deferred pending recognition of related premium 
revenue.

One other revenue recognition issue highlighted by GASBS 10 involves a situa-
tion where a portion of a premium is specifically identified as being collected for 
future catastrophic losses.  (A catastrophic loss is considered a conflagration, earth-
quake, windstorm, explosion, or similar event resulting in substantial losses or an 
unusually large number of unrelated and unexpected losses occurring in a single pe-
riod.) In this case, the amount specifically identified should be recognized as reve-
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nue over the contract period.  In addition, that amount should be separately identi-
fied as a reservation of pool equity if it is contractually restricted for that specific 
future use or if it is legally restricted for that specific use by an organization or indi-
vidual outside the reporting entity. 

Claim cost recognition.  The basic principle for claim cost recognition by pub-
lic entity risk pools is that a liability for unpaid claims (including IBNR) should be 
accrued when insured events occur.  For claims-made policies, a liability should be 
accrued in the period in which the event that triggers coverage under the policy or 
participation contract occurs.

The recorded liability should be based on the estimated ultimate cost of settling 
the claims (including the effects of inflation and other societal and economic fac-
tors), using experience adjusted for current trends and any other factors that would 
modify experience. 
NOTE:  These societal factors are difficult to predict and fall into the category of “you’ll 
know them when you see them.”  For example, a city was found to have used lead-based 
paint in some of its subsidized housing.  Peeling paint eaten by children living in these 
apartments became a reason for various medical problems encountered by these children.  
Assume that these claims followed the normal claims experience of the city for these types of 
liabilities.  However, at some point, a high level of publicity and large advertising campaigns 
in targeted neighborhoods by attorneys greatly changed the city’s claims patterns with re-
spect to lead-based paint claims, resulting in a change in the model used to estimate the ul-
timate liability for these cases. 

Claims accruals for IBNR claims should be made if it is probable that a loss has 
been incurred and the amount can be reasonably estimated.  Changes in estimates of 
claims costs resulting from the continuous review process and differences between 
estimates and payments for claims should be recognized in results of operations of 
the period in which the estimates are changed or payments are made. 

Estimated recoveries on unsettled claims should be evaluated in terms of their 
estimated and realizable value and deducted from the liability for unpaid claims.  
Estimated recoveries on settled claims also should be deducted from the liability for 
unpaid claims.  Two examples of these recoveries are salvage and subrogation. 

• Salvage represents the amount received by a public entity risk pool from the 
sale of property (usually damaged property) on which the pool has paid a total 
claim to the insured and has obtained title to the property. 

• Subrogation is the right of the insurer to pursue any course of recovery of 
damages in its name or the name of the policyholder against a third party who 
is liable for costs of an insured event that have been paid by the insurer. 

Claims adjustment expenses.  Liabilities for claims adjustment expenses 
should be accrued when the related liability for unpaid claims is accrued.  Claims 
adjustment expenses include all costs that are expected to be incurred in connection 
with the settlement of unpaid claims.  These costs can be either allocated or unallo-
cated.
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• Allocated claims adjustment expenses are those that can be associated directly 
with specific claims paid or in the process of the settlement, such as legal and 
adjuster’s fees. 

• Unallocated claims adjustment expenses are other costs that cannot be associ-
ated with specific claims but are related to claims paid or in the process of 
settlement, such as salaries and other internal costs of the pool’s claims de-
partment.

Discounting.  The practice of presenting claims liabilities at the discounted 
present value of estimated future cash payments is neither mandated nor prohibited 
by GASBS 10.  However, claims liabilities associated with structured settlements 
should be discounted if they represent contractual obligations to pay money on fixed 
or determinable dates.  A structured settlement is a means of satisfying a claim li-
ability and consists of an initial cash payment to meet specific present financial 
needs combined with a stream of future payments designed to meet future financial 
needs.  For example, a public entity risk pool may enter into a settlement with some-
one injured by a participant government’s vehicle, whereby the participant govern-
ment agrees to pay the injured party’s hospital claims up front, and then a monthly 
fixed amount for the remaining life of the injured party.  The monthly payment cash 
flow streams should be discounted when the public entity risk pool recognizes this 
loss in its financial statements. 

Annuity contracts.  A public entity risk pool may purchase an annuity contract 
in a claimant’s name to satisfy a claim liability.  If the likelihood that the pool will 
be required to make future payments on the claim is remote, the public entity risk 
pool is considered to have satisfied its primary liability to the claimant.  Accord-
ingly, the annuity contract should not be reported as an asset by the public entity risk 
pool, and the liability for the claim should be removed from the public entity risk 
pool’s balance sheet.  However, GASBS 10 requires that the aggregate outstanding 
amount of liabilities that are removed from the public entity risk pool’s balance 
sheet should be disclosed as long as those contingent liabilities are outstanding.  On 
the other hand, if annuity contracts used to settle claims for which the claimant has 
signed an agreement releasing the public entity risk pool from further obligation and 
for which the likelihood that the public entity risk pool will be required to make fu-
ture payments on those claims is remote, then the amount of the liability related to 
these annuity contracts should not be included in this aggregate disclosure. 

Disclosure of loss contingencies.  If no accrual is made for a loss contingency 
because it has not met the conditions of being probable or reasonably estimable, dis-
closure of the loss contingency should be made by the public entity risk pool if it is 
at least reasonably possible that a loss may have been incurred.  The disclosure 
should indicate the nature of the contingency and should give an estimate of the pos-
sible loss or range of loss or state that such an estimate cannot be made.  Disclosure 
is not required of a loss contingency involving an unreported claim or assessment if 
there has been no manifestation of a potential claimant or an awareness of a possible 
claim or assessment unless it is considered probable that a claim will be asserted and 
there is a reasonable possibility that the outcome will be unfavorable. 
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A disclosure of loss contingency should also be made when an exposure to loss 
exists in excess of the amount accrued in the financial statements by the public en-
tity risk pool and it is reasonably possible that a loss or additional loss may have 
been incurred.  For example, if a loss is probable and is estimated with a range of 
amounts and the lower amount of the range is accrued in the public entity risk pool’s 
financial statements, the reasonably possible amount of the loss in excess of the 
amount accrued should be disclosed. 

Policy/participation contract acquisition costs.  Public entity risk pools some-
times incur acquisition costs when acquiring new or renewal participation contracts.  
These costs might include certain underwriting and policy issue costs as well as in-
spection fees that are primarily related to contracts issued or renewed during the pe-
riod in which the costs are incurred.  Underwriting costs are those costs related to 
the process of selecting, classifying, evaluating, rating, and assuming risks. 

GASBS 10 provides that acquisition costs should be capitalized and charged to 
expense in proportion to premium revenue recognized.  Rather than determining ac-
quisition costs on an individual contract basis, these costs may be allocated by 
groups based on the types of contracts that are consistent with the pool’s manner of 
acquiring, servicing, and measuring the revenue and expense elements of its con-
tracts.  Unamortized acquisition costs should be classified on the balance sheet as an 
asset.

A public entity risk pool may determine acquisition costs based on a percentage 
relationship of costs incurred to premiums from contracts issued or renewed for a 
specified period.  In this case, the specified relationship and the period used, once 
determined, should be applied to applicable unearned premiums throughout the con-
tract periods. 

Other costs.  Costs incurred during the period other than those related to claims, 
such as those relating to investment management, general administration, and policy 
maintenance, that do not vary with and are not primarily related to the acquisition of 
new and renewal contracts should be charged to expense as incurred. 

Policyholder dividends.  Policyholder dividends are payments made or credits 
extended to the insured by the public entity risk pool, usually at the end of the policy 
year, which result in reducing the net insurance cost to the policyholder.  They are 
not determined based on the actual experience of an individual policyholder or a 
pool participant, but are instead based on the experience of the pool or a class of 
policies.

Policyholder dividends should be accrued as dividends expense using an esti-
mate of the amount to be paid.  Dividends used by policyholders to reduce premiums 
should also be reported as premium income.  Policyholder dividends include 
amounts returned to pool participants from excess premiums for future catastrophic 
losses.

Experience refunds.  Experience refunds are based on the experience of indi-
vidual policyholders or pool participants (in contrast to policyholder dividends, 
which are based on the experience of the pool or a class of policies).  If the pool has 
experience refund arrangements that exist under experience-rated contracts, a sepa-
rate liability should be accrued for these amounts.  The liability is based on the ex-
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perience of the policyholder and the provisions of the contract.  Revenue from the 
policyholder is reduced by amounts that are expected to be paid in the form of re-
funds.  In other words, when a liability for a refund is established, it is done so by 
decreasing revenue instead of increasing an expense account. 

Premium deficiency.  A premium deficiency is the amount by which expected 
claims costs (including IBNR) and all expected claim adjustment expenses, expected 
dividends to policyholders or pool participants, unamortized acquisition costs, and 
incurred policy maintenance costs exceed related unearned premium revenue.  In 
other words, when all aspects of a particular insurance policy or contract are consid-
ered, the public entity risk pool will incur a loss on the policy or contract. 

If a premium deficiency exists, unamortized acquisition costs should be ex-
pensed to the extent of the premium deficiency.  Deficiencies in excess of unamor-
tized acquisition costs should be recognized as a premium deficiency liability as of 
the balance sheet date and as a premium deficiency expense. 
NOTE:  The substance of this requirement of GASBS 10 is that known losses on insurance 
contracts or policies are recognized as liabilities and expenses immediately. 

The premium deficiency liability should be adjusted in future reporting periods 
as expected costs are incurred so that no premium deficiency liability remains at the 
end of the period covered by the policies or contracts.  

Premium deficiencies that result from risk-sharing pool participation contracts 
also should be reported as revenue (and a corresponding assessment receivable) at 
the time the pool determines that a deficiency is reasonably estimable, provided that 
the pool has an enforceable legal claim to the amounts and their collectibility is 
probable.

Reinsurance.  Reinsurance is a transaction in which an assuming enterprise 
(reinsurer) for a consideration (i.e., a premium) assumes all or part of a risk that was 
originally undertaken by another enterprise (known as the ceding enterprise).  The 
legal rights of the insured are not affected by the reinsurance transaction.  The ced-
ing enterprise that issued the original insurance contract remains liable to the insured 
for the payment of policy benefits.  This is similar to, but not exactly the same as, 
excess insurance.  Excess insurance is the transfer of risk of loss from one party (the 
insured) to another (the excess insurer) in which the excess insurer provides insur-
ance in excess of a certain, usually large, amount.  For example, a public entity risk 
pool may purchase insurance to transfer the risk of aggregate losses above $5 mil-
lion by its pool participants. 

Amounts that are recoverable from reinsurers or excess insurers and that relate 
to paid claims and claim adjustment expenses should be classified as assets (with an 
appropriate allowance for uncollectible amounts) and as reductions of expenses.  
Estimated amounts recoverable from reinsurers that relate to the liabilities for unpaid 
claims and claim adjustment expenses should be deducted from those liabilities 
rather than reported as assets.  Unearned premiums on contracts that are ceded to a 
reinsurer by a pool should be netted with related premiums paid to but not yet earned 
by the reinsurer.  Receivables and payables from the same reinsurer, including 
amounts withheld, also should be netted.  Reinsurance premiums paid and re-
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insurance recoveries on claims may be netted against earned premiums and incurred 
claims costs, respectively, in the operating statement. 

Proceeds from reinsurance transactions that represent recovery of acquisition 
costs should reduce applicable unamortized acquisition costs in such a manner that 
net acquisition costs are capitalized and charged to expense in proportion to net 
revenue recognized (similar to the examples that were provided in the previous sec-
tion relating to acquisition costs).  If the pool has agreed to service all of the related 
ceded insurance contracts without reasonable compensation, a liability should be ac-
crued for estimated excess future service costs (that is, maintenance costs) under the 
reinsurance contracts. 

To the extent that a reinsurance or excess insurance contract does not, despite its 
form, provide for indemnification of the pool by the reinsurer against loss or liabil-
ity, the premium paid less the premium to be retained by the reinsurer should be ac-
counted for as a deposit by the pool.  Those contracts may be structured in various 
ways but, regardless of form, if their substance is that all or part of the premium paid 
by the pool is a deposit, amounts paid should be accounted for as deposits.  A net 
credit resulting from the contract should be reported as a liability of the pool. 

Capitalization contributions made to other public entity risk pools.  In some 
cases, public entity risk pools participate in other public entity risk pools, such as 
excess pooling arrangements.  A participant pool that makes a capitalization contri-
bution should apply the guidance contained in the first part of this chapter.  The par-
ticipant pool also should apply pertinent reinsurance accounting guidance.  The par-
ticipant pool may be required to net certain amounts related to the excess pool, or it 
may be required to treat certain amounts paid to the excess pool as a deposit. 

Capitalization contracts received.  The accounting for capitalization contribu-
tions by a public entity risk pool depends on whether it is probable that the contribu-
tion will be returned. 

If it is probable that capitalization contributions will be returned, a pool should 
report contributions received as a liability. 

If it is not probable that capitalization contributions will be returned, a pool 
should report the contributions as unearned premiums.  Premium revenue should be 
allocated and recognized over the periods for which coverage is expected to be pro-
vided by the pool.  The periods expected to be covered should be consistent with the 
periods for which the contribution is factored into the determination of premiums 
but should not exceed ten years if not readily determinable. 

Investments.  The accounting and financial reporting for investments held by 
public entity risk pools is governed by GASB Statement 31 (GASBS 31), Account-
ing and Financial Reporting for Certain Investments and for External Investment 
Pools.  GASBS 31 includes in its scope all debt securities and equity securities with 
readily determinable market values and certain other, similar investments, which are 
recorded in the financial statements at their fair values.  These guidelines are cov-
ered in depth in Chapter 15. 

Since public entity risk pools operate similar to insurance companies, their range 
of investments tends to be greater than those that are covered by GASBS 31.  Ac-
cordingly, much of the accounting and financial reporting guidance for investments 



364 Wiley GAAP for Governments 2004 

that was originally included by the GASB in GASBS 10 relating to investments is 
still applicable.  These specialized investment areas are discussed in the following 
paragraphs.

1. Mortgage loans.  Mortgage loans should be reported at their outstanding 
principal balances if they were acquired at par value.  They should be stated 
at amortized cost if they were purchased at a discount or a premium.  In ei-
ther case, an allowance for estimated uncollectible amounts, if any, should 
be recorded.  Amortization and other related charges or credits should be 
charged or credited to investment income.  Any changes in the allowance for 
estimated uncollectible amounts relating to mortgage loans should be in-
cluded in realized gains and losses. 

2. Real estate investments.  Real estate investments should be reported at cost 
less accumulated depreciation and less an allowance for any impairment in 
the value of the real estate investment.  Depreciation and other related 
charges and credits should be charged or credited to investment income.  
Any changes in the allowance for impairment in value related to real estate 
investments should be included in realized gains and losses. 

3. Other investments.  All other investments should be reported at cost plus or 
minus any unamortized premium or discount.  If the fair value of an invest-
ment declines below its carrying amount and it is probable that a loss will be 
realized in the future, an estimated loss should be reported as a realized loss 
in the pool’s operating statement and as a reduction of the carrying amount 
of the investment. 

4. Loan origination fees.  In addition to the above guidance, GASBS 10 
specifies that loan origination fees should be accounted for as prescribed in 
FASB Statement 91 (SFAS 91), Accounting for Nonrefundable Fees and 
Costs Associated with Originating Loans and Initial Direct Costs of Leases,
which established the accounting for nonrefundable fees and costs associ-
ated with lending, committing to lend, and purchasing a loan or group of 
loans.  The provisions of SFAS 91 apply to all types of loans, including debt 
securities.  SFAS 91 also specifies the following accounting for fees and 
initial direct costs associated with leasing: 

a. Loan origination fees should be recognized over the life of the related 
loan as an adjustment of yield. 

b. Certain direct loan origination costs should be recognized over the life 
of the related loan as a reduction of the loan’s yield. 

c. All loan commitment fees should be deferred except for certain retro-
spectively determined fees.  Commitment fees meeting specified criteria 
should be recognized over the loan commitment period.  All other 
commitment fees should be recognized as an adjustment of yield over 
the related loan’s life or, if the commitment expires unexercised, recog-
nized in income on expiration of the commitment. 

d. Loan fees, certain direct loan origination costs, and purchase premiums 
and discounts on loans should be recognized as an adjustment of yield 
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generally using the interest method based on the contractual terms of the 
loan.  Prepayments may be anticipated in certain circumstances. 

e. Real estate used in operations.  Real estate used predominately in the 
public entity risk pool’s operations (as opposed to an investment in real 
estate) should be classified as such.  Depreciation and other real estate 
operating costs on real estate used in operations should be classified as 
operation expenses, consistent with this real estate’s classification on the 
balance sheet.  Imputed investment income and rental expense should 
not be recognized for real estate used in a public entity risk pool’s op-
erations.

Disclosure Requirements and Required Supplementary Information 

In addition to the accounting guidance described above, public entity risk pools 
must meet a number of disclosure requirements relative to their activities and must 
also prepare and disclose certain required supplementary information in accordance 
with GASBS 10, as amended by GASBS 30.  The following are the disclosure and 
supplementary information requirements: 

Disclosure requirements.  Public entity risk pools should make the following 
disclosures:

1. A description of the risk transfer or pool agreement, including the rights and 
responsibilities of the pool and the pool participants.  (Also provide a brief 
description of the number and types of entities participating in the pool.) 

2. The basis for estimating the liabilities for unpaid claims and claim adjust-
ment expenses.  (Pools should state that the liabilities are based on an esti-
mated ultimate cost of settling the claims, including the effects of inflation 
and other societal and economic factors.) 

3. The nature of acquisition costs capitalized, the method of amortizing those 
costs, and the amount of those costs amortized for the period 

4. The face amount and carrying amount of liabilities for unpaid claims and 
claim adjustment expenses that are recorded at present value in the financial 
statements and the range of annual interest rates used to discount those li-
abilities

5. Whether the pool considers anticipated investment income in determining 
whether a premium deficiency exists 

6. The nature and significance of excess insurance or reinsurance transaction to 
the pool’s operations, including the type of coverage, reinsurance premiums 
ceded, and the estimated amounts that are recoverable from excess insurers 
and reinsurers and that reduce the liabilities as of the balance sheet date for 
unpaid claims and claim adjustment expenses 

7. A reconciliation of total claims liabilities, including an analysis of changes 
in aggregate liabilities for claims and claim adjustment expenses for the cur-
rent fiscal year and the prior fiscal year, in the following tabular format: 

a. Amount of liabilities for unpaid claims and claim adjustment expenses 
at the beginning of each fiscal year 
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b. Incurred claims and claim adjustment expenses 

(1) Provision for insured events of the current fiscal year 
(2) Increase (decrease) in the provision for insured events of prior fiscal 

years

c. Payments 

(1) Claims and claim adjustment expenses attributable to insured events 
of the current fiscal year 

(2) Claims and claim adjustment expenses attributable to insured events 
of prior fiscal years 

d. Other, including an explanation of each material item 
e. Amount of liabilities for unpaid claims and claim adjustment expenses 

at the end of each fiscal year 

8. The aggregate outstanding amount of liabilities for which annuity contracts 
have been purchased from third parties in the claimant’s name and for which 
the related liabilities have been removed from the balance sheet.  (However, 
annuity contracts used to settle claims for which the claimant has signed an 
agreement releasing the entity from further obligation and for which the 
likelihood that the pool will be required to make future payments on those 
claims is remote should not be included in this disclosure.) 

Required supplementary information.  Required supplementary information 
consists of statements, schedules, statistical data, or other information that the 
GASB has determined necessary to supplement, although not required to be a part 
of, the general-purpose financial statements. 

The following revenue and claims development information should be included 
as required supplementary information immediately after the notes to the financial 
statements in separate public entity risk pool financial reports. (Pools that are in-
cluded as part of a combined general government reporting entity and that do not is-
sue separate financial statements should present the required supplementary infor-
mation after the notes to the reporting entity’s financial statements.  If the reporting 
entity issues a comprehensive annual financial report, pools may present the re-
quired supplementary information as statistical information. 

A table that presents the following information: 

1. Amount of gross premium (or required contribution) revenue, amount of 
premium (or required contribution) revenue ceded, and the amount of net 
reported premium (or required contribution) revenue (net of excess insur-
ance or reinsurance), and reported investment revenue for each of the past 
ten fiscal years, including the latest fiscal year 

2. Amount of reported unallocated claim adjustment expenses and reported 
other costs for each of the past ten fiscal years, including the latest fiscal 
year

3. The total gross amount of incurred claims and allocated claim adjustment 
expenses (both paid and accrued before the effect of loss assumed by excess 
insurers or reinsurers), loss assumed by excess insurers and reinsurers (both 
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paid and accrued), and the total net amount of incurred claims and allocated 
claims adjustment expenses (both paid and accrued).  The amounts should 
be presented as originally reported at the end of each of the past ten accident 
years (for occurrence-based policies or contracts), report years (for claims-
made policies or contracts), or policy years, including the latest year.  The 
amounts should be limited to provision for claims resulting from events that 
triggered coverage under the policy or participation contract in that year.  If 
amounts are not present on an accident-year basis or a report-year basis, 
they should be reported on a policy-year basis.  For purposes of this disclo-
sure, a policy-year basis is a method that assigns incurred losses and claim 
adjustment expenses to the year in which the event that triggered coverage 
under the pool insurance policy or participation contract occurred.  For 
occurrence-based coverage for which all members have a common contract 
renewal date, the policy-year basis is the same as the accident-year basis.  
For claims-made coverage, policy-year basis is the same as the report-year 
basis.  The basis of reporting should be used consistently for all years pre-
sented.

4. The cumulative net amount paid as of the end of the accident year, report 
year, or policy year (as appropriate) and each succeeding year for each of 
the incurred claims and allocated expense amounts presented in item 3. 
above.

5. The reestimated amount for loss assumed by excess insurers or reinsurers as 
of the end of the current year for each of the accident years, report years, or 
policy years (as appropriate) presented in item 3. above. 

6. The reestimated amount for net incurred claims and claim adjustment ex-
penses as of the end of each succeeding year for each of the accident years, 
report years, or policy years (as appropriate) in item 3. above. 

7. The change in net incurred claims and claim adjustment expenses from the 
original estimate, based on the difference between the latest reestimated 
amount present in item 6. above for each of the accident years, report years, 
or policy years (as appropriate) in item 3. above. 

In addition, percentage information (such as the percentage of gross incurred 
claims and claim adjustment expenses assumed by excess insurers or reinsurers) 
may be presented but is not required.  If presented, the information should not ob-
scure or distort the required elements of the table. 

In addition to the reconciliation of total claims liabilities (included in the list of 
disclosures above), a reconciliation of claims liabilities by type of contract, includ-
ing an analysis of changes in liabilities for claims and claim adjustment expenses for 
the current fiscal year and the prior year should be presented in the same table for-
mat as the disclosure required described above. 

Because of the requirement in 4. and 5. above for payments and reestimates in 
each of the succeeding ten years in the ten-year required supplementary information 
table, the format of the table is awkward and can be confusing.  Exhibit 1 presents 
one format that might be used, based upon an example provided in GASBS 30. 
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Exhibit 1 
Exhibit 1 illustrates ten-year loss development information for a public entity risk 

pool. 

The following table illustrates how the city of Anywhere’s Public Entity Risk Pool 
(the Pool) earned revenue (net of reinsurance) and investment income compare to related 
costs of loss (net of loss assumed by reinsurers) and other expenses assumed by the Pool 
as of the end of each of the previous ten years.  The rows of the tables are defined as 
follows:  (1) This line shows the total of each fiscal year’s gross earned premiums and 
reported investment revenue, amounts of premiums ceded, and reported premiums (net 
of reinsurance) and reported investment revenue.  (2) This line shows each fiscal year’s 
other operating costs of the Pool including overhead and loss adjustment expenses not 
allocable to individual claims.  (3) This line shows the Pool’s gross incurred losses and 
allocated loss adjustment expense, losses assumed by reinsurers, and net incurred losses 
and loss adjustment expense (both paid and accrued) as originally reported at the end of 
the year in which the event that triggered coverage occurred (called accident year).  (4) 
This section of ten rows shows the cumulative net amounts paid as of the end of succes-
sive years for each accident year.  (5) This line shows the latest reestimated amount of 
losses assumed by reinsurers for each accident year.  (6) This section of ten rows shows 
how each accident year’s net incurred losses increased or decreased as of the end of suc-
cessive years.  (This annual reestimation results from new information received on 
known losses, reevaluation of existing information on known losses, and emergence of 
new losses not previously known.)  (7) This line compares the latest reestimated net in-
curred losses amount to the amount originally established (line 3) and shows whether 
this latest estimate of losses is greater or less than originally thought.  As data for indi-
vidual accident years mature, the correlation between the original estimates and reesti-
mated amounts is commonly used to evaluate the accuracy of net incurred losses cur-
rently recognized in less mature accident years.  The columns of the table show data for 
successive accident years. 

During the transition period following implementation of GASBS 10, ten years 
of information about claims liabilities and claim adjustment expenses may not be 
available.  Information required above should be presented for as many years as that 
information is available.  In addition, if changes in a pool’s loss, expense, reinsur-
ance, excess insurance, or other transactions materially affect pool revenue, ex-
penses, or liabilities in a manner not fairly disclosed or presented in the tables above, 
the pool should expand those disclosures to show additional detail to keep the 
schedules from being misleading or to keep trends from becoming obscure. 

SUMMARY

Risk financing activities are typically very significant for state and local gov-
ernmental entities, regardless of whether risks are transferred to public entity risk 
pools.  This chapter addressed the accounting and financial reporting requirements 
for both the state and local governmental entities themselves, as well as those for 
public entity risk pools. 
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INTRODUCTION 

Accounting for leases is one of the more technically challenging areas in ac-
counting, including governmental accounting.  This chapter describes the accounting 
and financial reporting requirements for both lessees and lessors.  Essentially, these 
accounting requirements depend on whether the lease is classified as an operating 
lease or a capital lease.  This classification is made in the same manner by govern-
mental entities as by commercial enterprises.  Two important differences must be 
considered, however.  The first is whether the lease is accounted for by a govern-
mental fund or a proprietary fund.  The accounting and financial reporting require-
ments differ significantly.  The second is whether an operating lease has scheduled 
rent increases inherent in its terms and conditions.  The accounting for such sched-
uled rent increases differs for governmental entities from the accounting used by 
commercial enterprises for scheduled rent increases. 

This chapter provides guidance for all of these situations, first from the point of 
view of the lessee and second from the point of view of the lessor. 

ACCOUNTING BASIS 

The accounting and financial reporting requirements discussed in this chapter 
originate with NCGA Statement 5 (NCGAS 5), Accounting and Financial Reporting 
Principles for Lease Agreements of State and Local Governments.  NCGAS 5 directs 
state and local governments to use the accounting and financial reporting standards 
of FASB Statement 13 (SFAS 13), Accounting for Leases, including subsequent 
amendments.  NCGAS 5 provides guidance to state and local governments on ap-
plying the requirements of SFAS 13 in a manner consistent with that of governmen-
tal accounting.  In other words, governmental funds need to account for the capital 
assets and long-term liabilities resulting from accounting for a lease as a capital 
lease consistent with how fixed assets and long-term liabilities are otherwise ac-
counted for by governmental funds.  The effect of recording capital leases on the 
government-wide financial statements must also be considered.  The government-
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wide statements record leases in a manner similar to proprietary funds.  The re-
quirements of SFAS 13, as amended, can be applied by proprietary funds directly, 
since these funds use the same basis of accounting and measurement focus as com-
mercial funds, resulting in identical accounting treatment for these leases. 
NOTE: One important consideration in lease accounting for capital leases for governments 
concerns leases between a primary government and its component units.  The accounting dif-
fers for blended component units and discretely presented component units.

• Blended component units.  Capital leases between the primary government and a 
blended component unit (or between two component units) should not be reported as 
capital leases in the financial reporting entity’s financial statements.  The component 
unit’s debt and assets under the lease are reported as a form of the primary govern-
ment’s debts and assets. 

• Discretely presented component units.  Capital leases between the primary govern-
ment and a discretely presented component unit should be accounted for as usual 
capital leases under SFAS 13 as described in this chapter.  However, related receiv-
ables and payables should not be combined with other amounts due to or from com-
ponent units or with capital lease receivables and payables with organizations outside 
of the reporting entity.  In these cases, governments may want to consider elimination 
entries for the lease assets and liabilities, since a double counting of these assets and 
liabilities results from this accounting treatment. 

The accounting for leases is derived from the view that a lease that transfers 
substantially all of the benefits and risks of ownership should be accounted for as the 
acquisition of an asset and the incurrence of a liability by the lessee (that is, a capital 
lease), and as a sale or financing by the lessor (that is, a sales-type, direct-financing, 
or leveraged lease).  Other leases should be accounted for as operating leases; in 
other words, the rental of property. 

Lessee Accounting 

A lessee accounts for a lease as one of the following: 

• Capital lease 
• Operating lease 

If a lease meets any one of the following four classification criteria, it is a capital 
lease:

1. The lease transfers ownership of the property to the lessee by the end of the 
lease term.  (To be a capital lease, a land lease must meet this criterion.) 

2. The lease contains a bargain purchase option.  A bargain purchase option is 
a provision allowing the lessee, at its option, to purchase the lease property 
for a price sufficiently lower than the expected fair value of the property at 
the date the option becomes exercisable, and that exercise of the option ap-
pears, at the inception of the lease, to be reasonably assured. 

3. The lease term is equal to 75% or more of the estimated economic life of the 
leased property.  However, if the beginning of the lease term falls within the 
last 25% of the total estimated economic life of the lease property, including 
earlier years of use, this criterion should not be used for purposes of classi-
fying the lease.  The estimated economic life of leased property is defined by 



372 Wiley GAAP for Governments 2004 

SFAS 13 as the estimated remaining period during which the property is ex-
pected to be economically usable by one or more users, with normal repairs 
and maintenance, for the purpose for which it was intended at the inception 
of the lease without limitation of the lease term. 
NOTE:  A good example of the “economic” life of an asset that is being leased 
would be the life of a personal computer, or PC.  While the actual hardware may be 
expected to function perfectly well for ten years, it would be hard to justify an eco-
nomic life of more than three to five years, given the rapid changes in PC technol-
ogy coupled with increasing demands on PC hardware by software packages. 

4. The present value at the beginning of the lease term of the minimum lease 
payments, excluding executory costs, equals or exceeds 90% of the excess 
of the fair value of the leased property.  If the beginning of the lease term 
falls within the last 25% of the total estimated economic life of the lease 
property, including earlier years of use, this criterion should not be used for 
purposes of classifying the lease. 

Minimum lease payments include only those payments that the lessee is obli-
gated to make or can be required to make in connection with the leased property.  
Contingent rentals should not be considered part of the minimum lease payments.  
Exhibit 1 defines minimum lease payments in accordance with SFAS 13. 

Exhibit 1:  Definition of minimum lease payments 

In classifying leases as capital and operating and in recording leases, the determina-
tion of what are the minimum lease payments under the lease is likely to be an important 
consideration.  Accordingly, SFAS 13 provides some specific guidance in determining 
what should be considered as part of the minimum payments under a lease. 

Lessee standpoint 

The payments that a lessee is required to make (or that the lessee can be required to 
make) in connection with the lease is the basic definition of minimum lease payments.  
For example, a sixty-month lease with a $1,000 required monthly payment would have 
minimum lease payments under the lease of $60,000. 

The following provides some specific examples when the above example is compli-
cated by other factors: 

• Executory costs of the lease, such as insurance, maintenance and taxes, which are 
paid by the lessee are not part of the minimum lease payments 

• If the lease has a bargain purchase option, the minimum rental payments over the 
lease term, including the payment called for by the bargain purchase option, 
should be included in the minimum lease payments 

• Minimum lease payments should not include any guarantee by the lessee of debt 
of the lessor 

Two additional considerations 
1. A guarantee by the lessee of the residual value of the property at the expiration 

of the lease term should be included in minimum lease payments, whether or 
not the payment of the guarantee constitutes a purchase of the leased property. 

a. When the lessor has the right to require the lessee to purchase the property 
at the termination of the lease for a certain or determinable amount, that 
amount is considered the amount of the guarantee that is included in mini-
mum lease payments. 
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b. When the lessee agrees to make up any deficiency below a stated amount 
of the lessor’s realization of the residual value, the guarantee amount that 
is included in the minimum lease payments is the amount stated, rather 
than an estimate of the deficiency that would have to be made up. 

2. The minimum lease payments would also include any payment that the lessee 
must make or can be required to make upon the failure to renew or extend the 
lease at the expiration of the lease term, regardless of whether or not the pay-
ment could constitute a purchase of the lease property.  If, however, conditions 
are met so that the renewal of the lease term appears to be reasonably assured, 
these payments for not extending or renewing the lease should not be included 
in minimum lease payments. 

Lessor standpoint 

The lessor would apply the same principles described above in determining mini-
mum lease payments.  In addition, any guarantee of the residual value or of rental pay-
ments beyond the lease term by a third party unrelated to the lessee would be considered 
as part of minimum lease payments, provided that the guarantor was financially capable 
of charging its obligation under the guarantee. 

In determining the present value of lease payments, the lessee should use its in-
cremental borrowing rate unless the following two conditions are met: 

1. It is practical for the lessee to determine the implicit interest rate that the les-
sor used to compute the lease payments. 

2. The implicit rate computed by the lessor is less than the lessee’s incremental 
borrowing rate. 

If both of these conditions are met, then the lessee should use the interest rate 
that is implicit in the lease instead of its incremental borrowing rate in computing 
the present value of the minimum lease payments.  The lessee’s incremental bor-
rowing rate is the estimated interest rate that the lessee would have had to pay if the 
leased property had been purchased and financed over the period covered by the 
lease.

In applying the above lease classification criteria, it is important to understand 
the SFAS 13 definition of the lease term.  The lease term is the fixed, noncancelable 
term of the lease, plus 

1. All periods covered by bargain renewal options 
2. All periods for which failure to renew the lease imposes a penalty on the les-

see in such an amount that a renewal appears, at the inception of the lease, to 
be reasonably assured 

3. All periods covered by ordinary renewal options during which a guarantee 
by the lessee of the lessor’s debt directly or indirectly related to the lease 
property is expected to be in effect (or a loan from the lessee to the lessor di-
rectly or indirectly related to the leased property is expected to be out-
standing)

4. All periods covered by ordinary renewal options preceding the date as of 
which a bargain purchase option is exercisable

5. All periods representing renewals or extensions of the lease at the lessor’s 
option



374 Wiley GAAP for Governments 2004 

However, in no circumstances should the lease term be assumed to extend be-
yond the date a bargain purchase option is exercisable. 

Recording operating and capital leases by the lessee.  The following pages 
provide an illustration of how a lessee would record both an operating lease and a 
capital lease.  The recording is also affected by whether the fund that is recording 
the lease is a governmental or a proprietary fund.  These differences are also illus-
trated.

Operating lease.  The recording of an operating lease is basically the same for 
both governmental funds and proprietary funds.  The lease is accounted for as any 
other recurring payment.  Remember that an operating lease is treated simply as a 
rental of property with no assets or liabilities recorded, assuming that the govern-
mental entity makes the lease payments on time and there is no overlapping prepaid 
periods.

Assume that a government leases a van for a monthly lease payment of $400 for 
a two-year period.  Payments are due on the first day of each month.  The lease is 
determined to be an operating lease, since none of the criteria for capitalizing a lease 
are met.  The following journal entries are recorded by both governmental and pro-
prietary funds: 

Rental expenditures/expense—transportation equip. 400 
Cash 400 

To record monthly lease payment for van. 

Capital lease.  In recording a capital lease, the governmental entity records an 
amount equal to the present value of the minimum lease payments.  (However, the 
amount recorded should not exceed the fair value of the property being leased.) Both 
an asset and a liability are recorded because a capital lease is accounted for as if the 
lessee had actually purchased the leased property.  In other words, it records the 
leased property on its books as an asset and records the same amount as a liability, 
reflecting that the substance of the lease transaction is that the lessee is purchasing 
the asset from and financing the purchase with the lessor. 

Modifying the illustration presented above, assume that the government leases 
the same van for $400 per month, but the life of the lease is five years and after the 
five-year period, the governmental entity can purchase the van from the lessor for 
$1.  In this case, the capital lease criteria that a bargain purchase option exists is met.  
In addition, the lease is arguably for 75% of the economic life of the van, meeting a 
second lease capitalization criteria. (Although in this case, at least two criteria are 
met, only one of the four criteria actually needs to be met to require the lease to be 
accounted for as a capital lease.)  Assume that the lessee is unable to determine the 
implicit interest rate that the lessor used in the lease, and will use its incremental 
borrowing rate of 6% to perform the present value calculations.  The lease term be-
gins June 1 with the first payment due on June 1, with interest paid in advance.  The 
government has a June 30 fiscal year-end. 

The $400 monthly payments for five years represent total payments of $24,000 
over the life of the lease.  The present value of these minimum lease payments using 
the 6% interest rate is $20,690. 
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In recording capital leases by a lessee, there are significant differences in the ac-
counts used by governmental funds and proprietary funds.  The following illustrates 
those differences, incorporating the above example. 

Governmental fund.  In governmental funds, the primary emphasis is on the flow 
of financial resources, and expenditures are recognized on the modified accrual basis 
of accounting.  Accordingly, if a lease agreement is to be financed from general 
governmental resources, it must be accounted for and reported on a basis consistent 
with governmental fund accounting principles. 

Capital assets used in governmental activities acquired through lease agreements 
should be reported only in the government-wide statement of net assets at the incep-
tion of the agreement in an amount determined by the criteria of SFAS 13, as 
amended.  A liability in the same amount should be recorded simultaneously in the 
government-wide statement of net assets.  When a capital lease represents the acqui-
sition or construction of a general capital asset, it should be reflected as an expendi-
ture and an other financing source, consistent with the accounting and financial re-
porting for general obligation bonded debt. (See Chapter 8 for further information on 
accounting for general capital asset acquisition by a capital projects fund.)  Subse-
quent governmental fund lease payments are accounted for consistently with the 
principles for recording debt service on general obligation debt.  (See Chapter 9 for 
accounting for debt service payments by a debt service fund.)  
NOTE: While governments may choose to account for general government capital lease 
transactions in capital projects funds and debt service funds, they are not required to do so 
unless otherwise required by law, regulation, or contract.  For simplicity, the following ex-
ample assumes that the general government capital lease transactions are accounted for by 
the general fund.  For entries that would be recorded in the government-wide financial 
statements, see the following description of accounting for proprietary funds.

General Fund 
Expenditures—Capital leases 20,690 

Other financing sources—capital leases 20,690 
To record capital lease transaction. 

The above entries record the execution of the capital lease itself.  The following 
entries would be recorded subsequent to the signing of the lease.  Assume that the 
only payment made during the fiscal year is one $400 payment, which consists of 
$100 of interest and $300 of principal (amounts have been rounded for simplicity). 

General Fund 
Expenditures—Capital lease—principal 300 
Expenditures—Capital lease—interest 100 

Cash 400 
To record payment made on capital lease. 

NOTE: If the government does not record debt service expenditure by object, the entire 
$400 could be debited to “Expenditures—capital leases” instead of breaking out the in-
terest and principal portions of the lease payment.

Government-wide financial statements and proprietary funds.  Capital lease ac-
counting for government-wide financial statements and proprietary funds should fol-
low SFAS 13, as amended and interpreted, without modification.  All assets and li-
abilities of proprietary funds are accounted for and reported in the respective pro-



376 Wiley GAAP for Governments 2004 

prietary fund.  Therefore, transactions for proprietary fund capital leases are ac-
counted for and reported entirely within the individual proprietary fund.  Assets and 
liabilities for capital lease transactions of governmental funds are reported only in 
the government-wide financial statements. 

Using the same illustration as above, the following journal entries would be re-
corded by the proprietary fund or in the government-wide financial statements for 
capital leases: 

Fixed assets—van 20,690 
Amounts due under capital leases 20,690 

To record execution of capital lease agreement. 

Interest expense 100 
Amounts due under capital leases 300 

Cash 400 
To record first month’s lease payment. 

Depreciation expense 345 
Accumulated depreciation—fixed assets—van 345 

To record depreciation expense for leased van. 

NOTE:  The depreciation period in the above example was assumed to be the same as the 
term of the lease.  If a lease is capitalized because of the existence of a bargain purchase op-
tion or because the title to the asset transfers to the lessee at the end of the lease (criteria 1 
and 2 above), the lessee is free to use a depreciation period that is consistent with its normal 
depreciation policy.  Accordingly, if the lessee normally depreciates vans over ten years, it 
should depreciate the van over a ten-year period.  However if criteria 1 and 2 are not met, 
and the lease is capitalized because either criteria 3 or 4 is met, then the period for depre-
ciation should be the lease term, rather than the lessee’s normal depreciation policy. 

Disclosure requirements.  Both governmental funds and proprietary funds and 
the government-wide financial statements are required to follow the disclosure re-
quirements of SFAS 13, as amended and interpreted.  These disclosure requirements 
are as follows: 

A. For capital leases 

1. The gross amount of assets recorded under capital leases as of the date 
of each balance sheet presented by major classes according to nature or 
function (This information may be combined with comparable informa-
tion for owned assets.) 

2. Future minimum lease payments as of the date of the latest balance 
sheet presented, in the aggregate and for each of the five succeeding fis-
cal years, with separate deductions from the total for the amount repre-
senting executory costs, and any profit thereon, included in the mini-
mum lease payments and for the amount of the imputed interest neces-
sary to reduce the net minimum lease payments to present value 

3. The total of minimum sublease rentals to be received in the future under 
noncancelable subleases as of the date of the latest balance sheet pre-
sented

4. Total contingent rentals actually incurred for each period for which an 
income statement is presented 
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5. Assets recorded under capital leases and the accumulated amortization 
thereon should be separately identified in the lessee’s balance sheet or in 
the footnotes.  Similarly, the related obligations should be separately 
identified in the balance sheet as obligations under capital leases. (For 
governmental funds, this should be applied as separately identified in 
the general fixed asset account group and general long-term debt ac-
count group.) 

B. For operating leases having initial or remaining noncancelable lease terms in 
excess of one year 

1. Future minimum rental payments required as of the date of the latest 
balance sheet presented, in the aggregate and for each of the five suc-
ceeding fiscal years 

2. The total of minimum rentals to be received in the future under non-
cancelable subleases as of the date of the latest balance sheet presented 

C. For all operating leases:  rental expense for each period for which an income 
statement is presented, with separate amounts for minimum rentals, contin-
gent rentals, and sublease rentals.  Rental payments under the leases with 
terms of a month or less that were not renewed need not be included. 

D. A general description of the lessee’s leasing arrangements including, but not 
limited to, the following: 

1. The basis on which contingent rental payments are determined 
2. The existence of terms of renewal or purchase options and escalation 

clauses
3. Restrictions imposed by lease agreements, such as those concerning 

dividends (governmental entities might interpret this as transfers), addi-
tional debt, and further leasing 

Exhibit 2 illustrates disclosures that might be used as the basis of a lessee’s lease 
disclosures for both operating and capital leases. 

Exhibit 2:  Sample disclosure—Capital and operating leases 

The City leases a significant amount of property and equipment from others.  
Leased property having elements of ownership is recorded as capital leases in the gen-
eral fixed asset account group.  The related obligations, in amounts equal to the present 
value of the minimum lease payments payable during the remaining term of the leases, 
are recorded in the government-wide statement of net assets.  Leased property not hav-
ing elements of ownership are classified as operating leases.  Both capital and operating 
lease payments are recorded as expenditures when payable.  Total expenditures on such 
leases for the fiscal year ended June 30, 20X1 was $XXX,XXX. 

As of June 30, 20X1, the City (excluding discretely presented component units) had 
future minimum payments under capital and operating leases with a remaining term in 
excess of one year as follows: 
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Capital Operating Total
Fiscal year ending June 30:    

20X2 $xxx $xx $x,xxx 
20X3 $xxx $xx $x,xxx 
20X4 $xxx $xx $x,xxx 
20X5 $xxx $xx $x,xxx 
20X6 $xxx $xx $x,xxx 
20X7-20X11 $xxx $xx $x,xxx
20X12-20X16 $xxx $xx $x,xxx
Future minimum payments $xxx $xx $x,xxx
Less interest   $   xxx
Present value of future 
minimum payments 

   
$   xxx

Lessor Accounting 

Lessors also classify leases according to whether they are in substance sales of 
property or equipment or true rentals of property or equipment.  A lessor classifies 
leases into one of the following categories: 

• Operating leases 
• Direct-financing leases 
• Sales-type leases 
• Leveraged leases 

For governmental entities, the two predominate leases are operating leases and 
direct-financing leases.  Sales-type leases arise when there is a manufacturer’s profit 
built into the lease payment.  Leveraged leases involve the financing of the lease 
through a third-party creditor.  Both of these types of leases are outside the discus-
sion of the leasing activities of governmental entities, but are included in SFAS 13 
because of their relevance to commercial enterprises. 

The direct-financing lease for a lessor is the equivalent of the capital lease for a 
lessee.  A direct-financing lease transfers substantially all of the risk and rewards of 
ownership from the lessor to the lessee.  In a direct-financing lease, the owner of the 
property is in substance financing the purchase of the property by the lessee, which 
is evident from the title of this type of lease. 

SFAS 13 requires that a lease be classified as a direct-financing lease when any 
of the four capitalization criteria (described earlier in the chapter) are met and when 
both of the following additional criteria are satisfied: 

• Collectibility of the minimum future lease payments is reasonably predictable.  
However, a lessor is not precluded from classifying a lease as a direct-
financing lease simply because the receivable is subject to an estimate of un-
collectibility based on the experience with groups of similar receivables. 

• No important uncertainties surround the amount of nonreimbursable costs yet 
to be incurred by the lessor under the lease.  Important uncertainties might in-
clude commitments by the lessor to guarantee performance of the leased prop-
erty in a manner more extensive than the typical product warranty or to effec-
tively protect the lessee from obsolescence of the leased property.  However, 
the necessity of estimated executory costs to be paid by the lessor does not by 
itself constitute an important uncertainty for purposes of this criterion. 
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The lessor’s investment in the lease consists of the present value of the mini-
mum lease payments, including any residual values that accrue to the benefit of the 
lessor and any rental payments guaranteed by a third party not related to the lessor or 
lessee (similar to a leveraged lease).  In determining the present value of the mini-
mum lease payments, the interest rate implicit in the lease is used.  This rate is the 
discount rate that, when applied to the minimum lease payments and the residual 
value accruing to the benefit of the lessor, causes the aggregate present value at the 
beginning of the lease term to be equal to the fair value of the leased property to the 
lessor at the inception of the lease. 
NOTE:  This sounds more complicated than it is.  Simply, it means that a lessor that enters 
into a direct-financing lease agreement does so at the fair value of the property being leased.  
Included in the monthly lease payments is an interest factor that reflects the fact that the les-
sor is receiving the money over time, rather than at once.  The interest rate needed to dis-
count the monthly lease payments to arrive at the fair value of the property at the beginning 
of the lease is the implicit interest rate. 

Once the present value of the minimum lease payments is determined, this 
amount is compared with the carrying amount of the asset that is recorded on the 
books of the lessor at the time the lease is signed.  The difference between the pres-
ent value of the minimum lease payments and the carrying amount is recorded as de-
ferred income at the time the lease is signed.  The amount of deferred income is am-
ortized into income over the lease term, using the effective interest method. 

As was seen with accounting for capital leases by lessees, whether the fund re-
cording the lease is a governmental fund or a proprietary fund has a significant ef-
fect on how leases, particularly capital leases, are accounted for and reported.  The 
following illustrations of journal entries use the same facts as the examples of ac-
counting by the lessee, but instead are provided by the lessor.  One additional as-
sumption is that the asset being leased has a carrying amount on the books of the 
lessor of $20,000, which is the original cost of $22,000 and accumulated deprecia-
tion of $2,000.  These amounts are recorded in the general fixed asset account group 
for governmental funds and on the balance sheet of proprietary funds.  In addition, 
assume that $20,690 is the fair value of the van being leased on the beginning date 
of the lease. 

Operating lease—Governmental and proprietary funds.  Both governmental 
and proprietary funds would record the operating lease similarly.  The journal entry 
that would be recorded is as follows: 

Cash 400 
Rental income 400 

To record rental income from the rental of a van. 

NOTE:  The van still remains recorded in the government-wide statement of net assets and 
the balance sheet of the proprietary fund.  Depreciation would continue to be recorded on 
the asset. 

Direct financing lease—Governmental funds.  In governmental funds, lease 
receivables and deferred revenues should be used to account for leases receivable 
when a state or local government is the lessor in a lease situation.  Only the portion 
of lease receivables that represents revenue/other financing sources that are measur-
able and available should be recognized as revenue/other financing sources in gov-
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ernmental funds.  The remainder of the receivable remains deferred.  In the 
government-wide financial statements, the accounting for a direct financing lease 
would be the same as that described in the next section for proprietary funds. 

The following journal entry is recorded at the inception of the lease: 
General Fund 

Lease payments receivable 24,000 
($400 monthly for sixty months) 

Deferred revenue—lease principal payments 20,690 
Deferred revenue—lease interest payments 3,310 

To record execution of direct-financing lease. 

When the general fund receives the first lease payment of $400, the following 
journal entry is recorded: 

General Fund 
Cash 400 
Deferred revenue—lease principal payments 300 
Deferred revenue—lease interest payments  100 

Lease receivable 400 
Revenue—lease principal payments 300 
Revenue—interest 100 

To record receipt of first payment on direct financing lease.  Note that the 1994 GAAFR recommends 
that lease principal payments be reported as revenue, although reporting these payments as other fi-
nancing sources is acceptable. 

There are two factors that need to be considered by governmental funds in re-
cording direct financing leases: initial direct costs and allowance for uncollectible 
accounts.

Initial direct costs.  The governmental entity may incur costs related to the 
negotiation and execution of the lease, such as legal and accounting costs, credit in-
vestigations, and so on.  The governmental fund would recognize these costs as ex-
penditures when incurred, with an equal amount of unearned revenue recognized in 
the same period.  Assuming initial direct costs of $250 in this example, the follow-
ing journal entry would be recorded: 

General Fund 
Expenditures—lease direct costs  250 

Cash 250 
To record initial direct expenditures for lease. 

Deferred revenue—lease interest payments  250 
Revenue—lease principal payments 250 

To record initial direct expenditures for lease. 

The effect of this entry is to reduce the amount of interest income that will be 
recognized over the life of the lease, which is appropriate, considering that the net 
income on the lease is lower because of the $250 of initial direct cost payments.  In 
this example, the implicit interest rate in the lease is thus less than the 6% rate that 
has been assumed before these direct costs. 

Allowance for uncollectible accounts.  If the government has experience with 
similar types of leases or enters into a large number of leases, the government may 
determine that an allowance for uncollectible lease payments is appropriate.  For this 
lease, assume that an allowance of $200 is deemed appropriate.  The following jour-
nal entry is recorded: 
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General Fund 
Deferred revenue—lease principal payments  200 

Allowance for uncollectible lease receivables 200 
To record an allowance for uncollectible lease receivables. 

Government-wide financial statements and proprietary funds.  Direct-
financing leases in the government-wide financial statements and in proprietary 
funds are recorded  in the same way that commercial enterprises would record these 
leases.  One significant difference is that since the asset being leased is already on 
the balance sheet of the proprietary fund, the amount of deferred revenue to be am-
ortized is much smaller, consisting of the deferred interest income on the lease and 
the difference between the fair value of the asset leased and the carrying amount of 
the asset. 

The following are sample journal entries considering the above facts: 
Proprietary Fund 

Lease receivable 24,000 
Accumulated depreciation—van 1,000 

Fixed asset—van 22,000 
Deferred revenue—direct financing lease 3,000 

To record execution of a direct financing lease for a van. 

Assuming that the implicit interest rate approximates 6%, the following journal 
entry is recorded when the first lease payment is received: 

Cash 400 
Deferred revenue—direct financing lease 100 

Lease receivable 400 
Interest income 100 

To record receipt of first month’s lease payment on a direct financing lease. 

For initial direct costs, the amount of the costs paid is recorded as a reduction of 
the deferred revenue on the lease. 

Deferred revenue—direct financing lease 250 
Cash 250 

To reduce deferred revenue on lease for initial direct costs. 

To set up an allowance for uncollectible accounts, the following journal entry 
would be recorded: 

Deferred revenue—direct financing lease 200 
Allowance for uncollectible lease receivable 200 

To set up an allowance for uncollectible lease receivable. 

As can be seen from the above examples, lessors that use proprietary fund ac-
counting use the guidance of SFAS 13 as amended and interpreted in virtually the 
same manner as commercial enterprises. 

Disclosure requirements.  There are a number of disclosure requirements con-
tained in SFAS 13 that must be made, where applicable, by governmental entities 
that are lessors.  When leasing is a significant part of a lessor’s activities, the fol-
lowing information with respect to leases should be disclosed in the financial state-
ments or the footnotes to the financial statements: 

A. For direct financing leases 
1. The components of the net investment in the leases as of the date of 

each balance sheet presented 
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a. Future minimum lease payments to be received, with separate de-
ductions for (1) amounts representing executory costs, included in 
the minimum leases payments and (2) the accumulated allowance 
for uncollectible minimum lease payments receivable 

b. The unguaranteed residual values accruing to the benefit of the les-
sor

c. The amount of initial direct costs 
d. The amount of unearned income 

2. Future minimum lease payments to be received for each of the five suc-
ceeding fiscal years as of the date of the latest balance sheet presented 

3. Total contingent rentals included in revenue for each period for which 
an operating statement is presented 

B. For operating leases 

1. The cost and carrying amount, if different, of property on lease or held 
for leasing by major classes of property according to nature or function, 
and the amount of accumulated depreciation (where applicable) in total 
as of the date of the latest balance sheet presented 

2. Minimum rentals on noncancelable leases as of the date of the latest bal-
ance sheet presented, in the aggregate and for each of the five succeed-
ing fiscal years 

3. Total contingent rentals included in income for each period for which an 
operating statement is presented 

C. A general description of the lessor’s leasing arrangements 

The following exhibit provides a sample footnote disclosure that might be used 
by a governmental entity that is a lessor with both direct financing and operating 
leases. 

Exhibit 3 

The City leases certain City-owned property to others under for use as ports and 
terminals.  These leases are classified as direct-financing leases and expire at various 
intervals over the next twenty years. 

The following are the components of the City’s net investment in direct financing 
leases as of June 30, 20X1 (when a balance sheet for the prior year is presented, this in-
formation would be presented for both years): 

Total minimum lease payments to be received $xxx,xxx 
Less amounts representing executory costs     x,xxx

Minimum lease payments receivable $xxx,xxx 
Less allowance for uncollectible lease payments     x,xxx

Net minimum lease payments receivable $xxx,xxx 
Estimated residual values of lease property     x,xxx
 xxx,xxx 
Less unearned income   xx,xxx

Net investment in direct financing leases $  xx,xxx
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Minimum lease payments do not include contingent rentals that may be received 
under the lease contracts only if certain operating conditions are achieved.  Contingent 
rentals in fiscal year ended June 30, 20X1, amounted to $X,XXX. 

At June 30, 20X1, minimum lease payments for each of the five succeeding fiscal 
years are as follows: 

Fiscal year Amount
20X2 $x,xxx 
20X3 x,xxx 
20X4 x,xxx 
20X5 x,xxx 
20X6 x,xxx 
20X7-20X11 x,xxx
20X12-20X16 x,xxx
Total minimum lease payments $x,xxx

The City also leases City-owned property to others for use as marketplaces.  Total 
rental revenue on these operating leases for the fiscal year ended June 30, 20X1, was 
$X,XXX.  The City’s investment in property on operating leases consisted of buildings 
of $XX,XXX, less accumulated depreciation of $X,XXX, which amounts are recorded 
in the City’s general fixed asset account group. 

The City may receive contingent rentals on these operating leases only if certain op-
erating conditions are achieved.  Contingent rentals in fiscal year ended June 30, 20X1, 
amounted to $X,XXX. 

At June 30, 20X1, minimum lease payments for each of the five succeeding fiscal 
years are as follows: 

Fiscal year Amount
20X2 $x,xxx 
20X3 x,xxx 
20X4 x,xxx 
20X5 x,xxx 
20X6 x,xxx 
20X7-20X11 x,xxx
20X12-20X16 x,xxx
Total future rental payments $x,xxx

OTHER LEASING ISSUES FOR GOVERNMENTAL ENTITIES 

In addition to the specific considerations for accounting and financial reporting 
for leases that pertain to governmental entities that are lessees and lessors, there are 
two additional cross-cutting matters related to leasing activities that need to be con-
sidered.

• Operating leases with scheduled rent increases 
• Fiscal funding and cancellation clauses 

These topics are addressed in the remaining sections of this chapter. 

Operating Leases with Scheduled Rent Increases 

GASB Statement 13 (GASBS 13), Accounting for Operating Leases with Sched-
uled Rent Increases, establishes accounting requirements for those types of leases 
that differ from the accounting and financial reporting for those by commercial or-
ganizations.  GASBS 13’s requirements for operating leases with scheduled rent in-
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creases apply regardless of whether a governmental or proprietary fund is used to 
account for the lease.  The requirements apply to all state and local governmental 
entities, including public benefit corporations and authorities, public employee re-
tirement systems, and governmental utilities, hospitals, other health care providers, 
colleges, and universities. 

Scheduled rent increases are fixed by contract.  The increases take place with the 
passage of time and are not contingent on future events.  The increases in rent may 
be based, for example, on such factors as anticipated increases in costs or anticipated 
appreciation of property values, although the amount of the increase is specified in 
the lease agreement.  Scheduled rent increases are not contingent rentals, in which 
the changes in rent payments are based on changes in future specific economic fac-
tors, such as future sales volume or future inflation. 

Measurement criteria.  Transactions that arise from operating leases with 
scheduled rent increases should be measured based on the terms and conditions of 
the lease contract when the pattern of payment requirements, including the increases, 
is systematic and rational. 
NOTE:  For example, a governmental entity leases office space for a three-year period in 
which the rents are as follows: Year 1, $1,000; Year 2, $1,100; Year 3, $1,200.  The govern-
mental entity would recognize an expenditure/expense of $1,000 in year 1, $1,100 in year 2, 
and $1,200 in year 3.  This is different from the requirements of commercial accounting, 
where the total payments under the lease ($3,300) would be recognized on a straight-line ba-
sis over the life of the lease, or in this case $1,100 in each year. 

In applying this requirement, GASBS 13 provides the following examples of 
payment schedules that are considered systematic and rational: 

• Lease agreements specify scheduled rent increases over the lease term that are 
intended to cover (and are reasonably associated with) economic factors re-
lating to the property, such as the anticipated effects of property value appre-
ciation or increases in costs due to factors such as inflation.  Rent increases 
because of property value appreciation may result from the maturation of indi-
vidual properties as well as from general appreciation of the market.  Lower 
lease property values (and rents) may exist, for example, when a new office 
building has only a few tenants, but more are expected in the future. 

• Lease payments are required to be made on a basis that represents the time 
pattern in which the lease property is available for use by the lessee. 

In some cases, an operating lease with scheduled rent increases contains pay-
ment requirements in a particular year or years that are artificially low when viewed 
in the context of earlier or later payment requirements.  This situation may take 
place, for example, when a lessor provides a rent reduction or rent holiday that is in 
substance a financing arrangement between the lessor and the lessee.  Another ex-
ample provided by GASBS 13 is where a lessor provides a lessee with reduced rents 
as an inducement to enter into the lease.  In this case, GASBS 13 stipulates that the 
operating lease transactions be measured using either of the following methods: 

1. The straight-line method.  This is the method described above that is nor-
mally used by commercial enterprises in accounting for all operating leases 
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with scheduled rent increases.  The periodic rental expenditure/expense and 
rental revenue are equal to the total amount of the lease payments divided by 
the total number of periodic payments to be made under the lease.  Con-
tinuing with the example provided above, the lessor would record the fol-
lowing entries in each of the three years of the lease by the lessor: 

Year 1 
Cash 1,000 
Lease receivable 100 

Lease revenue 1,100 

Year 2 
Cash 1,100 

Lease revenue 1,100 

Year 3 
Cash 1,200 

Lease revenue 1,100 
Lease receivable 100 

2. The fair value method.  The operating lease transactions may be measured 
based on the estimated fair value of the rental.  The difference between the 
actual lease payments and the fair value of the lease property should be ac-
counted for using the interest method, whereby an interest amount (whether 
expenditure/expense or revenue) is recorded at a constant rate based on the 
amount of the outstanding accrued lease receivable or payable.  However, if 
the fair value of the rental is not reasonably estimable, the straight-line 
method should be used. 

In applying these requirements for using the straight-line and estimated fair 
value methods, there is a distinction in the accounting between governmental funds 
and proprietary funds. 

• Entities that report operating leases with scheduled rent increases in proprie-
tary and similar trust funds should recognize rental revenue or expense each 
period as it accrues over the lease term, as described above for the straight-line 
and estimated fair value methods.  This would apply to the government-wide 
financial statements as well. 

• Entities that report operating leases with scheduled rent increases in gov-
ernmental funds should recognize rental revenue or expenditures each period 
using the modified accrual basis of accounting.  That is, the amount recog-
nized as rental revenue (either on a straight-line basis or an estimated fair 
value basis) should be recognized as revenue to the extent that it is available to 
finance expenditures of the fiscal period.  Accrued receivables should be re-
ported in the fund and offset by deferred revenue for the portion not yet rec-
ognized as revenue.  The lessee should recognize expenditures and fund li-
abilities to the extent that the amounts are payable with expendable, available 
financial resources.  Any remaining accrued liabilities calculated in accor-
dance with either the straight-line basis or the estimated fair value basis 
should be reported in the government-wide financial statements. 
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Fiscal Funding and Cancellation Clauses

In applying the criteria of SFAS 13 to lease agreements of state and local gov-
ernments, legal restrictions of governments must be considered.  One type of legal 
restriction relates to debt limitation and debt incurrence that prohibits governments 
from entering into obligations extending beyond the current budget year.  Because of 
this type of restriction, a governmental lease agreement usually contains a clause 
(called either a fiscal funding clause or a cancellation clause) that permits the gov-
ernmental lessee to terminate the agreement on an annual basis if funds are not ap-
propriated to make required payments. 

This issue was addressed by FASB Technical Bulletin 79-10 (TB 79-10), Fiscal 
Funding Clauses in Lease Agreements, which states 

...Statement 13 requires that a cancelable lease, such as lease contain a fiscal fund-
ing clause [a clause that generally provides that the lease if cancelable if the legis-
lature or other funding authority does not appropriate the funds necessary for the 
governmental unit to fulfill its obligations under the lease agreement] be evaluated 
to determine whether the uncertainty of possible lease cancellation is a remote con-
tingency...a lease which is cancelable (1) only upon occurrence of some remote con-
tingency...shall be considered noncancelable for purposes of this definition. 

The economic substance of most lease agreements with fiscal funding clauses is 
that they are essentially long-term contracts, with only a remote possibility that the 
lease will be canceled because of the fiscal funding clause.  Accordingly, fiscal 
funding clauses should not prohibit lease agreements from being capitalized.  If a 
lease agreement meets all other capitalization criteria except for the noncancelable 
criterion, the likelihood of the lease being canceled must be evaluated, and if the 
possibility of cancellation is remote, the lease should be capitalized. 

SUMMARY

The accounting and financial reporting for lease agreements is an area that usu-
ally presents an interesting challenge to financial statement preparers.  This chal-
lenge is due to the diversity in the types and nature of lease agreements that must be 
accounted for, as well as the complexity of the accounting rules that must be ap-
plied.  The financial statement preparer for a governmental entity must be familiar 
with the requirements of commercial accounting for leases in order to effectively 
and correctly apply this guidance to lease agreements that are entered into by a gov-
ernmental entity. 
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INTRODUCTION 

The GASB issued Statement 18 (GASBS 18), Accounting for Municipal Solid 
Waste Landfill Closure and Postclosure Care Costs, to address a very narrow issue, 
the accounting and financial reporting for landfill closure and postclosure care costs.  
However, since many governmental entities operate these types of facilities, GASBS 
18 affected many governmental entities. 

GASBS 18 was issued in response to requirements promulgated by the United 
States Environmental Protection Agency (EPA).  Landfill operators became obli-
gated to meet certain requirements of the EPA as to closure and postclosure re-
quirements.  The postclosure requirements extend for a period of thirty years.  Land-
fill operators are also subject to closure and postclosure care costs resulting from 
state and local laws and regulations.  The GASB issued GASBS 18 to require gov-
ernments to recognize the liability for these closure and postclosure conditions as the 
landfill is being used, so that by the time the landfill becomes full and no longer ac-
cepts waste, the liability is recorded in the financial statements of the governmental 
entity that operates the landfill and is responsible for these requirements. 

This chapter describes the applicability and requirements of GASBS 18.  It also 
provides examples of detailed calculations of the liabilities for these types of costs 
that must be recorded in the governmental entity’s financial statements. 
NOTE:  Chapter 1 describes a current project of the GASB relating to pollution remediation 
liabilities.  While not directly related to landfills, the accounting concepts that may be in-
cluded in a future standard may be similar to that used for landfills.  For example, govern-
ments may be required by a future standard to recognize pollution remediation liabilities 
even when clean-up activities would not take place until some time in the future, if at all. 

APPLICABILITY 

The provisions of GASBS 18 apply to all state and local governmental entities, 
including public benefit corporations and authorities, governmental utilities, gov-
ernmental hospitals and other health care facilities, and governmental colleges and 
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universities.  GASBS 18 establishes accounting and financial reporting standards for 
municipal solid waste landfill (hereafter MSWLF, or simply landfill) closure and 
postclosure care costs that are required by federal, state, and local laws and regula-
tions.  In order to meet these requirements, financial statement preparers need to un-
derstand (1) what a MSWLF is and how it operates and (2) closure and postclosure 
care costs that will be incurred and are covered by this Statement.  These two items 
are addressed in the following paragraphs. 

MUNICIPAL SOLID WASTE LANDFILLS 

A municipal solid waste landfill is an area of land or an excavation that receives 
household waste.  What makes a landfill “municipal” is not the ownership of the 
landfill, but the type of waste that is received by the landfill—municipal waste 
means household waste.  Thus, a private, nongovernmental enterprise could own and 
operate a MSWLF (although it wouldn’t be subject to the requirements of 
GASBS 18). 

Landfills (which, for purposes of this chapter, is used interchangeably with 
MSWLF) operate in many different ways.  Their operating methods, along with their 
closure and postclosure care plans, are filed with regulatory bodies.  Many landfills 
operate on a “cell” basis, where the total landfill is divided into sections that are 
used one at time.  Each cell can then be closed when it reaches capacity and the 
waste is then received by the next cell that will be used. 

Certain of the closure materials and equipment used to contain wastes and to 
monitor the environmental impact of landfill operations (such as liners and leachate 
collection systems) must be installed before the cells are ready to receive waste.  
These prereception activities are sometimes needed in order to comply with federal, 
state, or local regulations or requirements.  After each cell (or the entire landfill, if it 
is operated as one large cell) is filled to capacity and no longer accepts waste, a final 
cover is applied to the cell.  Sometimes even when the landfill is operated as a num-
ber of cells, the final cover is not applied until the entire landfill is filled to capacity 
and no longer accepts solid waste. 

Estimated Total Current Cost of Closure and Postclosure Care 

There are a variety of costs that the operator of a landfill will incur for protec-
tion of the environment.  These costs will be incurred during the period that the 
landfill is in operation and after the landfill is closed and no longer accepting waste.  
GASBS 18 addresses the recording of costs relating both to the closure of the land-
fill and to costs incurred after the landfill is closed (postclosure costs).  These costs 
include the cost of equipment and facilities (such as leachate collection facilities and 
final cover) as well as the cost of services (such as postclosure maintenance and 
monitoring costs).  Certain of these costs, which result in the disbursement of funds 
near or after the date that the landfill stops accepting solid waste and during the 
postclosure period, are included in the “estimated total current cost” of landfill clo-
sure and postclosure care, regardless of whether they are capital or operating in na-
ture. (Current cost is the amount that would be paid if all equipment, facilities, and 
services included in the estimate were acquired during the current period.) 
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GASBS 18 requires that the estimated total current cost of landfill closure and 
postclosure care, based on the applicable federal, state, and local laws and regula-
tions, include the following: 

• The cost of equipment expected to be installed and facilities expected to be 
constructed (based upon the landfill’s operating plan) near or after the date 
that the landfill stops accepting solid waste and during the postclosure period.  
Equipment and facilities that are considered as part of these costs should only 
be those that will be used exclusively for the landfill.  This may include gas 
monitoring and collection systems, storm water management systems, 
groundwater monitoring wells, and leachate treatment facilities.  The costs for 
equipment and facilities that are shared by more than one landfill should be 
allocated to each user landfill based on the percentage of use by each landfill. 

• The cost of final cover (sometimes called capping) expected to be applied near 
or after the date that the landfill stops accepting waste. 

• The cost of monitoring and maintaining the expected usable landfill area dur-
ing the postclosure period.  Postclosure care may include maintaining the final 
cover; monitoring groundwater; monitoring and collecting methane and other 
gases; collecting, treating, and transporting leachate; repairing or replacing 
equipment; and remedying or containing environmental hazards. 

In determining the estimated total current costs, the governmental financial 
statement preparer should consider whether all of the requirements of the EPA, as 
well as state or local requirements, apply as to what facilities need to be installed 
and what activities need to take place for the closure and postclosure periods.  In 
other words, what is the governmental operating the landfill required to do and what 
does it plan to do to close and thereafter care for the landfill? The current cost of 
these facilities and activities need to be considered as part of the total estimated cur-
rent cost. 
NOTE:  The calculation of the estimated current cost of closure and postclosure care for a 
landfill realistically requires the assistance of either in-house or consulting engineers.  Some 
consulting engineers have teamed with accounting or financial consulting firms to prepare 
these estimates and calculations for governmental entities, including the preparation of the 
required disclosures in a draft footnote.  While using these services may be effective or con-
venient, the financial statement preparer ultimately takes responsibility for the amounts re-
corded and disclosed, and should therefore seek to understand and concur with the calcula-
tions, even if outside specialists are used. 

After the governmental entity makes an initial calculation of the estimated cur-
rent cost of landfill closure and postclosure costs, the estimate should be adjusted 
each year to reflect any changes that should be made to the estimate.  For example, 
the current cost or the estimated costs may increase or decrease simply due to infla-
tion or deflation.  On the other hand, there may be changes in the operating condi-
tions of the landfill that may affect the closure and postclosure costs.  These changes 
might include the type of equipment that will need to be acquired, as well as facili-
ties or services that will be used to perform closure and postclosure care.  In addi-
tion, there may be changes in cost estimates due to changes in the technologies that 
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will be used for closure and postclosure care activities, changes in the expected us-
able landfill area, and changes in closure and postclosure legal and regulatory re-
quirements that must be considered. 

Recording Closure and Postclosure Care Costs—Proprietary Funds and 
Government-Wide Financial Statements 

The true impact of applying GASBS 18’s requirements of recognizing a liability 
is seen in the government-wide financial statements and in proprietary funds.  This 
is because as a liability is recorded proportionally each year for total estimated cur-
rent costs, a corresponding expense is recorded in the operating statements.  This re-
sults in a matching of the period in which the cost of the closure and postclosure 
care activities occur with the period that is benefited by the landfill activities—that 
is, when the solid wastes are actually put into the landfill.  As described later in this 
chapter, governmental funds do not recognize the estimated closure and postclosure 
care costs.  These funds record an expenditure when the actual closure and postclo-
sure care costs are expended. 

For landfill activities reported using proprietary fund accounting and reporting, 
and for reporting in the government-wide financial statements, a portion of the esti-
mated total current cost of landfill closure and postclosure costs is recognized as an 
expense and as a liability in each period that the landfill accepts solid waste.  Rec-
ognition should begin on the date that the landfill begins accepting solid waste, con-
tinue in each period that it accepts waste, and be completed by the time that it stops 
accepting waste.  Estimated total current cost is assigned to periods based on the 
landfill use rather than on the passage of time.  Accordingly, some measure of land-
fill capacity used each period is used to compare with the total landfill capacity, such 
as cubic yards of solid waste, airspace, or any other reasonable measure. 

Using this approach, the current period amount to be expensed is calculated as 
follows:

Estimated total current cost  x  Cumulative capacity used 
Total estimated capacity 

–  Amount previously recognized 

Example 

For example, assume that a landfill begins operating on the first day of a govern-
mental entity’s fiscal year and is being accounted for by a proprietary fund.  The post-
closure monitoring period required by law is thirty years.  The total estimated current 
costs are $500,000, determined as follows: 

1. Equipment and facilities costs  
Near date landfill stops accepting waste $  10,000 

During closure/postclosure period:  

-- Maintenance and upgrading of leachate treatment system 5,000 
-- Expected renewals and replacements of storm water and erosion 

control facilities ($5,000 per year) 150,000
-- Monitoring and well replacements (10 wells at $3,000 each) 30,000 

2. Final cover costs, including vegetative cover 10,000

3. Postclosure care cost  



Chapter 23 / Landfill Closure and Postclosure Care Costs 391

-- Inspection and maintenance of final cover ($2,000 per year) 60,000 
-- Groundwater monitoring ($5,000 per year) 150,000 
-- On-site leachate pretreatment and off-site treatment (1,000,000 

gallons @ $.05) 50,000
-- Projected remediation costs based on similarly situated landfills   35,000

$500,000

The landfill capacity is 1,000,000 cubic yards of solid waste, and 20,000 cubic 
yards of solid waste are deposited in the landfill during the first fiscal year.  The calcu-
lation of the expense and liability to be recorded in this fiscal year for closure and post-
closure costs is calculated as follows: 

Year 1 
$500,000  x  20,000 

1,000,000
–  0  =  $10,000 

The following journal entry would be recorded: 
Expenses—landfill closure and postclosure care costs 10,000 

Liability—landfill closure and postclosure 10,000 
To record expenses for landfill closure and postclosure costs. 

Year 2 
Continuing the above example, assume that both an increase in the general price 

level and changes in the specific costs of certain equipment and services have been de-
termined.  In addition, it is determined that the actual remaining capacity of the landfill 
is only 950,000 cubic yards because during the year a certain area of the landfill could 
not be used.  During Year 2, 25,000 cubic yards of solid waste were deposited in the 
landfill.  The total estimated current cost for closure and postclosure care is calculated as 
follows: 

1. Equipment and facilities costs  
Near date landfill stops accepting waste $  10,500 

During closure/postclosure period:  

-- Maintenance and upgrading of leachate treatment system 5,000 
-- Expected renewals and replacements of storm water and erosion con-

trol facilities ($4,000 per year) 120,000
-- Monitoring and well replacements (10 wells at $3,250 each) 32,500 

2. Final cover costs, including vegetative cover 12,000 
3. Postclosure care cost  

-- Inspection and maintenance of final cover ($2,000 per year) 60,000 
-- Groundwater monitoring ($5,500 per year) 165,000 
-- On-site leachate pretreatment and off-site treatment (1,000,000 gallons 

@ $.06) 60,000
-- Projected remediation costs based on similarly situated landfills   45,000

$510,000

The calculation of the expense/liability provision for Year 2 is computed as follows: 

Year 2 
$510,000  x  45,000 

950,000
– $10,000 = $24,158 less $10,000 (amount recognized in Year 1) = $14,158 

The following journal entry would be recorded: 

Expenses—landfill closure and postclosure care costs 14,158 
Liability—landfill closure and postclosure care costs 14,158 

To record expenses for landfill closure and postclosure costs for Year 2 of landfill operations. 
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Equipment, facilities, services, and final cover that are included in the estimated 
total current cost should be reported as a reduction of the accrued liability for the 
landfill closure and postclosure care when they are acquired. 

Capital assets that will be used exclusively for a landfill that are not included as 
part of the calculation of closure and postclosure care should be fully depreciated by 
the date that the landfill stops accepting solid waste.  If capitalized, facilities and 
equipment installed or constructed for a single cell should be depreciated over the 
estimated useful life of that cell.  If these capital assets are shared among landfills, 
the portion assigned to each landfill should be fully depreciated by the date that each 
stops accepting solid waste. 
NOTE:  The above accounting used by a proprietary fund would be similar to that used in 
the government-wide financial statements prepared under the new financial reporting model.  
The liability recorded would be segregated into its current and noncurrent portions. 

Recording Closure and Postclosure Care Costs—Governmental Funds 

For landfills reported using governmental fund accounting and financial report-
ing, the measurement and recognition of the accrued liability for landfill closure and 
postclosure care should be consistent with the calculations described above for pro-
prietary funds.  However, the governmental funds should recognize expenditures 
and fund liabilities using the modified accrual basis of accounting.  The remainder 
of the liability that is not recorded in the fund would only be reflected in the 
government-wide financial statements. 
NOTE:  The total estimated current costs for landfill closure and postclosure costs include 
only those costs that will be incurred near or after the date that the landfill no longer accepts 
solid waste.  Accordingly, in practice, during the years of operation of the landfill, none of 
the liability for landfill closure and postclosure care costs will be recorded in the govern-
mental fund.  The full amount of the calculated liability is recorded in the general long-term 
debt account group. 

Eventually, the equipment and facilities needed for closure and postclosure care 
of the landfill will be purchased by the governmental fund.  When that occurs, the 
governmental fund will recognize an expenditure for the costs that will use the cur-
rent expendable financial resources of the governmental fund. 

In recording capital assets related to closure and postclosure care, GASBS 18 
provides that equipment and facilities included in the estimated total current cost of 
closure and postclosure care should not be reported as capital assets. 

Equipment, facilities, services, and final cover included in the estimated total 
current cost should be reported as a reduction of the recorded liability for the landfill 
closure and postclosure care when they are acquired.  In the operating statement, fa-
cilities and equipment acquisitions included in estimated total current cost should be 
reported as closure and postclosure care expenditures. 

Reporting Changes in Estimates 

When the formula for determining the periodic liability accrual for landfill clo-
sure and postclosure care costs is used, any changes in the estimated total current 
costs that occur before the landfill stops accepting solid waste are reported in the pe-
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riod of the changes and an adjustment is made to the calculation using the formula. 
(The example provided in this chapter demonstrates how a change in the estimated 
total current costs from $500,000 to $510,000 is generally treated as a change in an 
accounting estimate and recognized prospectively in the calculation, since it is allo-
cated over the remaining estimated life of the landfill.) 

On the other hand, accounting for a horizontal expansion of the landfill is han-
dled differently.  This type of change is viewed by GASBS 18 as an expansion of the 
landfill capacity and should not affect the factors used to calculate the accrued li-
ability for the closure and postclosure costs of the original landfill.  In this case, a 
separate calculation of the closure and postclosure care costs for the expanded por-
tion of the landfill would need to be made for each financial reporting period. 

Changes in the estimated total current cost for landfill closure and postclosure 
care may also occur after the date that the landfill stops accepting solid waste.  
These changes may include changes due to inflation (or deflation), changes in tech-
nology, changes in closure and postclosure care requirements, corrections of errors 
in estimation, and changes in the extent of environmental remediation that is re-
quired.  Changes in these estimates should be reported in the period in which the 
change is probable and reasonably estimable.  Recording these changes by govern-
mental funds within the governmental fund itself must also take into account the 
modified accrual basis of accounting and consideration for whether the costs will be 
paid from the fund’s current expendable financial resources. 

Accounting for Assets Placed in Trust 

Landfill owners or operators may be required by EPA (or state or local laws or 
regulations) rules to provide financial assurances for closure, postclosure care, and 
remediation of each landfill.  This financial assurance may require the owners or op-
erators to place assets with third-party trustees.  For example, owners and operators 
that use surety bonds to provide financial assurance for closure and postclosure care 
are required by the EPA to establish a surety standby trust fund and make deposits 
directly into this standby trust fund. 

These amounts should be reported in the fund (e.g., the general fund, special 
revenue fund, or enterprise fund) used to report the landfill’s operations.  These as-
sets should be identified by an appropriate description, such as “amounts held by 
trustee.” Any investment earnings on amounts set aside to finance closure and post-
closure care costs should be reported as revenue and not as reductions of the esti-
mated total current cost of landfill closure and postclosure care costs and the related 
accrued liability. 

RESPONSIBILITY FOR LANDFILL CLOSURE AND POSTCLOSURE 
CARE ASSUMED BY ANOTHER ENTITY 

The owner or operator of a landfill may transfer all or part of its responsibilities 
for closure and postclosure care to another entity.  A typical example is where a pri-
vate company agrees to provide closure and postclosure care as part of its contract to 
operate a government-owned landfill. 
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Owners and operators of landfills should report a liability for closure and post-
closure care costs whenever an obligation to bear these costs has been retained.  
However, GASBS 18 provides that even when the liability has been transferred, a 
governmental entity may be contingently liable under applicable federal, state, or lo-
cal laws and regulations.  Accordingly, the governmental entity should also consider 
the financial capability or stability of any other entity that assumes the responsibility 
to meet the closure and postclosure care obligations when these obligations become 
due.

If it appears that the entity assuming the responsibility will not be able to meet 
its obligations and it is probable that the landfill owner will be required to pay clo-
sure and postclosure care costs, then the amount of the obligation should be reported 
in accordance with the guidance provided for proprietary and governmental funds 
earlier in this chapter for measuring and recording the accrued liability for closure 
and postclosure care costs. 

DISCLOSURES

GASBS 18 contains several disclosure requirements that relate to landfill clo-
sure and postclosure costs, as follows: 

• The nature and source of landfill closure and postclosure care requirements 
—federal, state, or local laws and regulations 

• The fact that the recognition of a liability for closure and postclosure costs is 
based on landfill capacity used to date 

• The reported liability for closure and postclosure care at the balance sheet date 
(if not apparent from the financial statements) and the estimated total current 
cost of closure and postclosure care remaining to be recognized 

• The percentage of landfill capacity used to date and estimated remaining land-
fill life in years 

• The way in which financial assurance requirements relating to closure and 
postclosure requirements are being met; in addition, any assets restricted for 
payment of closure and postclosure care costs should be disclosed if this 
amount is not apparent from the financial statements 

• The nature of the estimates and the potential for changes due to inflation or 
deflation, technology, or applicable laws and regulations 

Exhibit 1 
The following is an illustrative note disclosure for landfill closure and postclosure 

care costs: 

Note X: Closure and Postclosure Care Costs 
The City has one active landfill available for solid waste disposal, which is located 

in the city at 123 Waste Way.  A portion of the total estimated current cost of the closure 
and postclosure care is to be recognized in each period the landfill accepts solid waste.  
The operations of the landfill are accounted for in the general fund.  For governmental 
funds, the measurement and recognition of the liability for closure and postclosure care 
are based on total estimated current cost and landfill usage to date.  Expenditures and 
fund liabilities are recognized using the modified accrual basis of accounting.  The re-
mainder of the liability is reported only in the government-wide financial statements. 
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When the landfill stops accepting solid waste, the City is required by federal and 
state law to close the landfill, including final cover, storm water management, landfill 
gas control, and to provide postclosure care for a period of thirty years following clo-
sure.  The City is also obligated under a consent order with the State Department of En-
vironmental Protection to conduct certain corrective measures associated with the land-
fill.  The corrective measures include construction and operation of a leachate mitigation 
system and closure, postclosure, and groundwater monitoring activities for the sections 
of the landfill no longer accepting solid waste. 

The liability for these activities as of June 30, 20XX, is $XXX,XXX based on the 
cumulative landfill capacity used to date.  The total estimated current cost is 
$X,XXX,XXX; therefore, the costs remaining to be recognized are $XXX,XXX.  The 
liability for closure and postclosure care costs is based on the cumulative capacity used 
to date of the landfill of XX%.  Cost estimates are based on current data, including con-
tracts awarded by the City, contract bids, and engineering studies.  These estimates are 
subject to adjustment to account for inflation and for any changes in landfill conditions, 
regulatory requirements, technologies, or cost estimates. 

The City is required by state and federal laws and regulations to make annual con-
tributions to a trust fund to finance closure and postclosure care.  The City is in compli-
ance with these requirements, and at June 30, 20XX, investments of $XXX,XXX at fair 
value are held for these purposes.  The City expects that future inflation costs will be 
paid from the interest earnings on these annual contributions.  However, if interest 
earnings are inadequate or additional postclosure care requirements are determined (due 
to changes in technology or applicable laws and regulations, for example), these costs 
may need to be covered from future tax revenues. 

SUMMARY

The accounting and financial reporting for landfills is an important consideration 
for the financial statement preparer of a governmental entity that operates or owns a 
landfill.  While the accounting itself for landfill closure and postclosure costs is not 
complicated, the determination and estimation of these future costs often requires 
the work of a specialist to assist the financial statement preparer in complying with 
the accounting and disclosure requirements of GASBS 18. 
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INTRODUCTION 

This chapter describes the accounting and financial reporting requirements for 
state and local government pension plans.  It also includes guidance for financial re-
porting for postemployment health care plans administered by defined benefit pen-
sion plans.  The requirements described in this chapter are based on two GASB 
statements:  Statement 25 (GASBS 25), Financial Reporting for Defined Benefit 
Pension Plans and Note Disclosures for Defined Contribution Plans, and Statement 
26 (GASBS 26), Financial Reporting for Postemployment Health Care Plans Ad-
ministered by Defined Benefit Pension Plans.  Both of these GASB Statements were 
issued at the same time as Statement 27 (GASBS 27), Accounting for Pensions by 
State and Local Government Employers.

GASBS 25 and GASBS 27 represent the culmination of extensive considera-
tions of accounting and financial reporting requirements for pension plans with gov-
ernmental employers.  GASBS 25 addresses the accounting and financial reporting 
requirements for the pension plans themselves.  GASBS 27 addresses the accounting 
and financial reporting requirements for the governmental employer.  (GASBS 27 is 
fully covered in Chapter 18.)  GASBS 26 represents interim guidance for the spe-
cific postemployment plans included within its scope.  The GASB is currently con-
sidering additional accounting and financial reporting guidance for the overall area 
of postemployment benefits for both employers and the related benefit plans. 

The accounting and financial reporting requirements for pension plans pre-
scribed by GASBS 25 are applicable in any of the following three situations: 

• The pension plan issues its own separate financial report 
• The Public Employee Retirement System (PERS) that administers the plan is-

sues its own separate financial report, which would include the financial in-
formation from the pension plans it administers 
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• The plan sponsor or participating employer reports the pension plan as a pen-
sion trust fund 

The second application of the requirements of GASBS 25 listed above requires 
some additional comment, since the terms PERS and pension plan are sometimes 
used interchangeably.  A PERS is defined by GASBS 25 as “A state or local gov-
ernmental entity entrusted with administering one or more pension plans; also may 
administer other types of employee benefit plans, including postemployment health 
care plans and deferred compensation plans.  A public employee retirement system 
also may be an employer that provides or participates in a pension plan or other 
types of employee benefit plans for employees of the system.” 

In other words, the PERS is a distinct entity from the plan that it administers.  
GASBS 25 requirements apply to the pension plans administered by the PERS, not 
to the PERS itself. 

The remainder of this chapter is divided into three sections. 

1. Defined benefit pension plans 
2. Defined contribution pension plans 
3. Postemployment health care plans administered by defined benefit pension 

plans

DEFINED BENEFIT PENSION PLANS 

In order to address the requirements of GASBS 25 as they relate to both defined 
benefit plans and defined contribution plans, the differences between these two types 
of plans must be understood.  

A defined benefit pension plan is defined by GASBS 25 as “A pension having 
terms that specify the amount of pension benefits to be provided at a future date or 
after a certain period of time....”  In this type of pension plan, it is the amount of the 
benefit that is specified, rather than the amount of the contributions, as is specified 
in a defined contribution plan.  The defined benefit in this type of plan is usually a 
function of one or more factors, including age, years of service, and level of com-
pensation.

A defined contribution plan is defined by GASBS 25 as 
A pension plan having terms that specify how contributions to a plan member’s ac-
count are to be determined, rather than the amount of retirement income the mem-
ber is to receive.  In a defined contribution plan, the amounts that are ultimately re-
ceived by the plan member as pension benefits depend only on the amount that was 
contributed to the member’s account and the earnings on the investment of those 
contributions. 

In addition, in some cases, forfeitures of benefits by other plan members may also be 
allocated to a member’s account.  Accordingly, in this type of pension plan there is 
no guaranteed pension benefit that is based on an employee’s salary, length of ser-
vice, and so forth. 
NOTE:  Some pension plans combine some of the characteristics of both defined benefit and 
defined contribution pension plans.  For example, a defined benefit schedule of benefits may 
be included in the plan, but participants may be able to make additional contributions to the 
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plan to increase these benefits.  In these cases, the substance and nature of the plan need to 
be analyzed to determine the financial accounting and reporting requirements for the plan.  
If the substance of the plan is to provide a defined benefit, the provisions of GASBS 25 that 
relate to defined benefit pension plans should be followed. 

GASBS 25 prescribes accounting and financial reporting requirements for de-
fined benefit plans so that the plan provides useful information to financial statement 
readers.

• The stewardship of the plan’s resources and the ongoing ability of the plan to 
pay pension benefits when due 

• The effect of plan operations and pension benefit commitments on the need 
for contributions by plan members, employers, and other contributors 

• The compliance with finance-related statutory, regulatory, and contractual re-
quirements

GASBS 25’s requirements for defined benefit pension plans apply to plans of all 
state and local governmental entities, including those of general-purpose govern-
ments, public benefit corporations and authorities, public employee retirement sys-
tems, utilities, hospitals and other health care providers, and colleges and universi-
ties.

In addition to retirement income, a defined benefit pension plan may provide 
other types of postemployment benefits, such as disability benefits, death benefits, 
life insurance, health care benefits, and other ancillary benefits.  For purposes of ap-
plying the provisions of GASBS 25, the term pension benefits includes retirement 
income as well as all other types of benefits provided through a defined benefit pen-
sion plan with the exception of postemployment health care benefits. 

Postemployment health care benefits are those benefits that include medical, 
dental, vision, and other health-related benefits that are provided to terminated em-
ployees, retired employees, dependents, and beneficiaries.  For financial reporting 
purposes, postemployment health care benefits provided through a defined benefit 
pension plan, and the assets accumulated by the plan for payment of postemploy-
ment health care benefits, are considered by GASBS 25 to be, in substance, a 
postemployment health care plan administered by (and not a part of) the pension 
plan, and subject to the requirements of GASBS 26. 

The classification of a pension plan as a defined benefit pension plan is broad.  
There are different types of plans that may be included in the classification of “de-
fined benefit pension plan.”  The two main types of defined benefit pensions are 

• Single-employer or agent multiemployer plans 
• Cost-sharing multiemployer plans 

The following explains how to classify a particular defined benefit pension plan. 

Single-Employer or Agent Multiemployer Plans 

A single-employer plan is fairly simple to identify.  It is a plan that covers the 
current and former employees, including beneficiaries, of only one employer.  Note 
that one employer may have more than one single-employer defined benefit pension 
plan.
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For example, a municipal government may have one single-employer pension 
plan whose members are police officers and another single-employer pension plan 
whose members are all firefighters.  Both of these would be considered single-
employer plans as long as the municipal government’s employees were the only 
members of the plan. 

An agent multiemployer plan (or agent plan) is a little more difficult to identify.  
An agent multiemployer plan is one in which two or more employers aggregate their 
individual defined benefit pension plans and pool administrative and investment 
functions.  Each plan for each employer maintains its own identity within the aggre-
gated agent plan.  For example, separate accounts are maintained for each employer 
so that the employer’s contributions provide benefits only for the employees of that 
employer.  In addition, a separate actuarial valuation is performed for each individ-
ual employer’s plan to determine the employer’s periodic contribution rate and other 
information for the individual plan, based on the benefit formula selected by the em-
ployer and the individual plan’s proportionate share of the pooled assets. 

For example, a county may have a number of municipalities within it; each mu-
nicipality provides pension benefits under defined benefit pension plans to its police 
officers.  To be more efficient from an administrative cost perspective and to pro-
vide a larger pool of assets for more effective investment, an agent plan may be es-
tablished at the county level in which each municipality may participate by having 
its police officers become members of the countywide agent plan.  However, each 
municipality has its own account with the countywide plan, so that the individual 
proportionate share of assets and contributions for their own employees can be de-
termined.

Cost-Sharing Multiemployer Plans 

A cost-sharing multiemployer plan is one pension plan that includes members 
from more than one employer where there is a pooling or cost sharing for all of the 
participating employers.  All risks, rewards, and costs, including benefit costs, are 
shared and are not attributed individually to the employers.  A single actuarial 
valuation covers all plan members, regardless of which employer they work for.  
The same contribution rates apply for each employer (not a flat dollar amount, but 
usually a rate proportional to the number of employees or retired members that the 
employer has in the plan). 

For example, a municipal government establishes a cost-sharing multiemployer 
plan that covers all of its nonuniformed workers.  Also included in the plan are em-
ployees of the separate transportation authority, water utility, and housing authority.  
The pension plan has more than one employer, but in this instance, separate accounts 
are not maintained for each employer.  All risks, rewards, and costs are shared pro-
portionately to the number of members that each employer has in the plan.  Separate 
asset accounts or separate actuarial valuations cannot be performed for each em-
ployer, which is the primary distinction between this type of plan and the agent plan 
described above.
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Administration of Multiple Plans 

In addition to determining the type of defined benefit pension plan, a financial 
statement preparer will also need to determine whether a governmental employer or 
a PERS is administering more than one plan.  For financial reporting purposes, the 
provisions of GASBS 25 apply separately to each defined benefit pension plan that 
is administered.  For example, a PERS report would present combining financial 
statements and required schedules for all of the defined benefit pension plans that it 
administers.  However, a plan for an agent multiemployer plan should be viewed as 
one plan for financial reporting purposes.  In other words, if the PERS administers 
one or more agent multiemployer plans, the provisions of GASBS 25 apply at the 
aggregate plan level for each plan administered.  The PERS would not be required to 
include financial statements and schedules for the individual plans of the participat-
ing employers.  While GASBS 25 addresses the issue of whether a PERS is admin-
istering separate plans, this determination is also necessary for employer govern-
mental entities that include pension plans as pension trust funds in their own finan-
cial statements.  These entities need to present combining information when their 
comprehensive annual financial reports include more than one defined benefit pen-
sion plan. 

GASBS 25 provides the following guidance to assist a PERS in determining 
whether it is administering a single plan or more than one plan that would require 
separate reporting: 

• A PERS is administering a single plan only if, on an ongoing basis, all assets 
accumulated for the payment of benefits may be legally used to pay benefits, 
including refunds of member contributions, to any of the plan members or 
beneficiaries, as defined by the terms of the plan.  If this criterion is met, the 
plan is considered a single plan for financial reporting purposes, even if 

— The system is required by law or administrative policy to maintain sepa-
rate reserves, funds, or accounts for specific groups of plan members, em-
ployees, or types of benefits (such as a reserve for plan member contribu-
tions, a reserve for disability benefits, or separate accounts for the contri-
butions of state government and local governmental employers) 

— Separate actuarial valuations are performed for different classes of cov-
ered employees or groups (such as different tiers of employees) within a 
class because different contribution rates may apply for each class or 
group depending on the applicable benefit structures, benefit formulas, or 
other factors 

• A PERS is administering more than one plan if any portion of the total assets 
administered by the PERS is accumulated solely for the payment of benefits to 
certain classes of employees or to employees of certain entities (such as public 
safety employees or state government employees).  That portion of the total 
assets and the associated benefits constitute a separate plan for which separate 
financial reporting is required, even if the assets are pooled with other assets 
for investment purposes. 
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Financial Reporting Framework 

The basic financial statements of a defined benefit pension plan consist of two 
basic financial statements, the notes to the financial statements, and two schedules of 
historical trend information that are presented as required supplementary informa-
tion.  Management’s discussion and analysis in accordance with GASBS 34 is also 
provided as required supplementary information.  (Required supplementary infor-
mation [RSI] are schedules, statistical data, and other information considered by the 
GASB to be an essential part of financial reporting and are required to be presented 
with, but not a part of, the basic financial statements of the pension plan.) 

The following is the basic financial reporting framework for a defined benefit 
pension plan: 

• A statement of net assets that includes information about the plan assets, li-
abilities, and net assets as of the end of the plan’s fiscal year; the statement 
provides information about the fair value of the plan’s assets as well as the 
composition of those assets.  (This statement does not report the actuarially 
determined funded status of the plan.  That information is provided in the 
schedule of funding status listed below.) 

• A statement of changes in plan net assets that includes information about the 
additions to, deductions from, and the net increase or decrease for the year in 
the plan’s net assets 

• A schedule of funding progress that includes historical trend information 
about the actuarially determined funded status of the plan from a long-term, 
ongoing plan perspective and the progress made in accumulating sufficient as-
sets to pay benefits when due 

• A schedule of employer contributions that includes trend information about 
the annual required contributions (ARC) of the employer and the contributions 
actually made by the employer in relation to the ARC; this schedule should 
provide information that contributes to understanding the changes over time in 
the funded status of the plan 

The following pages describe the form and content of each of these statements 
and schedules in greater detail.  Exhibit 1 (at the end of this chapter) provides exam-
ples of each of these statements and schedules. 

Statement of plan net assets.  Except for certain liabilities (discussed below), 
the statement of plan net assets is prepared on the accrual basis of accounting.  As 
such, purchases and sales of securities should be recorded on a trade date basis, and 
receivables and payables for securities transactions that have not settled as of the 
statement date should be recorded.  Plan assets should be subdivided into the major 
categories of assets held and the principal components of the receivables and in-
vestment categories. 

Receivables.  In addition to receivables for securities that have been sold but the 
transaction has not reached its settlement date, the most common receivables found 
on defined benefit pension plan financial statements are contributions receivable 
from the employer(s) and employees.  Usually, these are short-term receivables.  In 
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addition, since the full accrual basis of accounting is being used, there are likely to 
be receivables for interest and dividends from the plan’s investments. 

Amounts recognized as receivable by plans should include those amounts due 
pursuant to formal commitments, as well as those amounts due under statutory or 
contractual commitments. 

With respect to an employer’s contribution receivable, GASBS 25 provides the 
following examples of what would be considered an employer’s formal commitment 
resulting in the recognition of a receivable by the plan: 

• An appropriation by the employer’s governing body of a specified contribu-
tion or

• A consistent pattern of making payments after the plan’s reporting date pursu-
ant to an established funding policy that attributes those payments to the pre-
ceding plan year, and

• When combined with either of the two cases listed above, the recognition in 
an employer’s financial statements of a contribution payable to the plan may 
be supporting evidence of a formal commitment.  However, GASBS 25 pro-
vides that the plan should not recognize a receivable based solely on the em-
ployer’s recognition of a liability for contributions to the plan. 

Long-term receivables (additions to net assets) for contributions payable to the 
plan more than one year after the reporting date should be recognized in full in the 
year that the contract for these amounts is made.  If a contracted amount is recog-
nized at its discounted present value, interest should be accrued using the effective 
interest method, unless the use of the straight-line method would not produce sig-
nificantly different results. 

Investments.  GASBS 25 established the requirement that plan investments, 
whether equity or debt securities, real estate, or other investments (excluding insur-
ance contracts) should be reported at their fair value at the reporting date. 
NOTE:  While many debt securities and equity securities are now required to be reported at 
fair value by GASB Statement 31 (GASBS 31), Accounting and Financial Reporting for 
Certain Investments and for External Investment Pools, at the time of issuance of 
GASBS 25, reporting investments at fair value was a significant change for pension plans, 
since prior to GASBS 25 plans were reporting investments on a variety of bases, including 
cost, amortized cost, and market value, as well as a combination of these different bases.  It 
is important to note that the GASBS 25 requirements for reporting investments at fair value 
are more inclusive than the requirements of GASBS 31.  For example, real estate and ven-
ture capital investments are required to be reported at fair value under GASBS 25.

The fair value of an investment is the amount that the plan could reasonably ex-
pect to receive for the investment in a current sale between a willing buyer and a 
willing seller, other than in a forced liquidation or sale.  Fair value should be mea-
sured using the market price for an investment, provided that there is an active mar-
ket for the investment.  If there is not an active market for an investment, selling 
prices for similar investments where there is an active market would be helpful in 
determining the market value for the investment. 
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NOTE:  If a particular debt security is not traded in an active market, the financial statement 
preparer might find a debt security with similar terms and a similar credit rating by the is-
suer that does trade on an active market to estimate the fair value of the plan’s debt security. 

If a market price is not available for an investment, a forecast of expected cash 
flows may be used in estimating fair value, provided that the expected cash flows are 
discounted with an interest rate commensurate with risk of the investment involved. 

Chapter 14 discusses the GASBS 31 guidance for determining the fair value of 
option contracts and written call option contracts, open-end mutual funds, external 
investment pools, and interest-earning investment contracts.  That guidance should 
be used by defined benefit pension plans in reporting the fair values of these assets. 

The reporting of insurance contracts by defined benefit pension plans is deter-
mined by whether they are considered allocated insurance contracts or unallocated 
insurance contracts. 

An allocated insurance contract is defined by GASBS 25 as “A contract with an 
insurance company under which related payments to the insurance company are cur-
rently used to purchase immediate or deferred annuities for individual members.”  
Allocated insurance contracts are also known as annuity contracts.

An unallocated insurance contract is defined by GASBS 25 as “A contract with 
an insurance company under which payments to the insurance company are accu-
mulated in an unallocated pool or pooled account (not allocated to specific mem-
bers) to be used either directly or through the purchase of annuities to meet benefit 
payments when employees retire.  Monies held by the insurance company under an 
unallocated contract may be withdrawn and otherwise invested.” 

Unallocated insurance contracts may be reported at the contract value.  In addi-
tion, since allocated insurance contracts are purchased for specific members, they 
should be excluded from the net assets of the defined benefit pension plan. 

Assets used in operations.  In addition to the investment discussed above, the 
defined benefit pension plan may have plan assets that are used in plan operations.  
These assets may include buildings, office equipment, furnishings, leasehold im-
provements, and so forth.  Assets that are used in the plan’s operations should be re-
ported in the financial statements at historical cost less accumulated depreciation and 
amortization.

Liabilities.  Plan liabilities usually include some amounts for benefits or refunds 
of contributions that are due to plan members and beneficiaries.  Additionally, ac-
crued investment and administrative expenses are liabilities normally reported by 
defined benefit pension plans.  Since securities transactions are recorded on a trade 
date basis, there are also likely to be amounts recorded for securities that have been 
purchased, but which have not reached their settlement date. 

Plan liabilities for benefits and refunds should be recognized when due and pay-
able in accordance with the terms of the plan.  Accordingly, accruals for benefits and 
refunds are not recorded.  Rather, a liability is recorded for benefits and refunds 
when they are both due and payable.  All other plan liabilities should be recognized 
on the accrual basis.  Benefits that are payable from contracts that are excluded from 
plan assets (see allocated insurance contracts above) for which payments to the in-
surance company have been made should be excluded from plan liabilities. 
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Plan net assets.  The net assets of the plan represent the difference between the 
plan’s assets and the plan’s liabilities as of the reporting date.  The defined benefit 
pension plan’s statement of plan net assets should caption these amounts as “net as-
sets held in trust for pension benefits,” with a parenthetical reference to the plan’s 
schedule of funding progress (described later in this chapter).  When a defined bene-
fit pension plan’s financial statements are included in the financial report of the em-
ployer or sponsor, the difference between total plan assets and total plan liabilities 
should be captioned as “fund balance reserved for employees’ pension benefits.” 

Exhibit 1 provides a sample format of a plan’s statement of plan net assets. 

Exhibit 1 

City of Anywhere 
Retirement System 

Statements of Plan Net Assets 
June 30, 20X2 and 20X1 

(in thousands) 

20X2 20X1
Assets

Cash $x,xxx $x,xxx 
Receivables:

Receivables for investment securities sold x,xxx x,xxx 
Accrued interest and dividends receivable x,xxx x,xxx 
Employer contributions receivable x,xxx x,xxx

Total receivables x,xxx x,xxx
Investments at fair value:

Commercial paper x,xxx x,xxx 
Securities purchased under agreements to resell x,xxx x,xxx 
Short-term investment fund x,xxx x,xxx 
Debt securities:   

US government x,xxx x,xxx 
Corporate x,xxx x,xxx 
International investment fund—fixed income x,xxx x,xxx 
Foreign x,xxx x,xxx 

Equity securities x,xxx x,xxx 
Collateral from securities lending transactions x,xxx x,xxx

Total investments x,xxx x,xxx
Other assets x,xxx x,xxx

Total assets x,xxx x,xxx

Liabilities
Accounts payable x,xxx x,xxx 
Payables for investment securities purchased x,xxx x,xxx 
Benefits payable x,xxx x,xxx 
Securities lending transactions x,xxx x,xxx

Total liabilities x,xxx x,xxx

Contingent liabilities (Note X)      
Plan net assets held in trust for pension benefits $x,xxx $x,xxx

See accompanying notes to financial statements.   

Statement of changes in plan net assets.  The statement of changes in plan net 
assets can be viewed as the “operating” statement of the defined benefit pension 
plan.  Consistent with the statement of plan net assets, this statement is prepared us-
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ing the accrual basis of accounting, consistent with the recognition criteria for assets 
and liabilities discussed above. 

The information presented in the statement of changes in plan net assets is pre-
sented in two sections—additions and deductions.  The difference between total ad-
ditions and total deductions is reported as the “net increase (or decrease) for the year 
in plan net assets.” 

Additions.  GASBS 25 requires that the additions to plan net assets be presented 
in these four separately displayed categories. 

• Contributions from the employer(s) 
• Contributions from plan members, including those transmitted by the em-

ployer(s)
• Contributions from sources other than employer(s) and plan members, such as 

the contributions from a state government to local government defined benefit 
pension plans 

• Net investment income, including the following: 

— The net appreciation (depreciation) in the fair value of investments.  (This 
amount should include realized gains and losses on investments that were 
both bought and sold during the year.  Realized and unrealized gains and 
losses should not be separately displayed in the financial statements.  
However, plans may disclose realized and unrealized gains and losses in 
the notes to the financial statements, provided that the amounts disclosed 
include all realized gains and losses for the year, computed as the differ-
ence between the proceeds of sale and the original cost of investments 
sold.  GASBS 25 requires that if realized and unrealized gains or losses 
are disclosed, the disclosure should state that [a] the calculation of realized 
gains and losses is independent of the calculation of net appreciation [de-
preciation] in the fair value of plan investments and [b] unrealized gains 
and losses on investments sold in the current year that had been held for 
more than one year were included in the net appreciation [depreciation] 
reported in the prior years and in the current year.) 

— Interest income, dividend income, and other income not reported as part of 
the amount of net appreciation (depreciation) in plan net assets.  (Note that 
consistent with reporting investments at fair value, interest income should 
be reported at the stated interest rate.  Any premium or discount on debt 
securities should not be amortized.  Also, interest and dividend income 
may be combined with the net appreciation or depreciation in the fair 
value of investments or may be shown separately.) 

— Total investment expenses, separately displayed, including investment 
management and custodial fees and all other significant investment related 
costs.  (Nevertheless, plans are not required to include in the reported 
amount of investment expenses those investment-related costs not readily 
separable from investment income [i.e., the income is reported net of re-
lated expenses] or the general administrative expenses of the plan.) 
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Deductions.  The deductions portion of the statement of changes in plan net as-
sets should separately display 

• Benefits and refunds paid to plan members and beneficiaries 
• Total administrative expenses 

The amount reported for benefit payments should not include payments made by 
an insurance company in accordance with a contract that is excluded from plan as-
sets.  However, amounts paid by the plan to an insurance company under such a 
contract (including purchases of annuities with amounts allocated from existing in-
vestments with the insurance company) should be included in benefits paid.  The 
amounts reported by the plan for these amounts may be presented net of the plan’s 
dividend income for the year on excluded contracts. 

Exhibit 2 provides a sample of a plan’s statement of changes in plan net assets. 

Exhibit 2 

City of Anywhere 
Retirement System 

Statements of Changes in Plan Net Assets 
Years ended June 30, 20X2 and 20X1 

(in thousands) 
20X2 20X1

Additions:
Contributions:   

Member contributions $x,xxx $x,xxx 
Employer contributions x,xxx x,xxx

Total contributions x,xxx x,xxx

Investment income:   
Interest income x,xxx x,xxx 
Dividend income x,xxx x,xxx 
Net appreciation in fair value of investments x,xxx x,xxx

Total investment income x,xxx x,xxx 

Less investment expenses x,xxx x,xxx
Net investment income x,xxx x,xxx

Other:   
Payments from other funds and other revenues x,xxx x,xxx

Total additions x,xxx x,xxx

Deductions:
Benefit payments and withdrawals x,xxx x,xxx

Total deductions x,xxx x,xxx
Net increase x,xxx x,xxx 

Net assets held in trust for pension benefits:
Beginning of year x,xxx x,xxx
End of year $x,xxx $x,xxx

See accompanying notes to financial statements.   

Note disclosures.  The statement of plan net assets and the statement of changes 
in plan net assets are the primary financial statements for defined benefit pension 
plans prescribed by GASBS 25.  In addition to the schedules that are presented as re-
quired supplementary information (described in the following pages) GASBS 25 
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also requires that all of the following disclosures be made in either of the instances 
when the financial statements are presented as follows: 

• In a stand-alone plan financial report 
• Solely in the financial report of an employer as a pension trust fund 

GASBS 25 provides that when a plan’s financial statements are presented in 
both an employer’s report and a publicly available stand-alone plan financial report 
that complies with these requirements, the employer may limit its pension trust fund 
disclosures to those required by items A(1), B, C(4), and D, provided that the em-
ployer discloses information about how to obtain the stand-alone financial plan fi-
nancial report. 
NOTE: In other words, GASBS 25 reduces the disclosure requirements for an employer that 
reports a defined benefit pension plan as a pension trust fund, provided that the plan issues 
its own stand-alone statements.  Theoretically, the financial statement reader should be able 
to read the report of the plan to obtain information that he or she needs, instead of repeating 
all of these disclosures in the employer’s financial statements.

The following are the GASBS 25 required disclosures: 

A. Plan description 

1. Identification of the plan as a single-employer, agent multiemployer, or 
cost-sharing multiemployer defined benefit pension plan and disclosure 
of the number of participating employers and other contributing entities 

2. Classes of employees covered (such as general employees and public 
safety employees) and the current membership, including the number of 
retirees and beneficiaries currently receiving benefits, terminated mem-
bers entitled to but not yet receiving benefits, and current active mem-
bers (if the plan is closed to new entrants, that fact should be disclosed). 

3. A brief description of the plan’s benefit provisions, including the types 
of benefits, the provisions or policies with respect to automatic and ad 
hoc postretirement benefit increases, and the authority under which 
benefit provisions are established or may be amended.  (Automatic in-
creases are periodic increases specified in the terms of the plan that are 
nondiscretionary except to the extent that the plan terms can be changed.  
Ad hoc increases may be granted periodically by a decision of the board 
of trustees, legislature, or other authoritative body if both the decision to 
grant an increase and the amount of the increase are discretionary.) 

B. Summary of significant accounting policies 
1. Basis of accounting, including the policy with respect to the recognition 

in the financial statements of contributions, benefits paid, and refunds 
paid

2. Brief description of how the fair value of investments is determined 
C. Contributions and reserves 

1. Authority under which the obligations to contribute to the plan of the 
plan members, employer(s), and other contributing entities are estab-
lished or may be amended 
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2. Funding policy, including a brief description of how contributions of the 
plan members, employer(s), and other contributing entities are deter-
mined (for example, by statute, through an actuarial valuation, or in 
some other manner) and how the costs of administering the plan are fi-
nanced

3. Required contribution rates of active plan members, in accordance with 
the funding policy 

4. Brief description of the terms of any long-term contracts for contribu-
tions to the plan and disclosure of the amounts outstanding at the re-
porting date 

5. The balances in the plan’s legally required reserves at the reporting date 
(Amounts of net assets designated by the plan’s board of trustees or 
other governing body for a specific purpose may also be disclosed but 
should be captioned as designations, rather than reserves.  A brief de-
scription should also be provided of the purpose of each reserve and 
designation disclosed and of whether the reserve is fully funded.) 

D. Concentrations—Identification of investments (other than those issued or 
guaranteed by the US government) in any one organization that represent 
5% or more of plan net assets 

Required supplementary information.  GASBS 25 requires that defined bene-
fit pension plans present certain information as “required supplementary informa-
tion” immediately after the footnotes to the financial statements.  In presenting this 
information, the defined benefit pension plan should take into consideration the fol-
lowing requirements and exceptions provided for by GASBS 25: 

• The amounts reported in the schedules of required supplementary information 
should not include assets, benefits, or contributions for postemployment health 
care benefits.  (The requirements for reporting these amounts are discussed 
later in this chapter.) 

• Defined benefit pension plans may elect to report the information specified for 
one or both of the required schedules either as 

— A statement of funding progress and/or a statement of employer contribu-
tions.  (These statements must be in addition to and separate from the 
statement of plan net assets and the statement of changes in plan net as-
sets.)

— Notes to the financial statements 

Exhibit 3 provides a sample of a plan’s schedule of funding progress. 
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Exhibit 3 

City of Anywhere 
Retirement System 

Schedule of Funding Progress 
(In conformity with the plan’s funding method)

(in thousands) 

(Unaudited)

Actuarial
valuation

date
June 30

(1)

Actuarial
value of
assets

(2)
Actuarial
accrued

liability (AAL)
frozen entry age

(3)

Unfunded
AAL

(UAAL)

(4)

Funded
ratio

(5)

Covered
payroll

(6)
UAAL as a
percentage
of covered

payroll
   (2) – (1) (1) ÷ (2)  (3) ÷ (5) 

20X6  $x,xxx x,xxx x,xxx xx.x% $x,xxx xx.x% 
20X5*  x,xxx** x,xxx x,xxx xx.x% x,xxx xx.x% 
20X4  x,xxx x,xxx x,xxx xx.x% x,xxx xx.x% 
20X3  x,xxx x,xxx x,xxx xx.x% x,xxx xx.x% 
20X2  x,xxx x,xxx x,xxx xx.x% x,xxx xx.x% 
20X1  x,xxx x,xxx x,xxx xx.x% x,xxx xx.x% 

* Revised economic and noneconomic assumptions due to experience review. 
** Reestablished the actuarial asset value to equal market value. 

A. For the year ended June 30, 20X5 and later, the valuation method was changed from 
an end of year to a beginning of year convention. 

B. The change in the actuarial asset valuation method (AAVM) as of June 30, 20X5, to 
reflect a market basis for investments held by the plan was made as one component 
of an overall revision of actuarial assumptions and methods as of June 30, 20X5. 

Under the prior AAVM, the actuarial asset value (AAV) was reset to market 
value (i.e., market value restart) as of June 30, 20X5.  The prior AAVM recognized 
expected investment returns immediately and phased in investment returns greater 
or less than expected (i.e., unexpected investment returns [UIR]) over five years at a 
rate of 20% per year (or at a cumulative rate of 20%, 40%, 60%, 80%, and 100% 
over five years). 

The AAVM used as of June 30, 20X6 is a modified version of the typical five-
year average of market values used previously. 

The modification in the AAVM as of June 30, 20X6, had no impact on fiscal 
year 20X6 employer contributions but will impact employer contributions begin-
ning fiscal year 20X7. 

C. To effectively assess the funding progress of the plan, it is necessary to compare the 
actuarial value of assets and the actuarial accrued liability calculated in a manner 
consistent with the plan’s funding method over a period of time.  The actuarial ac-
crued liability is the portion of the actuarial present value of pension plan benefits 
and expenses that is not provided for by future normal costs and future member 
contributions. 

D. The unfunded actuarial accrued liability is the excess of the actuarial accrued liabil-
ity over the actuarial value of assets.  This is the same as unfunded frozen actuarial 
accrued liability, which is not adjusted from one actuarial valuation to the next to 
reflect actuarial gains and losses.

If presented either as separate statements (as opposed to schedules) or in the 
footnotes, the same items of information are required in the following paragraphs for 



410 Wiley GAAP for Governments 2004

the most recent year (actuarial valuation) available.  Information for one or more 
prior years may also be included. 

• Plans that use the aggregate actuarial cost method (defined later) in accor-
dance with the parameters (defined later) should present the required schedule 
of employer contributions.  These plans are not required to present a schedule 
of funding progress, but should disclose that the aggregate method is used. 

• Employer reporting.  When a cost-sharing or agent plan’s financial statements 
are included in an employer’s financial report (as a pension trust fund), the 
employer is not required to present schedules of required supplementary in-
formation for that plan, provided that (1) the required schedules are included 
with the plan’s financial statements in a publicly available stand-alone finan-
cial report and (2) the employer includes in its own set of financial statements 
the information about how to obtain the stand-alone plan financial report.  
When the financial statements of a single-employer plan are included in the 
employer’s report, the employer should disclose the availability of the stand-
alone plan report and the information required for the schedule of funding 
progress for the three most recent actuarial valuations.  (In addition, the em-
ployer should not present the schedule of employer contributions for the plan.)  
If the financial statements and required schedules of the plan are not publicly 
available in a stand-alone plan financial report, the employer should present 
both schedules for each plan included in the employer’s report, for all years 
required.

Exhibit 4 provides a sample of a plan’s schedule of employer contribution. 

Exhibit 4 

City of Anywhere 
Retirement System 

Qualified Pension Plan 
Schedule of Employer Contribution 

(in thousands) 

(Unaudited)

Year ended June 30 Annual required contribution Percentage contributed
20X7 $x,xxx 100% 
20X6 x,xxx 100 
20X5 x,xxx 100 
20X4 x,xxx 100 
20X3 x,xxx 100 
20X2 x,xxx 100 

NOTE: This schedule would note trend information that would affect the funded status of the 
plan, such as a discussion of the impact if the employer did not contribute an amount equal to the 
ARC in any of the years presented.

Parameters.  The information presented in the schedules as required supple-
mentary information is based on actuarial valuations.  GASBS 25 requires that an 
actuarial valuation be performed at least biennially.  The actuarial valuation date 
does not have to be the same as the plan’s reporting date, but should generally be as 
of the same date each year or every other year.  A new valuation should be per-
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formed if significant changes have occurred since the previous valuation in benefit 
provisions, the size or composition of the population covered by the plan, or other 
factors that affect the results of the valuation. 

All actuarially determined information reported for the current year in the 
schedule of funding progress should be based on the results of an actuarial valuation 
performed in accordance with certain parameters specified by GASBS 25 as of a 
date not more than one year (two years for biennial valuations) before the plan’s re-
porting date for that year. 

The actuarially determined pension information should be calculated in accor-
dance with the following requirements, which should be consistently applied.  The 
actuarial methods and assumptions applied for financial reporting should be the 
same methods and assumptions applied in determining the plan’s funding require-
ments.  Thus, a plan and its participating employer should apply the same actuarial 
methods and assumptions in determining similar or related information included in 
their respective financial reports.  Accordingly, the parameters described below are 
really the same parameters that the employer uses in preparing its funding require-
ments and related actuarial disclosures.  Thus, there is a consistency between the 
actuarial requirements of GASBS 25 and GASBS 27. 

Parameters for actuarial calculations.  Neither GASBS 25 nor GASBS 27 
specifies a rigid method for performing actuarial calculations, which includes the 
calculation of the annual required contributions or ARC, discussed in Chapter 18. 

The ARC and all other actuarially determined pension information included in 
an employer’s financial report should be calculated in accordance with the parame-
ters.

Before looking at the specific parameters, there are two broad concepts that 
overlay the specific parameters. 

• The actuarial methods and assumptions applied for financial reporting pur-
poses should be the same methods and assumptions applied by the actuary in 
determining the plan’s funding requirements (unless one of the detailed pa-
rameters requires the use of a different method or assumption).  For example, 
if the actuary uses an investment return assumption of 7% for arriving at the 
actuarially determined contribution to the plan, the same 7% should be used in 
calculating the ARC and the other financial report disclosures. 

• A defined benefit pension plan and its participating employer should apply the 
same actuarial methods and assumptions in determining similar or related in-
formation included in their respective reports.  This same provision (and the 
same parameters) are included in GASBS 25 for the plan’s financial state-
ments.  For example, continuing the investment return assumption example, if 
a 7% rate is used by the actuary for the calculations needed for the plan’s fi-
nancial statements, the same 7% assumption should be used by the actuary for 
the calculations performed for the employer’s financial statements, which 
would include the funding calculation assumptions as described in the previ-
ous item. 
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The specific parameters with which the actuarial calculations must comply are 
as follows: 

• Benefits to be included 
• Actuarial assumptions 
• Economic assumptions 
• Actuarial cost method 
• Actuarial value of assets 
• Employer’s annual required contribution—ARC 
• Contribution deficiencies and excess contributions 

The following paragraphs describe each of these parameters.  Again, while these 
are fairly technical requirements that may be more understandable by actuaries, the 
financial statement preparer should be familiar enough with these requirements to 
determine whether the actuary has performed his or her calculations in accordance 
with these parameters. 

Benefits to be included.  The actuarial present value of total projected benefits is 
the present value (as of the actuarial valuation date) of the cost to finance benefits 
payable in the future, discounted to reflect the expected effects of the time value of 
money and the probability of payment.  Total projected benefits include all benefits 
estimated to be payable to plan members (which includes retirees and beneficiaries, 
terminated employees entitled to benefits and not yet receiving them, and currently 
active members) as a result of their service through the valuation date and their ex-
pected future service.  The benefits to be included should be those pension benefits 
provided to plan members in accordance with 

• The terms of the plan 
• Any additional statutory or contractual agreement to provide pension benefits 

through the plan that is in force at the actuarial valuation date.  (For example, 
additional agreements might include a collective-bargaining agreement or an 
agreement to provide ad hoc cost-of-living adjustments and other types of 
postretirement benefit increases not previously included in the plan terms.) 

Benefits provided by means of an allocated insurance contract for which pay-
ments to an insurance company have been made should be excluded from the calcu-
lation of the actuarial present value of total projected benefits, and the allocated in-
surance contracts should be excluded from plan assets.  Allocated insurance con-
tracts are those under which the related payments to the insurance company are used 
to purchase immediate or deferred annuities for individual pension plan members. 

Actuarial assumptions.  Actuarial assumptions are those that relate to the occur-
rence of future events affecting pension costs.  These would include assumptions as 
to mortality, withdrawal, disablement and retirement, changes in compensation and 
government-provided pension benefits, rates of investment earnings and asset appre-
ciation or depreciation, procedures used to determine the actuarial value of assets, 
and characteristics of future members entering the plan, as well as any other relevant 
items considered by the plan’s actuary. 

GASBS 25 requires that actuaries select all actuarial assumptions in accordance 
with Actuarial Standard of Practice 4, Measuring Pension Obligations, which is is-
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sued and periodically revised by the Actuarial Standards Board.  While the details of 
this Standard are beyond the scope of this book, actuarial assumptions generally 
should be based on the actual experience of the covered group, to the extent that 
credible experience data are available.  The covered group represents the plan mem-
bers included in the actuarial valuations.  These assumptions should emphasize the 
expected long-term trends rather than give undue weight to recent experience.  In 
addition, the reasonableness of each actuarial assumption should be considered in-
dependently, while at the same time in the assumptions, consistency with other as-
sumptions and the combined impact of all of the assumptions should be considered. 

Economic assumptions.  Economic assumptions used by the actuary are included 
with the requirements described above for the actuarial assumption parameter.  
However, GASBS 25 provides additional guidance in a specific parameter relating 
to economic assumptions.  The two main economic assumptions frequently used in 
actuarial valuations are the investment return assumption and the projected salary 
increase assumption. 

• The investment return assumption (or discount rate) is the rate used to adjust a 
series of future payments to reflect the time value of money.  This rate should 
be based on an estimated long-term investment yield for the plan, with consid-
eration given to the nature and mix of current and expected plan investments 
and to the basis used to determine the actuarial value of plan assets (discussed 
further below). 

NOTE:  The outstanding investment returns achieved by some plans during the bull 
market for stocks beginning in the mid-1990s has focused attention on the appropriate 
discount rate to be used, given annual yields on equity securities which have exceeded 
20% in many cases.  As stated above, the discount rate is based upon long-term trends, 
not year-to-year fluctuations in investment performance.  However, the magnitude of the 
stock market performance during this period has resulted in some plans changing their 
legally or contractually allowed investment mixes to permit a greater concentration of 
investments in equities, which have historically had higher rates of returns than fixed in-
come securities.  This has resulted in some plans increasing their discount rates to re-
flect the anticipated real, inflation-adjusted investment return on plan assets.

• The projected salary increase assumption is the assumption made by the actu-
ary with respect to future increases in the individual salaries and wages of ac-
tive plan members—that is, those members who are still active employees.  
The expected salary increases commonly include amounts for inflation, en-
hanced productivity, and employee merit and seniority.  In other words, this 
assumption recognizes that a current employee who will retire in ten years will 
likely be earning a higher salary at the time of retirement.  This higher salary 
has an impact on the amount of pension benefits that will be paid to the em-
ployee, and some of these benefits have already been earned by the employee. 

The discount rate and the salary assumption (and any other economic assump-
tions) should include the same assumption with regard to inflation.  For example, 
consider a plan that invests its assets only in long-term fixed income securities.  In 
considering an appropriate discount rate, the actuary will consider the various com-
ponents of the investment return on long-term fixed income securities, which con-
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sists of a real, risk-free rate of return, which the actuary adjusts for credit and other 
risk, including market risk tied to inflation.  The inflation assumptions that the actu-
ary uses in this calculation should be consistent with the inflation assumption used 
for determining the projected salary increases. 

Actuarial cost method.  An actuarial cost method is a procedure that actuaries 
use to determine the actuarial value of pension plan benefits and for developing an 
actuarially equivalent allocation of the value to time periods.  This is how the actu-
ary determines normal cost (a component of the ARC described later) and the actu-
arial accrued liability (the principal liability for benefits that is disclosed, also de-
scribed later in this chapter). 

GASBS 25 requires that one of the following actuarial cost methods be used: 

• Entry age 
• Frozen entry age 
• Attained age 
• Frozen attained age 
• Projected unit credit 
• Aggregate method 

The following are the descriptions of each of these methods provided by 
GASBS 25 that should assist the financial statement preparer in understanding the 
basics of the actuarial cost method used by the actuary. 

Entry age
A method under which the Actuarial Present Value of the Projected Benefits 
of each individual included in an Actuarial Valuation is allocated on a level 
basis over the earnings or service of the individual between entry age and 
the assumed exit age(s).  The portion of this Actuarial Present Value allo-
cated to a valuation year is called the Normal Cost.  The portion of this 
Actuarial Present Value not provided for at a valuation date by the Actu-
arial Present Value of future Normal Costs is called the Actuarial Accrued 
Liability. 

Frozen entry age 
A method under which the excess of the Actuarial Present Value of Pro-
jected Benefits of the group included in an Actuarial Valuation, over the 
sum of the Actuarial Value of Assets plus the Unfunded Frozen Actuarial 
Accrued Liability, is allocated on a level basis over the earnings or service 
of the group between the valuation date and assumed exit.  This allocation 
is performed for the group as a whole, not as a sum of individual alloca-
tions.  The Frozen Actuarial Accrued Liability is determined using the Entry 
Age Actuarial Cost Method.  The portion of this Actuarial Present Value 
allocated to a valuation year is called the Normal Cost. 

Attained age
A method under which the excess of the Actuarial Present Value of Pro-
jected Benefits over the Actuarial Accrued Liability in respect of each indi-
vidual included in an Actuarial Valuation is allocated on a level basis over 
the earnings or service of the individual between the valuation date and as-
sumed exit.  The portion of this Actuarial Present Value that is allocated to 
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a valuation year is called the Normal Cost.  The Actuarial Accrued Liability 
is determined using the Unit Credit Actuarial Cost Method. 

Frozen attained age 
A method under which the excess of the Actuarial Present Value of Pro-
jected Benefits of the group included in an Actuarial Valuation, over the 
sum of the Actuarial Value of Assets plus the Unfunded Frozen Actuarial 
Accrued Liability, is allocated on a level basis over the earnings or service 
of the group between the valuation date and assumed exit.  This allocation 
is performed for the group as a whole, not as a sum of individual alloca-
tions.  The Unfunded Frozen Actuarial Accrued Liability is determined us-
ing the Unit Credit Actuarial Cost Method.  The portion of the Actuarial 
Present Value allocated to a valuation year is called the Normal Cost. 

Unprojected (or projected) unit credit
A method under which the benefits (projected or unprojected) of each indi-
vidual included in an Actuarial Valuation are allocated by a consistent for-
mula to valuation years.  The Actuarial Present Value of benefits allocated 
to a valuation year is call the Normal Cost.  The Actuarial Present Value of 
benefits allocated to all periods prior to a valuation year is called the Actu-
arial Accrued Liability. 

NOTE:  While GASBS 27 lists the projected unit credit method as the acceptable actuarial 
cost method, it also states that the unprojected unit credit method is acceptable for plans in 
which benefits already accumulated for years of service are not affected by future salary lev-
els.

Aggregate method 
A method under which the excess of the Actuarial Present Value of Pro-
jected Benefits of a group included in an Actuarial Valuation over the Actu-
arial Value of Assets is allocated on a level basis over the earnings or ser-
vice of the group between the valuation date and assumed exit.  This allo-
cation is performed for the group as a whole, not as a sum of individual al-
locations.  That portion of the Actuarial Present Value allocated to a 
valuation year is called the Normal Cost.  The Actuarial Accrued Liability 
is equal to the Actuarial Value of Assets. 

Actuarial value of assets.  The actuarial value of assets will not necessarily be 
the same as the value of the plan’s assets reported in the plan’s financial statements.  
Governmental pension plans report assets at fair value, which is similar to but not 
the same as the “market-related” actuarial value for assets prescribed by GASBS 27.  
As used in conjunction with the actuarial value of assets, a market-related value can 
be either an actual market value (or estimated market value) or a calculated value 
that recognizes changes in market value over a period of time, typically three to five 
years.  Actuaries value plan assets using methods and techniques consistent with 
both the class and the anticipated holding period of assets, the investment return as-
sumption, as well as other assumptions used in determining the actuarial present 
value of total projected benefits and current actuarial standards for asset valuation. 

The reason other factors are considered by the actuary in valuing assets for pur-
poses of the actuarial valuations is to smooth out year-to-year changes in the market 
value of assets.  Significant year-to-year changes in the stock and bond markets 
might otherwise cause significant changes in contribution requirements, pension cost 



416 Wiley GAAP for Governments 2004

recognition, and liability disclosures.  When consideration of the factors described in 
the preceding paragraph lead the actuary to conclude that such smoothing techniques 
are appropriate, there is a more consistent calculation of contributions, costs, and li-
abilities from year to year. 

Employer’s annual required contribution—ARC.  As previously mentioned, 
the ARC is calculated actuarially in accordance with the parameters.  The ARC has 
two components. 

1. Normal cost 
2. Amortization of the total unfunded actuarial accrued liability 

The following paragraphs describe how actuaries determine these two amounts. 
Normal cost.  The normal cost component of the ARC represents the portion of 

the actuarial present value of pension plan benefits and expenses that is allocated to 
a particular year by the actuarial cost method.  The descriptions of the actuarial cost 
methods provided in the preceding pages each include a determination of how the 
normal cost component is determined under each method. 

Amortization of the total unfunded actuarial accrued liability.  The total un-
funded actuarial accrued liability is the amount by which the actuarial accrued li-
ability exceeds the actuarial value of the assets of the plan.  The actuarial accrued li-
ability is an amount determined by the actuary as part of the actuarial valuation.  It 
represents the amount of the actuarial present value of pension benefits and expenses 
that will not be provided for by future normal cost. 

GASBS 27 has some very specific requirements as to how the unfunded actuar-
ial accrued liability should be amortized.  The underlying concept is that since the 
unfunded actuarial accrued liability will not be paid in the future through normal 
costs, it must be amortized and “paid” over a reasonable period of time so that the 
plan ultimately has sufficient assets in order to pay future pension benefits and ex-
penses.  Viewed still another way, amortizing the unfunded actuarial accrued liabil-
ity will result in higher contributions to the plan, which will eliminate the unfunded 
actuarial accrued liability over time, resulting in plan assets being sufficient to pay 
the pension benefits and expenses of the plan. 

GASBS 25 sets a maximum amortization period, a minimum amortization pe-
riod and requirements for the selection of an amortization method.  The following 
paragraphs describe each of these requirements: 

• Maximum amortization period—There is a two-stage approach to implement-
ing a maximum amortization period that is designed to ease the transition to 
the new requirements of both GASBS 25 and GASBS 27.  For a period of not 
more than ten years from the effective date of GASBS 25 (which is for periods 
beginning after June 15, 1996), the maximum acceptable amortization period 
for the total unfunded actuarial accrued liability is forty years.  After this ini-
tial ten-year transition period, the maximum acceptable amortization period 
for the unfunded actuarial accrued liability is reduced to thirty years. 

There are several factors which give rise to unfunded actuarial accrued li-
ability, such as the effects of plan amendments that in effect give rise to “ret-
roactive” benefits for plan members as well as investment earnings either ex-
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ceeding or falling short of the investment return assumption used in the actu-
arial valuation.  GASBS 27 permits the total unfunded actuarial liability to be 
amortized as one amount or the components of the total may be amortized 
separately.  When the components are amortized separately, the individual 
amortization periods should be set so that the equivalent single amortization 
period for all components does not exceed the maximum acceptable period.  
The equivalent single amortization period is the number of years incorporated 
in a weighted-average amortization factor for all components combined.  The 
weighted-average amortization factor should be equal to the total unfunded 
actuarial liability divided by the sum of the amortization provisions for each of 
the separately amortized components.  

• Minimum amortization period—GASBS 25 sets a minimum amortization pe-
riod to be used where a significant decrease in the total unfunded actuarial li-
ability generated by a change from one of the acceptable actuarial cost meth-
ods to another, or by a change in the methods used to determine the actuarial 
value of assets.  The minimum amortization period in these instances is ten 
years.  The minimum amortization period is not required when a plan is closed 
to new entrants and all or almost all of the plan’s members have retired. 

NOTE:  This provision is designed to prevent manipulation of the annual pension cost.  The 
selection of the actuarial cost method and the valuation methods for the plan’s assets are 
within the control of the plan, its actuary, and perhaps the employer.  If one of these two 
changes resulted in a significant reduction in the unfunded actuarial accrued liability and 
this whole benefit was recognized by the actuary in one year, this could result in a very sig-
nificant reduction of the annual pension cost in the year that the changes were recognized.  
The ten-year minimum amortization period for these types of changes reduces the benefit of 
changing methods solely to manipulate annual pension cost amounts. 

Amortization method.  There are two acceptable methods to amortize unfunded 
actuarial accrued liability under GASBS 27.  These are 

1. Level dollar amortization method 
2. Level percentage of projected payroll amortization method 

Level dollar amortization method.  In the level dollar amortization method, the 
amount of the unfunded actuarial accrued liability is amortized by equal dollar 
amounts over the amortization period.  This method works just like a mortgage.  The 
payments are fixed and consist of differing components of interest and principal.  
Expressed in real dollars (that is excluding the effects of inflation) the amount of the 
payments actually decreases over time, assuming at least some inflation.  In addi-
tion, since payroll can be expected to increase as a result of at least some inflation, 
the level dollar payments will decrease as a percentage of payroll over time. 

Level percentage of projected payroll amortization method.  The level percent-
age of projected payroll method calculates amortization payments so that they are a 
constant percentage of the projected payroll of active plan members over a given 
number of years.  The dollar amount of the payments generally will increase over 
time as payroll increases due to inflation.  In real dollars, the amounts of the pay-
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ments remain level, since the inflation effect is accounted for by the payroll in-
creases due to inflation. 

If this method is used, the assumed payroll growth rate should not include an as-
sumed increase in the number of active members of the plan.  However, projected 
decrease in the number of active members should be included if no new members 
are permitted to enter the plan. 

The amortization calculated in accordance with the preceding paragraphs, when 
added to the normal cost also described above, is the amount of the ARC for the 
year.

Contribution deficiencies and excess contributions.  This is the final parameter 
included in GASBS 25.  A contribution deficiency or excess contribution is the dif-
ference between the ARC for a given year and the employer’s contributions in rela-
tion to the ARC.  Amortization of a contribution deficiency or excess contribution 
should begin at the next actuarial valuation, unless settlement is expected not more 
than one year after the deficiency occurred.  If the settlement has not occurred by the 
end of that term, amortization should begin at the end of the next actuarial valuation. 

Required supplementary schedules.  Using the parameters described above, in 
conjunction with the actuarial methods and assumptions used in calculating contri-
bution requirements and disclosures for the employer’s financial statements, the de-
fined benefit pension plan should prepare the two schedules of required supplemen-
tary information using the following additional guidance of GASBS 25. 

Schedule of funding progress.  This schedule is designed to inform the reader 
of how well-funded the defined benefit pension plan is as of the annual actuarial 
valuations.  This is accomplished by comparing the actuarial accrued liability with 
the actuarial value of the plan assets. 

The schedule of funding progress should present the following information for 
each of the past six consecutive fiscal years of the defined benefit pension plan, at a 
minimum:

• Actuarial valuation date 
• Actuarial value of plan assets 
• Actuarial accrued liability 
• Total unfunded accrued liability 
• Actuarial value of assets as a percentage of the actuarial accrued liability (this 

amount is known as the funded ratio.)
• Annual covered payroll 
• Ratio of the unfunded actuarial liability to the covered payroll 

The amount of covered payroll contained in this schedule should include all 
elements of compensation paid to active employees on which contributions to a pen-
sion plan are based.  For example, if pension contributions are calculated on base 
pay including overtime, the amount reported as covered payroll should include 
overtime compensation. 
NOTE:  The actuarial value of assets reported in this schedule is computed by the actuary in 
accordance with the parameters described above.  Accordingly, this amount will differ from 
the amount reported as the plan net assets.  It is sometimes confusing to financial statement 
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readers (and occasionally to financial statement preparers) that there are two different 
amounts reported as what can simply be viewed as the assets of the defined benefit pension 
plan.  As explained above, the difference relates to the smoothing techniques that actuaries 
use in valuing assets that lessen the effects of year-to-year fluctuations in the value of assets. 

Schedule of employer contributions.  This schedule is designed to provide the 
financial statement reader with information regarding the contributions to the de-
fined benefit pension plans, including whether the actuarially required contributions 
have been contributed to the plan. 

The schedule of employer contributions should present the following informa-
tion for each of the past six consecutive fiscal years of the plan, at a minimum: 

• Dollar amount of the ARC applicable to each year, computed in accordance 
with the parameters 

• Percentage of that ARC that was recognized in the plan’s statement of changes 
in plan net assets for that year as contributions from the employer(s) 

When the plan’s funding policy includes contributions from sources other than 
plan members and the employer(s), the required contributions of those other con-
tributing entities and the percentage recognized as made should be included in the 
schedule of employer contributions.  This amount should be entitled “contributions 
from the employer(s) and other contributing entities.” 

Transition period.  These two schedules provide historical information over a 
period covered by the latest six actuarial valuations, which may not all be available 
during the first five years of transition to GASBS 25.  The required schedules of 
employer contributions and funding progress should include information for the cur-
rent year and as many of the prior years as information according to the parameters 
is available.  GASBS 25 specifically states that the schedules should not include in-
formation that does not meet the parameters. 

Disclosure requirements—Notes to the required schedules.  GASBS 25 pre-
scribes the following note disclosures that should accompany the schedules of re-
quired supplementary information: 

A. Identification of the actuarial methods and significant assumptions used for 
the most recent year reported in the required schedules, including the actu-
arial cost method(s) used to determine the actuarial value of assets, and the 
assumptions with respect to the 

1. Inflation rate 
2. Investment return 
3. Projected salary increases 
4. Postretirement benefit increases 

If the economic assumptions contemplate different rates for successive 
years, the rates that should be disclosed are the ultimate rates. 

The amortization method (level dollar or level percentage of projected 
payroll) and the amortization period (the equivalent single amortization pe-
riod, for plans that use multiple periods) for the most recent actuarial valua-
tion and whether the period is closed or open should also be disclosed.  
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Plans that use the aggregate actuarial cost method should disclose that the 
method does not identify or separately amortize unfunded actuarial liabili-
ties.

B. Factors that significantly affect the identification of trends in the amounts 
reported in the required schedules; including, for example, changes in bene-
fit provisions, the size or composition of the population covered by the plan, 
or the actuarial methods and the assumptions used 

NOTE:  Meeting these disclosure requirements will require a detailed review of several 
years’ actuarial reports. 

DEFINED CONTRIBUTION PENSION PLANS

GASBS 25 does not change the accounting requirements for defined contribu-
tion plans.  The accounting for defined contribution plans should follow the guide-
lines of financial reporting for pension trust funds discussed in Chapter 13.  
GASBS 25 does, however, contain a number of disclosure requirements for defined 
contribution plans, listed below. 

As with the disclosure requirements for defined benefit pension plans, the re-
quired disclosures for employers with defined contribution plans are reduced when 
the plan itself issues separate financial statements.  The notes to the financial state-
ments of a defined contribution plan should include all disclosures required as speci-
fied below when the financial statements are presented (1) in a stand-alone financial 
report of the plan or (2) solely in the financial report of an employer.  When a plan’s 
financial statements are presented in both an employer’s report and a publicly avail-
able stand-alone plan financial report that includes all of the following disclosures, 
the employer may limit its plan disclosures to those required by items A.1., B, 
and C, provided that the employer discloses information about how to obtain the 
stand-alone plan financial report. 

A. Plan description 

1. Identification of the plan as a defined contribution plan and disclosure 
of the number of participating employers and other contributing entities 

2. Classes of employees covered, such as general employees, public safety 
employees, and the total current membership 

3. A brief description of plan provisions and the authority under which 
they are established or may be amended 

4. Contribution requirements, such as the contribution rates in dollars or as 
a percentage of salary, of the plan members, employer(s) and other con-
tributing entities, and the authority under which the requirements are 
established or may be amended 

B. Summary of significant accounting policies—Basis of accounting, fair value 
of plan assets (unless plan assets are reported at fair value), and a brief de-
scription of how the fair value was determined 

C. Concentrations—Identification of investments (other than those issued or 
guaranteed by the US government) in any one organization that represents 
5% or more of plan net assets 
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POSTEMPLOYMENT HEALTH CARE PLANS ADMINISTERED  
BY DEFINED BENEFIT PENSION PLANS 

GASBS 26, Financial Reporting for Postemployment Health Care Plans Admin-
istered by Defined Benefit Plans, provides accounting and financial reporting guid-
ance to defined benefit plans that administer postemployment health care plans on 
the information to include in the financial reports about the postemployment health 
care plan. 

For financial reporting purposes, GASBS 26 considers postemployment health 
care benefits to include medical, dental, vision, and other health-related benefits.  
When postemployment health care benefits are provided through a defined benefit 
pension plan, those benefits and the assets accumulated for their payment are con-
sidered, in substance, a postemployment health care plan administered by, but not 
part of, the pension plan. 

Chapter 1 describes two Exposure Drafts issued by the GASB which will affect 
the accounting and financial reporting for postemployment benefits other than pen-
sions.

Financial Statements 

When a defined benefit pension plan administers a postemployment health care 
plan, the financial report of the defined benefit pension plan should include 

• Management’s discussion and analysis 
• A statement of postemployment health care plan net assets 
• A statement of changes in postemployment health care plan net assets 
• Notes to the financial statements 

All of these statements should be prepared in accordance with the pension ac-
counting standards, which are described in the first part of this chapter. 

The notes to the financial statements should include a brief description of the 
eligibility requirements for the postemployment health care benefits and the required 
contribution rates of the employer.  All required financial statement information for, 
respectively, pensions and health care should be presented in separate columns of 
combining financial statements.  

When the defined benefit pension plan is included in the financial reporting en-
tity of the employer as a pension trust fund, GASBS 26 does not require that com-
bining statements of pension plan net assets and postemployment health care plan 
net assets be presented.  However, the net assets of the combined statement for the 
pension trust fund should be subdivided and reported as “net assets reserved for em-
ployees’ pension benefits” and “net assets reserved for employees’ postemployment 
health care benefits.”  The increase or decrease for the year in net assets should be 
similarly subdivided in the combined statement of changes in plan net assets. 

Supplementary Schedules 

The required supplementary schedules of employer contributions and funding 
progress described above for defined benefit pension plans are not required for a 
postemployment health care plan.  However, if the plan elects to provide these 
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schedules for the postemployment health care plan, GASBS 26 requires that the 
schedules include all information required for the pension plan.  In other words, the 
plan can choose whether to present the schedules, but it cannot choose which of the 
required schedule information it presents if it decides to present the schedules. 

If the schedules are presented for the postemployment health care plan, the pa-
rameters described above for defined benefit pension plans need not be applied in 
determining the information presented in the supplementary health care schedules.  
However, the methods and assumptions used for these schedules should be consis-
tent, consistently applied, and disclosed in accordance with the requirements for the 
notes to the required pension schedules. 

The plan should also disclose the health care inflation assumption for the most 
recent year reported in the schedules.  When the plan and the participating employer 
provide similar or related information about the postemployment health care plan 
(funded status or the employer’s required contributions to the plan) in their respec-
tive reports, both entities should apply the same methods and assumptions in deter-
mining that information. 

SUMMARY

The accounting and financial reporting for defined benefit pension plans is a 
specialized area that requires close coordination with the plan’s actuary to develop 
and report all of the required disclosures.  Pension plan financial statement prepar-
ers, however, should understand the actuarial methods and assumptions to a suffi-
cient extent that they are able to take responsibility for the plan’s financial state-
ments, including the required supplementary information. 
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INTRODUCTION 

This chapter discusses the broad accounting and financial reporting require-
ments and practices for two groups of governmental educational institutions. 

1. School districts 
2. Governmental colleges and universities 

The reader should also be aware that the GASB has significantly changed the 
accounting and financial reporting model for governmental colleges and universities, 
which is discussed later in this chapter. 

SCHOOL DISTRICTS 

In examining the accounting and financial reporting for school districts, the 
main area to examine is how the accounting and financial reporting for school dis-
tricts would differ from that for general-purpose governments, which has been de-
scribed throughout this guide. 

First, school districts are governmental entities subject to the jurisdiction of the 
Governmental Accounting Standards Board (GASB).  Second, school districts 
would prepare a Comprehensive Annual Financial Report (CAFR) in conformity 
with GAAP, as would any general-purpose government. 

Beyond these commonalties, however, there are some practical differences 
likely to be encountered in accounting and financial reporting by school districts 
when compared to general-purpose governments.  The following paragraphs high-
light some of these differences. 

Legal Compliance 

One difference from general-purpose governments that the preparer of a school 
district’s financial statements is likely to encounter is the requirement to use a stan-
dardized chart of accounts.  State governments generally require school districts to 
prepare special-purpose reports used for a number of purposes by states, including 
the monitoring of state aid programs to the school districts.  In order to provide con-
sistency among school districts in these special reports, state governments generally 
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require school districts to follow a uniform chart of accounts.  In many cases, this 
uniform chart of accounts is based on the US Department of Education’s publication 
Financial Accounting for Local and State School Systems.  The use of a standard-
ized chart of accounts by a school district should not in any way prevent the school 
district from preparing GAAP-based financial statements. 

Fund Accounting 

School districts should use fund accounting in conjunction with their various 
activities, using the guidance provided throughout this book.  They are also subject 
to the requirements of GASBS 34 to present government-wide financial statements.  
Two activities that school districts are likely to encounter are as follows: 

1. School districts generally report food service funds as either special revenue 
funds or enterprise funds.  Federal commodities used in conjunction with 
these programs should be reported as inventory.  Many school districts re-
port the use of those commodities as revenues (with a corresponding expen-
diture) when the commodities are used.  If a special revenue fund is used, 
the value of donated commodities should be reported as revenue when re-
ceived.

2. Funds are often set up by school districts for student activities paid for from 
sources other than the school district’s budget, such as special fundraising 
activities.  For example, students may sell candy or other small items to 
support an after-school sports program.  In these cases, the principal of the 
school is often responsible for administering these funds.  Student activity 
funds should be included within the school’s financial statements, if they are 
material.  Student activity funds should be reported as a single special reve-
nue fund or agency fund with subaccounts, if appropriate.  An agency fund 
is appropriate if the assets of the student activity fund legally belong to the 
students.  If not, a special revenue fund would be the more appropriate fi-
nancial reporting classification for these funds.  (A discussion of accounting 
for the cost of activities that include fund-raising is provided later in this 
chapter.)

Reporting Entity 

A school district may be included in the reporting entity of another government, 
depending on the individual circumstances and the application of GASB Statement 
14 (GASBS 14), The Financial Reporting Entity, which is described in Chapter 6.  
Many school districts are independent and are not included as part of any other en-
tity’s financial reporting entity.  There are, however, school districts that are de-
pendent on other governmental entities and meet the criteria of GASBS 14 requiring 
inclusion in the financial reporting entity of another government. 

In some cases, a school district may qualify for inclusion in the reporting entity 
of more than one entity.  For example, a school district may qualify to be part of the 
financial reporting entity of a city, the county in which the city is located, and the 
state in which the county is located.  The school district should be reported in the fi-
nancial reporting entity of only one of these entities.  According to the 1994 



Chapter 25 / Educational Institutions 425

GAAFR, as a general rule, the school district is reported in the financial reporting 
entity of the lowest level of government of which it qualifies as a component unit. 

GASBS 14 provides specific guidance for elementary and secondary schools, 
noting that the combination of funding sources from local taxation and state aid for-
mulas.  GASBS 14 notes that in most cases, the entity status of a school district will 
be readily apparent as either part of a primary government or a component unit of a 
local government because either its governing board is separately elected or a voting 
majority is appointed by the local government.  In other cases, however, school dis-
tricts’ governing boards are appointed by state officials, and the state may appear to 
be financially accountable for the school district because of the state aid distribution.  
The financial statement preparer will need to exercise judgment as to whether the 
school district should be considered a component unit of the state or of the local 
government.  Usually, the fiscal dependency is on the local government, not the fi-
nancial burden on the state created by legislatively established education aid distri-
bution formulas.  This fiscal dependency on the local government generally should 
govern the determination of the appropriate reporting entity for school districts with 
these governance and funding characteristics. 

GOVERNMENTAL COLLEGES AND UNIVERSITIES 

In November 1999, the GASB issued Statement 35 (GASBS 35), Basic Finan-
cial Statements—and Management’s Discussion and Analysis—for Public Colleges 
and Universities.  GASBS 35 amends GASBS 34 to include public college and uni-
versities within its scope. 

As reported in last year’s edition of this guide, the GASB changed tactics in 
providing for a new financial reporting model for public colleges and universities.  
Instead of working toward a specific new reporting model for public colleges and 
universities, GASBS 35 simply makes the provisions of GASBS 34 applicable to 
public colleges and universities. 

Exhibits 1, 2, and 3 present sample statements based upon the example in 
GASBS 35. 

Exhibit 1:  Sample statement of net assets of a public university 
Somewhere State University 

Statement of Net Assets 
June 20, 20XX 

Assets
Current assets: 

Cash and cash equivalents $  xx,xxx 
Short-term investments xx,xxx 
Accounts receivable, net xx,xxx 
Inventories xx,xxx 
Deposit with bond trustee xx,xxx 
Notes and mortgages receivable, net xx,xxx 
Other assets   xx,xxx

Total current assets xxx,xxx
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Noncurrent assets: 
Restricted cash and cash equivalents xx,xxx 
Endowment investments xx,xxx 
Notes and mortgages receivable, net xx,xxx 
Other long-term investments xx,xxx 
Investments in real estate xx,xxx 
Capital assets, net   xx,xxx

Total noncurrent assets xxx,xxx
Total assets xxx,xxx

Liabilities 
Current liabilities: 

Accounts payable and accrued liabilities xx,xxx 
Deferred revenue  xx,xxx 
Long-term liabilities—current portion xx,xxx 

Total current liabilities   xx,xxx
Noncurrent liabilities: 

Deposits xx,xxx 
Deferred revenue xx,xxx 
Long-term liabilities xx,xxx 

Total noncurrent liabilities xxx,xxx
Total liabilities xxx,xxx

Net assets 
Invested in capital assets, net of related debt  
Restricted for: 

Nonexpendable:  
Scholarships and fellowships xx,xxx 
Research xx,xxx 

Expendable: 
Scholarships and fellowships xx,xxx 
Research xx,xxx 
Instructional department uses xx,xxx 
Loans xx,xxx 
Capital projects xx,xxx 
Debt service xx,xxx 
Other xx,xxx

Unrestricted   xx,xxx
Total net assets $xxx,xxx

Exhibit 2:  Sample statement of revenues, expenses, and changes in net assets of a 
public university 

Somewhere State University 
Statement of Revenues, Expenses, and Changes in Net Assets 

June 20, 20XX 
Revenues 
Operating revenues: 

Student tuition and fees (net of scholarship allowances of $x,xxx) $  xx,xxx 
Patient services (net of charity care of $xx,xxx) xx,xxx 
Federal grants and contracts xx,xxx 
State and local grants and contracts xx,xxx 
Nongovernmental grants and contracts xx,xxx 
Sales and services of educational departments xx,xxx 
Auxiliary expenses:  

Residential life (net of scholarship allowances of $x,xxx) xxx,xxx 
Bookstore (net of scholarship allowances of $x,xxx) xx,xxx 

Other operating revenues   xx,xxx
Total operating revenues xxx,xxx
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Expenses
Operating expenses: 

Salaries 
Faculty (physicians for the hospital)   xx,xxx 
Exempt staff xx,xxx 

Nonexempt wages xx,xxx 
Benefits xx,xxx 
Scholarships and fellowships xx,xxx 
Utilities xx,xxx 
Supplies and other services xx,xxx 
Depreciation xx,xxx 

Total operating expenses xxx,xxx
Operating income   xx,xxx

Nonoperating revenues (expenses) 
State appropriations   xx,xxx 
Gifts xx,xxx
Investment income (net of investment expense of $x,xxx for the pri-
mary institution and $x,xxx for the hospital) xx,xxx

Interest on capital assets—related debt (xx,xxx) 
Other nonoperating revenues   xx,xxx

Net nonoperating revenues xxx,xxx
Income before other revenues, expenses, gains, or losses xxx,xxx 

Capital appropriations xx,xxx 
Capital grants and gifts xx,xxx 
Additions to permanent endowments   xx,xxx

Increase in net assets xxx,xxx 

Net assets 
Net assets—beginning of year xxx,xxx
Net assets—end of year $xxx,xxx

Exhibit 3:  Sample statement of cash flows of a public university 
Somewhere State University 

Statement of Cash Flows 
June 20, 20XX 

Cash flows from operating activities 
Tuition and fees $  xx,xxx 
Research grants and contracts xx,xxx 
Payments to suppliers (xx,xxx) 
Payments to employees (xx,xxx) 
Loans issued to students and employees (xx,xxx) 
Collection of loans to students and employees xx,xxx 
Auxiliary enterprise charges:  

Residence halls xx,xxx 
Bookstore xx,xxx 

Other receipts xx,xxx
Net cash used by operating activities (xx,xxx)

Cash flows from noncapital financing activities 
State appropriations xx,xxx 
Gifts and grants received for other than capital purposes:  

Private gifts for endowment purposes   xx,xxx
Net cash flows provided by noncapital financing activities   xx,xxx
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Cash flows from capital and related financing activities 
Proceeds from capital debt xx,xxx 
Capital appropriations xx,xxx 
Capital grants and gifts received xx,xxx 
Proceeds from sale of capital assets xx,xxx 
Purchases of capital assets (xx,xxx) 
Principal paid on capital debt and lease (xx,xxx) 
Interest paid on capital debt and lease (xx,xxx)

Net cash used by capital and related financing activities (xx,xxx)

Cash flows from investing activities 
Proceeds from sales and maturities of investments xx,xxx 
Interest on investments xx,xxx 
Purchase of investments (xx,xxx) 

Net cash provided by investing activities xx,xxx
Net increase in cash xx,xxx 

Cash—beginning of year xx,xxx
Cash—end of year $  xx,xxx

Reconciliation of net operating revenues (expenses) to net cash provided (used) by oper-
ating activities: 

Operating income (loss) (xx,xxx) 
Adjustments to reconcile net income (loss) to net cash provided (used) by operating 

activities: 
Depreciation expense xx,xxx 
Change in assets and liabilities:  

Receivables, net xx,xxx 
Inventories xx,xxx 
Deposit with bond trustee xx,xxx 
Other assets (xx,xxx) 
Accounts payable (xx,xxx) 
Deferred revenue xx,xxx 
Deposits held for others (xx,xxx) 
Compensated absences xx,xxx

Net cash used by operating activities $  (xx,xxx)

Reporting entity considerations.  The provisions of GASBS 14 are applicable 
to determine the inclusion of a governmental college or university in the financial 
reporting entity of another governmental entity. 

Costs of Activities That Include Fund-Raising 

The AICPA has issued Statement of Position 98-2, Accounting for Costs of Ac-
tivities of Not-for-Profit Organizations and State and Local Governmental Entities 
That Include Fund-Raising (SOP 98-2), which has been cleared by the GASB.  It 
therefore should be considered as category B in the hierarchy of generally accepted 
accounting principles for governments (see Chapter 2 for additional details of this 
hierarchy).

While not many governments participate in fund-raising activities, many gov-
ernmental colleges and universities do actively raise funds, and it is these organiza-
tions that the impact of the SOP will affect the most.  That is not to say that other 
organizations, such as governmental health care providers, etc., will not also be re-
quired to comply with its requirements. 

SOP 98-2 specifies criteria that it describes as purpose, audience, and content 
that, at a minimum, must be met before joint costs of joint activities can be allo-
cated.
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• If these three criteria are met, the costs of joint activities that are identifiable 
with a particular function should be charged to that function and joint costs 
should be allocated between fund-raising and the appropriate program or man-
agement and general function. 

• If these three criteria are not met, all costs of the joint activity should be re-
ported as fund-raising costs, regardless of whether these costs might otherwise 
be considered program or management and general costs if they had been in-
curred in a different activity.  An exception to this rule is that costs of goods 
or services provided in exchange transactions that are part of joint activities 
(such costs of direct donor benefits of a special event, such as the cost of a 
meal provided at a fund-raising dinner) should not be reported as fund-raising. 

The three criteria are generally described in SOP 98-2 as follows: 

1. Purpose.  The purpose criterion is met if the purpose of the joint activity in-
cludes accomplishing program or management and general functions. 

a. Program activities.  To accomplish program functions, the activity 
should call for specific action by the audience that will help accomplish 
the entity’s mission.  (For example, if the purpose of the not-for-profit 
organization is to encourage good health, then mailing a brochure to an 
audience encouraging them to stop smoking, lose weight, etc., with sug-
gestions as to how to go about these changes, then the call to specific 
action requirement is met and the considerations in the following para-
graphs should be examined.) 

b. Program and management and general activities.  For program activities 
that meet the call to action requirement (and for any management and 
general activity), determining whether the purpose criterion is met 
should be based upon the following considerations.  (SOP 98-2 lists 
these factors in their order of importance, and that is the same order in 
which they are presented herein.) 

(1) Whether compensation or fees for performing the activity are based 
on contributions received.  The purpose criterion is not met if a 
majority of compensation or fees for any party’s performance of any 
component of the discrete joint activity is based on contributions 
raised for that discrete activity. 

(2) Whether a similar program or management and general activity is 
conducted separately and on a similar or greater scale.  The purpose 
criterion is met if either of the two conditions are met. 

(a) Condition 1.  The program component of the joint activity calls 
for a specific action by the recipient that will help accomplish 
the entity’s mission and a similar program component is con-
ducted without the fund-raising component, using the same me-
dium and on a scale that is similar to or greater than the scale on 
which it is conducted with fund-raising. 
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(b) Condition 2.  A management and general activity that is similar 
to the management and general component of the joint activity 
being accounted for is conducted without the fund-raising com-
ponent, using the same medium and on a scale that is similar to 
or greater than the scale on which it is conducted with the fund-
raising.

(3) Other evidence, if the factors discussed above do not determine 
whether the purpose criterion is met.  All available evidence, both 
positive and negative, should be considered. 

2. Audience.  SOP 98-2 presumes that the audience criterion is not met if the 
audience includes prior donors or is otherwise selected based on the ability 
or likelihood to contribute to the not-for-profit organization.  This presump-
tion can be overcome if the audience is also selected for one or more of the 
reasons listed below. 

The following reasons may be used to satisfy the audience criterion 
where the audience includes no prior donors and is not based on its ability or 
likelihood to contribute to the not-for-profit organizations (these factors may 
also be used to rebut the audience presumption described in the preceding 
paragraph).

a. The audience’s need to use or reasonable potential for use of the specific 
action called for by the program component of the joint activity. 

b. The audience’s ability to take specific action to assist the not-for-profit 
organization in meeting the goals of the program component of the joint 
activity.

c. The not-for-profit organization is required to direct the management and 
general component of the joint activity to the particular audience or the 
audience has reasonable potential for use of the management and gen-
eral component. 

3. Content. The content criterion is met if the joint activity supports program or 
management or general functions, as follows: 

a. Program.  The joint activity calls for specific action by the recipient that 
will help accomplish the not-for-profit organization’s mission.  If the 
need for the benefits of the action is not clearly evident, information de-
scribing the action and explaining the need for and benefits of the ac-
tion.

b. Management and general.  The joint activity fulfills one or more of the 
not-for-profit organization’s management responsibilities through a 
component of the joint activity. 

SOP 98-2 clearly is very specific as to when joint costs can be allocated for joint 
activities.  In fact, Appendix E of SOP 98-2 provides seventeen specific examples 
that should be used in applying the purpose, audience, and content criteria to indi-
vidual circumstances.  Although implementation of the new SOP by a majority of 
not-for-profit organizations is still in the future, it is anticipated that there will be 
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fewer opportunities to allocate joint costs under the SOP than there currently are un-
der the somewhat more generous requirements. 

Allocation methods.  While SOP 98-2’s discussion of when joint costs may be 
allocated is very specific and detailed, its discussion of how to allocate joint costs is 
more flexible.  The allocation methodology that is used must be rational and system-
atic, resulting in a reasonable allocation that is applied consistently given similar 
facts and circumstances.  Appendix F of the SOP describes some commonly used 
allocation methods but does not require that one of the methods presented be used. 

Incidental activities.  Provided its criteria are met, SOP 98-2 makes optional 
allocating joint costs in circumstances in which a fund-raising, program, or man-
agement and general activity is conducted in conjunction with another activity and is 
incidental to the other activity.  However, SOP 98-2 warns that in circumstances in 
which the program or management and general activity is incidental to the fund-
raising activities, it is unlikely that the SOP’s conditions for allocating joints costs 
would be met. 
NOTE: Generally, the requirements of SOP 98-2 will make it more difficult to allocate joint 
costs to program activities. The requirements that must be met are restrictive and meant to 
curb abuses of overallocation of joint costs to program activities. (A high percentage of ex-
penses being program expenses is a positive financial indicator for organizations covered by 
SOP 98-2. It is an indication that funds raised are not being spent for fund-raising or for 
management and administrative activities, but rather for the program activities for which the 
organization exists.) 

SUMMARY

Governmental educational institutions, whether school districts or institutions of 
higher education, are governed by many of the accounting and financial reporting 
requirements of other governmental entities.  However, there are important differ-
ences that the financial statement preparer needs to be aware of and consider in per-
forming the accounting and financial reporting for these entities. 
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INTRODUCTION 

This chapter addresses some of the accounting issues that may be encountered 
by financial statement preparers for various special entities that are governmental in 
nature.  Often, the accounting issues relate to professional pronouncements to which 
the entity is subject, rather the accounting for specific transactions of the entity. 

This chapter addresses some of these issues for the following special types of 
governmental entities: 

• Governmental hospitals and other health care providers 
• Governmental not-for-profit organizations 
• Other public benefit corporations 

The entities described in this chapter are types of governmental entities that are 
likely to fall within the category of “special purpose governments” under 
GASBS 34. 

Special-Purpose Governments 

GASBS 34 contains the concept of special-purpose governments and has re-
duced or modified financial statement requirements for these governments.  
GASBS 34 is written from the perspective of general-purpose governments, such as 
states, cities, towns, etc.  Special-purpose governments are legally separate entities 
and may be component units or other stand-alone governments.  GASBS 34’s modi-
fied financial reporting requirements are only allowable, however, in certain circum-
stances.

For special-purpose governments engaged in a single governmental program, 
GASBS 34 allows that government-wide and fund financial statements be combined 
using a columnar format that reconciles individual line items of fund financial data 
to government-wide data in a separate column on the face of the financial state-
ments.  A governmental special-purpose government cannot be considered a special-
purpose government if it budgets, manages, or accounts for its activities as multiple 
programs.

For special-purpose governments engaged only in business-type activities, only 
the financial statements for enterprise funds should be presented. These financial 
statements include 
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• Management’s discussion and analysis 
• Statement of net assets or balance sheet 
• Statement of revenues, expenses, and changes in fund net assets 
• Statement of cash flows 
• Notes to the financial statements 
• Required supplementary information, if applicable 

For special-purpose governments engaged only in fiduciary activities, only the 
financial statements for fiduciary funds should be presented. These financial state-
ments include 

• Management’s discussion and analysis 
• Statement of fiduciary net assets 
• Statement of changes in fiduciary net assets 
• Notes to the financial statements 

GOVERNMENTAL HOSPITALS AND OTHER  
HEALTH CARE PROVIDERS 

There is no set of governmental accounting and financial reporting standards 
that specifically apply to governmental hospitals and other health care providers.  
(For simplicity, wherever this chapter refers to “hospitals,” it is referring to both 
hospitals and other health care providers.)  Originally, hospitals that were operated 
by governmental units were required to follow the requirements of the American In-
stitute of Certified Public Accountants (AICPA) Hospital Audit Guide, as amended 
and interpreted.  The Hospital Audit Guide was superseded in June 1996 by the 
AICPA Audit and Accounting Guide (1996 Guide), Health Care Organizations.

The 1996 Guide was cleared for final issuance by the GASB.  Accordingly, 
based on the GAAP hierarchy effective at that time, the 1996 Guide constitutes 
category (c) accounting and reporting guidance for governmental hospitals.  (See 
Chapter 2 for a more complete discussion of the governmental accounting hierar-
chy.)  GAAP hierarchy categories (c) and (d) are both sources of established ac-
counting principles.  If an accounting treatment is not specified by the GASB or 
FASB pronouncements made applicable by GASB Statements or Interpretations, an 
independent auditor, under AICPA rules, would need to be prepared to justify a con-
clusion that a treatment other than category (c) or (d) is generally accepted. 

Because the accounting treatment recommended by the 1996 Guide can best be 
accomplished in an enterprise fund, governmental hospitals should be accounted for 
as an enterprise fund.  This means that governmental hospitals that are using pro-
prietary (enterprise) fund accounting and financial reporting should apply all appli-
cable GASB pronouncements (including all NCGA Statements and Interpretations 
currently in effect), as well as certain FASB and Accounting Principles Board pro-
nouncements.  The applicability of GASB and FASB pronouncements to activities 
reported as proprietary funds is discussed in detail in Chapter 10.  Readers should 
also be aware of the guidance of AICPA Statement of Position 98-2, Accounting for 
Costs of Activities of Not-for-Profit Organizations and State and Local Govern-
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mental Entities That Include Fund-Raising.  This SOP, which has been cleared by 
the GASB, is discussed more fully in Chapter 25. 

Reporting Entity Considerations 

Although the nucleus of a financial reporting entity is usually a primary govern-
ment, an organization other than a primary government (including hospitals and 
other health care providers) may serve as a nucleus for a reporting entity when it is-
sues separate financial statements.  The reporting entity considerations addressed in 
Chapter 6 should be considered when a governmental hospital or other health care 
provider issues separate financial statements. 

In addition to the reporting entity considerations, the governmental hospital that 
is a component unit of another governmental unit should acknowledge that fact.  
This is accomplished by using a reference to the primary government in the title of a 
component unit’s separately issued financial statements, such as “City Hospital 
Corporation—a component unit of the city of Example.” 

In addition, the notes to the financial statements should identify the primary 
government in whose financial reporting entity it is included and describe its rela-
tionship with the primary government. 

GOVERNMENTAL NOT-FOR-PROFIT ORGANIZATIONS 

In a number of instances, state and local government entities have used account-
ing and financial reporting principles that are applicable not to governments, but to 
not-for-profit organizations.  In a typical situation, a government sets up a separate 
entity, often tax-exempt under Section 501(c)3 of the Internal Revenue Code, to ac-
complish some governmental function and purpose.  For example, a city may estab-
lish such a not-for-profit organization to promote economic development within the 
city, such as by attracting new business to the city or by discouraging businesses 
from leaving the city.  Although the state or local governmental entity retains control 
and accountability for the not-for-profit organization, resulting in its being reported 
as a component unit of the state or local government, the not-for-profit organization 
has all of the characteristics of a separate organization. 

The FASB significantly changed many of the accounting and financial reporting 
practices of not-for-profit organizations when it issued Statement 116 (SFAS 116), 
Accounting for Contributions Received and Contributions Made, and Statement 117 
(SFAS 117), Financial Statements of Not-for-Profit Organizations.  Because of this 
change, it was unclear whether governmental not-for-profit organizations should 
change their accounting and financial reporting to conform with SFAS 116 and 
SFAS 117, since with the issuance of these Statements, the guidance of SOP 78-10 
and AVHWO was superseded.  Alternatively, governmental not-for-profit organiza-
tions did not know whether they would be required to use a purely governmental ac-
counting and financial reporting model.  Many governmental not-for-profit organi-
zations needed to determine whether SFAS 116 and SFAS 117 were applicable to 
them, considering the guidance of GASBS 20, which provided interim guidance on 
business-type accounting and financial reporting for proprietary activities pending 
the issuance of GASBS 34. 
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The GASB responded to these questions by issuing Statement 29 (GASBS 29), 
The Use of Not-for-Profit Accounting and Financial Reporting Principles by Gov-
ernmental Entities.  GASBS 29 concluded that both the AICPA Not-for-Profit 
model and the Governmental model are acceptable for accounting and financial re-
porting by governmental entities that have previously applied the not-for-profit ac-
counting and financial reporting principles by following SOP 78-10 or AVHWO. 

• AICPA Not-for-Profit model—the accounting and financial reporting princi-
ples contained in SOP 78-10 or AVHWO—except for the provisions relating 
to the joint costs of informational materials and activities that include a fund-
raising appeal—as modified by all applicable FASB pronouncements issued 
through November 30, 1989, and as modified by the following sections of the 
GASB’s Codification of Governmental Accounting and Financial Reporting 
Standards (which is a codification, prepared by the GASB, of all applicable 
NCGA and GASB Statements and Interpretations): 

Codification
section  Topic
1600 Basis of Accounting (paragraphs .110-.112)
2100 Defining the Reporting Entity
2300 Notes to the Financial Statements
2600 Reporting Entity and Component Unit Presentation and Disclosure
C20 Cash Deposits with Financial Institutions
C50 Claims and Judgments
C60 Compensated Absences
C65 Conduit Debt Obligations
D20 Debt Refundings (paragraphs .111-.114)
D25 Deferred Compensation Plans (IRC Section 457)
D30 Demand Bonds
E70 Escheat Property
G60 Grants and Other Financial Assistance
I50 Investments
I55 Investments—Reverse Repurchase Agreements
I60 Investments—Securities Lending
J50 Accounting for Participation in Joint Ventures and Jointly Gov-

erned Organizations
L10 Landfill Closure and Postclosure Care Costs
L20 Leases (paragraphs .108-.112)
P20 Pension Activities—Employer Reporting
P50 Postemployment Benefits other than Pension Benefits
S40 Special Assessments
T25 Termination Benefits (Special)
Pe5 Pension Plans—Defined Benefit
Pe6 Pension Plans—Defined Contribution
Po20 Public Entity Risk Pools
Po50 Postemployment Health Care Plans Administered by Defined 

Benefit Pension Plans

The following material clarifies the use of these Codification sections for enti-
ties that use the AICPA Not-for-Profit model: 
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• Governmental entities that apply the AICPA Not-for-Profit model should 
apply FASB Statement 74, Accounting for Special Termination Benefits 
Paid to Employees, even though this Statement was superseded by FASB 
Statement 88, Employers’ Accounting for Settlements and Curtailments of 
Defined Benefit Pension Plans and for Termination Benefits.

• Governmental entities that apply the AICPA Not-for-Profit model should 
not change their accounting and financial reporting for depreciation of 
capital assets as a result of FASB Statement 93 (SFAS 93), Recognition of 
Depreciation by Not-for-Profit Organizations, which requires not-for-
profit organizations to record depreciation expense.  On the other hand, 
governmental entities using the AICPA Not-for-Profit model that have al-
ready adopted SFAS 93 for financial statements for periods beginning af-
ter December 15, 1994, may continue to apply SFAS 93 and record depre-
ciation expense.  GASBS 29 also provides that a governmental entity that 
uses the AICPA Not-for-Profit model is not required to apply GASB 
Statement 5, Disclosure of Pension Information by Public Employee Re-
tirement Systems and State and Local Governmental Employers, if not 
previously applied.  In addition, if the organization has implemented 
FASB Statement 87, Employers’ Accounting for Pensions, it is not re-
quired to apply GASB Statement 4, Applicability of FASB Statement No. 
87, Employers’ Accounting for Pensions, to state and local governmental 
employers.

• GASBS 34 specifies that governmental entities that report as of the date of 
GASBS 34 (June 1999) using the AICPA Not-for-Profit model (as defined 
in GASBS 29) but that do not meet the criteria of GASBS 34 for reporting 
as an enterprise fund, may use enterprise fund accounting and reporting. 

OTHER PUBLIC BENEFIT CORPORATIONS 

Governments often establish and incorporate public benefit corporations to as-
sist the governmental entity in providing services to the citizenry.  Some of these 
public benefit corporations are entities that actually operate facilities or a plant to 
provide services to citizens.  For example, a water and sewer authority may operate 
and maintain a reservoir system, a water filtration plant, and a sewage treatment fa-
cility.  A port authority may operate shipping terminal facilities.  Other public bene-
fit corporations may be more of a financing nature.  For example, a housing finance 
authority may be established to provide financing for the development of affordable 
housing within the jurisdiction of the government.  A dormitory authority may be 
established to provide financing for the construction of dormitory facilities for a 
governmental college or university. 

The use of public benefit corporations seems to be increasing as governments 
recognize some of the benefits that these entities offer to the government.  For ex-
ample, in the case of a water and sewer authority, the authority may be able to sell 
revenue bonds based on a pledge of the fees that it charges to its users.  These reve-
nue bonds are likely to be able to be sold with a lower interest rate than would gen-
eral obligation bonds of the government, since there is a revenue stream dedicated to 
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their repayment, which, all things being equal, makes them a better credit risk than 
the general obligation bonds. 

Governments also are recognizing the benefits of the flexibility that public bene-
fit corporations offer.  Usually these corporations operate without many of the re-
strictions that general governments operate under.  For example, their employees 
may not be subject to civil service rules, or taxpayer approval may not be needed for 
a financing authority to issue bonds.  Transactions can be structured between the 
public benefit corporation and the governmental entity to almost make it seem trans-
parent to the governmental entity that a public benefit corporation is involved in the 
transactions.  For a example, a state that desired to build prison facilities used a pub-
lic benefit corporation to issue bonds and to build the facility.  The state then leased 
the facility from the public benefit corporation.  The lease payments made by the 
state were exactly tied to the debt service payments that were being made on the 
bonds by the public benefit corporation. 

In determining the accounting and financial reporting requirements for these 
types of public benefit corporations, the guidance in Chapter 10 for proprietary 
funds should be used.  These entities almost always use the accounting and financial 
reporting principles of proprietary funds in a government’s financial statements.  
Thus, these entities need to decide whether they will implement FASB statements is-
sued after November 30, 1989, in accordance with GASBS 20.  Additional informa-
tion on this decision and the related requirements is provided in Chapter 10.  Public 
benefit corporations are most often presented as discretely presented component 
units of a government, but they may also be blended, if they meet the reporting en-
tity requirements to be reported as a blended component unit. 

Where public benefit corporations issue debt, they almost always issue their own 
stand-alone financial statements, since these financial statements are needed to actu-
ally sell their debt.  When these financial statements are issued, the public benefit 
corporation should consider whether there are any entities that should be included as 
a component unit of the public benefit corporation.  The same criteria described in 
Chapter 6 should be considered in making this determination.  In addition, when 
stand-alone financial statements of a public benefit corporation that is a component 
unit of a governmental entity are issued, those financial statements should indicate 
that the public benefit corporation is a component unit of the primary government. 

Utilities

The above discussion indicates that public benefit corporations sometimes pro-
vide services similar to those provided by utilities.  In the above discussion, the ex-
ample of a water and sewer authority was provided, which would be considered the 
same as the activities of a utility. 

Since utilities are a rate-regulated industry, there are certain standards in private-
sector accounting that relate specifically to regulated industries.  FASB Statement 71 
(SFAS 71), Accounting for the Effects of Certain Regulation, does not specifically 
exclude state and local governmental entities from its scope.  SFAS 71 and related 
pronouncements issued on or before November 30, 1989, may be applied to pro-
prietary activities that meet the criteria of those pronouncements for reporting as 



438 Wiley GAAP for Governments 2004 

regulated enterprises.  (The related pronouncements include FASB Statement 90, 
Regulated Enterprises—Accounting for Abandonment and Disallowances of Plant 
Costs; Statement 92, Regulated Enterprises—Accounting for Phase-In Plans; and 
Statement 101, Accounting for the Discontinuation of Application of FASB State-
ment No. 71.) 

If a governmental public utility elects to apply the provisions of SFAS 71 and its 
related pronouncements, the application needs to take into consideration that in the 
case of a governmental utility, the “regulator” (that is, the authority that governs the 
rates the utility charges) and the governmental entity that controls the governmental 
utility may be one and the same. 

The requirements of SFAS 71 generally relate to the type of regulation where 
rates (that is, the price charged for the utility’s service) are set at levels intended to 
recover the estimated costs of providing the regulated services or products, including 
the cost of capital, which includes interest and a provision for earnings on invest-
ments.  (For governments, the cost of capital is likely to be only on the interest cost 
without a built-in “profit” on the government’s investment in the utility.) 

SFAS 71 requires that revenues and costs be matched.  For a number of reasons, 
revenues intended to cover some costs are provided either before or after the costs 
are incurred.  If regulation provides assurance that incurred costs will be recovered 
in the future, SFAS 71 requires enterprises to capitalize those costs.  If current re-
covery is provided for costs that are expected to be incurred in the future, SFAS 71 
requires those receipts to be recorded as liabilities until the related costs have been 
incurred.

An important aspect of SFAS 71 is that when an asset can be recognized for 
costs that will be recovered in the future, SFAS 71 states that 

Rate actions of a regulator can provide reasonable assurance of the existence 
of an asset.  An enterprise shall capitalize all or part of an incurred cost that would 
otherwise by charged to expense if both of the following criteria are met: 

1. It is probable that future revenue in an amount at least equal to the capi-
talized cost will result from inclusion of that cost in allowable costs for 
rate-making purposes. 

2. Based on available evidence, the future revenue will be provided to permit 
recovery of the previously incurred cost rather than to provide for ex-
pected levels of similar future costs.  If the revenue will be provided 
through an automatic rate-adjustment clause, this criterion requires that 
the regulator’s intent clearly be to permit recovery of the previously in-
curred cost. 

In the case of the governmental utility that has authority to set its own rates (or 
when the rates are set by the primary governments that control the public utility), 
application of these conditions as to the intent of the regulator are clearly more eas-
ily applied than when the regulator is an independent third party. 

Rate actions of a regulator may reduce or eliminate the value of an asset that has 
been recorded, such as by reducing or eliminating all or part of a cost from allow-
able costs, which will affect the carrying amount of any asset recognized in accor-
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dance with the above two criteria.  Actions of a regulator may also impose a liability 
on a regulated enterprise, such as by requiring refunds to customers. 

These are basic principles underlying SFAS 71.  While a detailed discussion of 
regulatory accounting is beyond the scope of this guide, readers should be aware of 
these basic principles for potential application to a government utility’s accounting 
and financial reporting requirements. 

SUMMARY

This chapter describes the basic accounting and financial reporting requirements 
for typical public benefit corporations that are governmental entities.  These ac-
counting and financial reporting requirements are based on those principles de-
scribed in Chapter 10 of this guide for proprietary funds. 



APPENDIX 

DISCLOSURE CHECKLIST 

This disclosure checklist has been prepared using the accounting and financial reporting 
guidance contained in pronouncements up to and including GASB Statement 41.  This 
checklist has been prepared with careful consideration to ensure its accuracy and complete-
ness.  However, a checklist does not substitute for professional knowledge and judgment.  In 
addition, this checklist focuses primarily on footnote disclosures for financial statements.  
For requirements as to the content and format of financial statements themselves, readers 
should refer to the applicable chapters of this guide.  Financial statement preparers and 
auditors using this checklist should recognize their responsibility to determine the adequacy 
of disclosures for financial statements.  Accordingly, this checklist should be used as only 
one tool in meeting these responsibilities. 

A. Summary of Significant Accounting Policies 
B. Nonmonetary Transactions 
C. Related-Party Transactions 
D. Accounting Changes 
E. Disclosures for Defined Benefit Pension Plans 
F. Disclosures for Defined Contribution Plans 
G. Disclosure for Postemployment Health Care Plans Administered by Defined Benefit 

Pension Plans 
H. Pension Disclosures for State and Local Governmental Employees 
I. Postemployment Benefits other than Pensions 
J. Disclosures Relating to Leases 
K. Fund Balance 
L. Property Taxes 
M. Grants and Similar Revenues 
N. Commitments and Contingencies 
O. Subsequent Events 
P. Reporting Entity 
Q. Special Assessments 
R. Public Entity Risk Pools 
S. Landfill Disclosures 
T. Cash, Investments, and Other Assets 
U. Disclosures Relating to Liabilities 
V. General Disclosures of Financial Statement Presentation Matters 
W. Disclosures about Derivatives 

A. Summary of Significant Accounting Policies

1. Does the first note to the financial statements contain a summary of signifi-
cant accounting policies?

2. Does the summary of significant accounting policies include the following:  

a. Criteria used to determine the reporting entity? 
(GASBS 14, para 61) 

b. Description of the basis of accounting and measurement focus used?  
c. Policies with regard to encumbrances?  (Cod. Sections 2300 and 1700) 

(Not required upon implementation of GASBS 38) 
d. The use of the modified accrual basis of accounting for governmental 

funds?  (Cod. Section 1600) 
e. Description of the use of fund accounting?  
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f. Effects of component units with different fiscal year-ends?  (Cod. Sec-
tion 2300) 

g. Policy regarding the capitalization of interest costs incurred during con-
struction of fixed assets?  (Cod. Section 2300) 

h. Whether any fixed asset costs have been estimated and the methods 
used for the estimation?  (Cod. Section 1400 and 2300) 

i. Policy regarding the accounting for inventories in governmental 
funds—purchase or consumption method?  (Cod. Section 1800) 

j. Policy for accounting for vacation and sick leave?  
k. Investment policies?  (I50)  
l. Basis of accounting for each fiduciary fund used and a description of 

the funds in use?  (SLGA, para 14) 
m. Descriptions of the activities accounted for in the major funds, internal 

service funds, and fiduciary fund types?  (GASBS 38) 
n. Length of time used to define “available” for purposes of revenue rec-

ognition in the governmental-fund financial statements?  (GASBS 38) 

3. Have the following disclosures been made regarding the government-wide 
financial statements?  (GASBS 34, para 115) 

a. A description of the government-wide financial statements, noting that 
neither fiduciary funds nor component units that are fiduciary in nature 
are included. 

b. The measurement focus and basis of accounting used in the 
government-wide statements. 

c. The policy for eliminating internal activity in the statements of activi-
ties. 

d. The policy for applying FASB pronouncements issued after Novem-
ber 30, 1989, to business-type activities and to enterprise funds of the 
primary government. 

e. The policy for capitalizing assets and for estimating the useful lives of 
those assets (used to calculate depreciation expense).  Governments that 
choose to use the modified approach for reporting eligible infrastructure 
assets should describe that approach. 

f. A description of the types of transactions included in program revenues 
and the policy for allocating indirect expenses to functions in the state-
ments of activities. 

g. The government’s policy for defining operating and nonoperating reve-
nues of proprietary funds. 

h. The government’s policy regarding whether to first apply restricted or 
unrestricted resources when an expense is incurred for purposes for 
which both restricted and unrestricted net assets are available. 

B. Nonmonetary Transactions

1. Do the notes disclose the nature of these transactions, basis of accounting 
used, and gains or losses recognized on the transfers? 

2. Are donated fixed assets for general government activities recorded in the 
general fixed asset account group?  (Cod. Section 1400) 

C. Related-Party Transactions

1. Are the following disclosures made of material related-party transactions, 
other than compensation agreements, expense allowances, and similar items?  
(Cod. Section 2300; SLGA, para 17) 

a. The nature of the relationship  
b. A description of the transactions, including transactions to which no 

amounts or nominal amounts have been assigned, and such other in-
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formation to understand the effects of the transactions on the financial 
statements 

c. Dollar amounts of the transactions for each period that an operating 
statement is presented 

d. Amounts due from related parties as of the date of each balance sheet 
presented (SFAS 57, paras 2-4) 

2. Is the nature and extent of any leasing transactions with related parties dis-
closed?  (Cod. Section L20) 

D. Accounting Changes

1. Nature and justification of the change and its effects on the financial state-
ments?

2. When applicable, the cumulative effect of an accounting change shown be-
tween “extraordinary items” and “excess of revenues over/under expendi-
tures”?

3. Material effects of the changes in accounting estimates?  
4. Disclosures required by APB 20 for change in reporting entity?  
5. For prior period adjustments  

a. Effects on the excess of revenues over/under expenditures?  
b. Disclosure of the effects of a restatement of the beginning fund/net as-

set balance and on the excess of revenues over/under expenditures for 
the immediately preceding period? 

c. The effects of the adjustment on each period for which financial state-
ments are presented? 

6. Effects on any historical summaries appropriately disclosed?  
7. Nature of an error in previously issued financial statements and the effect of 

the correction of the error on the excess of revenues over/under expenditures 
before extraordinary items disclosed in the period in which the error is dis-
covered and corrected? 

E. Disclosures for Defined Benefit Pension Plans (GASBS 25)

NOTE:  The disclosure requirements for defined benefit pension plans and defined contri-
bution plans are described in considerable detail in Chapter 24.  This chapter should be 
consulted when preparing these pension-related disclosures.

1. If required supplementary information for a cost-sharing or agent plan is not 
included in the employer’s financial statements, do the employer’s state-
ments disclose how to obtain the plan’s stand-alone reports? 

2. Is the caption for net assets held in trust for pension benefits followed by a 
parenthetical reference to the plan’s schedule of funding progress? 

3. Do the notes include all of the disclosures in para 32 of GASBS 25 when the 
financial statements are presented in a stand-alone report or solely in the fi-
nancial report of an employer? 

4. If a single-employer plan’s financial statements are included in an em-
ployer’s report, are the following disclosed? 

a. Availability of the stand-alone report  
b. Information required for the schedule of funding progress for the three 

most recent actuarial valuations 

5. Do the required disclosures from para 40 of GASBS 25 accompany the 
schedules of required supplementary information? 

F. Disclosures for Defined Contribution Plans

1. Do the notes include all of the required disclosures of para 41 of GASBS 25 
when the financial statements are presented in a stand-alone report or solely 
in the financial statements of an employer? 
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2. When a plan’s financial statements are presented in both an employer’s re-
port and a publicly available stand-alone report and the employer limits its 
disclosures as permitted by GASBS 25, does the employer disclose how to 
obtain the stand-alone financial report? 

G. Disclosures for Postemployment Health Care Plans Administered by Defined 
Benefit Pension Plans (GASBS 26)

1. In addition to the required financial statements and required supplementary 
information, are the following items disclosed? 

a. The methods and assumptions used in preparing the supplementary in-
formation? 

b. The health care inflation assumption for the most recent year reported 
in the supplementary schedules? 

H. Pension Disclosures for State and Local Governmental Employers (GASBS 27) 

NOTE:   Chapter 18 describes in considerable detail the disclosure requirements for em-
ployers relating to pension plans and should be consulted for additional information.

1. Is the following information disclosed for each pension plan?  

a. Description of the plan  
b. Funding policy  
c. Sole and agent plans should disclose the information required by 

GASBS 25, para 21 

2. Do sole and agent employers disclose the following information for the most 
recent actuarial valuation and the two preceding valuations, unless the ag-
gregate actuarial cost method was used? 

a. The actuarial valuation date, the actuarial value of plan assets, the actu-
arial accrued liability, the total unfunded actuarial liability, the actuarial 
value of assets as a percentage of the actuarial accrued liability, the an-
nual covered payroll, and the ratio of the unfunded actuarial accrued li-
ability to annual covered payroll 

b. Factors that significantly affect the identification of trends in the 
amount reported 

3. For insured plans, do employers disclose the following?  

a. Brief description of the insured plan, including the benefit provisions 
and the authority under which benefit provisions are established or may 
be amended 

b. The fact that the obligation for payment of benefits has been effectively 
transferred from the employer to one or more insurance companies and 
whether the employer has guaranteed benefits in the event of the insur-
ance company’s insolvency 

c. The current year pension expenditures/expense and contributions or 
premiums paid 

4. Does the employer disclose the following information for each defined con-
tribution plan to which it is required to contribute? 

a. Name of the plan  
b. Identification of the public employee retirement system or other entity 

that administers the plan 
c. Brief description of the plan provisions and the authority under which 

they are established or may be amended 
d. Contribution requirements of the plan members, employer, and other 

contributing entities, and the authority under which the requirements 
are established or may be amended 

e. Contributions actually made by plan members and employees  
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I. Postemployment Benefits other than Pensions (OPEBs) (GASBS 12)

1. Does the employer disclose the following?  

a. Description of the OPEB provided  
b. Employee groups covered  
c. Employer and participant obligations to contribute, quantified in some 

manner

2. A description of the statutory, contractual, or other authority under which 
OPEB provisions and obligations to contribute are established 

3. A description of the accounting and financing or funding policies followed  
4. If OPEBs are advance-funded on an actuarial basis, the actuarial cost method 

and significant actuarial assumptions, as well as the method used to value 
plan assets 

5. If OPEBs are financed on a pay-as-you-go basis, are the following dis-
closed?

a. The amount of OPEB expenditures/expenses recognized during the pe-
riod by the employer (net of participant contributions) 

b. The number of participants currently eligible to receive benefits  
c. If a reasonable estimate of OPEB expenditures/expenses cannot be 

made, the fact that an estimate cannot be made disclosed 

6. If OPEBs are advance-funded on an actuarially determined basis, is the fol-
lowing disclosed? 

a. The number of active plan participants  
b. The employer’s actuarially required and actual contributions for the pe-

riod (net of participant contributions) 
c. The amount of net assets available for OPEBs  
d. The actuarially accrued liability and unfunded actuarially accrued li-

ability for OPEBs according to the actuarial cost method used 

7. A description (and the dollar effect, if measurable) of any significant matters 
that affect the comparability of disclosures with those of the previous pe-
riod?

8. Any additional information that the employer believes will help users assess 
the nature and magnitude of the cost of the employer’s commitment to pro-
vide OPEBs? 

J. Disclosures Relating to Leases (SFAS 13)

1. Lessors  
NOTE:  The disclosure requirements for leases are described in considerably more detail in 
Chapter 22.  This chapter should be consulted when preparing lease-related disclosure for 
lessees and lessors.

a. For operating leases, is the following information disclosed?  

(1) Cost and carrying amount of property on lease or held for leasing 
by major classes and the amount of accumulated depreciation as of 
the date of the latest balance sheet presented 

(2) Minimum future rentals on noncancelable leases as of the date of 
the latest balance sheet presented in the aggregate and for each of 
the five succeeding years and for five-year increments thereafter 
(amended by GASBS 38) 

(3) Total contingent rentals in operations for each period for which a 
statement of revenues and expenditures is presented 

b. For sales-type and direct financing leases, are the following disclosed?  

(1) Appropriate components of the net investment in the leases as of 
the date of each balance sheet presented 
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(2) Future minimum lease payments to be received for each of the five 
succeeding fiscal years as of the date of the latest balance sheet 
presented

(3) Total contingent rentals included in operations for each period for 
which a statement of revenues and expenditures is presented 

c. Do the notes provide a general description of the lessor’s leasing ar-
rangements?

2. Lessees  

a. For capital leases, are the following disclosed?  

(1) Gross amounts of assets and the accumulated depreciation re-
corded by major classes as of the date of each balance sheet pre-
sented

(2) The lease obligations classified as current and long-term  
(3) Future minimum lease payments as of the latest balance sheet pre-

sented in the aggregate and for each of the five succeeding fiscal 
years and in five-year increments thereafter, with separate deduc-
tions for executory costs and imputed interest 

(4) Total future minimum lease sublease rentals under noncancelable 
subleases as of the date of the latest balance sheet presented 

(5) Total contingent rentals incurred for each period for which a state-
ment of revenue and expenditures is presented 

b. For operating leases that have initial or remaining noncancelable lease 
terms in excess of one year, is the following information disclosed? 

(1) Future minimum rental payments required as of the latest balance 
sheet presented in the aggregate and for each of the five succeed-
ing fiscal years and in five-year increments thereafter 

(2) Total minimum rentals under noncancelable subleases as of the 
date of the latest balance sheet presented 

c. For all operating leases, is the following information disclosed?  

(1) Rental expense for each period for which an operating statement is 
presented with separate amounts for minimum rentals, contingent 
rentals, and sublease rentals 

(2) A general description of the lessee’s leasing arrangements, includ-
ing

(a) Basis for determining contingent rentals  
(b) Terms of any renewal or purchase options or escalation 

clauses
(c) Restrictive covenants  

K. Fund Balance

1. Is disclosure made of any deficit fund balance or deficit retained earnings of 
individual funds and identification of how it will be liquidated? 

2. Are all changes in fund balance disclosed?  
3. Are differences between opening fund balances and those previously re-

ported disclosed? 
4. Are any deficits in internal service funds disclosed?  

L. Property Taxes

1. Do the notes disclose that property taxes are recorded on the modified ac-
crual basis of accounting in governmental funds? 

2. If the government excludes some property tax revenues from appropriation 
to protect cash liquidity, is this restriction disclosed by a designation of fund 
balance and an appropriate footnote? 
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3. Are the following elements of the government’s property tax calendar dis-
closed?

a. Lien dates  
b. Levy dates  
c. Due dates  
d. Collection dates  

M. Grants and Similar Revenues (GASBS 24, NCGAI 6)

1. Is the basis of accounting for recording grants, entitlements, or shared reve-
nues disclosed? 

2. If grants, entitlements, or shared revenues are held in an agency fund pend-
ing determination as to which fund they will be used in, is the amount of the 
assets so held disclosed in the footnotes? 

3. Are all cash pass-through grants reported in the financial statements?  
4. Are amounts recognized for on-behalf payments for fringe benefits and sala-

ries disclosed in the notes? 
5. For on-behalf payments that are contributions to a pension plan for which 

the employer government is not legally responsible, is the name of the plan 
that covers the government’s employees and the name of the entity that 
makes the contributions disclosed? 

6. If there are two legally separate entities that are the parties to a transaction 
involving pass-through grants or on-behalf payments or fringe benefits and 
salaries and they are part of the same governmental reporting entity, is the 
following disclosed? 

a. Revenue and expenditures/expenses relating to these transactions re-
classified as operating transfers 

b. On-behalf payments classified as operating transfer—out by the paying 
entity

c. On-behalf payments classified as operating transfer—in by the em-
ployer entity 

7. Are the following note disclosures included about donor-restricted endow-
ments?  (GASBS 34, para 121) 

a. The amounts of net appreciation on investments of donor-restricted en-
dowments that are available for authorization for expenditure by the 
governing board, and how those amounts are reported in net assets 

b. The state law regarding the ability to spend net appreciation  
c. The policy for authorizing and spending investment income, such as a 

spending-rate or total-return policy 

N. Commitments and Contingencies

1. Are the nature and amount of accrued loss contingencies, including total 
judgments and claims determined for the year under SFAS 5? 

2. For loss contingencies not accrued, do the notes disclose the nature of the 
contingency and an estimate of possible loss, a range of loss, or a statement 
that such estimate cannot be made? 

3. Is any no-commitment debt included in the financial statements?  
4. Are guarantees or any moral obligations assumed by the entity disclosed?  
5. Are the following disclosures made for unconditional purchase obligations 

not recorded on the balance sheet made?  (SFAS 47) 

a. Nature and term of the obligation?  
b. Amount of the fixed and determinable portion of the obligations as of 

the balance sheet date and for each of the five succeeding fiscal years? 
c. Nature of any variable components of the obligation?  
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d. Amounts purchased for each period for which an operating statement is 
presented? 

6. Is disclosure made of conditions that raise a question as to the entity’s ability 
to continue as a going concern and viable plans to overcome this situation?  
(SFAS 59) 

7. If appropriations lapse at year-end, are the outstanding encumbrances at 
year-end disclosed if the government intends to honor them? 

8. If a government is prohibited by law from budgeting or appropriating prop-
erty taxes recognized as revenue under the modified accrual basis, is this fact 
disclosed?

9. Are gain contingencies adequately disclosed?  
10. Are disclosures provided for unused letters of credit and assets pledged for 

security? 
11. Are any material violations of legal and contractual provisions disclosed?  
12. Are loss contingencies disclosed when there is a reasonable possibility that a 

loss may have been incurred? 

O. Subsequent Events

1. Are financial statements adjusted for any changes in estimates resulting from 
subsequent events that provide additional information about evidence exist-
ing at the balance sheet date? 

2. Are events subsequent to the balance sheet date adequately disclosed?  
3. Are appropriate disclosures made for contingencies arising subsequent to the 

balance sheet date? 

P. Reporting Entity (GASBS 14)

1. Does the reporting entity provide information about each major component 
unit either by including the required combining statements or by presenting 
condensed financial statements in the notes? 

2. Is the general fund of a blended component unit presented as a special reve-
nue fund? 

3. Are appropriate for-profit corporations presented as component units?  
4. Are amounts due to and from component units for lease transactions re-

ported separately from other lease receivables and payables? 
5. Where transactions occur between component units with different fiscal 

years result in inconsistencies in due to or from amounts or transfers, is the 
nature of these differences disclosed? 

6. Are changes in the fiscal years of component units disclosed?  
7. Do the notes include a brief description of the component units and their re-

lationship to the primary government, including  (GASBS 14, para 61) 

a. Discussion of the criteria for including the component units?  
b. How the component units are reported?  
c. Information about how the separate financial statements of the compo-

nent units can be obtained? 

8. Do the notes disclose individual component units considering the unit’s sig-
nificance to the total discretely presented component units and the nature 
and significance of the relationship to the primary government?  
(GASBS 14, para 63) 

9. Do the separate financial statements of a component unit disclose its rela-
tionship to the primary government? 

10. Do the separate financial statements of a component unit disclose its partici-
pation in an oversight entity’s risk management internal service fund 
(GASBS 10, paras 77 and 79) and the nature of the participation? 

11. If the government chooses to present component unit information in the 
notes, are these details presented, at a minimum?  (GASBS 34, para 11) 
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a. Condensed statement of net assets:  

(1) Total assets—distinguishing between capital assets and other as-
sets.  Amounts receivable from the primary government or from 
other component units should be reported separately. 

(2) Total liabilities—distinguishing between long-term debt out-
standing and other liabilities.  Amounts payable to the primary 
government or to other component units should be reported sepa-
rately. 

(3) Total net assets—distinguishing between restricted, unrestricted, 
and amounts invested in capital assets, net of related debt. 

b. Condensed statement of activities:  

(1) Expenses (by major functions and for depreciation expense, if 
separately reported) 

(2) Program revenues (by type)  
(3) Net program (expense) revenue  
(4) Tax revenues  
(5) Other nontax general revenues  
(6) Contributions to endowments and permanent fund principal  
(7) Special and extraordinary items  
(8) Change in net assets  
(9) Beginning net assets  

(10) Ending net assets  

Q. Special Assessments (GASBS 6, paras 20 and 21)

1. Are long-term note disclosures provided for special assessment debt if the 
government is obligated in some manner? 

2. Do the notes identify and describe any guarantee, reserve, or sinking fund 
established to cover property owner defaults? 

3. Is the amount of delinquent special assessment receivables disclosed?  
4. If the government is not obligated in some manner, do the notes describe the 

nature of the government’s role? 

R. Public Entity Risk Pools (GASBS 10)

1. If an exposure to loss exists in excess of an accrual or if no accrual is made 
for an insured event, is a loss contingency disclosed if there is a reasonable 
possibility that a loss or additional loss will occur? 

2. Does the disclosure in (1) indicate the nature of the contingency and provide 
an estimate (or range) of the loss, or state that an estimate cannot be made? 

3. If it is probable that an unreported claim will be asserted (and there is a rea-
sonable possibility that a loss will be incurred), is disclosure of this assertion 
made? 

4. Are the following specific disclosures made about the risk pool?  

a. Description of the risk transfer or pooling agreement  
b. Description of the number and types of entities participating in the pool  
c. Basis for estimating liabilities for unpaid claims and claim adjustment 

expenses
d. Indication that liabilities are based on the estimated ultimate cost of set-

tlement, including effects of inflation and other societal and economic 
factors

e. Nature of acquisition costs capitalized, including method and amount 
amortized 

f. Face and carrying amounts of liabilities for unpaid claims and claims 
adjustment expenses that are presented at present value and the range of 
discount interest rates 
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g. Whether the pool considers anticipated investment income in determin-
ing premium deficiencies 

h. Nature and significance of excess or reinsurance transactions, including 
coverage type, reinsurance premiums ceded, and estimated amounts re-
coverable 

i. Reconciliation of total claims liabilities in prescribed format 
(GASBS 10, para 27) 

j. Aggregate amount of liabilities removed from balance sheet for which 
annuity contracts are purchased 

5. Does the entity disclose that it is insured under a retrospectively rated insur-
ance policy and the amount of premiums accrued based on the ultimate cost? 

6. Are risk pool assessment amounts that are probable but not reasonably esti-
mable disclosed? 

7. For entities other than risk pools, is the following information disclosed? 
(GASBS 10, para 74) 

a. Description of risks to which the entity is disclosed and ways those 
risks are handled 

b. Description of the significant reductions in insurance coverage from the 
prior year, by major categories of risk, and an indication of whether the 
amount of settlements exceeded insurance coverage for each of the past 
three fiscal years 

c. If an entity participates in a risk pool, the nature of the participation  
d. If an entity retains the risk of loss  

(1) Basis for estimating liabilities for unpaid claims, including effects 
of specific claim adjustment expenses and subrogation, and 
whether other allocated or unallocated claim adjustment expenses 
are included (GASBS 30) 

(2) Carrying amount of liabilities for unpaid claims that are presented 
at present value and the range of discount interest rates used 

(3) Aggregate outstanding amount of claims liabilities removed from 
the balance sheet for which annuity contracts have been purchased 

(4) Reconciliation of changes in aggregate liabilities, in format pre-
scribed by GASBS 10, para 77, as amended by GASBS 30 

e. Is the GASBS 10 required supplementary information presented?  

S. Landfill Disclosures (GASBS 18, para 17)

1. Is the following information disclosed in the notes?  

a. Nature and source of landfill closure and postclosure costs  
b. That recognition of landfill liability is based on landfill capacity used to 

date
c. Amount of the reported liability and the remaining estimated costs to be 

recognized
d. How financial assurance requirements are met and any restrictions on 

assets
e. The nature of the estimates and potential changes due to inflation or de-

flation, technology, laws, or regulations 

T. Cash, Investments, and Other Assets

1. Are any restrictions on cash and investments disclosed?  
2. Are the following disclosures made for investments, including repurchase 

agreements?  (GASBS 3, paras 65-80) 

a. Types of investments authorized by legal or contractual provisions, in-
cluding where differences exist for various funds, fund types, and com-
ponent units 
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b. Significant violations during the period of legal or contractual provi-
sions for deposits and investments 

c. A statement that bank balances as of the balance sheet date are entirely 
insured or collateralized with securities held by the entity or by its agent 
in the entity’s name 

d. For bank balances or deposits not entirely insured or collateralized per 
c. above 

(1) Carrying amounts of total deposits, if not separately displayed on 
the balance sheet 

(2) Total bank balance classified in three risk categories  

(a) Insured or collateralized with securities held by the entity or 
by its agent in the entity’s name 

(b) Collateralized with securities held by the pledging financial 
institution’s trust department or agent in the entity’s name 

(c) Uncollateralized  

e. Are the carrying amount and fair value (where different) of investments 
disclosed in total and for each type of investment? 

f. Are the carrying amounts of investments for each of the following cate-
gories of credit risk disclosed? 

(1) Insured or registered or securities held by the entity or its agent in 
the entity’s name 

(2) Uninsured and unregistered, with securities held by the counter-
party’s trust department or agent in the entity’s name 

(3) Uninsured and unregistered, with securities held by the counter-
party, or by its trust department or agent, but not in the entity’s 
name

NOTE:  Governments that have implemented GASBS 40, Deposit and Invest-
ment Risk Disclosures, should modify the above disclosures and provide addi-
tional disclosures as follows.  Chapter 1 should be consulted for a disclosure of 
the overall requirements of GASBS 40. 

(a) The disclosures required by item 2.d. above are modified so 
that the government should only provide disclosure of depos-
its that are subject to custodial credit risk by disclosing the 
amount of bank balances, the fact that the balances are unin-
sured, and whether the balances are exposed to custodial 
credit risk because they are uncollateralized, collateralized 
with securities held by the pledging financial institution, or 
collateralized with securities held by the pledging financial 
institution’s trust department or agent but not in the 
depositor-government’s name. 

(b) The disclosures required by item 2.f. above are modified so 
that the government should only provide disclosure of in-
vestments that are subject to custodial credit risk by disclos-
ing the investment’s type, the reported amount, and how the 
investments are held. 

(c) Has the government described its deposit and investment 
policies that are related to the risks specified in GASBS 40 
that are required to be disclosed?  If a government has no 
deposit or investment policy that addresses a specific type of 
risk that it is exposed to, has this fact been disclosed? 

(d) Has the government disclosed information about the credit 
risk associated with its investments by disclosing the credit 
quality ratings of its investments in debt securities? 
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(e) Has the government disclosed information about 
concentration of credit risk by disclosing by amount and 
issuer, investments in any one issuer that represent 5% or 
more of total investments?  (This disclosure does not apply to 
investments issued or explicitly guaranteed by the US 
government and investments in mutual funds, external 
investment pools, and other pooled investments.) 

(f) Has the government disclosed information about interest  
rate risk using one of the methodologies prescribed by 
GASBS 40? 

(g) Has the government disclosed the terms and fair values of 
debt instruments whose terms may cause the instrument’s fair 
value to be highly sensitive to interest rate changes? 

(h) If the government’s deposits or investments are exposed to 
foreign currency risk, has the government disclosed the US 
dollar balances of such deposits or investments, organized by 
currency denomination and, if applicable, investment type? 

3. If unrealized investment losses in one or more component units or funds are 
not apparent because of unrealized gains in the remaining funds, are the car-
rying amounts and fair values (where different) for these units disclosed? 

4. Are outstanding commitments to resell securities under yield maintenance 
repurchase agreements disclosed? 

5. Are types of investments made during the reporting period, but not owned at 
the balance sheet date, disclosed? 

6. Are losses as a result of default by counterparties (and amounts recovered 
from prior losses) disclosed? 

7. Are the following disclosures made for reverse repurchase agreements?  

a. For reverse repurchase agreements (other than yield maintenance agree-
ments) outstanding, the credit risk relating to the agreement 

b. Commitments to repurchase securities under yield maintenance agree-
ments, including fair value of securities to be repurchased 

c. Losses recognized during the period due to default of counterparties 
and recoveries of losses from prior periods 

8. Are the following disclosures relating to investment valuations provided? 
(GASBS 31, para 15) 

a. The methods and significant assumptions used to estimate the fair value 
of investments, if that fair value is based on other than quoted market 
prices. 

b. The policy for determining which investments, if any, are reported at 
amortized cost 

c. For any investments in external investment pools that are not SEC-
registered, a brief description of any regulatory oversight for the pool 
and whether the fair value of the position in the pool is the same as the 
value of the pool shares 

d. Any voluntary participation in an external investment pool  
e. If an entity cannot obtain information form a pool sponsor to allow it to 

determine the fair value of its investment in the pool, the methods used 
and significant assumptions made in determining that fair value and the 
reasons for having had to make such an estimate 

f. Any income from investments associated with one fund that is assigned 
to another fund 

g. Optionally, an entity may disclose realized gains and losses in the notes 
to the financial statements computed as the difference between the pro-
ceeds of the sale and the original cost of the investment sold. 
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h. External investment pools that elect to report—and other entities that 
disclose—realized gains and losses should also disclose that 

(1) The calculation of realized gains and losses is independent of a 
calculation of the net change in fair value of investments 

(2) Realized gains and losses on investments that had been held in 
more than one fiscal year and sold in the current year were in-
cluded as a change in the fair value of investment reports in the 
prior year(s) and the current year 

9. Are the following disclosures provided for derivatives?  (GASBTB 94-1)  

a. Discussion of relevant accounting policies  
b. Nature of transactions and reason for entering into them, including dis-

cussion of credit, market, and legal risk 
c. For proprietary funds implementing FASB Statements, have the disclo-

sure provisions of FASB Statement 119, Disclosure about Derivative 
Financial Instruments and Fair Value of Investments, been provided? 

10. Are the following disclosures provided for securities lending transactions? 
(GASBS 28, paras 11-16) 

a. Source of legal or contractual authorization for the use of securities 
lending transactions 

b. Any significant violations of those provisions occurring during the re-
porting period 

c. General description of the transactions, including  

(1) Types of securities loaned  
(2) Types of collateral received  
(3) Whether the government has the ability to pledge or sell collateral 

securities without a borrower default 
(4) Amount by which the value of the collateral provided is required 

to exceed the value of the underlying securities 
(5) Any restriction on the amount of the loans that can be made  
(6) Any loss indemnification provided to the entity by its securities 

lending agents 
(7) Carrying amount and market or fair values of underlying securities  

d. Whether the maturities of investments made with cash collateral gener-
ally match the maturities of the securities loans, and the extent of such 
matching 

e. Amount of credit risk related to securities lending transactions  
f. Amount of losses or recoveries of prior losses during the period from 

securities lending transactions 
g. Are appropriate investment disclosures made for collateral received and 

disclosure made for reverse repurchase agreements? 

11. Are the following disclosures made for investments carried under the equity 
method of accounting?  (APB 18) 

a. Name of each investee and the percentage of ownership  
b. Accounting policies relative to equity method investments  
c. Difference, if any, between the amount at which the investment is car-

ried and the amount of underlying equity in net assets and the account-
ing treatment for the difference 

d. Aggregate market value of each identified investment for which a mar-
ket value is available 

12. Are the following disclosures made for each joint venture in which the gov-
ernment participates?  (GASBS 14, para 75) 
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a. Descriptions of the government’s ongoing financial interest or financial 
responsibility in the joint venture 

b. Sufficient information about the joint venture to enable the reader to 
evaluate whether the joint venture is accumulating financial resources 
or experiencing financial stress that may result in an additional benefit 
or burden to the government 

c. Information about the availability of separate financial statements of the 
joint venture 

d. Disclosure of any information for related-party transactions  

13. Are the following disclosures provided for notes and accounts receivable?  

a. Notes and accounts receivable from affiliated organizations disclosed 
separately

b. Amounts of interfund receivables and payables, disclosed by fund  

14. Are the following disclosures provided for inventories?  

a. Basis for stating the inventories  
b. Substantial or unusual losses from write-downs disclosed separately 

from other expenditures or expenses (ARB 43) 

15. Are the following disclosures provided by major class of asset for capital as-
sets?  (GASBS 34, para 117) 

a. Beginning- and end-of-year balances (regardless of whether beginning-
of-year balances are presented on the face of the government-wide fi-
nancial statements), with accumulated depreciation presented separately 
from historical cost 

b. Capital acquisitions  
c. Sales or other dispositions  
d. Current period depreciation expense, with disclosure of the amounts 

charged to each of the functions in the statement of activities 

16. For collections not capitalized, disclosures should provide a description of 
the collection and the reasons these assets are not capitalized.  For collec-
tions that are capitalized, governments should make the disclosures required 
for all capital assets. 

17. Are capital assets not being depreciated presented separately from those that 
are being depreciated? 

18. Have governments using the modified approach presented the following 
schedules, derived from asset management systems, as required supplemen-
tary information for all eligible infrastructure assets that are reported using 
the modified approach?  (GASBS 34, para 18) 

a. The assessed condition, performed at least every three years, for at least 
the three most recent complete condition assessments, indicating the 
dates of the assessments. 

b. The estimated annual amount calculated at the beginning of the fiscal 
year to maintain and preserve at (or above) the condition level estab-
lished and disclosed by the government compared with the amounts 
actually expensed for each of the past five reporting periods. 

19. The following disclosures should accompany the schedules required by 
item 18: 

a. The basis for the condition measurement and the measurement scale 
used to assess and report condition.  For example, a basis for condition 
measurement could be distresses found in pavement surfaces.  A scale
used to assess and report condition could range from 0 for a failed 
pavement to 100 for a pavement in perfect condition. 
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b. The condition level at which the government intends to preserve its eli-
gible infrastructure assets reported using the modified approach. 

U. Disclosures Relating to Liabilities (Cod. Section 2300)

1. Do the financial statements disclose the nature of any restrictions on assets 
relating to outstanding indebtedness? 

2. Is the following information relating to debt disclosed?  

a. Maturity, interest rates, and annual debt service requirements to matur-
ity for the short-term and long-term issues of outstanding debt 

b. Issuance and payment of debt for the period  
c. Details of capital leases  
d. Amounts of authorized but unissued debt  
e. Existence of any significant bond covenants and liquidity agreements  
f. Violations of bond covenants  
g. Nature and amount of contingent and moral obligations, no-

commitment debt and any actions by the government to extend an obli-
gation to pay 

h. The amount of unpaid debt that has been defeased  
i. Refunding of debt, including the difference between the cash flows to 

service the old debt and the cash flows to service the new debt, and the 
economic gains or loss resulting from the transaction 

j. Debt issued subsequent to the balance sheet date but before the finan-
cial statements are issued 

k. An existing or anticipated inability to pay debt when due  
l. Terms of interest rate change for variable rate debt (GASBS 38)  
m. Interest requirements for variable-rate debt computed using the rate ef-

fective at year-end (GASBS 38) 

3. Are amounts payable from restricted assets separately presented in the finan-
cial statements, including 

a. Construction contracts  
b. Revenue bonds  
c. Fiscal agent  
d. Deposits  
e. Accrued interest  

4. Are any conversion features of convertible debt disclosed?  
5. Are the following disclosures made for demand bonds outstanding? (GASBI 1)  

a. General description of the demand bond program  
b. Terms of any letters of credit or other standby liquidity agreements out-

standing, commitment fees to obtain letters of credit, and any amounts 
drawn on them outstanding as of the balance sheet date 

c. Description of the take-out agreement, including its expiration date, 
commitment fees to obtain the agreement, and the terms of any new 
obligations under the take-out agreements 

d. Debt service requirements that would result if the take-out agreement 
were not exercised 

e. If a take-out agreement is exercised converting bonds to an installment 
loan, the installment loan is reported as debt and included as part of the 
schedule of debt service requirements to maturity 

6. For periods after a troubled debt restructuring, do disclosures include the fol-
lowing?

a. Extent to which amounts contingently payable are included in the carry-
ing amount of restructured payables 
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b. Total amounts contingently payable, when applicable, and conditions 
under which those amounts would become payable or forgiven 

7. If debt is considered extinguished in an in-substance defeasance, do disclo-
sures include a general description of the transaction and the amount of debt 
that is considered extinguished at the end of the period disclosed for as long 
as the debt remains outstanding? 

a. Do the disclosures in 7. distinguish between the primary government 
and its discretely presented component units? 

8. Regardless of where the debt is reported, for a defeasance of debt through an 
advance refunding, are the following disclosures provided? 

a. General description of the transaction provided in the period of the re-
funding

b. The difference between the cash flows required to service the new debt 
and complete the refunding 

c. Economic gain or loss resulting from the transaction  

9. Are any defaults in provisions of security agreements, indentures or other 
credit agreements disclosed? 

10. If a waiver is obtained relating to a debt instrument for a period of time, is 
the period of time disclosed? 

11. Are the following conduit debt obligations disclosed?  (GASBI 2)  

a. General description of the conduit debt transactions  
b. Aggregate amount of all conduit debt obligations outstanding at the bal-

ance sheet date 
c. Indication that the issue has no obligation for the debt beyond the re-

sources provided by the related leases and loans 

12. Is a schedule of short-term debt and the purpose for short-term debt dis-
closed?  (GASBS 38) 

13. Debt service requirements to maturity, separately identifying principal and 
interest for each of the subsequent years and in five-year increments there-
after? 

14. Is the following information about long-term liabilities including both long-
term debt (such as bonds, notes, loans, and leases payable) and other long-
term liabilities (such as compensated absences, and claims and judgments)?  
(GASBS 34, para 119) 

a. Beginning- and end-of-year balances (regardless of whether prior-year 
data are presented on the face of the government-wide financial state-
ments)

b. Increases and decreases (separately presented)  
c. The portions of each item that are due within one year of the statement 

date
d. Which governmental funds typically have been used to liquidate other 

long-term liabilities (such as compensated absences and pension liabili-
ties) in prior years 

V. General Disclosure and Financial Statement Presentation Matters

1. Are significant violations of legal or contractual provisions for deposits and 
investments reported? 

2. If the combined statements contain a total column, is it captioned “memoran-
dum only” and do the notes describe this as meaning 

a. That the column is for information only?  
b. If interfund balances and transactions have been eliminated?  
c. That the column does not present consolidated financial information?  
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3. Are designations and reservations of fund balance that are not evident from 
the financial statements presented in the notes? 

a. If not evident from the financial statements, do the notes disclose mate-
rial changes in fund balance reserves or designations that are disclosed 
in the notes? 

4. Is the method for recognizing “profits” under construction-type contracts 
disclosed along with the following other disclosures? 

a. If the percentage of completion method of accounting is being used, is 
the method of measuring the extent of progress toward completion dis-
closed?

b. Are claims paid in excess of the agreed contract price disclosed?  

5. Is the method of accounting for expenditures for insurance and similar ser-
vices that extend over more than one accounting period disclosed? 

6. Are the following disclosures made relative to budgetary information? 
(NCGAI 10) 

a. Explanations of differences between the budgetary basis of accounting 
and GAAP, if any 

b. The degree to which the reporting entity’s financial operations are sub-
ject to a comprehensive appropriated budget or nonappropriated budget 
or are nonbudgeted activities 

c. When a separate budgetary report is issued, do the notes to the general-
purpose financial statements make reference to that report? 

d. Are any instances where expenditures exceeded appropriation of in-
tended funds disclosed?  (Cod. Section 2300) 

7. Are the following disclosures made relating to extraordinary items:  

a. Is a description of the extraordinary event or transaction and the princi-
pal items entering into the determination of the extraordinary gain or 
loss provided? 

b. Are the nature, origin, and amount of an adjustment made in the current 
period to extraordinary items reported in prior periods? 

c. Have material events or transactions that do not meet the criteria for 
classification as an extraordinary item been considered for reporting as 
a separate component of income from continuing operations, with the 
nature and effect of each transaction disclosed? 

8. Do the notes disclose the entire amount of interest cost during the period and 
the amount, if any, that has been capitalized? 

9. If the entity engages in futures transactions that are accounted for as hedges, 
is the following information disclosed? 

a. Nature of the assets, liabilities, firm commitments, or anticipated trans-
actions that are hedged with futures contracts 

b. Method of accounting for the futures contracts, including a description 
of the events or transactions that result in recognition of income of 
changes in the value of the contracts 

10. Do the notes disclose the total research and development costs charged to 
expense in each period an income statement is presented by proprietary 
funds?

11. Are the segment disclosure requirements met by providing condensed finan-
cial statements in the notes, which include the following?  (GASBS 34, para 
122)

a. Types of goods or services provided by the segment  
b. Condensed statement of net assets:  
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(1) Total assets—distinguishing between current assets, capital assets, 
and other assets.  Amounts receivable from other funds or compo-
nent units should be reported separately. 

(2) Total liabilities—distinguishing between current and long-term 
amounts.  Amounts payable to other funds or component units 
should be reported separately. 

(3) Total net assets—distinguishing among restricted (separately re-
porting expendable and nonexpendable components); unrestricted; 
and amounts invested in capital assets, net of related debt. 

c. Condensed statement of revenues, expenses, and changes in net assets:  

(1) Operating revenues (by major source)  
(2) Operating expenses.  Depreciation (including any amortization) 

should be identified separately 
(3) Operating income (loss)  
(4) Nonoperating revenues (expenses)—with separate reporting of 

major revenues and expenses 
(5) Capital contributions and additions to permanent and term endow-

ments
(6) Special and extraordinary items  
(7) Transfers  
(8) Change in net assets  
(9) Beginning net assets  

(10) Ending net assets  

d. Condensed statement of cash flows:  

(1) Net cash provided (used) by:  

(a) Operating activities  
(b) Noncapital financing activities  
(c) Capital and related financing activities  
(d) Investing activities  

(2) Beginning cash and cash equivalent balances  
(3) Ending cash and cash equivalent balances  

12. For purposes of fund types presenting a statement of cash flows, is the policy 
disclosed for which short-term investments are considered cash equivalents? 

13. For interfund transfers, are amounts transferred from other funds by individ-
ual major fund, nonmajor governmental funds in the aggregate, nonmajor 
enterprise funds in the aggregate, internal service funds in the aggregate, and 
fiduciary fund type disclosed, as well as a general description of the princi-
pal purposed of interfund transfers as well as purposes for and amounts of 
certain transfers?  (GASBS 38) 

14. For interfund balances, are amounts due from other funds by individual ma-
jor fund, nonmajor governmental funds in the aggregate, nonmajor enter-
prise funds in the aggregate, internal service funds in the aggregate, and fi-
duciary fund type disclosed, as well as the purpose for those balances and 
the amounts that are not expected to be repaid within one year?  
(GASBS 38) 

W. Disclosures about Derivatives

1. Has the government disclosed its objectives for entering into the derivative?  
2. Are the following significant terms of the derivative transaction disclosed?  

a. Notional, face, or contract amount  
b. Underlying indexes or interest rates, including terms such as caps, 

floors, or collars 
c. Options embedded in the derivative  
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d. The date when the derivative became effective and when it is scheduled 
to terminate or mature 

e. The amount of cash paid or received when the derivative was initiated  

3. Is the fair value of the derivative disclosed along with significant assump-
tions used to estimate fair value if fair value is based on other than quoted 
market prices? 

4. Has the government disclosed, when applicable, its exposure to the follow-
ing risks that could give rise to financial loss? 

a. Credit risk, including the following specific disclosures:  

(1) The credit quality ratings of counterparties as described by nation-
ally recognized rating agencies as of the date of the statement of 
net assets 

(2) The maximum amount of loss due to credit risk, based upon the 
fair value of the derivative as of the date of the statement of net as-
sets

(3) A brief description of the collateral or other security that supports 
derivatives subject to credit risk and information about the gov-
ernment’s access to that collateral or other security 

(4) Information about any master netting agreements to mitigate credit 
risk

(5) The extent of diversification among counterparties  

b. Interest rate risk, including the increased exposure and the derivative’s 
terms that increase interest rate risk 

c. Basis risk, including the derivative’s payment terms and any payment 
terms on the government’s associated debt 

d. Termination risk, including the following specific disclosures:  

(1) Any termination events that have occurred  
(2) Dates that a derivative may be terminated  
(3) Out-of-the-ordinary termination events contained in contractual 

documents, such as additional termination events contained in the 
Schedule to the International Swap Dealers Association Master 
Agreement 

e. Rollover risk, including the maturity of the derivative and the maturity 
of the associated debt 

f. Market-access risk  
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Capitalization contracts 
received, 363 

Capitalization contributions, 
350, 363 

Capitalization of interest, 7, 
229

Background, 230 
Disclosures, 233 
Example, 234 
Involving tax-exempt 
borrowings and certain 
gifts and grants, 233 

Capitalization period, 232 
Capitalization policy, 219 
Cash and cash equivalents, 
121

Disclosure checklist, 449 
Cash and investment, 
valuation and disclosures, 
268

Cash basis of accounting, 60 
Catastrophic loss, 358 
Claim cost recognition, 359 
Claims adjustment expenses, 
359

Claims-made policies, 351 
Claims-servicing or account 
pool, 356 

Classification
Of cash receipts and cash 
disbursements, 122 

Colleges and universities, see 
also Governmental colleges 
and universities 

Capitalization contributions, 
350

Recognition of pension 
expenditures and related 
pension liabilities, 323 

Combined financial 
statements, 143 

Combined statement of cash 
flows, 120 

Combining and individual 
fund financial statements 
and schedules, 115 

Comparable, 42 
Compensated absences, 296 

Basic principle for 
accounting for, 297 

Financial reporting 
considerations, 304 

Other factors affecting the 
liability calculation, 303 

Sabbatical leave, 302 
Sick leave, 299 
Termination payment 
method, 299 

Vacation leave, 297 
Vesting method, 301 

Component units, 134, 169 
Blended, 143, 161 

Determination of, 144 
Explanation of, 144 

Discrete presentation of, 
143, 161 

Display of, 142 
Evaluation questionnaire, 
157

Lease accounting, 371 
Reporting of, 142 
With component joint 
venture characteristics, 151 

Comprehensive annual 
financial report (CAFR), 
111

Combining and individual 
fund financial statements 
and schedules, 115 

Financial section, 114 
Independent auditor’s 
report, 115 

Introductory section, 113 
Requirements, 111 
Statistical tables, 116 

Connection fees (tap fees), 
206

Consistent, 42 
Contingencies 

Disclosure checklist, 446 
Contributed capital, 204 
Cost-sharing arrangements, 
157

Cost-sharing multiemployer 
plans, 311, 324, 399 

Credit risk, 281, 293 

D

Debt, 204 
Debt issuance, 176 

Journal entries, 176 
Debt security, 271 
Debt service funds, 54, 68, 
186

Budgets, 75 
Expenditure recognition, 
188

Deferred compensation 
plans, 215 

Defined benefit pension plan, 
309, 397 

Additions to plan net assets, 
405

Administration of multiple 
plans, 400 

Agent multiemployer plan, 
311, 399 

Allocated insurance 
contract, 403 

Annuity contracts, 403 
Assets used in operations, 
403

Benefits to be included in 
actuarial calculations, 314, 
412

Calculation of the annual 
required contribution 
(ARC), 312 

Cost-sharing multiemployer 
plans, 311, 324, 399 

Deductions in plan net 
assets, 406 

Disclosure checklist, 442 
Disclosure requirements, 
406, 419 

Financial reporting 
framework, 401 

GASBS 27 requirements 
for, 310 

Investments, 402 
Fair value, 402 

Liabilities, 403 
Liability (or asset) at the 
transition to GASBS 27, 
321

Measurement of annual 
pension cost and its 
recognition by the 
employer, 311 

Net pension obligation, 321 
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Parameters for actuarial 
calculations, 313, 411 

Pension benefits, 397 
Plan net assets, 404 
Postemployment health care 
plans administered by, 421 

Receivables, 401 
Required supplementary 
information, 408 

Required supplementary 
schedules, 418 

Schedule of employer 
contributions, 419 

Schedule of funding 
progress, 418 

Single-employer plan, 311, 
398

Statement of changes in 
plan net assets, 404 

Statement of plan net assets, 
401

Transition period, 419 
Unallocated insurance 
contract, 403 

Defined contribution pension 
plan, 309, 329, 396, 420 

Disclosure checklist, 442 
Demand bonds, 180, 238 
Depository insurance, 283 
Deposits

As of the balance sheet date 
and during the period, 283 

Disclosure requirements, 
280, 282 

Legal or contractual 
provisions for, 282 

Risks for, 281 
Depreciation, 224 
Depreciation methods, 224 
Derivative financial 
instruments, 287 

Derived tax revenues, 260 
Direct method, 127 
Direct-financing lease, 379, 
381

Disclosure checklist, 440 
Accounting changes, 442 
Cash, 449 
Commitments and 
contigencies, 446 

Defined benefit pension 
plans, 442 

Defined contribution plans, 
442

Fund balance, 445 

General disclosure and 
financial statement 
presentation matters, 455, 
457

Grants and similar revenues, 
446

Investments, 449 
Landfills, 449 
Leases, 444 
Liabilities, 454 
Nonmonetary transactions, 
441

Pension disclosures for state 
and local governmental 
employers, 443 

Postemployment benefits 
other than pensions 
(OPEB), 444 

Postemployment health care 
plans administered by 
defined benefit pension 
plans, 443 

Property taxes, 445 
Public entity risk pools, 448 
Related-party transactions, 
441

Reporting entity, 447 
Special assessments, 448 
Subsequent events, 447 
Summary of significant 
accounting policies, 440 

Discount rate, 315 
Discounting, 346, 360 

E

Educational institutions, 423 
Encumbrances, 78 
Enterprise funds, 55, 68, 201 

Advance refundings of debt, 
205

Background, 201 
Contributed capital, 204 
Debt, 204 
Deposits, 206 
Fixed assets, 207 
Infrastructure, 207 
Regulated industries, 207 
Restricted assets, 203 
Tap fees, 206 

Entities, see also Reporting 
entity

Covered by governmental 
accounting principles, 32 

Differences between budget 
and GAAP, 76 

Equity security, 272 
Estimated economic life of 
leased property, 371 

Executive budget, 71 
Expendable trust funds 

Pension expenditures from, 
323

Expenditures 
Duplication of, 209 
Liquidated, 78 
Recognition, 188 
Unliquidated, 78 

Experience refunds, 361 
Extended discovery 
coverage, 352 

External investment pools, 
271, 275 

Accounting and financial 
reporting standards for, 
278

Extraordinary items, 94 

F

Fair value, 272, 402 
Fair value method, 385 
Fiduciary funds, 58, 212 

Agency funds, 58, 68, 212 
Budgets for, 75 
Expendable trust funds, 323 
Investment trust funds, 58, 
68, 216 

Pension trust funds, 58, 68, 
214

Final budget, 74 
Financial accountability, 
134, 159, 161 

Financial Accounting 
Standards Board 
Interpretations 

FASBI 38, 197 
Financial Accounting 
Standards Board 
Statements 

SFAS   5, 343 
SFAS   6, 178, 246 
SFAS  12, 197 
SFAS  13, 370, 444 
SFAS  34, 229 
SFAS  35, 307 
SFAS  43, 296 
SFAS  47, 446 
SFAS  52, 287 
SFAS  57, 442 
SFAS  59, 447 
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SFAS  71, 197, 207, 438 
SFAS  74, 251, 436 
SFAS  75, 307 
SFAS  80, 287 
SFAS  87, 197, 308, 436 
SFAS  88, 436 
SFAS  90, 438 
SFAS  91, 364 
SFAS  92, 438 
SFAS  93, 436 
SFAS  95, 197 
SFAS 101, 438 
SFAS 102, 197 
SFAS 106, 197, 332 
SFAS 115, 270 
SFAS 116, 434 
SFAS 117, 434 
SFAS 119, 452 
SFAS 121, 222 
SFAS 124, 270 
SFAS 133, 287 

Financial Accounting 
Standards Board Technical 
Bulletins

TB 79-10, 386 
TB 85-3, 197 

Financial statements, see also 
Basic financial statements 

Cash flow statements, 120 
Combined statement of 
revenues, expenditures, 
and changes in fund 
balances
Budget and actual, 96, 97, 
98, 99, 100, 101, 102, 
103

Separate and stand-alone, 
150

Statement of changes in 
plan net assets, 405 

Statement of plan net assets, 
401

Fiscal dependency, 133, 140, 
159

Fiscal funding and 
cancellation clauses in lease 
agreements, 386 

Fixed assets 
Amount of interest to be 
capitalized, 231 

Capitalization period, 232 
Capitalization policy, 219 
Common classes used by 
governments, 219 

Depreciation methods, 224 

Infrastructure, 207 
Interest capitalization, 229 

Background, 230 
Disclosures, 233 
Example, 234 
Involving tax-exempt 
borrowings and certain 
gifts and grants, 233 

Valuation, 220 
Food stamps, 167 
Fringe benefits, 168 
Fund accounting 

Definition of, 50 
Determining the number of, 
51

Used for control purposes, 
37

Why governments use, 51 
Fund balance, 173 

Disclosure checklist, 445 
Restricted, 87 

Fund financial statements, 
94

Fund liabilities and 
expenditures 

Recognition and 
measurement of, 63 
Measurement focus, 65 

Funded ratio, 418 
Fund-raising 

Allocation methods, 431 
Audience, 430 
Content, 430 
Cost of activities, 428 
Incidental activities, 431 
Purpose, 429 

G

GAAP
Differences from budget, 76 

GAAP hierarchy for 
governments, 46 

GAAP hierarchy for private 
sector, 201 

General disclosure and 
financial statement 
presentation matters, 455, 
457

General fixed assets 
Capitalization policy, 219 
Contribution to proprietary 
fund, 204 

Valuation of, 220 
General fund, 52, 68, 163 

Accounting for assets, 
liabilities, and fund 
balances, 171 

Accounting for typical 
revenue sources of, 167 

Budget, 74 
Expenditure transactions of, 
170

Fund balance, 173 
Nature and use of, 164 
Risk financing activities, 
346

Government’s structure 
Control characteristics 
resulting from, 36 

Primary characteristics of, 
35

Governmental accounting 
and financial reporting 

By sponsoring governments, 
279

Characteristics of 
information in, 42 

Limitations of, 43 
Objectives of, 35, 43 
Types of funds used by, 52 
Users of, 38 
Uses of, 39 

Governmental accounting 
principles 

Entities covered by, 32 
Governmental accounting 
standards

Hierarchy of, 45 
Governmental Accounting 
Standards Board Concepts 
Statements 

GASBCS 1, 35, 38, 40 
Governmental Accounting 
Standards Board 
Interpretations 

GASBI 1, 181, 238, 454 
GASBI 2, 455 
GASBI 5, 256, 257 
GASBI 6, 63 

Governmental Accounting 
Standards Board 
Statements 

GASBS  1, 307 
GASBS  2, 269 
GASBS  3, 268, 289, 449 
GASBS  4, 308, 436 
GASBS  5, 308, 436 
GASBS  6, 170, 183, 213, 
248, 448 
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GASBS  7, 191, 241 
GASBS  9, 120 
GASBS 10, 343, 448, 449 
GASBS 11, 2 
GASBS 12, 310, 332, 444 
GASBS 13, 383 
GASBS 14, 129, 273, 424, 
440, 447, 452 

GASBS 16, 296 
GASBS 18, 387, 449 
GASBS 20, 86, 196 
GASBS 22, 260 
GASBS 23, 205 
GASBS 24, 167, 213, 446 
GASBS 25, 199, 269, 307, 
396, 442 

GASBS 26, 307, 396, 443 
GASBS 27, 307, 308, 310, 
396, 443 

GASBS 28, 279, 288, 290, 
291, 452 

GASBS 29, 435 
GASBS 30, 343, 449 
GASBS 31, 215, 268, 274, 
363, 403, 451 

GASBS 32, 215 
GASBS 33, 252 
GASBS 34, 2, 6, 50 
GASBS 35, 2, 6, 425 
GASBS 36, 255 
GASBS 37, 2, 6 
GASBS 38, 2, 8 

Governmental Accounting 
Standards Board Technical 
Bulletins

GASBTB 94-1, 287, 452 
Governmental Accounting 
Standards-Setting 

History of, 34 
Governmental colleges and 
universities, 425 

Financial statements, 6 
Fund-raising costs, 428 
Reporting entity 
considerations, 428 

Governmental entity 
Distinguished from a not-
for-profit organization, 32 

Participating in public entity 
risk pools, 349 
With transfer or pooling 
of risk, 349 

Without transfer or 
pooling of risk, 351 

Providing claims servicing 
or insurance coverage to 
others, 353 

Governmental funds, 53 
Adopting budgets, 74 
Capital projects funds, 54, 
68, 75 

Capitalization contributions, 
350

Debt service funds, 54, 68, 
75

General fund, 53, 68, 74, 
164, 346 

Joint ventures, 151 
Landfill closure and 
postclosure care costs, 387 

Lease agreements, 375, 379 
Pension expenditures from, 
323

Special revenue funds, 53, 
68, 75, 163 

Governmental hospitals and 
other health care providers, 
433

Reporting entity 
considerations, 434 

Governmental not-for-profit 
organizations, 434 

AICPA Not-for-Profit 
model, 435 

Government-mandated
nonexchange transactions, 
253, 254 

Government-wide financial 
statements, 86 

Basis of accounting and 
measurement focus, 86 

Capital assets, 223 
Depreciation, 225 
Modified approach, 7 
Statement of activities, 90 
Statement of net assets, 87 

Grants, 263 
Disclosure checklist, 446 
Expenditure-driven, 265 
Pass-through, 213 
Recording of, 264 
Revenue recognition of, 264 

Gross and net cash flows, 
122

I

Imposed nonexchange 
revenues, 253, 254 

Imposition of will, 136 
Incidental activities, 431 
Income taxes, 260 
Incurred but not reported 
claims (IBNR), 345 

Independent auditor’s 
report, 115 

Individual investment 
accounts, 278, 280 

Infrastructure, 7, 207 
Initial direct costs, 380 
Insurance activities, 342 
Insurance contracts 

Allocated, 403 
Unallocated, 403 

Insurance-purchasing pool, 
356

Insurance-related 
transactions

Claims-made policies, 351 
Policyholder or pool 
dividends, 352 

Retrospectively rated 
policies, 352 

Insured plan, 329 
Interest 

Amount to be capitalized, 
231

Capitalization of, 229 
Background, 230 
Disclosures, 233 
Involving tax-exempt 
borrowings and certain 
gifts and grants, 233 

Capitalization period, 232 
Interest-earning investment 
contract, 271, 274 

Interfund and intra-entity 
transactions, 337 

Loans, 337 
Reimbursements, 338 

Internal investment pools, 
276

Internal Revenue Code 
Section 457, 215 

Internal service funds, 57, 
68, 208 

Background, 208 
Duplications of revenues 
and expenses, 209 

Risk financing activities, 
210, 348 

Specific accounting issues, 
209
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Surpluses and deficits, 209 
Interperiod equity, 41 
Interpretation, 6, 63 
Intra-entity transactions and 
balances, 147, 340 

Introductory section, 113 
Inventories, 172 
Investment return 
assumption, 315 

Investment trust funds, 216 
Investments, 268 

Assignment of interest, 277 
Contractual provisions for, 
283

Defined benefit pension 
plan, 402 

Disclosure checklist, 449 
External investment pools, 
271, 275, 278 

Financial reporting 
requirements, 276 

Held by public entity risk 
pools, 363 

In for-profit corporations, 
145

In interest-earning 
investment contracts, 274 

In non-revenue-producing 
capital assets, 37 

Individual accounts, 278, 
280

Internal investment pools, 
276

Legal provisions for, 283 
Money-market, 275 
Required disclosures, 277, 
280, 284, 287 

Risks for, 280, 282 
Valuation of, 270 

J

Joint building or finance 
authorities, 155 

Joint ventures, 151 
Disclosure requirements, 
155

Financial reporting for, 153 
Ongoing financial interest, 
152

Ongoing financial 
responsibility, 152 

Jointly governed 
organizations, 156 

L

Leases, 370 
Accounting basis, 370 
Allowance for uncollectable 
accounts, 380 

Bargain purchase option, 
371

Capital lease, 371, 374, 376 
Direct-financing lease, 379, 
381

Disclosure checklist, 444 
Disclosure requirements, 
376, 381 

Estimated economic life, 
371

Fiscal funding and 
cancellation clauses, 386 

Governmental funds, 375, 
379

Initial direct costs, 380 
Lease term, 371 
Lessee accounting, 371 
Lessor accounting, 378 
Minimum lease payments, 
372

Operating lease, 374, 379 
Disclosure requirements, 
377, 382 

Fair value method, 385 
Straight-line method, 384 
With scheduled rent 
increases, 383 

Proprietary funds, 375, 381 
Level dollar amortization 
method, 320, 417 

Level percentage of 
projected payroll 
amortization method, 320, 
417

Liabilities
Defined benefit pension 
plans, 403 

Disclosure checklist, 454 
Liquidated expenditures, 78 
Loan origination fees, 364 
Loans, 337 
Local governments 

Basic financial statements, 2 
Long-term obligations, 235 

Advance refundings, 190, 
241

Bond, revenue, and tax 
anticipation notes, 245 

Demand bonds, 238 

Overview, 186 
Special assessment debt, 
247

Special termination benefits, 
251

Loss contingencies 
Amount of loss accrual, 345 
Annuity contracts, 346 
Disclosure checklist, 446 
Disclosure of, 344, 360 
Discounting, 346 
Incurred but not reported 
claims (IBNR), 345 

Use of a single fund, 346 

M

Major funds, 59 
Management’s discussion 
and analysis 

For public colleges and 
universities, 6 

For state and local 
governments, 2, 6, 83 

Market risk, 281 
Market value, 272 
Measurement focus, 60, 163, 
174, 187, 195 

Modified accrual basis of 
accounting, 61, 256 

Money-market investments, 
275

Mortgage loans, 364 
Municipal solid waste 
landfills (MSWLF), 387 

Accounting for assets 
placed in trust, 393 

Disclosure checklist, 449 
Disclosures, 394 
Estimated total current cost 
of closure and postclosure 
care, 388 

Recording closure and 
postclosure care costs 
Governmental funds, 392 
Proprietary funds, 390 

Reporting changes in 
estimates, 392 

Responsibility for landfill 
closure and postclosure 
care assumed by another 
entity, 393 
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N

National Council on 
Governmental Accounting 

NCGAS 1, 50, 70, 186, 212, 
219, 221, 307 

NCGAS 2, 54, 175 
NCGAS 5, 370 
NCGAS 6, 307 

National Council on 
Governmental Accounting 
Interpretation 

NCGAI   8, 307 
NCGAI  6, 446 
NCGAI  8, 251 
NCGAI  9, 178, 246 
NCGAI 10, 70 

Net carrying amount, 206 
Net pension obligation, 321 
Nonappropriated budget, 71 
Nonexchange transactions, 
252

Accounting and financial 
reporting for, 253 

Accrual basis requirements, 
253

Classes of, 252 
Modified accrual basis, 256 

Nonmonetary transactions 
Disclosure checklist, 441 

Nonparticipating contracts, 
275

Non-revenue-producing 
capital assets 

Significant investments in, 
37

Normal cost, 318, 416 
Notes to the financial 
statements (disclosure 
requirements), see also 
Disclosure checklist 

For changes in general fixed 
assets, 228 

For defined benefit pension 
plans, 406 

For deposits, 280, 282 
For financial reporting 
entities, 145 

For investments, 277, 282, 
284, 287 

For landfill closure and 
postclosure care costs, 394 

For leases, 376, 381 
For loss contingencies, 360 
For pensions, 324 

For postemployment 
benefits other than 
pensions, 333, 335 

For public entity risk pools, 
365

For risk financing activities, 
353

For schedule of employer 
contributions, 419 

For schedule of funding 
progress, 418 

For securities lending 
transactions, 292 

GASBS 34, 108 
GASBS 38, 105 

Not-for-profit organization 
Distinguished from a 
governmental entity, 32 

Governmental, 434 

O

On-behalf payments for 
fringe benefits and salaries, 
168

Ongoing financial interest, 
152

Ongoing financial 
responsibility, 152 

Open-end mutual fund, 271 
Operating lease, 374, 379 

Disclosure requirements, 
376

With scheduled rent 
increases, 383 

Operating statement 
GASBS 28’s effect on, 291 

Original budget, 74 

P

Participating contracts, 274 
Participation contracts, 355 
Pass-through grants, 213 
Pay-as-you-go basis, 334 
Pension trust funds, 58, 68, 
214

Pensions, employer’s 
accounting for, 306 

Agent multiemployer plan, 
311

Background, 307 
Cost-sharing multiemployer 
plan, 311, 324 

Defined benefit plan, 309, 
310

Defined contribution plan, 
309, 328 

Disclosure checklist, 443 
Disclosures, 324 
Employers with multiple 
plans and multiple funds, 
324

GASBS 27 
Requirements for defined 
benefit pension plans, 
310

Scope and applicability, 
308

Measurement of annual 
pension cost, 311 

Net pension obligation, 321 
Parameters for actuarial 
calculations, 313 

Pension benefits, 398 
Postemployment benefits, 
309

Postemployment health care 
plans administered by 
defined benefit pension 
plans, 421 
Disclosure checklist, 443 

Recording pension-related 
assets, liabilities, and 
expenditures/expenses, 323 

Required supplementary 
information, 328 

Single-employer plan, 311 
Permanent funds, 55 
Perspective differences 

Between budget and GAAP, 
76

Policyholder dividends, 352, 
361

PolicyZ/Participation
contract acquisition costs, 
361

Political process, 38, 41 
Pooled securities, 291 
Pools, 156 
Possible, reasonably, 344 
Postemployment benefits, 
309

Postemployment benefits 
other than pensions 
(OPEB), 332 

Applicability of GASBS 12 
requirements, 332 

Disclosure checklist, 444 
Disclosure requirements, 
333
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Illustrative footnote, 336 
Other disclosures, 335 
Pay-as-you-go basis, 334 

Postemployment health care 
benefits, 330 

Postemployment health care 
plans administered by 
defined benefit pension 
plans, 421 

Disclosure checklist, 443 
Financial statements, 421 
Supplementary schedules, 
421

Preencumbrances, 79 
Premium deficiency, 362 
Premium revenue 
recognition, 357 

Prepaids, 172 
Primary government, 132 
Private-purpose trust funds, 
59, 217 

Probable, 344 
Proceeds from debt issuance, 
176

Journal entries, 176 
Program revenues, 92 
Property taxes, 256 

Disclosure checklist, 445 
Proprietary funds, 55, 75, 
194

Advance refundings of debt, 
205

Basis of accounting, 195 
Capital lease accounting for, 
375

Capitalization contribution, 
350

Contributed capital, 204 
Debt, 204 
Deposits, 206 
Direct-financing leases, 381 
Duplications of revenues 
and expenses, 209 

Enterprise funds, 55, 68, 
201

Fixed assets, 207 
Infrastructure, 207 
Internal service funds, 57, 
68, 208, 348 

Joint ventures, 151 
Landfill closure and 
postclosure care costs, 390 

Measurement focus, 195 
Pension expense for, 324 

Regulated industries, 207 
Restricted assets, 203 
Risk financing activities, 
210

Specific accounting issues, 
203, 209 

Surpluses or deficits, 209 
Tap fees, 206 

Public benefit corporations, 
436

Utilities, 437 
Public colleges and 
universities

Basic financial statements, 6 
Public employee retirement 
system (PERS), 396 

Public entity risk pools, 342 
Accounting for, 353 
Annuity contracts, 360 
Banking pool, 356 
Capitalization contracts 
received, 363 

Capitalization contributions, 
350
Made to other public 
entity risk pools, 363 

Claim cost recognition, 359 
Claims adjustment 
expenses, 359 

Claims-servicing or account 
pool, 356 

Definition of, 355 
Disclosure checklist, 448 
Disclosure of loss 
contingencies, 360 

Disclosure requirements, 
365

Discounting, 360 
Experience refunds, 361 
Fund type to use, 357 
Governmental entities that 
participate in, 349 

Insurance-purchasing pool, 
356

Investments, 363 
Other costs, 361 
Policyholder dividends, 361 
PolicyZ/participation
contract acquisition costs, 
361

Premium deficiency, 362 
Premium revenue 
recognition, 357 

Reinsurance, 362 

Required supplementary 
information, 365 

Risk-sharing pool, 355 
With transfer or pooling of 
risk, 349 

Without transfer or pooling 
of risk, 351 

R

Reacquisition price, 205 
Real estate investments, 364 
Reasonably possible, 344 
Regulated industries, 207 
Reimbursements, 338 
Reinsurance, 362 
Related organizations, 151 
Related-party transactions 

Disclosure checklist, 441 
Relevant, 42 
Reliable, 42 
Remote, 344 
Reporting entity, 129 

Accountability focus, 131 
Background, 130 
Budgetary presentations, 
147

Combined financial 
statements, 143 

Component units, 134, 142, 
157, 169 
Blended, 143, 161 
Discrete presentation, 
143, 161 

Considerations, 434 
Defined, 131 
Disclosure checklist, 447 
Financial accountability, 
134, 159, 161 

Fiscal dependency, 133, 
140, 159, 161 

Imposition of will, 136, 159 
Intra-entity transactions and 
balances, 147 

Investments in for-profit 
corporations, 145 

Joint ventures, 151 
Note disclosures, 148 
Other issues, 145 
Other joint organization 
issues, 155 

Other organizations 
included in, 141 

Primary government, 132 
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Financial benefit to or 
burden on, 136, 160 

Related organizations, 151 
Reporting organizations 
other than component 
units, 151 

Reporting periods, 148 
School district, 423 
Separate legal standing, 
132, 158 

Voting majority, 136, 159 
Reporting form policies, 357 
Reporting periods, 148 
Restricted assets, 203 
Restricted net assets, 88 
Retrospectively rated 
policies, 352 

Revenue anticipation notes, 
245

Revenue recognition 
Premiums, 357 

Revenues, 175 
Duplication of, 209 
Miscellaneous, 170 
Presentation, 92 

Risk
Credit, 281, 293 
For deposits, 280 
For investments, 280, 282 
Market, 281 

Risk financing activities, 210, 
343

Disclosure requirements, 
353

Risk retention by entities 
other than pools, 346 

General fund, 346 
Internal service fund, 348 

Risk-sharing pool, 355 

S

Sabbatical leave, 302 
Salaries, 168 
Sales taxes, 260 
Salvage, 359 
Schedule of employer 
contributions, 410, 419 

Schedule of funding 
progress, 409, 418 

School districts, 423 
Fund accounting, 424 
Legal compliance, 423 
Reporting entity, 424 

Securities 

Debt, 271 
Equity, 270 
Option contracts, 272 
Pooled, 291 
Stock rights, 272 
Stock warrants, 272 
Underlying, 288 

Securities and Exchange 
Commission

Rule 2a7, 276 
Securities lending 
transactions, 288 

Disclosure requirements, 
292

GASBS 28’s effect on the 
balance sheet, 290 

GASBS 28’s effect on the 
operating statement, 291 

Previous accounting 
treatment, 289 

Separate financial 
statements, 150 

Separate legal standing, 132, 
151

Sick leave, 299 
Termination payment 
method, 299 

Vesting method, 301 
Similarly designated 
governments

Dissimilarities between, 37 
Single-employer plan, 311, 
398

Special assessment debt, 183 
Special assessments, 169, 213 

Disclosure checklist, 448 
Special funding situations, 
330

Special items, 94 
Special program 
considerations, 167, 169 

Special revenue funds, 53, 
68, 75, 167 

Accounting for assets, 
liabilities, and fund 
balances, 171 

Expenditure transactions of, 
170

Fund balance, 173 
Nature and use of, 165 

Special termination benefits, 
251

Special-purpose 
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