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  Preface 
 Thank you for considering the twelfth edition of  Essentials of Accounting for  Governmental 
and Not-for-Profit Organizations.  I have used the text with traditional three-semester-hour 

classes, with half-semester GNP courses, and as a module in advanced accounting  classes. 

It is appropriate for accounting majors or as part of a public administration  program. The 

Excel-based problems were developed to facilitate delivery though distance learning 

 formats. The focus of the text is on the preparation of external financial statements. The 

coverage is effective in preparing candidates for the CPA examination. 

  Among other changes, the twelfth edition is updated for recent professional pro-

nouncements including:

•     GASB Statement No. 63: Financial Reporting of Deferred Outflows of Resources, 
Deferred Inflows of Resources and Net Position,   

•    GASB Statement No. 65: Items Previously Reported as Assets and Liabilities,   

•    GASB Statement No. 67: Financial Reporting for Pension Plans,   

•    GASB Statement No. 68: Accounting and Financial Reporting for Pensions,  and  

•   AICPA’s audit clarity project, including the 2013 editions of  Audit and Accounting 
Guides: Not-for-Profit Entities and Audits of State and Local Governments.     

 The text contains a discussion of the  GASB Codification of Financial Reporting Standards.  
References are made throughout the text to specific segments of the Codification. 

  With the implementation of GASB 54 (Fund Balance Reporting), the last vestige of 

budgetary accounting is phased out of government financial statements. The twelfth 

edition continues to provide budget and encumbrance journal entries, but presents these 

as distinct accounts that are not commingled with the accounts appearing in the basic 

financial statements. This approach should reduce confusion sometimes experienced by 

students, particularly with the recording of encumbrances. 

  Among the more challenging aspects of state and local government reporting is the 

preparation of government-wide financial statements. The approach demonstrated in 

the text is similar to that used in practice. Specifically, day-to-day events are recorded at 

the fund level using the basis of accounting for fund financial statements. Governmental 

activities are recorded using the modified accrual basis. The fund-basis statements are 

then used as input in the preparation of government-wide statements. The preparation 

of government-wide statements is presented in an Excel worksheet. This approach has 

two advantages: (1) it is the approach most commonly applied in practice, and (2) it is 

an approach familiar to students who have studied the process of consolidation in their 

advanced accounting classes. State and local government reporting is illustrated using 

an ongoing example integrated throughout Chapters 3 through 8 and 13. 

  Additional features of the text are available on the instructor or student websites and 

include:

•    A continuous homework problem throughout Chapters 3 through 8 and 13.  

•   Instructor’s Guide.  
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iv Preface

•   Suggested Quiz and Examination Questions and Problems.  

•   PowerPoint slides.  

•   Excel-based assignments.  

•   An additional practice set.    

 I am indebted to users of the textbook for their helpful suggestions, particularly: Carol 

Jessup (University of Illinois, Springfield), Stephanie McCartney King (Edison State 

College), Randall Kinnersley (Western Kentucky University), and Shiv Goyal (Univer-

sity of Maryland, University College). Additional comments and suggestions are wel-

come and may be addressed to: copleypa@JMU.edu. 

  Paul A. Copley  

 In memory of Wilma Shadley Ernsberger: There was grace in all she touched.    
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Introduction to 
Accounting and 
Financial Reporting 
for Governmental 
and Not-for-Profit 
Organizations  

   The truth is that all men having power ought to be mistrusted.  

  If men were angels, no government would be necessary. If angels were to 
govern men, neither external nor internal controls on government would be 
necessary.  James Madison, fourth president of the United States and principal 

author of the U.S. Constitution  

  Learning Objectives 

•  Obtain an overview of financial reporting for nonbusiness entities. 
•  Distinguish between private and public sector organizations. 
•  Identify the sources of authoritative accounting standards for various public 

and private sector organizations. 
•  Define the 11 fund types used by state and local governments.   

    I  n its relatively short existence, the United States has grown to be the largest and 

most successful economy in history. Why then would a country founded on the 

principles of free markets and private investment rely on governments to provide 

many goods and services? The answer lies in understanding the incentives of a 

free enterprise economy. There are many services that simply cannot be priced in a 

   Chapter One  
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2 Chapter 1

way that naturally encourages commercial entrepreneurs to enter the marketplace. 

Commonly this is because the service is subject to free-riding. For example, public 

safety and a clean environment benefit every citizen, whether or not they contribute 

to its cost. Because there is no practical means for businesses to sell this service, 

governments are called upon through the political process to provide those services 

that citizens demand. In other instances, free market incentives do not align with 

public interest. For example, society finds it desirable to provide a K–12 education 

to all its citizens, not just those with the ability to pay.  1    

 Although the majority of products and services are provided by either businesses 

or governments, in some circumstances private organizations are formed to pro-

vide goods or services without the intent of earning a profit from these activities. 

Examples include public charities, trade associations, and civic groups. Again, the 

goods or services they provide often cannot be priced in a way that encourages 

commercial entrepreneurship. For example, a public radio broadcast cannot be ef-

fectively restricted to only those individuals choosing to support the public radio 

station. While this explains why the services are not provided by businesses, why 

aren’t governments called upon to provide them? 

 In some instances, obstacles exist that prevent government involvement. For ex-

ample, the U.S. Constitution provides for separation of church and state. Therefore, 

any group that wishes to promote religious activities must do so through private 

organizations rather than through government. More commonly the reason is lack 

of political influence. Support for the arts may be important to a group of individu-

als but unless that group is sufficiently large to influence the political process, it is 

unlikely that elected officials will use government funds for that purpose. However, 

support for the arts could still be provided by forming a charitable foundation with 

no relationship to the government and having the foundation solicit donations from 

that segment of the public who finds the arts important. 

 The organizations introduced in the preceding paragraphs are the focus of this 

book: governmental and not-for-profit organizations. They are distinguished from 

commercial businesses by the absence of an identifiable individual or group of indi-

viduals who hold a legally enforceable residual claim to the net resources. Through-

out the text a distinction will be made between  public  and  private  organizations. 

Public organizations are owned or controlled by governments. Private organiza-

tions are not owned or controlled by governments and include businesses as well as 

private not-for-profit organizations.  Not-for-profit organizations  lack a residual 

ownership claim and the organization’s purpose is something other than to provide 

goods and services at a profit. 

 Because significant resources are provided to governments and not-for-profit or-

ganizations, financial reporting by these organizations is important. To paraphrase 

the James Madison quotation provided at the beginning of the chapter, because 

humans (not angels) operate governments, controls are necessary. Financial reports 

that reflect the policies and actions of governmental managers are an effective means 

to control the actions of those entrusted with public resources. To be effective, ex-

ternal financial reports must be guided by a set of generally accepted accounting 

  1  The branch of economics that studies the demand for government services is termed  public choice . 

cop25818_ch01_001-019.indd   2cop25818_ch01_001-019.indd   2 16/12/13   3:26 PM16/12/13   3:26 PM



 Introduction to Accounting and Financial Reporting 3

principles. The generally accepted accounting principles for governmental and pri-

vate not-for-profit organizations are the subject of this book. The first nine chapters 

of the text deal with public sector (state and local government) organizations and 

Chapters 10, 11, and 12 deal primarily with private not-for-profit organizations. 

Chapter 13 discusses auditing and tax-related issues unique to governments and 

private not-for-profits and also evaluates performance of these entities. Chapter 14 

describes financial reporting by the federal government. 

  GENERALLY ACCEPTED ACCOUNTING PRINCIPLES 

  Organisms evolve in response to characteristics of their environment. Similarly, 

accounting principles evolve over time as people find certain practices useful for 

decision making. Further, we expect organisms in different environments to evolve 

differently. Similarly, if the environments in which governments and not-for-profits 

operate differ in important ways from that of commercial enterprises, we would 

expect the accounting practices to evolve differently. 

 The Governmental Accounting Standards Board published a document titled 

 Why Governmental Accounting and Financial Reporting Is—and Should Be— 
Different  (http://www.gasb.org/white_paper_full.pdf). This white paper identifies 

five environmental differences between governments and for-profit business enter-

prises and describes how those differences manifest in differences in the objectives 

and practice of financial reporting.  

1.      Organizational Purposes.  While the purpose of a commercial business is to 

generate a profit for the benefit of its owners, governments exist for the well-being 

of citizens by providing public services—whether or not the services are profitable 

undertakings. 

 Whereas the purpose of government operations differs greatly from commer-

cial businesses, the purpose of governmental accounting is the same—to provide 

information that is useful to stakeholders in making decisions. However, govern-

ments have vastly different sets of users of accounting information. Like businesses, 

governments have creditors who are interested in assessing the creditworthiness of 

the government. Citizens and businesses, both within the government’s jurisdiction 

and those considering relocation to the jurisdiction, are also stakeholders who rely 

on governmental reporting to make economic decisions. In addition, governments 

receive resources from other governments and grantors who may require financial 

reports and audits as a condition of the grant. Since this diverse set of resource 

providers have varying interests, the information needs of one group may not meet 

the needs of another. The result is that governments report far more disaggregated 

information than commercial enterprises.  

2.      Sources of Revenues.  Net income is a universally accepted measure of busi-

ness performance. The calculation of net income begins with sales. A sale occurs 

when an independent party perceives that the service offered both provides value 

and is fairly priced. Net income then simply determines whether this measure of 

demand (sales) exceeds the cost of providing the service and is an accepted measure 
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4 Chapter 1

of performance for business organizations. On the other hand, governments derive 

many of their resources from taxes. Individuals and businesses pay taxes to avoid 

penalty, not voluntarily because they perceive government services to be of value 

and fairly priced. Since taxes do not involve an earnings process, the timing of the 

recognition of tax revenue is not always clear.   

3.      Potential for Longevity.  Because the U.S. and state constitutions grant state 

and local governments the ability to tax, governments very rarely go out of busi-

ness. This long-term view of operations changes the focus of accounting from one 

of near-term recovery of amounts invested in assets to a longer-term focus on the 

sustainability of services and the ability to meet future demand. As a result, govern-

ments may elect not to depreciate some capital assets but expense improvements 

that extend an asset’s useful life.  

4.      Relationship with Stakeholders.  Taxes are levied through the legislative 

process by officials elected by the citizens. Because citizens and businesses are 

then required to pay these taxes, governments have an obligation to demonstrate 

accountability for these public funds. Whereas a business can use its resources as it 

deems appropriate, governments frequently receive resources that are restricted to 

a particular purpose. For example, a city may collect a telephone excise tax legally 

restricted to operating a 911 emergency service. In an effort to provide assurance 

that resources are used according to legal or donor restrictions, governments use 

 fund accounting.  A fund represents part of the activities of an organization that is 

separated from other activities in the accounting records to more easily demonstrate 

compliance with legal restrictions or limitations.   

5.      Role of the Budget.  Many businesses prepare budgets, but these are for 

planning and control purposes and are rarely made available to creditors or inves-

tors. In contrast, government budgets are expressions of public policy and often 

carry the authority of law, preventing public officials from spending outside their 

budgetary authority. The increased importance of budgets is reflected in govern-

ment financial reports by a required report comparing budgeted and actual amounts.  

 For these and other reasons, the accounting practices of governmental organiza-

tions evolved differently from those of businesses. As you will see in later chapters, 

the accounting practices of not-for-profit organizations more closely resemble those 

of commercial businesses. However, the not-for-profit environment shares some im-

portant characteristics with governments. Similar to governments, not-for-profits do 

not have residual owners. “Investors” in not-for-profits are diverse and include donors, 

volunteers, and members. In addition, as with governments, the excess of revenues 

over expenses is not an effective measure of organizational performance. Finally, like 

governments, not-for-profits receive resources with donor-imposed restrictions.   

  Sources of Generally Accepted Accounting Principles 
 Further complicating accounting issues is the fact that we have three levels of govern-

ment (federal, state, and local) and not-for-profits may be either publicly or privately 

owned. This is important because different standards-setting bodies have authority 

for establishing reporting standards for these groups.  Illustration 1–1  summarizes the 

various organizational types and the bodies with primary standard-setting authority.    
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 Introduction to Accounting and Financial Reporting 5

 Accounting and financial reporting standards for the federal government are 

 recommended by the Federal Accounting Standards Advisory Board (FASAB). 

Recommendations of the FASAB are reviewed and become effective unless ob-

jected to by one of the  principals,  the  U.S. Government Accountability Office 
(GAO),  the  U.S. Department of the Treasury,  or the  U.S. Office of Manage-
ment and Budget (OMB).  These standards apply to financial reports issued by 

federal agencies and to the Consolidated Financial Report of the United States 

 Government. Accounting and financial reporting standards for the federal govern-

ment are illustrated in Chapter 14. 

 Accounting and financial reporting standards for state and local governments in 

the United States are set by the  Governmental Accounting Standards Board 
(GASB).  The GASB also sets accounting and financial reporting standards for gov-

ernmentally related not-for-profit organizations, such as colleges and universities, 

health care entities, museums, libraries, and performing arts organizations that are 

owned or controlled by governments. Accounting and financial reporting standards 

for profit-seeking businesses and for nongovernmental not-for-profit organizations 

are set by the  Financial Accounting Standards Board (FASB).  
 The GASB and the FASB are parallel bodies under the oversight of the  Financial 

Accounting Foundation (FAF).  The FAF appoints the members of the two boards 

and provides financial support to the boards by obtaining contributions from busi-

ness corporations; professional organizations of accountants and financial analysts; 

CPA firms; debt-rating agencies; and state and local governments. Because of the 

breadth of support and the lack of ties to any single organization or government, 

the GASB and the FASB are referred to as “independent standards-setting bodies.” 

Standards set by the FASAB, GASB, and FASB are the primary sources of  gener-
ally accepted accounting principles (GAAP)  as the term is used in accounting 

and auditing literature. 

 FASAB, GASB, and FASB standards are set forth primarily in documents called 

 Statements.  From time to time, the boards find it necessary to expand on stan-

dards in documents called  Interpretations.  Boards also issue  Technical Bulletins  

to explain the application of standards in certain situations or industries. Because 

FASB, GASB, and FASAB Statements, Interpretations, and Technical Bulletins do 

not cover all possible transactions, government and not-for-profit entities may need 

to refer to other publications for guidance. However, these other publications do 

not take precedence over standards issued by the standard-setting boards. The re-

sult is that financial statement preparers follow a hierarchy of generally accepted 

accounting standards. Each of the standard-setting organizations has published its 

          ILLUSTRATION 1–1  Summary of Standards-Setting Organizations 

   Reporting Organization   Standards Setting Board 

   Federal government   Federal Accounting Standards Advisory Board (FASAB) 
   State and local governments   Governmental Accounting Standards Board (GASB) 
   Public not-for-profits   Governmental Accounting Standards Board (GASB) 
   Private not-for-profits   Financial Accounting Standards Board (FASB) 
   Investor-owned businesses   Financial Accounting Standards Board (FASB)     
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 Introduction to Accounting and Financial Reporting 7

own hierarchy of GAAP. This hierarchy is summarized in  Illustration 1–2 . The final 

category includes practices that have evolved within an industry without specific 

authoritative action by any standard-setting body.   

 The GASB, FASB, and FASAB publish  codifications  (organized versions) of 

accounting standards. As you would expect, the GASB  Codification  includes state-

ments, interpretations, and technical bulletins issued by the GASB. However, the  Cod-
ification  also includes level-B standards issued through AICPA  Audit and Accounting 
Guides  and  Statements of Position . The advantage of using the codified versions of 

standards is that all relevant standards for a particular topic are presented together and 

any superseded segments of standards have been removed. Codification references are 

presented in two parts: the first (section) identifies a topic and the second identifies 

a paragraph within the codification. Letters typically give a clue as to the topic (e.g., 

L for leases and Ho for hospitals). Paragraph numbers may be used to determine the 

level of authority within the GAAP Hierarchy. These are summarized as follows:        

   Section #s  Topics 

   1000–1900  General Principles 
   2000–2900  Broad Financial Reporting Requirements 
   Letters (A–Z)  Specific Balance Sheet or Operating Accounts 
   Double letters  Specialized Industries or Reporting Units 

   Paragraph #s  Level of Authority 

   100–499  GASB Standards (Level A GAAP) 
   500–599  Definitions 
   600–699  GASB Technical Bulletins and AICPA Audit and Accounting 

Guides and Statements of Position (Level B GAAP) 
   700–799  AICPA Practice Bulletins (Level C GAAP) 
   900–999  Non-authoritative discussions 

For example:           

   Codification 
Reference  Section  Paragraph 

   1000.101  Section 1000 indicates this 
pertains to general principles 
(in this case GAAP Hierarchy). 

 Paragraphs 101–104 present the GAAP 
Hierarchy and since the paragraph number is 
<500, it comes from a GASB Statement 
(in this case Statement No. 55). 

   1700.601  Section 1700 indicates this 
pertains to reporting of 
 budgetary information. 

 Paragraph 601 states what to disclose if a 
government is not legally required to adopt 
a budget. Since the paragraph number is 
600–699, this is Level B GAAP.  

   F60.101  The single letter (F) identifies a 
specific account (in this case 
Food stamps). 

 The paragraph number (<500) indicates this 
standard comes from a GASB Statement. 

   Co5.902  The double letters (Co) identify 
a specialized industry (Colleges 
and universities). 

 The paragraph number (>900) indicates 
these are non-authoritative examples of 
 financial statements for a state university. 
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8 Chapter 1

  Definition of Government 
 Some organizations possess certain characteristics of both governmental and non-

governmental not-for-profit organizations, and it is necessary to determine whether 

those organizations are governmental or nongovernmental for purposes of applying 

 Illustration 1–2 . For this reason, the FASB and GASB agreed upon a definition of 

governmental organizations. As reproduced in the AICPA  Audit and Accounting 
Guide: Not-for Profit Organizations,  the definition is as follows: 

  Public corporations and bodies corporate and politic are governmental organizations. 

Other organizations are governmental organizations if they have one or more of the 

following characteristics: 

 a.     Popular election of officers or appointment (or approval) of a controlling major-

ity of the members of the organization’s governing body by officials of one or 

more state or local governments;   

 b.     The potential for unilateral dissolution by a government with the net resources 

reverting to a government; or  

 c.     The power to enact and enforce a tax levy.    

Furthermore, organizations are presumed to be governmental if they have the ability 

to issue directly (rather than through a state or municipal authority) debt that pays 

interest exempt from federal taxation.     

  OBJECTIVES OF ACCOUNTING 
AND FINANCIAL REPORTING 

  All three standards-setting organizations—the Federal Accounting Standards Advi-

sory Board, the Financial Accounting Standards Board, and the Governmental Ac-

counting Standards Board—take the position that the establishment of accounting 

and financial reporting standards should be guided by conceptual considerations so 

that the body of standards is internally consistent and the standards address broad 

issues expected to be of importance for a significant period of time. The cornerstone 

of a conceptual framework is said to be a statement of the objectives of financial 

reporting. 

  Objectives of Accounting and Financial Reporting 
for the Federal Government 
 The Federal Accounting Standards Advisory Board (FASAB) was established to 

recommend accounting and financial reporting standards to the principals—the 

U.S. Office of Management and Budget, the U.S. Department of the Treasury, and 

the U.S. Government Accountability Office. The FASAB has issued six  State-
ments of Federal Financial Accounting Concepts (SFFACs).  These concepts 

apply to financial reporting for the federal government as a whole and for individual 

reporting agencies. 

 SFFAC 1,  Objectives of Federal Financial Reporting,  outlines four objectives 

that should be followed in federal financial reporting. The first, budgetary integrity, 
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 Introduction to Accounting and Financial Reporting 9

indicates that financial reporting should demonstrate accountability with regard to 

the raising and expending of moneys. The second, operating performance, suggests 

that financial reporting should enable evaluation of the service efforts, costs, and 

accomplishments of the federal agency. The third, stewardship, reflects the concept 

that financial reporting should enable an assessment of the impact on the nation 

of the government’s operations and investments. Finally, the fourth, systems and 

controls, indicates that financial reporting should reveal whether financial systems 

and controls are adequate. 

 Other federal government accounting concept statements include: 

•       SFFAC 2— Entity and Display,   
•       SFFAC 3— Management’s Discussion and Analysis,   
•        SFFAC 4— Intended Audience and Qualitative Characteristics for the 

 Consolidated Financial Report of the United States Government,   
•        SFFAC 5— Definitions of Elements and Basic Recognition Criteria for 

 Accrual-Basis Financial Statements,  and  

•        SFFAC 6— Distinguishing Basic Information, Required Supplementary Infor-
mation, and Other Accompanying Information .     

  Objectives of Financial Reporting by Not-for-Profit Entities 
 FASB has issued eight concepts statements, including one dedicated to nonbusi-

ness entities. In its  Statement of Financial Accounting Concepts No. 4,  the FASB 

identifies the information needs of the users of nonbusiness financial statements. 

These include providing information that is useful to present and potential resource 

providers in the following: 

•       Making decisions about the allocation of resources to those organizations,  

•       Assessing the services that a nonbusiness organization provides and its ability to 

continue to provide those services,  

•       Assessing management’s stewardship and performance, and  

•       Evaluating an organization’s economic resources, obligations, and effects of 

changes in those net resources.     

  Objectives of Accounting and Financial Reporting for State 
and Local Governmental Units 
 The Governmental Accounting Standards Board was established in 1984 as the suc-

cessor to the National Council on Governmental Accounting (NCGA). In 1987 the 

GASB issued its  Concepts Statement No. 1, Objectives of Financial Reporting,  for 

state and local governments. In that statement the Board noted the following: 

  Accountability requires governments to answer to the citizenry—to justify the rais-

ing of public resources and the purposes for which they are used. Governmental 

accountability is based on the belief that the citizenry has a right to know, a right to 

receive openly declared facts that may lead to public debate by the citizens and their 
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