Chapter 2 - Principles of Accounting and Financial Reporting for State and Local Governments
Activities of General Purpose Governments 
Governments provide three main types of service activities: 
1. Governmental 
2. Business (type) 
3. Fiduciary  
In general, governmental activities are to be classified as governmental or business-type activities.
Governmental activities Chapters 3 through 6 
 
General purpose governments provide certain core services: those related to protection of life and property (e.g., police and fire protection), public works (e.g., streets and highways, bridges, and public buildings), culture and recreation facilities and programs, educational and social services. 

Governments must also incur costs for general administrative support such as data processing, finance, and personnel. Core governmental services, together with general administrative support, comprise the major part governmental activities. 

Public-purpose agency and trust activities, those that primarily benefit the general public and the government's own programs, are treated as governmental activities for accounting and financial reporting purposes. 

Business-Type Activities Chapter 7 
These activities include, among others, public utilities (e.g., electric, water, gas, and sewer utilities), transportation systems, toll roads, toll bridges, hospitals, parking garages and lots, golf courses, and swimming pools. Many of these activities are intended to be self-supporting by charging users for the services they receive. Operating subsidies from general tax revenues are not uncommon, however, particularly for transportation systems. 

Fiduciary Activities  Chapter 8
Governments often act in a fiduciary capacity, either as an agent or trustee, for parties outside the government. For example, a government may serve as an agent for other governments in administering and collecting taxes. Governments may also serve as a trustee for investments of other governments in the government's investment pool, for escheat properties that revert to the government when there are no legal claimants or heirs to a deceased individual's estate, and for assets being held for employee pension plans, among other trustee roles.  

Private-purpose agency benefits individuals, private organizations, and other government and are reported as fiduciary activities. If agency is a public purpose agency—benefits all citizens or the government’s own programs--it is classified as a governmental activity.



Financial Reporting Model
The minimum required reporting includes 1) Management discussion and analysis 2) basic financial statements on a government-wide and fund basis and 3) any required supplementary information. 
The major point of emphasis will be in the different reporting requirements for government-wide statements and fund statements.
Seven elements common to both financial statements
1. An inflow of resources such as cash or receivables related to the current period as well as revenues
2. An outflow of resources such as expenses or expenditures (for items such as inventory) or the use of resources during the current period (Expense=Accrual Basis, Expenditure=Modified Accrual Basis)
3. Assets – Resources controlled by the government with capacity to provide present services 
4. Liabilities – Obligations the government cannot avoid which require present resources
5. A deferred outflow of resources – consumption of net assets related to a future reporting period
6. A deferred inflow of resources – acquisition of net assets related to a future reporting period
A word about deferred inflows and outflows which are shown in separate sections

Deferred outflow/inflow of resources are not assets, liabilities, revenues or expenses/expenditures. Unlike revenues and expenses, which are inflows and outflows of resources related to the period in which they occur, deferrals are related to future periods. They are the result of past transactions but the recognition is deferred until the future period to which they are related. (Expense=Accrual Basis, Expenditure=Modified Accrual Basis)

An example of a deferred inflow of resources would be resources received in a period prior to when the resources can be used (a timing issue). Since such an advance payment does not meet the definition of a liability (think unearned revenues), GASB standards require that it be recognized as a deferred inflow of resources. 

WHY IS IT IMPORTANT TO REPORT DEFERRALS SEPARATELY?
The GASB requires that deferred outflows of resources be reported in the financial statements apart from assets, and deferred inflows of resources apart from liabilities. The simplest reason is that deferrals are not assets or liabilities and not revenues or expense (expenditures), and reporting them as such risks distorting a government’s actual financial position.




7.  Net position is defined as assets + deferred outflows of resources (future consumption of assets) minus liabilities + deferred inflows of resources (future acquisition of assets). Net position appears in a statement of financial position.

Net position is the difference between assets and deferred outflows, on the one hand, and liabilities and deferred inflows, on the other. Revenues increase net position—which makes a government look healthier financially, all other factors being equal. Expenses reduce net position—which makes a government look less healthy. If total revenues for the year exceed total expenses, then net position increases overall and financial health improves; the opposite is true if total expenses exceed total revenues. 
This relationship is key to the concept of interperiod equity—a government raising sufficient resources each year to cover that year’s costs. If a government does not raise sufficient resources during the year, it either must consume surplus resources accumulated in prior years or push some costs off to the future. Providing users with information to assess whether a government is achieving interperiod equity is an important objective of financial reporting by state and local governments. 
To get a sense of whether interperiod equity has been achieved, any inflows or outflows that took place during the fiscal year, but which actually relate to future period, should not be included. Those inflows and outflows are kept out of the assessment of interperiod equity by being reported as deferred inflows and deferred outflows rather than recognized as revenues and expenses. 
		

All of these concepts will become clearer as we work on the records of the City of Bingham. 



Government-wide Financial Statements – Accrual basis Long-Term and Short-Term Assets and Liabilities
The government-wide financial statements report on the governmental reporting entity as a whole but focus on the primary government.  The government-wide statements present the financial information for the governmental activities and business-type activities of the primary government in separate columns with a total column for the primary government. 

The government-wide statements present all financial information using the economic resources measurement focus and the accrual basis of accounting—similar to the measurement focus and basis of accounting used in the financial statements of for-profit business organizations. These statements focus on government's operational accountability and help to assess whether the government is covering the full cost of services over the long run. Long Term Assets and Liabilities recorded along with depreciation. 


Government-Wide Statement of Net Position

There are some similarities to the business entity balance sheet in that assets are listed in the order of liquidity and liabilities are separated into current and noncurrent. Unlike the Fund financial statements, long-term assets and liabilities are found on the government-wide financial statements.

Net position (Equity) is segregated into three categories 
· [bookmark: _GoBack]Net investment in capital assets – Capital assets used for General Fund departments
· Restricted (defined by purpose)
· Unrestricted

[image: ]

Note: We are not covering components this semester.  

Because the government-wide financial statements display information in multiple columns, they are not fully consolidated in the manner of corporate financial statements. Receivables and payables between two or more programs or functions that are reported in the Governmental Activities column or between business-type segments reported in the Business-type Activities column are eliminated in preparing the financial statements. 

Receivables/payables between governmental and business-type activities, however, are not eliminated because they are reported in different columns. 



Government-Wide Statement of Activities

The statement of activities is the city's operating statement reporting expenses classified by program or function and revenues derived directly from the programs or functions. Revenues derived directly from programs or functions can be user charges or resources received directly from external sources, such as grants and contributions. 

The resulting net expense (i.e., program expense minus program revenue) of each program or function is reported in separate columns for governmental activities and business-type activities. 

[image: ]

General revenues, such as taxes of all kinds and transfers between governmental and business-type activities, often make up the bulk of a government's revenues and are reported in the bottom portion of the statement. The change in net position for the year results in an increase (decrease) in the net position reported on the statement of net position.  

Interfund transfers are recognized in the period when the receivable and payable arise.






Fund Accounting 
Fund accounting allows the government to report on government-wide, general purpose activities in the general fund and also to report on activities that are legally or contractually constrained in other funds. Only those funds required by law, GASB standards and sound financial administration should be established.

A fund is a fiscal and accounting entity with a self-balancing set of accounts recording cash and other financial resources, together with all related liabilities and residual equities or balances and changes which are segregated for the purpose of carrying on specific activities or attaining certain objectives in accordance with special regulations, restrictions, or limitations.
The concept of fund is fundamental to governmental accounting and reporting. As the definition states, a fund is a separate fiscal entity, which means it has its own resources, its own liabilities, and its own operating activity for the fiscal period. Furthermore, a fund conceptually has its own set of accounting records (e.g., journals and ledgers) allowing it to prepare separate financial statements. Thus, it is a separate accounting entity as well. However, not all funds are a reporting entity.

There is a general fund which contains all the activities of the government not carried out in another fund. Other, different funds are intended to achieve different objectives. Funds may be established by grant or contract provisions imposed by external resource providers, by constitutional provisions or enabling legislation of state or local governments, or by the discretionary action of reporting governments. The variety of purposes that may be served by different fund categories and types will become apparent in the discussion that follows.


Governments must present fund financial statements for each of the three fund categories: governmental, proprietary, and fiduciary. These categories correspond closely to the governmental, business-type, and fiduciary activities but they are not identical to each category. 

Major Fund – Decision to separate funds into a major fund for governmental or enterprise category
Governments are required to segregate assets, etc. into a major fund which is defined those funds whose revenues, expenditures/expenses, assets or liabilities are at least 10 percent of the total for their fund category (governmental or enterprise) and 5 percent of the aggregate of all governmental and enterprise funds in total. (Expense=Accrual Basis, Expenditure=Modified Accrual Basis)  But nonmajor funds are still part of the fund financial statements. 



Governmental - Modified Accrual Basis No Long-Term Assets or Liabilities
Types	
General Fund
Most governmental activities are reported in the General Fund. The government accounts for everything here not reported in another fund.
Other funds
GASB standards recommend that governments establish only the minimum number of funds needed to comply with legal requirements and to provide sound management. Using too many funds creates undue complexity and contributes to inefficient financial administration
Special Revenue Fund - When tax, grant, private gifts are restricted or committed for particular operating purposes, such as the operation of a library or maintenance of roads, bridges, counseling youthful offenders

Debt Service Fund – Governmental bonds may be required by law or bond covenants to segregate funds to pay principal and interest.

Capital Projects Fund – Segregation of revenues or bond proceeds to purchase or construct buildings, highways, bridges, parks, etc.

Permanent Fund – Segregation of donor permanent endowments when the donor stipulates preservation of the donation in an investment but earnings are used for public purposes. Purpose is to benefit all citizens. 

	Financial Statements
Balance Sheet
Statement of Revenue, Expenditures and Changes in Fund Balance
Accountability Focus
Fiscal accountability is the flow of resources or use of resources in the short-term. 
This measurement focus emphasizes control and accountability over the raising and spending of public money. Financial reporting for governmental fund activities allows stakeholders to assess whether sufficient resources (generally cash and other liquid assets) existed to finance the current period’s activities. This assessment is particularly important to those who pay taxes and receive services. It also shows whether resources were obtained and used in accordance with the legally adopted budget and in compliance with other finance-related legal or contractual requirements.
Basis of Accounting
Modified accrual basis of accounting which 
1. recognizes revenues when measurable and available for paying current obligations 

1. expenditures (not expenses) are recognized when incurred (create an obligation to be paid from current financial resources)  Expenditures related to modified accrual basis 

Classification of Fund Balances
The GASB requires that fund balances reported on the governmental fund balance sheet be classified according to the constraints on the use of the fund balances. 
Following are the fund balance classifications and classification descriptions identified in the financial reporting standards.
1. Nonspendable fund balance. These are amounts that are (a) not in spendable form or (b) legally or contractually required to be maintained intact. Example Inventories, prepaid amounts, long-term notes receivable, a permanent endowment, etc.
1. Restricted fund balance. These are amounts that can be spent only for the specific purposes designated by external providers, constitutionally, or through enabling legislation. Restrictions are changed or lifted only with the consent of resource providers. Examples of external resource providers include creditors, grantors, and donors.
1. Committed fund balance. These are amounts that can only be used for the specific purposes determined by a formal action. Commitments can only be changed or removed by taking the same formal action that imposed the constraint originally. Committed funds can be used for another purpose by reversing the formal action that committed the resources.
1. Assigned fund balance. These are amounts intended to be used by the government for specific purposes that are neither restricted nor committed. Intent can be expressed in one of two ways: 
(a) the governing body can express its intent to use resources for a specific purpose or 
(b) the governing body can delegate authority to a body (e.g., a budget or finance committee) or an official (e.g., city manager) to express intent to use amounts for specific purposes.
Additionally, it is implied that the amounts reported in special revenue, capital project, debt service, or permanent funds that have not been designated as restricted or committed are assigned.  For example, the positive fund balance in a special revenue fund must at a minimum be reported as assigned.
1. Unassigned fund balance. This is the residual amount for the General Fund and includes all amounts that have not been classified as nonspendable, restricted, committed, or assigned. Unassigned amounts are technically available for any purpose.
The General Fund is the only fund that will have a positive unassigned fund balance. If any other fund has expenditures that exceed the amounts restricted, committed, or assigned, it may be necessary for the fund to report a negative unassigned fund balance. The GASB does not allow negative restricted, committed, or assigned fund balances.




Proprietary Funds – Business Type Activities
Users are charged for goods and services provided. Full costing needed to determine prices or fees and whether to produce internally or outsource. 
Types	
Internal Service Funds
Businesslike in operation but serve departments in the same government not the public on a cost-reimbursement basis. Examples are central purchasing, motor pools, data processing. Usually a part of governmental activities and are included in the governmental category in general purpose government-wide financial statements. 
		Major Enterprise Funds (Business-type activities)
These are purely business-type activities serving the public and found only in the business activities of the general purpose government-wide financial statements. Prices charged include covering costs plus needed capital outlays. 
Financial Statements
Both types of funds operate essentially as self-supporting entities and, therefore, follow accounting and reporting practices similar to those of business organizations.

	Statement of Net Position
Statement of Revenues, Expenses, and Changes in Fund Net Position
Statement of Cash Flows
Accountability Focus
	Operational Accountability
Basis of Accounting
	Accrual – Long Term Assets and Liabilities recorded along with depreciation
Exchange transactions – Free will transactions with equal value; revenues recognized when earned. (Comparable to revenue or sales for a business).
	


Fiduciary – 
Resources the government holds or manages as an agent or trustee for another
Cannot be used to support government’s own programs. 
Not permitted to be reported in government-wide financial statements. 
Types
			Agency Funds – Taxes collected on behalf of another government (Assets=Liab)
			Trust Funds
Investment – Reports equity of government’s investment pool to outside participants
Pension – Assets held in trust for employee retirement benefits
Private Purpose – Ex: Scholarships for children of police and fire fighters killed in the line of duty
Financial Statements
		Statement of Fiduciary Net Position
		Statement of Changes in in Fiduciary Net Position
Accountability Focus
Operation Accountability
Basis of Accounting
		Accrual -  Long Term Assets and Liabilities recorded along with depreciation


Summary

[image: ] 
Measurement focus describes what is measured; that is, the nature of the resources, claims against resources, and flows of resources that are measured and reported by a fund or activity. 
The economic resources measurement focus reports on the balances and flows of both current and noncurrent assets and liabilities.
The current financial resources focus reports only on the balances and flows of current assets and liabilities.
The basis of accounting describes when things are measured. 
The accrual basis of accounting recognizes revenues when earned and expenses when incurred.
The modified accrual basis recognizes revenues when measurable and available for current spending and expenditures when a current liability has been incurred. 
[image: http://textflow.mheducation.com/figures/1259293556/ch2_fig3.png]
ILLUSTRATION 2–2
The GASB Integrated Accounting and Financial Reporting Model

In-Class and Graded Project
Preparing the required government-wide financial statements and governmental fund financial statements with two different bases of accounting
[image: ]We will, therefore, learn how to record for both types of financial statements in recording and reporting for the City of Bingham—our in-class assignments.  You will do a similar set of records and reports for the City of Smithville. 
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The Dual-Track

Accounting Approach

The GASB reporting model requires government-
wide, accrual-based financial statements to provide
information that goes beyond the familiar fund
accounting information. Analysts increasingly use
government-wide “big picture” information in perfor-
mance analysis, and some council members find that.
relative to fund accounting information, accrual-based
statements are better suited (0 demonstrate account-
ability for interperiod equity. For example, these state-
ments provide the information necessary to explore
eriical questions such as, Has the government shified
the lability for current services to future gencrations?
However, to date, governmental accounting software
vendors have not provided governments with systems
that can directly produce govemment-wide financial
statements on the required accrual basis, particularly
‘on an interim basis, such as monthly.

Beginning with the 12th edition of this text in 2001,
the authors committed themseives to the importance of
providing government-wide and fund accounting
information by introducing a dual-frack approach to
recording governmental transactions. The dual-track
approach capures both government-wide and fund
accounting information at the same time an cvent is
recognized, thereby allowing for the direct produc-
tion of both government-wide and fund financial
statements. As students will lear, some transactions
affect the government-wide statements only (..
depreciation expense) and others affect the fund
financial statements only (e.g., budgetary cniics).
However, the majority affect both types of state-
ments, although in different ways (e.g., expensing
versus capitalizing long-lived assets). The fund finan-
cial statements reflect a short-term measurement
focus that is intended o assist statement users in
assessing fiscal accountabiliry—how financial
resources were raised and spent. The goverment-
wide financial statements reflect a medium.- 10 long-
term measurement focus intended to assist uscrs in
assessing operational accountability—whether
governmental services were efficiently and effec-
ly provided. Both perspectives are important.

The dual-track approach helps students under-
stand how two different sets of accounting records
are used 1o collect financial data as transactions.
occur. One set of records collects information using
the short-term measurement focus and near-cash
basis of accounting traditionally used in governmen-
tal fund accounting. This set of records includes a
chart of accounts, general journal, general ledger,
trial balances, and financial Statements for each fund.
‘The other set of records collects the same underlying
information using @ long-term measurcment focus
similar (o that used by business: that i, the accrual
basis of accounting. The second set o records assists
in preparing statements for governmental activitics
and business-type activities. Each time we illustrate
or explain what, if any, effect a transaction will have
‘on the fund and govemmental acivites record.

The text does illustrate the reclassifi
approach in Chapter 9 because that approach is used
in practice by most goverments. Governments that
continue to release only fund financial information
throughout the year and must then convert (or
reclassify) the data to government-wide information
for the purposes of the financial statement prepara-
tion and year-end audit are not as accountable or
transparent as govemments that make GAAP-based
information available throughout the year.

‘Governments, even small ones, arc complex enti-
ties and there is no easy approach (o learning the
external governmental financial model. But the
authors believe that the dual-track approach is con-
ceptually superior (0 the reclassification approach
in that it gives students the tools to understand
“why” and “how" financial statements are prepared
and used. A greater conceptual understanding of
governmental financial statements also makes it
casier for students to understand the reclassification
approach when it is encountered. The dual-track
‘pedagogy can help students see the short- and long-
term effects of the decisions made by government
managers and oversight bodies from the perspec-
tive of all stakeholders.
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City of Bingham
‘Statement of Net Position
As of December 31,2017

Component
Assats Total Units (none)
Cash S 1875622 3 664821 § 2540443
Roceivables (net) 340215 23414 583,629
Internal balances (50,000) 50,000 -
Inventories. 161,060 161,080
Restricted cash 65478 65478
Investments 200,000 200,000
Capilal assets (net) 45000600 17931854 _ 62941454
Total Assets
Liabilities
Vouchers payable 182,562 828,802
Accrued interest payable 477510 637,510
Customer deposits 65.478 65478
Current portion of long-term debt 1,250,000
Bonds payaole (net) 15,848,866 _ 31667616
Total Lisbilties
Net Position
Net invesiment in capital assets. 27940850 2082988 30023838
Restrited for:
Deot service 857,720 857,720
Unrestricted 701,877 459223 1161100

‘Total Net Position $29500447. 2502211 $32.042.658




image2.png
City of Bingham
Statamant of Actvities
s of Gacember 31, 2017

Nt (Expense) Revane and

Program Revenues. Changes n Net Poston
Operaing Primary Government
Chamgesfor  Ganand  Graniaand  Govermmenal  Busiwss-type Camponent
FunctionsPrograms __Expenses_Services _ Contrinuions Actvives ‘Acieties Totsl __ Units (none)
‘Govemmertal Acivos
Gsorsgovommont 2503318 $ 1030000 $ 510000 s (1900310) s g3
P e s w00 § (Wsa0280) (@540299)
Pusic works 220078 s a0 a240781)
Heakth and wotare 1324873 s (s2e873) (1324873)
Cutro rarmcraaion 1222114 3000 s (s we214)
et epence a262% (a2825%) 2m2%0)
Tots governmental
actwins emes 1300 540000 (07240820)
Josype Acues
waer ity 2570 3122172 7 sus3

IS Sroresrs

o rmay govemmens | STE20T0T IATTT 5 0000
‘Campanent Unis (rone)

Gororn rovenues:

T
Frasety 7300000 730000
oy T Tasoo0
st st o s s st

5% 500
e a0
Tos g Ties Taesser
et st —dute —mm —wens
Netposton sy siasnars _jsiss s

Net posiion, Decemzer 31 I Emur Iasezn I e




image3.png
Government Wide

Government Funds

Proprietary Funds

Fidudiary Funds

[Gen, Spec Rev, Debt service, Capital

[Agency, investment Trust, Pension

Types of Funds oro! internal Service, Enterprise e prtvate urpore meaes
[Accountability Focus’ [Opearational Fiscal [Opearational [Opearational
[Measurement Focus Economic Resources. [Current Financial Resources. Economic Resources. Economic Resources.
[Accounting Basis [accrual [Modified Accrual [accrual [accrual

Finandil Statements

|stmt of Net Position, Stmt of
lactivities

Balance Sheet, Stmt of Rev,
Expeditures and Changes in Fund
Balances

[Stmt of Net Position, Stmt of
Revenue and Changes in Fund Net
position, stmt of Cash Flows

[stmt of Fiduciary Net Position, stmt
lof Changes in Fiduciary Net
position

Balance Sheet/Stmt of Net Position
Accounts

[Current/Non Current and Deferred
inflow/Outflows, Net Position

[Current only and Deferred
inflow/Outflows

[Current/Non Current and Deferred
inflow/Outflows, Net Position

[Current/Non Current and Deferred
inflow/Outflows, Net Position

Operating or Change in stmt cevenues, Expenses Revenues, Expenditures, Other | Revenues, Expenses, Capital additions, Deductions.
Accounts Financing Sources/Uses |Contributions, Transfers in/Out
Budgetary Accounting. [Not formally intezrated Formally integrated [Not formally intearated [Not formally intezrated





image4.png
GOVERNMENT-WIDE Discrotaly
Presoted
iy Govonmens ComponentUnis
— ] :
msnesste || l i
Govemmentl Actties | 2 Achier |rol} i i
P i [ ; i
1§ i [ i i
4 satomontof Netposton L .| |
] | : ] I
§¥ H i
38 i |
i | i
T T H
Govemmental | |_rduoay_|
Gt Tntomal ! Entorpise” | i i
Genersl  Msor  Meior  Gowmmental| Serv | Mg Ofer | {Agency Trst |
T fdty fndss et | s | Fde fundt | VRS foncs
| i
2. Batance sheet |
] |
&
23 |,__ statemont of evenues, Expenditures,__|
H and Changos n Fund Saances





