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Preface

The first two editions of this text (published in 1951 and 1956) were written by
Professor R. M. Mikesell of Indiana University—Bloomington. The senior author
of this tenth edition joined Professor Mikesell as coauthor of the third and fourth
editions (1961 and 1969). After Professor Mikesell’s death in 1972, the senior
author prepared the fifth (1974), sixth (1980), seventh (1985), and eighth (1989)
editions with the help and suggestions of many good friends, but without a coau-
thor. Because of the rapid pace of change in financial reporting standards and
auditing standards for state and local governments in the United States, the fed-
eral government, and not-for-profit organizations, Dr. Earl R. Wilson of the Uni-
versity of Missouri—Columbia became a coauthor beginning with the ninth edition
of Accounting for Governmental and Nonprofit Entities.

The pace of change in financial reporting standards and in auditing standards
for governments and for not-for-profit organizations is expected to be as rapid in
the next three years as it has been during the past three years. Accordingly, it is
anticipated that there will be a need for an eleventh edition of this text in 1997 or
1998. During the life of the tenth edition, the authors will prepare Update Bulletins
as needed to inform adopters of this text of changes in the standards explained and
illustrated in the tenth edition, as necessitated by new pronouncements of the
Governmental Accounting Standards Board, the Financial Accounting Standards
Board, federal government standards setters, and the American Institute of Certi-
fied Public Accountants.

As was true of each previous edition, the authors owe a debt of gratitude to
the many professors, students, and governmental financial report users, prepar-
ers, and auditors who have shared their knowledge, experience, and views on
governmental and not-for-profit organization accounting and financial reporting.
In the preparation of this edition the authors are greatly indebted to the standards-
setters themselves, especially to James F. Antonio, Chairman; Martin Ives, Vice-
Chairman; and David Bean, Director of Research; all of the Governmental Ac-
counting Standards Board.



Preface

Many professors who were thanked by name in the Prefaces to earlier editions
have continued to give generously of their time and efforts in improving explana-
tions in chapters of the text and improving the wording of questions, exercises,
problems, and answers and solutions. In addition, a number of professors have
provided valuable suggestions that have helped achieve significant improvements
in the forthcoming Third Edition of the City of Bingham Continuous Problem
Adapted for Microcomputer Solution.

Bruce K. Michelson of the U.S. General Accounting Office, J. Thomas Luter
of the U.S. Department of Treasury, and Robert Bramlett of the Federal Account-
ing Standards Advisory Board were very helpful in reviewing drafts of Chapter 15
of the text and providing excellent suggestions for improvement. The authors also
gratefully acknowledge the assistance of Bridget M. Anderson, KPMG Peat
Marwick; Robert T. Forrester, Coopers & Lybrand; Tom Gray, Healthcare Fi-
nancial Management Association; Wayne McDanal, Federal Energy Regulatory
Commission; Ruth Ann Robinson, United Way of America; and David S. Smarr,
University of Missouri, for providing advice and resource materials used in the
text. Bobbye S. Hay, CPA, contributed greatly to this and previous editions, both
technically and personally. Florence J. Wilson also provided significant adminis-
trative assistance as well as much needed moral support. Laura Gripka and Karen
Staggs devoted many hours to helping prepare the manuscript and ancillary mate-
rials for this edition of the text.

The authors appreciate the courtesy of the Government Accounting Stan-
dards Board in giving permission to quote their pronouncements and reproduce
illustrations from their publications. The Government Finance Officers Associa-
tion of the United States and Canada generously gave permission to use its pub-
lished materials. The American Institute of Certified Public Accountants has also
been very helpful by allowing use of questions and problems from the Uniform
Certified Public Accountant Examinations and permitting quotations from its pub-
lications, particularly in the accounting and audit guide series. The International
City/County Management Association contributed significantly to the material
now in Chapter 13 by granting permission for use of its materials on financial
analysis. In Chapter 21, the United Way of America graciously allowed the use of
illustrations from Standards of Accounting and Financial Reporting: A Guide for
United Ways and Not-for-Profit Human Service Organizations.

Although a number of persons helped refine the explanations in the chapters
and the wording of the questions, exercises, and problems, it is probable that
errors, inconsistencies, and ambiguities remain in this edition. As readers encoun-
ter errors of omission or commission in this text, we urge them to let us know so
that corrections can be made. Additionally, every user of this edition who has
suggestions or comments about the material in the chapters—or the questions,
exercises, or problems—is invited to share them with us.

Leon E. Hay
Earl R. Wilson



CHAPTER 1

CHAPTER 2

CHAPTER 3

CHAPTER 4

CHAPTER 5

CHAPTER 6

CHAPTER 7

CHAPTER 8

CHAPTER 9

CHarTER 10

CHAPTER 11

CHAPTER 12

=N
Financial Reporting for Governmental and
Not-for-Profit Entities 1
Principles of Accounting and Financial Reporting
for State and Local Governments 13
General Funds and Special Revenue Funds—Budgetary
Accounting, Classification of Revenues and Expenditures 37
General Funds and Special Revenue Funds—Illustrative
Transactions and Financial Statements 79
Capital Projects Funds 124
General Fixed Assets Account Group 159
Debt Service Funds 189
General Long-Term Debt Account Group 225
Internal Service Funds 246
Enterprise Funds 276
Fiduciary Funds: Agency Funds and Cash
and Investment Pools 316
Fiduciary Funds: Trust Funds and Public Employee
Retirement Systems 340

vii



viii

CHAPTER 13

CHAPTER 14

CHAPTER 15

CHAPTER 16

CHAPTER 17

CHAPTER 18

CHAPTER 19

CHAPTER 20

CHAPTER 21

APPENDIX 1

APPENDIX 2

Brief Contents

Review and Evaluation of Financial Reports of State
and Local Governmental Units

Audits of Governmental Entities

Accounting and Reporting for Federal Government Agencies
Budgets for Resource Management

Planning and Control of Cash and Temporary Investments

Cost Determination for Governmental
and Nonprofit Entities

College and University Accounting
Accounting for Health Care Entities

Accounting for Voluntary Health and Welfare
and Other Not-for-Profit Organizations

Governmental and Not-for-Profit Accounting Terminology
Accounting for Investments

Index

381
434
467
507
544

580
609
661

698
747
773
799



CHAPTER 1

CHAPTER 2

Contents

Financial Reporting for Governmental and
Not-for-Profit Entities 1

Sources of Financial Reporting Standards 1
Distinguishing Characteristics of Governmental and Not-for-Profit
Entities 3
Objectives of Financial Reporting 4
Governmental Financial Reporting 5
Comprehensive Annual Financial Report 6
Fund and Account Group Accounting and Reporting 8
Analysis of Governmental Financial Statements; Independent
Auditors’ Reports 8
Accounting and Reporting for Federal Agencies; Managerial
Information 9
Financial Reporting of Not-for-Profit Entities 9
A Caveat 9

Principles of Accounting and Financial Reporting
for State and Local Governments 13

Summary Statements of Principles 14

A Summary of Accounting Characteristics of Fund Types 24
Accounting Characteristics Common to Governmental Funds 24
Accounting Characteristics Common to Proprietary Funds 25
Accounting Characteristics of Fiduciary Funds 26



CHAPTER 3

CHAPTER 4

Contents

General Funds and Special Revenue Funds—Budgetary
Accounting, Classification of Revenues and Expenditures 37

Proprietary (Balance Sheet and Operating Statement) Accounts 38
Budgets and Budgetary Accounts 39
Recording the Budget 43
Accounting for Revenues 44
Accounting for Encumbrances and Expenditures 46
Reconciliation of Amounts Reported in Illustration 3—1 with Amounts
Reported in Iustration 3-2 50
Accounting for Allotments 51
Terminology and Classification for Governmental Fund Budgets
and Accounts 51
Classification of Appropriations and Expenditures 52
Classification by Fund 52
Classification by Function or Program 52
Classification by Organization Unit 53
Classification by Activity 53
Classification by Character 53
Classification by Object 54
Classification of Expenditures of Public School Systems 55
Classification of Estimated Revenues and Revenues 56
Taxes 57
Licenses and Permits 60
Intergovernmental Revenue 60
Charges for Services 61
Fines and Forfeits 61
Miscellaneous Revenues 61
Classification of Revenues of Public School Systems 62
Interfund Transactions and Transfers 63
Quasi-External Transactions 63
Reimbursements 63
Interfund Transfers 64
Proceeds of Debt Issues; Capital Leases 64

General Funds and Special Revenue Funds—Illustrative
Transactions and Financial Statements 79

Hlustrative Case 79
Flow of Financial Resources Focus 79
Recording the Budget 80
Tax Anticipation Notes Payable 81
Encumbrance Entry 82



CHAPTER §

Contents

Payment of Liabilities as Recorded &2
Payrolls and Payroll Taxes 83
Recording Property Tax Levy 83
Recognition of Expenditures for Encumbered Items 84
Revenue Recognized on Cash Basis 85
Collection of Delinquent Taxes 86
Correction of Errors 86
Interim Financial Statements 87
Illustration of Events Subsequent to Date of Interim Statements 89
Revision of the Budget 89
Collection of Current Taxes 92
Repayment of Tax Anticipation Notes 92
Encumbrances of Prior Year 92
Interfund Transactions 93
Adjusting Entries 94
Pre-Closing Trial Balance 97
Closing Entries 97
Year-End Financial Statements 98
Special Revenue Funds 102
Alternatives Sometimes Encountered in General Fund and Special
Revenue Fund Accounting 103
Other Treatments of Encumbrances Outstanding at Year-End 104
Cash Basis Recognition of Tax Revenue 104
Discounts on Taxes 105

Capital Projects Funds

Legal Requirements 126
General Outline of Capital Projects Fund Accounting 127
Illustrative Financial Statements for a Capital Projects Fund 131
Alternative Treatment of Residual Equity or Deficits 131
Bond Premium, Discount, and Accrued Interest on Bonds Sold 131
Retained Percentages 133
Claims and Judgments Payable 134
Bond Anticipation Notes Payable and the Problem of Interest
Expenditures 134
Investments 136
Multiple-Period and Multiple-Project Bond Funds 136
Reestablishment of Encumbrances 137
Capital Projects Financed by Special Assessments 138
Acquisition of General Fixed Assets under Lease Agreements 140
Combining Financial Statements for Capital Projects Funds 141

xi

124



xii

CHAPTER 6

CHAPTER 7

CHAPTER 8

Contents

General Fixed Assets Account Group

General Fixed Assets 61
Land 162
Buildings and Improvements Other than Buildings 162
Equipment, or Machinery and Equipment 163
Construction Work in Progress 163
Assets Acquired under Capital Lease Agreements 163
Source Accounts or ‘‘Investment in General Fixed Assets”
Cost after Acquisition 164
Reduction of Cost 164

INustrative Entries 165
Detailed Property Accounts 168

Classification of Subsidiary Accounts 169
Inventories of Fixed Assets 170
Statements of General Fixed Assets 172

Debt Service Funds

Types of Debt Service Funds 189

Budgeting for Debt Service 189

Bearer Bonds and Registered Bonds 191

Number of Debt Service Funds 192

Use of General Fund to Account for Debt Service 193
Debt Service Accounting for Regular Serial Bonds 193
Debt Service Accounting for Deferred Serial Bonds 195
Debt Service Accounting for Term Bonds 198
Disclosures in Notes to the Financial Statements 201

Amortization of Premium and Discount on Investments 204

Debt Service Accounting for Special Assessment Debt 205

159

164

189

Use of Debt Service Funds to Record Capital Lease Payments 206

Accounting for Debt Refunding 207
Advance Refunding of Debt 208
Disclosures about Advance Refundings 209

General Long-Term Debt Account Group

General Long-Term Debt Account Group 225
Illustrative Case 227
Changes in Long-Term Debt 230

225

General Long-Term Debt Arising from Capital Lease Agreements 230

Principal and Interest Payable in Future Years 231
Debt Limit and Debt Murgin 233
Overlapping Debt 236



Contents xiii

CHAPTER 9 Internal Service Funds 246

Establishment and Operation of Internal Service Funds 247
Illustrative Case—Supplies Fund 250

INlustrative Statements 253

Combining Statements 256

Acquisition of Assets by Contributions or Grants 256

Depreciation of Contributed Assets or Assets Acquired

from Capital Grants 257

Assets Acquired under Lease Agreements 257

Internal Service Funds with Manufacturing Activities 259

Internal Service Funds as Financing Devices 260

Dissolution of an Internal Service Fund 261

CHAPTER 10 Enterprise Funds 276

Illustrative Case—Water Utility Fund 277
Current and Accrued Assets 277
Restricted Assets 279
Utility Plant 280
Current Liabilities 281
Liabilities Payable from Restricted Assets 282
Long-Term Debt 282
Fund Equity 282

Illustrative Accounting for a Water Utility Fund 283
Illustrative Statements 287
Combining Statements 290
Events in Following Year 290
Regulatory Accounting Principles (RAP) 290
Accounting for Nonutility Enterprises 296
Accounting for Municipal Solid Waste Landfills 296
Required Segment Information 299

CHAPTER 11 Fiduciary Funds: Agency Funds and Cash
and Investment Pools 316

Agency Funds 317
IRC Section 457 Deferred Compensation Plans 317
Agency Fund for Special Assessment Debt Service 318
Tax Agency Funds 319
Ilustration of Composition of Total Tax Rates 319
Accounting for the Tax Agency Funds 321
Required Financial Statements 323
Entries Made by Funds and Units Participating in Tax Agency
Funds 323



Xiv Contents

*‘Pass-Through’’ Agency Funds 325

Cash and Investment Pools 326
Creation of a Cash and Investment Pool 326
Operation of a Cash and Investment Pool 328
Withdrawal from Pool 330

CHAPTER 12 Fiduciary Funds: Trust Funds and Public Employee
Retirement Systems 340

Accounting for Trust Funds—General Recommendations 341

Illustrative Case—Nonexpendable Trust Funds and
Expendable Trust Funds 342

Illustrative Entries—Nonexpendable Trust Fund 343

Illustrative Financial Statements—Nonexpendable Trust Fund 346

INustrative Entries— Expendable Trust Fund 346
Accounting for Public Employee Retirement Systems 349

Summary of Requirements for PERS Financial Reporting 350

Required Balance Sheet Disclosures 350

PERS—Illustrative Case 353

Summary of GASB Requirements for Government Employers’

Financial Reporting 356

Exchanges of Fixed-Income Securities 357
Required Disclosures for Other Postemployment Benefits (OPEB) 358
[llustrative Combined Financial Statements 359

CHAPTER 13 Review and Evaluation of Financial Reports of State
and Local Governmental Units 381

Summary of the Nature and Accounting Characteristics of Funds
and Account Groups 381
Governmental Funds 382
General Funds and Special Revenue Funds 382
Capital Projects Funds 386
Debt Service Funds 386
Proprietary Funds 387
Internal Service Funds 387
Enterprise Funds 388
Fiduciary Funds 388
Trust and Agency Funds 388
Account Groups 389
General Fixed Assets 389
General Long-Term Debt 389
Summary of Interfund Transactions 390
Transactions and Transfers between Funds 391



CHAPTER 14

CHAPTER 15

Contents XV

Interfund Loans and Advances 391
Transactions to Be Reported as Revenues and Expenditures 391
Transactions in the Nature of Reimbursements of Expenditures 392
Recurring Periodic Shifts of Resources (Operating Transfers) 393
Nonrecurring Transfers Made in Compliance with Special Statutes
(Equity Transfers) 393
Events Requiring Recognition in more than One Accounting Entity 394
Acquisition of General Fixed Assets 394
Creation or Repayment of General Long-Term Debt 395
The Governmental Reporting Entity 395
Entity Definition Criteria 396
Governmental Financial Reports 397
Need for Periodic Reports 401
Interim Financial Reports 401
Annual Financial Reports 402
Evaluating Financial Condition 405
What Is Financial Condition? 406
Measuring Financial Condition 406
Using Financial Reports in Evaluating Financial Condition 408
Recent Developments in Financial Reporting and Unresolved Issues 412
Measurement Focus and Basis of Accounting—Governmental Fund
Types (MFBA) 412
Financial Reporting Model 413
Service Efforts and Accomplishments (SEA) 414
Other Reporting Issues 415
Popular Reporting 415

Audits of Governmental Entities 434

Financial Audits by Independent CPAs 434
Audits of State and Local Governments 434
Government Auditing Standards 440
Single Audit 443
Single Audit Reports 449
Audit Committees 451

Accounting and Reporting for Federal Government Agencies 467

Federal Government Financial Management Structure 467
Comptroller General 468
Secretary of the Treasury 468
Director of the Office of Management and Budget 469
Director of the Congressional Budget Office 470



xvi

CHAPTER 16

CHAPTER 17

Contents

Structure for Establishing Accounting and Financial Reporting
Standards for Federal Agencies 471
Conceptual Framework 472
Objectives 472
The Reporting Entity 473
Funds Used in Federal Accounting 474
Elements of Financial Statements 475
Two-Track Accounting System 476
Illustrative Transactions and Entries 480
Adjusting Entries 485
End-of-Quarter Financial Statements 486
Closing Entries 493
Summary of Accounting and Reporting for Federal Government
Agencies 496

Budgets for Resource Management

Rational Budgeting Approaches 508
Interrelation of Policysetting, Service Delivery, and
Evaluation Activities 510
Budgeting Procedures 510
Budgeting Governmental Appropriations 510
Budgeting Governmental Revenues 515
Program Budget Example 516
Budgeting Capital Expenditures 523
Budgeting for Performance 527

Planning and Control of Cash and Temporary Investments

Cash Management 544
Cash Planning and Budgeting 546
Cash Receipts Budgeting 546
Cash Disbursements Budgeting 548
Forecasting Monthly Cash Surplus or Deficits 550
Keeping the Cash Budget Realistic 550
Cash Control 550
Requirements for Adequate Cash Accounting 552
Determining Whether All Cash that Ought to Be Received Is
Received 552
Classification by Fund 554
Custody and Protection of Cash 555
Cash Records 557
Accounting for Disbursements 558
Cash Statements 559

507

544



CHAPTER 18

CHAPTER 19

Contents

Treasurer’s Daily Cash Statement 559
Other Cash Reports 560
Management of Cash Transfers between the Federal and State
Governments 561
Management of Deposits and Temporary Investments 563
Security of Deposits and Temporary Investments 564
Required Financial Statement Disclosures 566
Other Considerations in Investment Management 567
Summary 570

Cost Determination for Governmental and Nonprofit Entities

Determination of Costs Applicable to Grants and Contracts 580

Allowable Costs 581

Direct Costs 582

Indirect Costs 383

Cost Determination—A Hospital Example 583

Cost Accounting 586

Activity-Based Costing 587

Clerical and Administrative Costs 590

Limitations on the Use of Unit Costs 591

Interrelation of Budgeting and Cost Accounting 3592

Cost Accounting and Expenditure Accounting 592

Translating Expenditures into Costs 592

Measurements of Costs Ex Ante 594

Measurement of Benefits 594

Relation of Long-Term Benefit/Cost Analysis to Planning 596
Conclusion 596

College and University Accounting

Accounting and Financial Reporting Standards 609
Governmentally Owned (Public) Colleges and Universities 610
Current Funds 611
Loan Funds 615
Endowment and Similar Funds 616
Annuity and Life Income Funds 618
Agency Funds 620
Plant Funds 620

Tllustrative Transactions (AICPA Model) 624
Unrestricted Current Funds 624
Restricted Current Funds 627
Loan Funds 628
Endowment and Similar Funds 629

xvii

580

609



xviii

CHAPTER 20

CHAPTER 21

Contents

Annuity and Life Income Funds 630
Plant Funds 631
Agency Funds 635
Illustrative Financial Statements (AICPA Model) 636
Nongovernmentally Owned (Private) Colleges and Universities 636
Accounting for Contributions 639
Financial Reporting Requirements 642
Auditing of Colleges and Universities 647
Similar Standards for Similar Entities? 648

Accounting for Health Care Entities 661

Fund Structure for Health Care Entities 663
General Funds 663
Donor-Restricted Funds 664
Financial Statements 666
Illustrative Case 667
General Funds 667
Plant Replacement and Expansion Fund Transactions 674
Specific Purpose Fund Transactions 675
Endowment Fund Transactions 676
Financial Reporting Requirements for Nongovernmentally Owned
Not-for-Profit Health Care Entities 682
Budgets for Hospitals and Other Health Care Entities 683
Cost Accounting for Hospitals and Other Health Care Entities 686
Conclusion 686

Accounting for Voluntary Health and Welfare and Other
Not-for-Profit Organizations 698

Voluntary Health and Welfare Organizations 702
Revenues, Gains, and Support 704
Contributions 704
Special Events 707
The Classification and Recording of Expenses 707
Program Services Expenses 708
Supporting Services Expenses 709
Illustrative Transactions— Voluntary Health and Welfare
Organizations 709
Illustrative Financial Statements—Voluntary Health and Welfare
Organizations 718
Other Not-for-Profit Organizations 724
Fund Accounting and Reporting 724
Basic Financial Statements 724



