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It is increasingly desirable and even necessary for practitioners and academicians in 
public budgeting and financial management to understand the contents of government 
accounting and financial reporting standards, and to evaluate related institutional issues. 
Both in theory and practice, these fields are highly interdependent, so much so that 
problems in one cannot be successfully solved without the assistance of the others. 
However, the development of specialties and their nomenclatures have tended to inhibit 
communications across disciplinary and professional boundaries. When budgeting and 
financial management personnel are familiar with the potentials and limitation of govern-
mental accounting, they will be able to effectively use accounting information. In addi-
tion, allegations of deficiencies in accounting and financial reporting standards and prac-
tices have been linked with a number of well-publicized local governmental financial 
crises. Some critics have attempted to generalize these instances into a rather pessimistic 
picture of the current standards and practice. Since accounting and financial reporting are 
a responsibility and an integral part of financial management, financial managers need 
the conceptual tools to oversee, evaluate and assist the accounting and financial reporting 
function. 

The purpose of this article is to discuss some important conceptual and institutional 
issues associated with current accounting and financial reporting standards for state and 
local government.1 Special attention is paid to the interactions between these issues and 
public budgeting and financial management. 
 
 
 
 
_____________________________________________________________ 
James L. Chan is Senior Researcher al The National Council on Governmental Accounting. 
 
The views expressed in this article are those of the author and should not be ascribed to the members and 
others on staff of the NCGA, or its institutional and financial sponsors. 
 



 56 
 

CONCEPTUAL ISSUES IN GOVERNMENTAL ACCOUNTING AND 
FINANCIAL REPORTING 

 
The Scope of the Accounting Function 
 

Since accounting is fundamentally a service function, its problems generally result 
from users’ demands or accountants’ own increasing competence and desire to expand 
the scope of their services. About 30 years ago, accounting was defined to be: 
 

the art of recording, classifying, measuring and communicating in a significant manner and in 
terms of money, transactions and events which are, in part at least, of a financial character, 
and interpreting the results thereof.2 

 
This definition probably is still descriptive of most accounting practices today. But it 
does not indicate what is meant by the “significant manner” in which financial 
transactions and events should be measured and communicated. One interpretation 
enjoying much currency, particularly in the academic community, is that accounting 
information should facilitate economic decision making. One author has gone so far as to 
state: 
 

Accounting is a measurement and communication system to provide economic and social 
information about an identifiable entity to permit users to make informed judgments and deci-
sions leading to an optimum allocation of resources and the accomplishment of the organiza-
tion’s objectives (emphasis added).3 

 
This normative view of accounting challenges the accounting profession to consider 
several important problems: (1) the nature of information it provides; (2) to whom the 
information is provided; and (3) the purposes for which the information is to be used. 

Accounting information traditionally is financial information extracted from past 
financial transactions and, to a lesser extent, economic events. This view regards 
historical cost as at best an approximation of economic value, but justifies it on grounds 
of objectivity and verifiability. Even though general price level and specific price 
increases affect both the private and public sectors, governmental accounting standards 
have not yet systematically dealt with the impact of inflation. The disclosure of future-
oriented financial information has also not been mandated or standardized by current 
reporting standards. 

With respect to nonfinancial information, there has been a lengthy debate within the 
accounting profession and between accountants and non-accountants.4 Some contend that 
accountants lack competence in measuring and evaluating nonfinancial performance. 
Others feel that this could be overcome by changes in educational requirements. This 
issue affects not only educational policies of the accounting profession, but also the 
distribution of organizational resources and power within governments. Accountants are 
competing with other information specialists (e.g., budget analysts, public policy analysts 
and operations researchers) for decision makers’ attention, and therefore come under 
scrutiny for what they do, or ought to do. 

The issue of scope of the accounting function makes it difficult to say exactly what 
accounting is or should be. For the sake of discussion, it is assumed that there is an 
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identifiable, but evolving, accounting discipline and profession. We may then examine 
the following issues: 
 

—  Generally accepted accounting principles. 
—  General purpose external financial reporting. 
—  The appropriate reporting entity. 
—  The relationship between budgeting and accounting. 
— The fairness of presentation of financial position and results of operations. 

 
Generally Accepted Accounting Principles 
 

Generally Accepted Accounting Principles (GAAP) should mean that these rules have 
won the endorsement of most of those who set them or are affected by them. In the public 
sector the affected parties would include the preparers of financial reports (government 
officials), auditors attesting to the fairness of the presentation in accordance with applica-
ble standards, and “users.” Acceptance of accounting principles has been deemed neces-
sary because the costs of resolving conflicts and enforcement could be substantial. Be-
cause of the diversity of the political and economic interests of those affected by account-
ing standards, agreement has been difficult to obtain. In addition, the private costs and 
benefits of participation are such that not all the affected parties are involved to the same 
extent in the standard-setting process. 

While general acceptance is desirable, it has not been universally achieved. It takes a 
long time for the ‘‘survival of the fittest’’ test to decide which accounting policy is the 
most accepted. This “social Darwinism” approach has been largely abandoned in favor of 
creating an “authoritative” body and following “due process.” Due process typically 
requires exposure and public hearings on proposed standards, and inputs from broad-
based advisory councils. Formal voting procedures are also adopted to decide on 
accepted accounting standards.5 

Professional associations such as the Municipal Finance Officers Association 
(MFOA) and the American Institute of Certified Public Accountants (AICPA) have 
assumed leadership by sponsoring standard-setting bodies. The National Council on 
Governmental Accounting has been sponsored and to a large extent supported by the 
MFOA. The AICPA’s Accounting Principles Board subsequently evolved into the 
Financial Accounting Standards Board, the standard-setting body for the private sector. 
These accounting standard-setting bodies derive their authoritativeness from one or more 
of the following sources: (1) the acceptance, or at least acquiescence, of those subject to 
their rules; (2) the delegation of authority by government agencies possessing statutory 
power to set accounting standards with respect to certain entities; (3) the recognition by 
the independent auditing profession; and (4) the endorsement of the capital market and 
financial intermediaries such as rating agencies.6 

“Governmental Accounting and Financial Reporting Principles” enunciated by State-
ment 1 of the National Council on Governmental Accounting are currently regarded as 
Generally Accepted Accounting Principles (GAAP) applicable to state and local govern-
ment.7 These principles provide for a fund structure of accounts, budgetary comparisons, 
fair presentation of financial position and results of operations, and a hierarchy of aggre-
gation levels of disclosure to meet perceived user needs. The disclosures required by 
Statement 1 in a comprehensive annual financial report are intended primarily to monitor 
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and enforce public officials’ management responsibilities for the resources entrusted to 
them, and to provide feedback information so that the actual financial performance can be 
compared with budgets for performance evaluation and for improving subsequent budget-
ary estimates. However, it is necessary to point out that the term “GAAP” has been used 
as a basis for recommending the adoption of certain business accounting practices by 
government, notably consolidated financial statements, depreciation of fixed assets and 
disclosure of accrued liabilities.8 Significantly, GAAP has been used by the City of New 
York to determine the extent of its budget deficit.9 

In summary, GAAP are developed by designated authoritative policy-making bodies, 
which follow some form of due process to encourage general acceptance before and after 
adoption. GAAP are not infallible and need continuing improvements. It is therefore 
appropriate to examine next some of the key conceptual issues. 
 
General Purpose External Financial Reporting 
 

In the private sector, generally accepted accounting principles govern only “general 
purpose external financial reporting.” The basic rationale is that the managers of individ-
ual enterprises have the prerogative of organizing their own management information 
systems. Also, government regulatory agencies and others having the ability to enforce 
their information demands can compel firms to prepare “special reports.” The role of an 
accounting standard-setting body, the argument goes, is to assist those members of the 
society who lack the ability and resources to obtain information needed for their decision 
making.10 This concern in business financial reporting has generally been centered on 
investors and creditors. Current business financial accounting standards are predicated on 
the theory that the firm is an instrumentality of the owner-investors to earn returns on 
their investments, and managers are their agents. This view has led to a primary concern 
for determining the periodic residual income (the “bottom-line”) as a predicator of 
dividend distributions to stockholders. Given the large number of investors and their 
largely common interest in earning returns on their investments, it appears justifiable and 
economical to produce general purpose financial reports for this class of users. 

As noted earlier, there have been several proposals for the adoption of an investor-ori-
ented financial reporting model in the government sector, particularly for municipalities. 
Certainly, when state and local governments borrow from the capital market, investor 
protection is a legitimate concern. Laws and regulations are written, disclosure guidelines 
are drawn up, and contractual assurances are made for the protection of investors. Their 
information needs are not being ignored. The existence of debt service funds is an 
indication of the priority accorded to this class of users of financial information. 

However, the automatic application of the investor-oriented reporting model to state 
and local government is unwarranted on several grounds. There is little evidence that the 
information needs of investors are shared by other actual or potential users of govern-
mental financial information. Furthermore, the classical theory of the firm is of 
questionable validity in the private sector.11 It is even more inappropriate as a normative 
or descriptive theory of state and local governments in the United States. Besides 
investors, many other interest groups exchange benefits with state and local governments, 
including: 
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Interest Group 
 

Contribution Inducement 

Voters Legitimacy of 
government 

Public services to selves 
and general welfare 
 

Taxpayers Tax dollars Same as above 
 

Governing and oversight 
bodies 

Authority, policy 
guidance and monitoring 
of performance 
 

Power and discharge of 
accountability to the 
electorate 
 

Inter-governmental 
grantors 
 

Financial resources and 
policies 

Services to target 
populations, control 
 

Employees Labor services Compensation and non-
financial benefits 
 

Vendors Goods and services Payments 
 
These groups also have incentives to use financial information to assess the balance of 
the inducements offered and contribution required by government.12 They are therefore 
likely to be users of information produced or produceable by government. 

Each of the above classes of users is not necessarily homogeneous. If each class of 
users has similar information needs, a case could be made for general purpose reports for 
each class of homogeneous user group. At this time, however, there is a lack of empirical 
evidence or a normative theory that would support the validity of a set of general purpose 
financial reports for all user groups. 

Reporting to discharge public accountability to the parties at interest with government 
is important. At the same time, the information needs of policy makers, budgeting 
personnel and financial managers responsible for the day-to-day operations of 
government should not be overlooked. Individuals in these positions need timely, 
accurate information to carry out their specific managerial responsibilities. Unless a 
governmental unit’s accounting system carries out this management information function 
competently, the external feedback process may be too slow and too weak to detect and 
correct mismanagement. A balance has to be struck among the information demands of 
management and other user groups. 
 
Appropriate Accounting and Reporting Entities 
 

A major controversy in the government financial reporting literature is the degree of 
aggregation of funds. Funds or fund types are used as accounting and reporting entities in 
the public sector because they facilitate budgetary allocations, financial management and 
control. Recently it has been suggested that investors and the general public should be 
able to know the financial conditions and operations of the government as a whole, by 
means of a set of consolidated financial statements.13 Such statements would overcome, 
or at least reduce, the information overload resulting from voluminous reporting by fund 
or fund type. So far the proponents of this approach have relied on the argument that even 
the largest corporations can, according to GAAP for the business sector, “fairly present” 
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________________________________________________________________________ 
 
The issue of scope of the accounting function makes it difficult to say exactly what 
accounting is or should be. 
________________________________________________________________________ 
 
their financial picture in a set of consolidated financial statements. This argument fails to 
recognize that the FASB and its predecessors have set GAAP in the context of the 
business sector. The applicability of business GAAP to the government is not a foregone 
conclusion.14 

There is no evidence to support the argument for a reporting entity concept generally 
appropriate for all user groups. To taxpayers, the relevant government entities are all 
those which have taxing authority over them. To creditors, they are only those whose 
resources (current and potential) are available to pay specific debts. To voters, they are 
those jurisdictions whose elected officials are elected by them. All of these governmental 
entities need not be identical. Consequently, the search for the relevant reporting entity is 
likely to be unproductive, be it a fund, fund group, or whole government. A more 
sensible approach is to identify a homogeneous user group’s scope of interest, as 
illustrated above. 

Proponents of detailed reporting fear that consolidated statements would weaken the 
monitoring of managerial stewardship. On the other hand, it is also recognized that 
excessive detail is dysfunctional. Consequently, the NCGA has taken the middle-of-the-
road approach. That is, detailed fund-by-fund disclosure is made available in a com-
prehensive annual financial report. Funds of relatively homogeneous character are aggre-
gated in fund types, and accounts into account groups, and presented as “general purpose 
financial reports” that are liftable from the more voluminous Comprehensive Annual 
Financial Report (CAFR). 
 
Relationship Between Accounting and Budgeting 
 

Accounting in the minimal sense of being a score-keeping function derives its utility 
as the feedback of performance data to facilitate the planning and control functions. A 
government budget is a resource allocation document, and a planning and control tool. A 
significant feature of government accounting is the formal incorporation of the legally 
adopted budget into the government’s accounting system. Indeed, an objective of gov-
ernment accounting systems is to facilitate budgetary control and comparisons. This is 
achieved by using common terminology and a consistent account classification. 
Estimated revenues and expenditures are recorded in the accounts at the beginning of the 
fiscal year and periodically compared with actual amounts during the year. This 
interdependency presents opportunities for cooperation, and also occasions for conflicts 
between accounting and budgeting. 
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The common emphasis on short-term financial resources in annual/biennial 
government budgets is carried over to the accounting for government funds (i.e., the 
emphasis on expenditures rather than expenses). Clearly, short-term financial resources 
(including cash) are of critical importance in day-to-day financial operations. But many 
government financial transactions and events also have major cash consequences beyond 
the current fiscal year. Indeed, sometimes trade-offs are made to conserve current cash 
outflows at the expense of future cash outflows, e.g., granting pension benefits in lieu of 
current salary increases. A dilemma is faced by accounting. On the one hand, the 
accounting system seeks to be compatible with the budgetary system. On the other hand, 
accounting standards may call for disclosure of longer-term financial consequences not 
apparent in a budget prepared on a cash flow basis. Under legal or popular mandates to 
balance the budget and to limit government spending, government officials are under 
pressure to employ available devices to achieve a surplus or minimize the deficit. 
Depending on the definitions of revenues and expenditures/expenses used, the size of the 
deficit can vary. The issues involve the measurement and disclosure of a government’s 
financial operations and position. 
 
Fair Financial Presentation 
 

Fair presentation is a basic objective of financial reporting by the government. Gener-
ally accepted accounting principles provide the operational criteria for judging the extent 
of fairness. To see what is meant by fair presentation, it is useful to have an overview of 
the accounting cycle. 

The accounting process begins with an analysis of the financial effects of the transac-
tions or other economic events that have already occurred. This historical perspective is 
regarded by some people as almost an intrinsic characteristic of financial reporting to 
external parties. However, one should not presume that historical cost information is 
necessarily useful to decision making in a dynamic environment. The financial position 
of an entity at a particular time is represented by the costs of the resources acquired and 
available for future use, and the claims against those resources, as expressed by the 
accounting equation, assets = liabilities + equities. 

The result of financial operations is measured by matching the outflows of resources 
with the inflows of resources. When the emphasis is on the control of periodic spending, 
as in the case of government funds, the measurement focus is on expenditures (i.e., the 
decreases in short-term financial resources), and revenues are recognized on a modified 
accrual basis (when the financial resources are measurable and available to finance the 
expenditures in the fiscal period). On the other hand, if the objective is to determine the 
costs of services, as in the case of enterprise funds, the proper matching of expenses and 
revenues is essential. Expenses are the costs of all the economic resources utilized in 
providing the goods and services, and would therefore include depreciation on the fixed 
assets used. Revenue in this context is the sales proceeds from having provided the goods 
or rendered the services. 
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Accounting for the inflows and outflows of current financial resources is important 
for short-term financial management. The concept of expenditure is designed to meet 
such needs. However, when some of the costs of services received in the current period 
are deferred for payments in the future and are not funded with current resources, current 
expenditures alone do not measure the total costs and do not adequately predict future 
cash outflows. Unfunded pension and other liabilities are significant because they will 
require future cash outflows and consequently burden some segments of society. Also, 
they may be symptoms of deterioration of the fiscal strength of a government. That has 
led to the underfunding of liabilities. The full disclosure of short-term and long-term 
liabilities, and the use of the broader concept of expense in addition to expenditure, 
would serve as integral parts of an early warning system about the fiscal health of 
government. Early warning is needed to stimulate corrective actions and to force long-
term budgeting. 

A recurring controversy in governmental accounting is the lack of requirements for 
computing the depreciation expense of fixed assets financed by governmental funds (as 
contrasted with proprietary funds). Depreciation, in the accounting sense, is the allocation 
of the original acquisition costs of fixed assets to each period of their useful lives by 
means of formulas that are intended to approximate the decline of the service potential of 
the assets. Such cost allocations are arbitrary, but may still serve some useful purposes.15 
For example, it is financially beneficial for a local government to be reimbursed for the 
“expired” service potentials of the fixed assets used in mandated or assisted programs. 
The arbitrariness of depreciation computation is due to the patterns of decline of useful-
ness assumed in the several acceptable depreciation methods.16 Perhaps the utility of 
measuring fixed assets (in monetary and non-monetary terms) lies in warning public 
officials and others about the unfavorable consequences of fixed asset deterioration. 
Unless capital programs are undertaken to maintain or enhance the service capabilities of 
fixed assets, the original cost figures in the general fixed asset account group are mean-
ingless. Rather, the cash flow requirements of fixed asset acquisition, replacement, repair 
and maintenance are more likely to be useful than depreciation expense figures unless 
these figures serve some identifiable purposes such as cost reimbursement. 
 

INSTITUTIONAL ISSUES IN GOVERNMENT ACCOUNTING 
 
The standards in Statement 1 of the National Council on Governmental Accounting are 
regarded as generally accepted accounting principles for state and local governments. 
However, general acceptance requires persuasive standards as well as education, encour-
agement and enforcement. An impediment to general acceptance is the role of other 
sources of standards. These include requirements or recommendations made by legisla-
tures and oversight bodies, the auditing profession, grantors and other standard-setting 
bodies. 

Statutory provisions on accounting and financial reporting carry the force of law, and 
compliance is mandatory. To the extent they are inconsistent with GAAP, financial 
officers are put in an uncomfortable position of choosing allegiance. The NCGA State-
ment 1 regards both GAAP reporting and legal compliance reporting as “essential” and 
recommends the preparation of basic financial statements in conformance with GAAP, 
and, if necessary, additional schedules and explanations to satisfy legal compliance re-
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quirements in the comprehensive annual financial report. This state of affairs reflects the 
reluctance of many legislative and oversight bodies to delegate their legal authority to 
prescribe accounting standards, and the relatively slow progress made by the accounting 
profession in securing legislative endorsement for nationwide uniform standards. Legisla-
tive, administrative and judicial endorsements would help accounting standards set by 
professional bodies gain enforceability. 

In 1974 the American Institute of CPAs, in response to its members’ need for 
authoritative guidance in auditing state and local governments, issued an audit guide, 
which was recently made consistent with NCGA Statement 1. The AICPA is regarded as 
a potent enforcer of accounting standards. Indeed, the governing council of the AICPA 
designates the body whose standards are Generally Accepted Accounting Principles 
under Rule 203 of the AICPA Code of Professional Ethics.17 Since CPAs are called upon 
to enforce accounting standards, the auditing profession has a stake in ensuring the 
enforceability of those standards. It therefore participates in the current standard-setting 
process and in determining the future of the process. 

Virtually all state and local government units receive federal financial assistance and 
are therefore subject to the federal government’s accounting, financial reporting and audit 
requirements. The federal government’s grant audit requirements call on grantees to 
prepare financial statements in conformance with GAAP. However, there remains the 
need to make grant disclosure requirements compatible with GAAP. 

The Financial Accounting Standards Board has recently concerned itself with non-
business accounting and financial reporting. The non-business sector is defined broadly 
to include state and local governments, but not the federal government, in deference to 
the statutory authority of the Comptroller General of the U.S. 

It has recently deferred a final decision on whether the objectives of financial 
reporting by non-business organizations should apply to state and local governments, 
pending the resolution of the appropriate structure for setting financial accounting and 
reporting standards for those governments.18 

The development of accounting standards in the United States has proceeded through 
the leadership of professional organizations of specialists in codifying preferred practices. 
.As the tasks have become more burdensome and controversial, alternatives to volunteer 
part-time operations have been sought. The 21-member National Council on Govern-
mental Accounting has had some notable achievements, but it also has had its share of 
difficulties. With the impetus provided by proposals to create a federal institute to set 
accounting standards for state and local governments, interested parties have been 
searching for a non-federal solution to the institutional problem. A wide range of alterna-
tive institutional arrangements has been explored. These range from having the FASB set 
standards for all entities in the U.S. to the creation of an independent government ac-
counting standards board (GASB) coexisting with the FASB structure. 

Each of proposals has advantages and disadvantages depending on the interested par-
ties’ institutional perspectives. The deliberations progressed to the point where the Gov-
ernment Accounting Standards Board Organization Committee was formed in April 1980 
to prepare a report for public comment. The report will be released for public comment in 
early 1981, followed by a public hearing. Regardless of the Committee’s recommenda-
tions and subsequent decisions, a number of institutional issues will persist: 
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— An accounting standard-setting framework consistent with the prevailing relations 
among federal, state and local governments. 

— The need for cooperation among the various interested parties. 
— The role of the FASB, if any, in setting standards for the public sector. 
— Cooperation between the financial specialists (e.g., accountants, finance officers 

and auditors) and the generalists (the political leadership and top policy makers). 
— The exchange of expertise and perspectives among the information professions, 

such as accounting, budgeting, and financial management. 
— The creation of an institutional framework for users to articulate their information 

needs and allow greater participation in the policy-making process. 
 
These complex institutional issues demand the attention of multiple professions, levels of 
government and organizations. Objectives and standards of state and local government 
are likely to be influenced by normative theories as well as by the interactions of the 
institutional forces that are both conflicting and complementary. Building and 
maintaining this fragile network of coalitions to promote progress in state and local 
government accounting and financial reporting will make for an active agenda in the 
1980s. 
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