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The Governmental Accounting Standards Board (GASB) has issued Statement No. 34, Basic Financial Statements - and Management’s Discussion and Analysis - for State and Local Governments.  The purpose of the Statement is to establish external financial reporting standards for state and local governments.  

The requirements of Statement No. 34 have been described as the most dramatic changes to occur in financial reporting for state and local governments. The Statement requires the presentation of government-wide financial statements prepared on the accrual basis of accounting. The Statement also requires general infrastructure assets to be reported and depreciated.  However, the main change will be to external financial reports as there will be only a limited number of changes in ongoing accounting procedures because of the Statement.  Accounting records will continue to be maintained on the modified-accrual basis of accounting and monthly reports showing budget to actual comparisons will probably not be changed.  Units may  be recording some assets, such as streets and roads that were not recorded prior to Statement No. 34.  Changes will be made to the chart of accounts in order to fulfill the reporting requirements of Statement No. 34. Even though government-wide financial statements will be presented, the fund will still be the basic unit of budgeting and accounting. The preparation of government–wide financial statements will result in a number of reporting entries, that will be posted only to closing worksheets rather than to the general ledger.

The requirements of this Statement will become effective in phases. These phases are determined by the total of governmental and enterprise fund revenues the unit had in the first fiscal year ended after June 15, 1999.  For the great majority of units, this would be the fiscal year ended June 30, 1999. As part of our review of the audited financial statements, we calculated total revenue amounts to determine the implementation date for units. Revenues include actual revenues from the unit’s governmental funds and operating and non-operating revenues from enterprise fund types; (budgeted amounts are not considered.)  Other financing sources and extraordinary items are excluded from the calculation.  Units with total revenues  of $100 million or more are in Phase 1. Units with total revenues equal to or in excess of $10 million but less than $100 million are in Phase 2. Units with total revenues less than $10 million are in Phase 3.

The Statement has established an implementation date for the reporting requirements other than retroactive general infrastructure reporting, and a later implementation date for retroactive general infrastructure reporting. General infrastructure assets are those arising from general government activities, not proprietary activities.  Infrastructure of proprietary activities should be recorded under current generally accepted accounting principals (GAAP).  Most units are not currently reporting general infrastructure assets.   

For units that are primary governments under GASB Statement No. 14, their revenues will determine the effective date for Statement No. 34 and the effective date for retroactive general infrastructure reporting.  For component units under GASB Statement No. 14, the implementation date for GASB Statement No. 34 is no later than the fiscal year of implementation of their primary government, regardless of their revenue amounts. The effective date of retroactive general infrastructure asset reporting requirements is determined by the component unit’s revenues, not by the implementation date of its primary government. Prospective reporting of infrastructure is required of all units at the time of implementation.

For the various phases, the effective dates are:

         





                        Retroactive General

Phase 

_____Implementation Date____
 Infrastructure Reporting Date 

Phase 1

1st FYE beginning after 6/15/01
1st FYE beginning after 6/15/05   

   

  (FYE 6/30/02 for most units)
    (FYE 6/30/06 for most units)

Phase 2

1st FYE beginning after 6/15/02
1st FYE beginning after 6/15/06   

   

  (FYE 6/30/03 for most units)
  (FYE 6/30/07 for most units)

Phase 3

1st FYE beginning after 6/15/03
 
Not Required


  (FYE 6/30/04 for most units)

Please note that retroactive general infrastructure reporting requirements do not apply to units in Phase 3.  This group includes most of the municipalities and public authorities in the State.  While Statement No. 34 does not require units in Phase 3 to retroactively implement infrastructure reporting, it does encourage them to do so.  We have heard many units express concern about the time and effort required for retroactive general infrastructure reporting.  Units in Phase 3 usually have smaller staffs than those units in Phases 1 and 2, and have less time to devote to identifying and determining the cost of general infrastructure.  We encourage units in Phase 3 not to elect to retroactively report general infrastructure unless they are certain that the benefits of doing so will outweigh the cost.

The staff of the Local Government Commission (LGC) will work with the North Carolina Association of Certified Public Accountants (NCACPA), the North Carolina Government Finance Officers Association (NCGFOA), the NC Association of School Business Officials, the NC County Finance Officers Association, the Institute of Government, and debt market analysts to determine the most efficient and effective way to implement Statement No. 34. For many years, local governments and their citizens have benefited from comparability of financial statements.  Management and citizens of local governments can compare their unit’s operations between years and with other units.  Comparability of financial statements has also contributed to lower financing rates for debt. Citizens and other statement users must receive the information needed to judge and compare the performance of local governments and public authorities.  For these reasons the LGC, in conjunction with the aforementioned groups, will standardize the financial reporting under Statement 34.        

Under Statement No. 34, the basic financial statements and the required supplementary information (RSI) for general purpose governments, such as counties and municipalities, will consist of:


1.
Management’s discussion and analysis (MD&A), which is RSI,


2.
Basic financial statements:



a.  Government-wide financial statements,



b.  Fund financial statements, and



c.  Notes to the financial statements.


3.
RSI, other than MD&A.

Government-wide financial statements will be prepared using the full accrual basis of accounting.  Fund financial statements will be prepared using the modified accrual or full accrual basis of accounting.  

For special purpose governments that have multiple governmental programs (such as a multi-county health district) or that have both governmental and business-type activities (such as a school board), the requirements of the previous paragraph will also apply.

For special purpose governments that engage in a single governmental program (such as a library), the government-wide and fund financial statements may be combined.  A reconciliation of the government-wide statements, prepared using the full accrual basis of accounting, and the fund financial statements, prepared using the modified-accrual basis of accounting, must be included in the financial statements.  

For a special purpose government that engaged in business-type activities only (such as a water and sewer authority), the government–wide and fund financial statements would be prepared using the same basis of accounting, the full accrual basis.  Therefore, only the fund financial statements required for the proprietary funds would be shown.      

If a special purpose government is engaged in fiduciary activities only, the fund statements for the fiduciary fund will be prepared using the full accrual basis of accounting.  Separate government-wide statements will not be required.   

MD&A 

The MD&A should introduce the financial statements and provide a clear and understandable analysis of financial activities.  The MD&A should address the primary government and should be based upon facts or events that exist or have occurred as of the date of the auditor’s report, rather than anticipated or possible events.  MD&A should consist of:

1. A short discussion of the financial statements, the relationship and differences between financial statements.

2.
Condensed financial information derived from the government-wide statement comparing current and prior year amounts for total assets, liabilities, net assets, revenues and expenses and other account balances that are significant in explaining changes in the financial position and the results of operations for the unit.

3.
A discussion of the unit’s overall financial position and results of operations, comparing these results to those of the prior year.  This discussion should address both governmental and business type activities and cite reasons for significant changes from the prior year.

4.
A discussion of the financial position and results of operations for individual funds. This should include reasons for significant changes from the prior year and restrictions on the future use of the assets of those funds.

5.
A discussion of variances between the final and original budget and the final budget and actual results for the general fund.  This should include current reasons for the differences that are expected to impact future periods.

6.
A discussion of significant debt and capital asset activity including commitments for capital outlay, debt rating changes and debt limits that may affect future financing.

7.
Additional infrastructure requirements by units that used a modified approach  (discussed in more detail later in this memorandum) to report infrastructure assets.

8. Any other currently known facts, decisions or conditions that will impact the unit’s financial position or results of operations.

The statement requires that all these items be discussed and that no additional items can be added that do not relate to items 1-8 above. In addition, the data within the MD&A should not be duplicated within the letter of transmittal. To eliminate duplication, the letter could cross-reference the MD&A and omit the details in the letter.

Government-wide Financial Statements 

Government-wide financial statements consist of a statement of net assets, that reports the financial position of the unit, and a statement of activities that reports the results of the unit’s operations.  These statements should be prepared using the full accrual basis of accounting. The primary government should be divided between governmental and business-type activities. A total column for the primary government is required on the statement.  The statements should present the discretely presented component units in a separate column (or columns) to the right of the primary government. Fiduciary funds and fiduciary component units should be excluded from the government-wide statements.

The statements for both governmental and business-type activities should be based upon applicable GASB Statements.  In addition, Financial Accounting Standards Board (FASB) Statements and Interpretations, Accounting Principles Board (APB) Opinions, and Accounting Research Bulletins (ARBs) issued on or before November 13, 1989 should be followed if they do not conflict with or contradict GASB pronouncements.  Units may elect to apply these pronouncements issued after November 13, 1989 to the business-type activities if they do not conflict with or contradict GASB pronouncements, as permitted by GASB Statement No.20.  This choice is made for the Enterprise Funds only; and if chosen this option carries forward to the business type activities section of the government wide statements. It would be best if general purpose governments did not choose this option. 

The Statement of Net Assets         

The statement of net assets would include a column for governmental activities, business-type activities, a primary government total column, and a column(s) for discretely presented component units.  Fiduciary funds would not be included on the government-wide statement of net assets.  

The statement of net assets would reflect assets less liabilities that equal net assets.  Assets and liabilities would be presented in order of liquidity.  Net assets, representing government-wide equity, should be divided into three categories:

1.
Invested in capital assets, net of related debt-capital assets, net of depreciation, less debt on those assets.  Debt on unexpended proceeds would not be netted against assets, but would be included in restricted net assets. 

2.
Restricted net assets-assets whose use is subject to constraints from external parties such as creditors, grantors, contributors or other governments; or imposed by constitutional provisions or enabling legislation.  

3.
Unrestricted net assets- net assets that do not meet the requirements of the other two categories.

Designations should be distinguished from restrictions.  Designations would not be reported on the statement of net assets, but rather in the note disclosures.

Interfund Receivables and Payables

Any receivables and payables among funds included within the governmental activities column or within the business-type activities column should be eliminated when reporting each column.  Payables and receivables between governmental activities and business-type activities should be netted and shown as internal balances on the statement.  However, these amounts should be eliminated in the total column of the primary government.  Receivables and payables between the primary government and discretely presented component units should be reported on separate lines from other receivables and payables. Receivables and payables between the primary government and fiduciary funds would be reported as if there were receivables or payables to external parties and as such, would not be netted

Capital Assets (Including Infrastructure Assets)
Capital assets for all governmental and proprietary activities must be reported on the statement of net assets. They will typically be reported at historical cost on acquired assets and fair value on donated assets, including any ancillary charges necessary to place the asset into use. It appears that capitalized interest will not be added to the cost of governmental activity assets, although a final position is still pending with the GASB, (interest will continue to be capitalized on business type activity assets.).  Capital assets include such items as land, land improvements, easements, buildings, building improvements, vehicles, machinery and equipment, works of art and historical treasures, infrastructure, and other intangible assets (e.g. computer software, water rights) with useful lives of at least more than one reporting period. Most capital assets would be reported net of accumulated depreciation on the statement of net assets with non-depreciable assets reported separately (e.g. land, inexhaustible land improvements, construction in progress.)  Infrastructure assets, which most units have previously recorded only for proprietary funds, are long-lived capital assets that normally are stationary in nature and normally can be preserved for a significantly greater number of years than most capital assets. Examples would include roads, bridges, tunnels and drainage systems.  Buildings are not considered infrastructure assets unless they are an ancillary part of an infrastructure system (e.g. maintenance sheds, rest stops.) 

The reporting of capital assets for Statement 34 requires that units re-evaluate decisions regarding what qualifies as a capital asset. This entails defining capitalization thresholds, useful lives, and procedures for additions, deletions, repairs, renovations, and improvements. In essence the unit must clearly define what is a capital asset to be depreciated versus what is to be written off at acquisition. A unit’s major concern in establishing/revising capitalization thresholds should be the anticipated needs of the users of the unit’s external financial statements. Control over all of the unit’s fixed assets is critical, but capitalization through financial reporting may not be the most efficient means to accomplish this. Fixed asset systems whose capitalization levels are too low with numerous small items can be cumbersome and costly to maintain and operate. For reporting purposes, the unit should not strive to capitalize all of the dollars associated with non-infrastructure assets. Internal departmental systems can be used to control smaller dollar items that might be below the capitalization threshold but are still critical to control; e.g. weapons, weed-eaters, chain saws, etc. At a minimum, even for small governments, capitalization levels should not be less than $1,000.  We strongly suggest that units with capitalization thresholds below this amount increase their levels by the time they implement Statement 34.

Typically, units have used varying useful lives for different types of assets; but very often units have had a uniform capitalization level, often at a very small amount. The Statement allows capitalization thresholds and useful lives to be established at varying levels across different classes of assets. For example, infrastructure could be set at $500,000 or $1 million, vehicles at $20,000, general equipment at $1,000, etc.  This means that all expenditures below these levels would be expensed. Inventory control for assets under the capitalization threshold would be managed by the departments rather than in the accounting system. Questions will arise also as to whether particular expenditures add value or capacity to an asset (e.g. adding lanes to a section of street or a new wing added to a building) or merely maintain its current capacity and life (e.g. new roof for a building, rebuilding a transmission.)  If expenditures maintain current capacity or service, then the expenditure would be expensed as maintenance and repair. Only those expenditures that expand capacity, enhance service, or extend useful life would be capitalized. There will be many policy decisions to be made before implementation regarding what constitutes a capital asset.

The reporting of newly acquired and constructed assets and infrastructure begins the year of Statement 34 implementation for all units; retroactive reporting is delayed or waived based on the size of the unit. Prospective reporting of infrastructure assets begins at the first day of the first fiscal year that the unit is required to implement Statement No. 34 (e.g. July 1, 2001 for all Phase I units and their CU’s.)  Prospective reporting applies to all units.  For units in Phase 1 or 2, retroactive reporting of general infrastructure assets is required no later than the fourth fiscal year following the first year the unit is required to implement Statement No. 34.  Retroactive reporting of infrastructure assets is not required for Phase 3 units.  This delay for Phase I and II units in retroactive reporting applies to general infrastructure assets only, those infrastructure assets arising from general governmental activities.  Infrastructure assets of proprietary funds and special purpose governments that engage in business-type activities should be included in the financial statements at the date of implementing Statement No. 34.  Most of these funds and governments have been recording these assets prior to the implementation of Statement No. 34. Units are free to use outside consultants but are not required to get outside appraisals.   

Infrastructure should be grouped into unit-defined networks or subsystems to facilitate reporting and to determine retroactive reporting requirements. A network of assets is composed of all assets that provide a particular type of service for a government. A network of infrastructure assets may be only one asset that is composed of many components (e.g. a dam composed of a concrete dam, concrete spillway, and a series of locks). It can also be a higher level like the transportation network including all the streets and roads belonging to a unit. A subsystem of a network of assets is composed of all assets that make up a similar portion of the network (e.g. where the network is the transportation network, the subsystem could equate to sections of road including curbing, guttering, sidewalks, signs, traffic control devices, streetlights, etc). Another example might be a storm sewer system as a network with catch basins, storm drains, and inlets considered as subsystems. The determination of these groupings is up to the unit. For example, a unit could decide to have a street network with all bridges as a subsystem. Or, it could choose to have a streets network with arterial streets as a subsystem including any bridges on those streets. The objective is to define these networks and subsystems as clearly as possible to reduce the cost of implementation.

Retroactive infrastructure reporting is required only for post-1980 “major” general infrastructure assets.  Since it may not be practical to determine the cost of all general infrastructure assets, Statement No. 34 allows the unit to report the estimated historical costs of major assets that were acquired or significantly reconstructed or improved since July 1, 1980.  Unless a unit already has cost data available for all general infrastructure assets, we encourage units to limit their reporting to the minimum requirements.  The determination of major general infrastructure assets is based upon the cost or estimated cost of a network or subsystem.  “Major” infrastructure assets are defined as those assets where the cost of the subsystem is at least 5%, or the cost of the network is at least 10%, of the cost of all general capital assets for the first fiscal year ending after June 15, 1999 (baseline). For most units, this baseline will be assets reported in the general fixed asset account group for June 30, 1999 or for others, the first year-end following June 15, 1999.  Major networks and/or subsystems are considered material and should be reported.  The Statement allows non-major networks to be excluded from reporting, and we encourage units not to report them unless the unit already has cost data on those assets. 

Units may estimate the cost of infrastructure assets when actual cost data is not available.  One method of estimating the cost is to determine the current replacement cost of the asset and to deflate that cost with price-level indexes to the date the asset was acquired.  If a subsystem of assets is acquired or constructed over several years, the average acquisition date can be used to determine the cost. Other information may provide sufficient support for establishing initial capitalization; cost data may come from sources such as, bond documents, expenditure data in capital project funds, projects awarded in board minutes, prior year’s financial statements, engineering documents, or grant applications. 

Depreciation must be calculated for all capital assets that are considered exhaustible. Accumulated depreciation must be determined for the general infrastructure assets that are retroactively reported.  Governments may use any established method of depreciation; however, straight-line depreciation is the simplest.  Useful life for assets must be determined and becomes a driving force in the resulting calculation of depreciation expense for the statement of activities. As previously discussed, useful life can be based on a class of assets (a grouping of similar items, e.g. vehicles, buildings, roads), a network, a subsystem, or an individual asset.  There are no prescribed asset lives in the statement. Units may use 1) guidelines from professional or industrial organizations, 2) information on comparable assets from other governments, or 3) internal information. When determining the useful life of older assets, a government should also consider the asset’s present condition and its ability to meet future service demands.

Accumulated depreciation for infrastructure assets at transition can be calculated using various methods but the simpler the approach, the better. It can be as easy as using the straight-line method based on the number of years in service. For example, if an asset went into service in 1985 with 25 years of useful life, then one would calculate the straight-line depreciation per year and multiply the annual amount by the years in service at the time of transition. It may be necessary to use composite methods if construction took place over many years and different components of an asset have different lives. Composite methods depreciate a grouping of similar assets (e.g. streets) or dissimilar assets of the same class (e.g. streets, bridges, curbing & guttering, etc. in a streets network) using the same depreciation rate. A depreciation rate must be determined for the grouping of assets, and annually this rate is applied to the cost of the asset grouping to derive depreciation expense. Calculations can be done using weighted-average or un-weighted averages based on the unit’s facts and circumstances including the cost of obtaining the information needed.  No gains or losses are calculated on disposals of assets under the group or composite method. Gains and losses must be calculated on other depreciation methods. The objective is to keep the effort and cost for reporting infrastructure and related depreciation at a minimum.

The Statement of Activities

The statement of activities will present functions within the governmental activities, such as general government, public safety, or public works, and segments within the business-type activities, such as water, sewer or electric. The statement should report expenses, program revenues and net (expense) revenue for each function for governmental activities or segments for business-type activities.  In this way, citizens are able to determine the extent that different functions or segments are financed with general revenues, such as property taxes.  

Direct and Indirect Expenses

Expenses should include all costs directly associated with a function or segment.  Indirect expenses incurred in one function or segment may be allocated to another but are not required.  In rare circumstances, if a full-cost allocation approach is used, the statement of activities should show separate columns for direct and indirect expenses so direct expenses could be compared more easily.  Minor distributions of cost will not require presentation in a separate column. Administrative expenses that are included in amounts actually charged by one function or segment to another may be included in direct expenses. 

Interest Expense

Within the governmental activities, interest expense should be reported as a separate function. In the rare circumstance where a segment is in the business of issuing revolving loans, interest expense can be included in the direct expenses of a segment; but in almost every other case, interest expense is reported as a separate function.

Interfund Charges

Charges from internal service funds and administrative expenses that are actually charged by a unit to a function or segment should be eliminated so that transactions are not reported twice.  The expense should be reported only once, as an expense of the function to which it is allocated.  If the transaction has been accounted for as a reimbursement, the expenditure of the fund or function initially incurring the cost has been reduced and the cost of the function or segment benefiting from the service has recorded an expense. No further adjustments would be needed. 

Charges for services of a program conducted by the unit between functions or segments, such as utility services, should not be eliminated.  They should be treated as if they were transactions with external parties.  This differs from the treatment for internal service and administrative expenses resulting from tasks that benefit the functions or segments but is not a program of the government, such as personnel or accounting services.  

However, any charges for services of a program within the same function or segment should be eliminated.  If this were not done, the expenses of that function or segment would be overstated since the cost of providing the service and the charge would both be reported in the function or segment.  The program revenue from the charge would also be eliminated in this case. 

Internal Service Funds

Transactions of the internal service fund within the primary government would not be reflected on the statement of activities.  As stated earlier, to do so would result in the cost of services being overstated because these transactions would be reported twice.  However, activities of internal service funds with outside parties would be reported in the government-wide statements.  Investment earnings, interest expense and revenues and expenses from services provided to the public would be examples of transactions with outside parties that would be recorded on the statement of activities.

After removing these transactions with external parties, each internal service fund would reflect a net loss or net income from internal transactions.  This income or loss would then be allocated back to the functions and segments that gave rise to the profit or loss on the statement of activities.  This must be done to reduce or increase the expenses of those functions or segments so that the true cost of the services will be reflected on the statement of activities.  That allocation should be done in proportion to the charges to those functions and segments from the internal service fund during the year.  Units must be able to trace the amount of charges during the year by function or segment in order to perform this allocation. 

The revenues and expenses from transactions with external parties and from the balance sheet will be recorded entirely within either the governmental activities or business-type activities column.  This would depend upon which activity type receives a majority of the internal service fund’s services.  Once that is determined, these external transactions and balance sheet accounts are recorded entirely within that activity type.  These amounts are not allocated between activity types.  This determination is made for each internal service fund.  If a portion of the net income or loss of an internal service fund is allocated to functions or segments in the other activity type, the sum of those charges or reductions in charges is reflected as an adjustment to the amount due between the activity types.

The adjustments made for internal service funds on the government-wide financial statements are made for reporting on those statements only.  Adjustments are made at the functional or segment level on the statement of activities and the activity type level on the statement of net assets.  These adjustments are not recorded in the general ledger and are not reflected on the fund financial statements.  These adjustments do serve as reconciling items between the governmental activities and governmental fund financial statements and the business type activities and enterprise fund financial statements.  The combined internal service amounts are presented in a single column along with the enterprise funds on the proprietary fund statements in the fund financial statements.          

Transaction with Component Units

Transactions between the primary government and its blended component units should be reported as if the transactions were between funds.  Activities between the primary government and its discretely presented component units should be reported as transactions with external parties, unless the transaction impacts the balance sheet, such as loans or advances.  

Depreciation expense

Depreciation expenses should be allocated to functions or segments for the assets used directly by that function or segment.  Depreciation expense for buildings shared by several functions or segments may be reported on a separate line, placed in the general government function or allocated to various functions.  Depreciation expense for general infrastructure assets should either be reported as a direct expense in the function that purchased or performs maintenance on the assets or on a separate line. 

Any established depreciation method may be used.  Estimated useful lives may be established by class of asset, subsystems, networks or individual assets.  A single composite depreciation rate may be established for similar assets or dissimilar assets within the same class.  The rate may be established using a weighted or unweighted average of estimated useful lives.   

Depreciation expense would not be recorded for assets that are not exhaustible, such as land or for historical treasures that meet the Statement 34 definition.  

Depreciation of assets should be based upon the historical cost of the asset, less estimated salvage value.  That amount would ratably be depreciated over the estimated useful life of the asset.  Assets would be reported net of accumulated depreciation on the statement of net assets and depreciation expense would be included on the statement of activities.

Alternative to Depreciation of Infrastructure Assets

Statement No. 34 permits an alternative to depreciation of infrastructure assets.  This alternative can be applied to all infrastructure assets or a network or a subsystem of a network.  If the unit maintains an asset management system that has an up-to-date inventory of infrastructure assets, performs condition assessments of the assets, and estimates the annual cost of maintaining the assets at a condition level established and disclosed by the unit, the unit has met the asset management system requirements for the modified approach.   The unit must also document that the infrastructure assets are being maintained at the level established and published by the unit.  To do this, the unit must complete a condition assessment of the assets at least every three years and the last three condition assessments must find that assets are being maintained at a condition level established by the unit.  If these conditions are met for the network or subsystem of assets, the unit will not have to record depreciation against those infrastructure assets.  If a unit has used the alternative approach but fails to meet these requirements at a later time, it must begin to depreciate those assets for the fiscal year in which these requirements are no longer met.  

Under depreciation or the modified approach, maintenance cost would be expensed and additions and improvements would be capitalized.  The difference in the two methods, other than recording depreciation or not, would be in recording preservation cost.  Preservation costs extend the life of an asset but do not increase its capacity or efficiency.  Preservation costs would be expensed under the modified approach but would be capitalized if infrastructure were depreciated. 

The use of the alternative to depreciation will be one of the issues the LGC will work with the NCACPA, NCGFOA, the NC Association of School Business Officials, the NC County Finance Officers Association, the Institute of Government, and debt market analysts in implementing Statement No. 34. However, at this time we have serious reservations about the use of this method.

General and Program Revenues

All revenues must be classified as program specific revenues or general revenues of the government.  Program specific revenues include:

1.
Charges for services provided by a function or segment from exchange and exchange like transactions.  This would include utility bills, garbage fees, permits, licenses and special assessments. 

2.
Grants and contributions that are specifically designated for a program or function.  This would include Clean Water Bond grants, State Public School Building Bond Fund grants, school food service and mass transit operating grants.  Grants that are restricted to capital purposes should be reported separately from those that may be used for either capital or operating expenses at the discretion of the unit.  Prior to the implementation of Statement 34, grants restricted for capital purposes were reported as contributed capital.

3.
Earnings on endowments or permanent fund investments, if those earnings are restricted to use in carrying out a specific program. 

Program specific revenues are presented in separate columns.  Separate columns are used for operating grants and contributions and capital grants and contributions.  Program revenues are netted against expenses to determine net (expense) revenue for functions and segments.  These amounts are then totaled in separate columns for governmental activities, business-type activities, the primary government and component units.

All tax revenues, such as property taxes and sales taxes, should be reported as general revenues.  Other revenues that do not meet the criteria for program revenues should be reported as general revenues.

Other Statement of Activities Items

Contributions to permanent funds and endowments, special items, extraordinary items and transfers between government and business type activities are reported on separate lines after general revenues.  Extraordinary items are items not within the control of management that are unusual and infrequent items.  Special items are within the control of management and are either unusual or infrequent.  

These items are then added or deducted from the net (expense) revenue to calculate changes in net assets.  This change is then added to or deducted from beginning net assets to determine ending net assets.  This information is presented in a column for governmental activities, business-type activities, the primary government (optional), and a column for component units.

Reporting Component Units
Blended component units would be reported in the same manner as funds of the primary government. Discretely presented component units that are fiduciary in nature would be presented in the fiduciary fund financial statements.  These funds would be presented in the appropriate column with fiduciary funds of the primary government.   

Discretely presented component units that are not fiduciary in nature would be included in the component unit column of the government-wide statements.  Information about major component units must be presented.  This can be accomplished by:

1.
Displaying a separate column for each major component unit on the government-wide financial statements.

2.
Including combining schedules showing major component units and a single column for non-major units in the unit’s basic financial statements after the fund financial statements.  Schedule totals should tie to the government-wide financial statements.

3.
Including condensed financial information from the government-wide financial statements for major component units in the notes.

Non-major component units may be presented in a single column on the combining schedule and do not have to be presented in the notes to the financial statements if the third option is chosen.  A combining schedule for non-major component units is not required by Statement No. 34.  If one of the non-major component units is a public authority that has selected to be included in the primary government’s financial statements rather than issuing stand alone statements (see LGC Memorandum # 832), a schedule showing that non-major component unit should be included in the other supplemental information.

The notes to the financial statements should include for each major component unit a discussion of the nature and amount of any significant transactions with the primary government or any component unit. 

Fund Financial Statements

Fund financial statements should be presented for governmental funds, proprietary funds, and fiduciary funds.  Statement 34 reclassifies many of the funds currently classified as trust funds.  The current fund types stay mostly in place, with some changes.  Permanent funds have been added to the governmental fund types, and private purpose trust funds are added to the fiduciary fund type.

New Funds 

Statement 34 has removed expendable and non-expendable trust funds and presented new requirements about how to account and report for these functions. Permanent funds resources are legally restricted so that only earnings, not original principal, may be used to provide benefits to the government or its citizens, such as a bequest for cemetery upkeep.  This is similar to the current non-expendable trust funds.  Funds whose resources are legally restricted so that both earnings and principal may be used to provide benefits to the government or its citizens would be classified as special revenue funds under Statement No. 34.  These funds are currently reported as expendable trust funds. 

Private purpose trust funds are fiduciary funds whose principal, or income, benefit individuals, private organizations, or other governments with no differentiation regarding the spending of principal.  These funds are currently reported as expendable or non-expendable trust funds.  

The key distinction between funds reported as governmental funds and those reported as fiduciary funds is who benefits from expenditure of the principal or interest of the fund.  If the government or its citizens benefit, it is a governmental fund.  If individuals, private organizations or other governments benefit, it is a fiduciary fund.  

Enterprise Funds

Enterprise funds may be used to account for any activity that charges a fee for services.  Enterprise funds must be used to report an activity if :

1.
The activity’s net revenues from fees and charges are identified as the sole pledge for repayment of debt to purchase assets used by the activity.

2.
Laws and regulations require that the full cost of providing the service, including depreciation and debt service, be recovered through user charges.

3.
The unit establishes fees that are intended to recover its full cost.

North Carolina G.S.159-26(b)(4) requires that each utility or enterprise owned or operated by the unit should be accounted for as an enterprise fund. The options under Statement 34 may not apply to many of the enterprise funds currently reported by units.

Major Funds

Both the financial statements of the governmental funds and the proprietary funds should emphasize the unit’s major funds.  The General Fund is always a major fund.  The General Fund and the other major governmental or enterprise funds should always be shown separately in the statements.  The non-major funds should be shown in total on the fund financial statements.  Funds, other than the General Fund, are major funds if:

1.
The fund’s assets, liabilities, revenues and expenditures/expenses represent 10% or more of any of those totals for that fund category or type (governmental or enterprise funds), and 

2.
The fund’s assets, liabilities, revenues and expenditures/expenses represent 5% or more of any of the corresponding totals for all governmental and enterprise funds combined.

Revenues include operating and non-operating revenues, but not other financing sources.  Capital grants are classified as capital contributions for proprietary funds and as such will not be included in revenues. Note that internal service funds are not considered when making this calculation.  Internal service funds are reported in a single column on the proprietary fund financial statements.  The unit may report other governmental or enterprise funds as major if it believes the fund is important to financial statement users.

Governmental Fund Financial Statements
The required financial statements are the balance sheet and the statement of revenues, expenditures, and changes in fund balance.  These statements should be prepared using the modified accrual basis of accounting.  If a budgetary comparison is presented, it is shown as the third government fund statement. See the discussion that follows on Budget to Actual Comparisons.

As of the implementation of Statement 34, the account groups, general fixed asset account group and general long-term debt account group, will no longer be reported. General capital assets, (capital assets that are not assets of the proprietary or fiduciary funds), should not be reported on the balance sheet.  Long-term liabilities, liabilities that are not fund liabilities under the modified accrual basis of accounting, should not be reported on the balance sheet.  Fund balance should be divided between reserved and unreserved.  Unreserved fund balance in the non-major column should be identified by fund type, such as special revenue, capital projects, debt service or permanent funds.  The major fund columns and non-major fund column should total across to a total governmental fund column.  A reconciliation of total governmental funds’ fund equity to the net assets of the governmental activities in the government-wide statements should be included at the bottom of this statement or in an accompanying schedule.  

The statement of revenues, expenditures and changes in fund balance is very similar to the schedule currently being prepared.  Extraordinary and special items have been added. These items would appear after other financing sources and uses.  A reconciliation of changes in fund balance for the governmental funds to the change in net assets for governmental activities on the government-wide statements should be included at the bottom of this statement or in an accompanying schedule. 

Proprietary Fund Financial Statements
The required statements are a statement of net assets or balance sheet, a statement of revenues, expenses and changes in net assets or fund equity, and a statement of cash flows.  These statements should be prepared using the full accrual basis of accounting.  In accordance with GASB Statement No. 20, all FASB Statements and Interpretations, APB opinions and ARB’s issued prior to November 30, 1989 that do not contradict GASB pronouncements, should be followed as discussed on pages 4 and 5 of this memo.  The units may elect to apply to enterprise funds these pronouncements issued after that date that do not contradict GASB pronouncements. 

The statements should include columns for major enterprise funds, a single column for non-major enterprise funds, a total column for all enterprise funds, followed by a single column for the total of all internal service funds.  

The balance sheet or statement of net assets should classify assets and liabilities between current and long-term amounts.  Restricted assets should be reported on the balance sheet for assets whose use is subject to constraints from external parties such as creditors, grantors, contributors or other governments; or imposed by constitutional provisions or enabling legislation.  The three categories of net assets used in the government-wide statement of net assets should also be used on this statement. Capital contributions should not be shown as a separate category of net assets.  Designations of net assets should not be shown.  Net assets on this statement should be reconciled to net assets for business-type activities on the government-wide statement either on the fund statement or on  an accompanying schedule, if required.   

The statement of changes in net assets or fund equity should distinguish operating and non-operating revenues and expenses.  Capital contributions and additions to permanent and term endowments should be shown on a separate line after non-operating revenues and expenses.  These lines should be followed by special items, extraordinary items and transfers.  The sum should be changes in net assets or fund equity, which is added to or deducted from the beginning balance to calculate ending net assets or fund equity.  The change in net assets or fund equity on this statement should be reconciled to the change in net assets for business-type activities on the government-wide statement either on  the fund statement or on an accompanying schedule, if required.

The direct method of presentation should be used in preparing the cash flow statement for proprietary funds. 

Fiduciary Funds and Similar Component Units    

Fiduciary funds will consist of four fund types:

1.
Pension and other employee benefit-pension, other post-employment benefit plans or other employee benefit plans.

2.
Investment trust-external portion of investment pools.

3.
Private-purpose trust-benefits are provided to individuals, private organizations or other governments.

4.
Agency-funds held as an agent for another party.

Trust funds should be distinguished from agency funds by a trust agreement and the extent of involvement of management in determining how and when funds are expended. These financial statements will include fiduciary funds of the primary government and component units that are fiduciary in nature.  A column should be presented for each of the four fund types.  Component units that are fiduciary in nature would be included in the appropriate column.

If separate reports are not issued for pension plans, post-employment healthcare plans or external investment pools, individual plan financial statements should be included in the notes to the financial statements.  If separate reports are issued, the notes should disclose information about how these reports can be obtained.    

Fiduciary fund financial statements are prepared under the full accrual basis of accounting.  Liability recognition for defined benefit pension plans and post-employment healthcare plans would be based upon GASB Statements No. 25 and No. 26.  The statement of net assets should present assets less liabilities equal to net assets.  Net assets do not have to be broken into three components as is done on the government-wide and proprietary fund statements.  For agency funds, assets will equal liabilities.  The statement of changes in net assets should show additions to net assets, deductions from net assets, and net increase (decrease) in net assets.  Agency funds would not be included on the statement of changes in net assets.

Interfund Activity

The reporting of interfund activity between the fund categories (governmental, proprietary and fiduciary funds) and between the funds within each fund category will depend upon the nature of the transaction.  Exchanges or exchange-like transactions will be treated as revenues and expenses or expenditures in the funds.  Any unpaid balances, as well as any loans that have not been repaid, are recorded as interfund receivables and payables.  

Nonexchange transactions should be recorded as transfers.  In this case, there is not an exchange of equal value between parties or there is no obligation to repay amounts advanced.  Payments in lieu of taxes would be recorded as a transfer if the payment is not for, or equal to, the value of services received.  Transfers would be other financing uses and sources in governmental funds and nonoperating revenues or expenses in proprietary funds.  

Reimbursements would be recorded as expenditures or expenses and reductions of expenditures or expenses in the appropriate funds.  Reimbursements would not appear as a line on the financial statements.   

Budget to Actual Comparisons

Statement No. 34 gives the unit the option of including budget to actual comparisons in the basic financial statements or as RSI.  Comparisons are required for the General Fund and major special revenue funds that adopt annual budgets. The comparison should include a column for the original budget adopted, a column for the amended budget, and a column for actual amounts.  A column can be added to show the variance between the original and amended budget and a column may be added for the variance between the amended budget and actual amounts.  A schedule should be included reconciling the revenues and expenses on the budgetary basis to the governmental fund financial statements presented on the GAAP basis. 

Notes disclosing over-expenditures in individual funds should be included in the notes to the financial statements or the notes to the RSI, depending on where the schedules are placed.  

Placement of the budget to actual comparison for the general fund and major special revenue funds will be one of the issues that our office will work with the NCACPA, NCGFOA, debt market analysts, and other organizations as previously noted in determining the best way to implement GASB Statement No. 34. 

Notes to the Financial Statements

The notes to the financial statements should focus on the primary government and its funds.  The following matters should be covered in the unit’s summary of significant accounting policies:

1. A description of the government-wide financial statements and their basis of accounting.

2. The policy for eliminating internal activity.

3. The policy regarding applicability of FASB statements issued after November 30, 1989 to government-wide and proprietary financial statements.

4. The policy for capitalizing assets and estimating useful lives.

5. A description of program revenues and allocation methods for indirect expenses to functions or segments.

6. Policy for defining operating and non-operating revenues and expenses.

7. Policy for applying restricted or unrestricted assets when expenses payable from either are incurred.

Notes about capital assets should be presented for major classes of assets, and should include:

1.  Beginning and ending balances, showing historical cost and accumulated depreciation.

2.  Acquisitions and sales/dispositions.

3.  Depreciation expenses for each function or segment.

Notes about long-term liabilities should include debt, such as bonds and leases, and other long-term liabilities, such as compensated absences and claims and judgments.  Disclosures should include:

1.  Beginning and ending balances.

2.  Increases and decreases.

3.  The portion due within the next fiscal year.

4.  The governmental funds that paid other long-term liabilities in prior years.

Note disclosures about donor-restricted endowments should include the net appreciation on investments available to be expended, laws authorizing the spending of investment income and the policy for authorizing and spending investment income.  

Segment information should be presented in the notes.  This information should include the types of services or goods provided as well as condensed financial information from the statement of net assets, statement of changes in net assets, and statement of cash flows.  A segment would be an activity that is a separate enterprise fund or part of an enterprise or component unit whose revenues have been pledged to pay debt. If a segment is reported as a major fund, this information does not have to be included in the notes.  

Required Supplementary Information 

The required supplementary information (RSI) required by GASB Statement No. 10, required of units that operate public entity risk pools, and by Statements No. 25 and 27, relating to funding and operation of pension plans, are not changed by Statement No. 34.  The MD&A is considered RSI also, but precedes the basic financial statements.  In addition to the requirements of Statements No. 10, 25 and 27, data about the use of the modified approach of reporting infrastructure may be included in RSI immediately after the notes to the financial statements.  Statement No. 34 allows the option of placing budget to actual comparisons in the RSI.  The placement of these comparisons will be determined as the staff works with the NCACPA, the NCGFOA, and other organizations, previously noted, to determine the best methods of implementing Statement No. 34.   

Other Supplementary Information

Local governments and public authorities in North Carolina currently include combining statements, individual fund statements, and a number of other supplemental schedules that demonstrate the financial condition of individual funds and compliance with legal requirements in the financial statements. These schedules have provided management, citizens and other financial statement users with valuable information about the unit’s compliance with General Statutes and the extent to which the unit is fulfilling its fiduciary responsibilities.  The reporting requirements of Statement No. 34 will not lessen the need for these supplemental schedules.  These supplemental schedules should continue to be included in the financial statements after the new reporting model is implemented. These supplemental schedules would include:

1.
Combining statements showing the financial position and results of operations for individual non-major funds, internal service funds and fiduciary funds.

2.
Schedules showing budgetary comparisons for individual non-major governmental funds, individual governmental funds that adopt multi-year ordinances, major annually budgeted capital projects, debt service, permanent funds, and individual enterprise funds, as well as a comparison of the financial plan and actual results for internal service funds.

3.
Schedules of transfers, interfund payables and receivables, taxes receivable and an analysis of the current year’s tax levy.

Most of these items are required presentation for Comprehensive Annual Financial Reports (CAFR) participating in GFOA’s certificate of achievement program.

Effective Dates 

A listing of the Phase 1, 2 and 3 units for local governments and public authorities in the State is included with this memorandum.  If a component unit’s implementation date is determined by its primary government’s implementation date, this is noted on the schedule.  As stated at the beginning of this memorandum, the implementation date of Statement No. 34 by a component unit is determined by the primary government’s implementation date.  However, this determination does not impact the unit’s retroactive general infrastructure reporting requirements.  That is determined solely by the unit’s revenues. A component unit may be in Phase 1 for implementation of Statement 34 but be in Phase 2 or Phase 3 for retroactive general infrastructure reporting.  If a component unit’s general infrastructure reporting requirement date differs from the implementation date requirements, the general infrastructure requirement date has been noted with a symbol on the schedule.           

Public hospitals that are component units and primary governments that have a public hospital as component units, should be careful in determining when to implement Statement No. 34.  If the primary government’s financial statements include the hospital’s fiscal year ending during the primary government’s fiscal year, then the component unit must implement Statement No. 34 for the fiscal year ending during the primary government’s initial year of implementation.     

Assume that a primary government implements Statement No. 34 for the fiscal year ended June 30, 2002. A public hospital’s reports for the fiscal year ended September 30, 2001 are included in those financial statements as a component unit.  In that case, the public hospital must implement for the fiscal year ended September 30, 2001.   

Units that have not yet submitted their financial statements for the first fiscal year ending after June 15, 1999 are not included on the list.  This list will be placed on the State Treasurer’s website and periodically updated. 

Transition

Statement No. 34 requires a prior period adjustment to the earliest period presented for changes to governmental, proprietary and fiduciary funds resulting from the implementation of the Statement.  If adjustments to prior periods are not practical, a cumulative adjustment to the beginning fund balance or net assets for the initial year of implementation is permitted.  Since government-wide statements will be presented for the first time, that beginning net asset balance will not be restated, but must be calculated for reporting in the initial year of implementation.  The notes to the financial statements should include disclosures about the change.    

Units do not have to restate prior periods in order to provide the prior to current year comparisons required in the MD&A.  Units that can, should provide comparisons between the current and prior years of key amounts for total governmental and total proprietary funds.  The MD&A in the initial year of implementation should include a statement that comparisons of government-wide amounts will be included in future years.  

For the government-wide statements, the amortization of premium or discounts on governmental activity debt may begin for debt issues occurring in the year of implementation and thereafter.  However, it must be applied retroactively for deep discount or zero interest debt.  Implementation of GASB Statement No. 23 can be applied prospectively also.  This Statement requires deferral and amortization of losses on debt refunding.  Neither standard must be used in calculating beginning net assets balance for governmental activities for government-wide statements.

This office will continue to work with units, auditors and the debt market to successfully implement GASB Statement No. 34.  Additional information will be sent to you as this work continues.  Please share your thoughts and concerns about the implementation of Statement 34 with my staff or myself.  If you have any questions concerning this memorandum please call Sara Shippee at 919-807-2386. For questions on the listing of unit implementation dates, contact Samantha Cox at 919-807-2394.
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