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PREFACE

I ntroduction

1 This preface:

*  provides some background information about the role of the Public Sector Committee (PSC), and
an overview of accounting and financial reporting by governments;

*  outlines the purpose of this Study; and
*  describes the PSC’s Standards Project, of which this Study is a key component.

Role of the PSC

2. IFAC isaworldwide organization for the accountancy profession. Its mission isthe devel opment
and enhancement of the profession to enable it to provide services of consistently high quality in the public
interest. The PSC is a standing committee of the Council of IFAC formed to address, on a co-ordinated
worldwide basis, the needs of those involved in public sector financial management, reporting, accounting
and auditing. In this context, the term “public sector” refers to national governments, regiona (e.g., state,
provincia, territorial) governments, local (e.g., city, town) governments and their component government
entities (e.g., agencies, boards, commissions and enterprises). The PSC has a role in identifying and
addressing specific public sector accounting and auditing issues and concerns.

3. The PSC has been given authority by the IFAC Council to issue standards, guidelines, studies
and occasional papers on financial reporting, accounting and auditing in the public sector. Over the period
1989 to 1996 the PSC published arange of Studies covering topics such as the definition and recognition
of assets, liabilities, revenues and expenses. These Studies were descriptivein nature. They were intended
to provide international comparisons of current practices and to highlight conceptual issues underlying
these topics. This Study provides an overview of the issues covered in prior Studies and extends the
discussion of these issues. It is a link between the previous work of the PSC, and its development of
accounting standards and guidance to assist entities making the transition from cash to accrual accounting.

4, The Exposure Draft of this document was published in March 1998. At that time it was entitled
“Guideline for Governmental Financial Reporting” and identified issues associated with four bases of
accounting (cash, maodified cash, modified accrual and accrual). Following comments from respondents on
the Guideline for Governmental Financial Reporting, the Exposure Drafts of International Public Sector
Accounting Standards and the Invitation to Comment: Which Bases of Accounting, the Committee decided
to establish accounting standards for the cash and accrua bases of accounting only. This document
therefore focuses on the cash and accrual bases of accounting and itstitle has been changed to better reflect
its status.
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Pur pose of the Study

5. The Study aims to assist governments at all levels in the identification of issues associated with
financial reporting. Although some parts of the Study may relate to national governments only, other parts
are applicable to all levels of government.

6. The Study contains a detailed description of both the accrual and cash bases of accounting and
provides examples of actual financial statements prepared under each basis. The document explains
common practice within each basis of accounting, and provides examples of the variations within those
bases. Governments wishing to change their basis of accounting or modify their accounting policies will
be able to use this document as a source of information about a basis of accounting, including accounting
policy issues associated with that basis and the format of financial statements prepared under that basis.
This may assist governments in changing their basis of accounting and ultimately contribute to greater
comparability within and between financial statements of governments.

7. Other documents published by the PSC include standards, studies and occasiona papers.
Standards contain individual requirements on financial reporting, accounting and auditing in the public
sector. Studies provide advice on financial reporting, accounting and auditing issues in the public sector,
while occasional papers provide information that contributes to some segment of the body of public sector
financial reporting, accounting and auditing knowledge.

The Standar ds Pr oj ect

8. The PSC has embarked on the Standards Project to encourage improvements in the quality of the
financial information typically provided by governments. The development of this Study isan initial phase
of this medium-term project.

9. The other focus of the project is the development of a core set of Standards on accounting and
financia reporting by governments - International Public Sector Accounting Standards (IPSASS).

10. The accrua standards will be developed by reviewing existing International Accounting
Standards (IASs) issued by the International Accounting Standards Committee (IASC), and adapting them
as appropriate for the public sector. The cash basis standard will incorporate any relevant aspects of the
accrua standards. The PSC decided to use |ASs as the starting point for its public sector Standardsin an
effort to be consistent, where possible, with existing international guidance, as well as avoiding the need to
“reinvent the wheel” for the public sector. Although the public sector context is different, the overriding
objective of financial reporting, which isto provide information which meets user needs, is the same across
both public and private sectors. Using IASs as the basis for the PSC Standards will lead to a consistent
approach to similar issues within public and private sector standards. There will, of course, be other areas
where issues specific to public sector entities and governments will not have been addressed by the IASs.

11. Over time, the PSC intends to extend the scope of the Standards Project to address some of the
gapsin theinitia set of standards and to provide further guidance on financial reporting issues within the
public sector.

Focus on Two Bases of Accounting
12. In its previous Studies the PSC described four specific bases of accounting used by governments,

being the cash basis, modified cash basis, modified accrua basis and accrual basis. The four bases of
accounting described in previous PSC Studies accorded with the bases of accounting used by the
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Committee on Accounting Standards of the International Organization of Supreme Audit Institutionsin its
Accounting Standards Framework and the associated Accounting Standards Framework Implementation
Guide — Departmental and Government-wide Financial Reporting. This Study focuses on two bases of
accounting, the cash basis and the accrual basis. It provides a detailed explanation of the accounting
practices and issues associated with the cash and accrual bases and a brief description of the range of
practices between these points. It incorporates discussion on other practices adopted by governments as
variationsto either the cash or accrual bases.

13. There are multiple points aong the spectrum between cash accounting and accrual accounting
and considerable diversity in the practices of governments. Given the difficulty of defining points with
universal significance, the PSC has found it more appropriate to focus on setting standards for the cash and
accrual bases. In recognition of the diversity that exists in practice, the PSC will develop and promulgate
additional guidance for governments to assist in the transition between these two points. This additional
guidance will recognize that there are a variety of different transition paths, depending upon the
circumstances of each individual jurisdiction.
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EXECUTIVE SUMMARY

Objectives of the Study

14. This Study provides a detailed description of the cash and accrual accounting bases and
variations on these bases, as used by governments. The Study also provides practical examples of financia
reporting under each basis. The objective of the Study is to provide information that will be a useful
reference source for governments which wish to change their basis of accounting or review their
accounting practicesin relation to those of other governments.

15. The descriptions of the cash and accrual bases and modification to those bases are intended to:
* facilitate the choice and adoption of a particular basis of accounting by a government; and

» provide information to ensure that standard setters and preparers of financial statements have a
common understanding of the accounting policy issues associated with that basis.

Bases of Accounting

16. The public sector financial reporting environment is characterized by a spectrum of practice
between cash accounting and accrua accounting. Governments around the world adopt a variety of
reporting practices along the spectrum, and may indeed combine aspects from both ends of the spectrum.
The Study provides guidance on the application of the cash basis and the accrual bases of accounting, and
describes variations on these bases as used by governments.

17. The Study focuses on the cash basis and the accrual basis, and the PSC intends to develop
international public sector accounting standards that are structured around these two bases. However, the
PSC recognizes that governments may in practice adopt modified versions of these bases and that they may
follow different transition paths as they move along the spectrum from cash to accrual accounting. The
PSC intends to address this issue by way of transitional provisions within individual accrual accounting
standards and by developing guidance to assist entities in making the transition from cash to accrual
accounting.

Scope of the Study

18. The Study is intended to assist governments at al leves in the preparation of their financial
reports. Although some parts relate to national governments only, other parts are applicable to all levels of
government.

19. The PSC has previously advised that Government Business Enterprises should use accrual
accounting and follow International Accounting Standards (PSC Guideline 1, Financial Reporting by
Government Business Enterprises). However, Government Business Enterprises may still find the
information within this document useful.

20. This Study neither prescribes nor recommends particular accounting treatments. The main
purpose of the Study is to describe and illustrate the accounting practices of governments, and to identify
the accounting policy issues that arise in the context of governmental financial reporting.

21. This Study focuses on the issues that governments face in the preparation of general purpose
financial reports for external users (also referred to as governmental financial reports). They are reports
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which are prepared for externa users who are unable to require or to contract for the provision of specia
reports to meet their specific information needs. External users include the electorate (and its elected
representatives) financial analysts/economists, lenders, suppliers and the media. These reports are often
the only source of information for external users.

22. Governmental financia reports may also be used by internal users such as government decision
makers (principally managers within individual government sub-entities), and government ministers (or
equivalent) at both the portfolio level and the whole of government level. However, interna users are
usually able to request specialized internal reports that are specifically designed to meet their needs. In
practice both types of reports are usually prepared from the same accounting system, although different
classifications may be used, or a greater level of detail may be provided.

23. Specia purpose financial reports are financia reports tailored to meet the specific information
needs of a particular user. Examples include reports prepared for major lenders and interna reports
prepared for the managers and governing body of a reporting entity. The level of disclosure and type of
information presented in these reports is determined by the specific user. Internal management reports will
usually contain very detailed information, particularly with respect to the items under management’s
control. Due to the specialized needs of internal users, the scope and content of reports prepared for
internal management purposes vary enormoudly. It is beyond the scope of this Study to discuss the wide
range of special purpose reports which may be produced.

Structure

24, The Study isin five parts:

e Partl Introduction

e Partll Cash Basis

e PartIll Accrual Basis

e PartIV Measurement Bases

» PartV  System of National Accounts and Government Finance Statistics

25. Parts Il and Il include a discussion of how well the information produced under each basis of
accounting meets the needs of users, a description of the financial elements recognized under each basis of
accounting, and some general recognition and measurement issues associated with these dements. The
descriptions also include possible classifications of financial elements and a discussion of externa
financial reports produced under these bases.

Cash Accounting

26. Part 11 describes the elements recognized under cash accounting: cash balances, cash receipts and
cash payments. The Study defines each of these elements, describes types of cash receipts and payments,
and discusses the recognition, reporting, and classification issues associated with these elements. It
discusses the benefits associated with cash information, such as the links between cash-based financial
statements and traditional cash-based appropriations and the fact that preparers and users of cash-based
information do not require any detailed accounting knowledge. It discusses the limitations of using cash
accounting when more complex information is desired. It aso describes the types of financial reports
which are commonly prepared under cash accounting and identifies additional disclosures which may be
made as part of the financial statements.

27. Many governments using the cash basis supplement the data available under this basis with
additional information, such as information on commitments or government debt. In addition, some

6
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governments hold the books open for a specified period after the end of the reporting period. Refer to Part
Il for a discussion of common modifications to the cash basis. Although many modifications to the cash
basis are observed in practice, this Study focuses on the “pure” cash basis in order to establish a base for
discussion of financial reporting issues and to establish a framework for preparers and auditors as they
consider the implications of various transition paths.

Accrual Accounting

28. Part 111 discusses the strengths and weaknesses of accrual accounting and provides an explanation
of the reasons given by various countries for adopting accrual accounting. It contains a description of the
elements recognized under accrual accounting: assets, liabilities, net assets/equity, revenue and expenses.
For each element, the Study discusses the definition and recognition criteria, describes the types of items
recognized within each element and discusses the application of the definition and recognition criteria to
those items. Where appropriate, reference is made to relevant discussion in International Accounting
Standards (1A Ss).

29. The Study discusses the types of financial statements commonly prepared under accrual
accounting and describes other information that may also be disclosed in the financial statements.

30. Some governments which have moved towards the adoption of accrual accounting have decided
not to recognize particular categories of assets or liabilities. They may have made these variations from
the accrual basis as part of a planned progression to accrual accounting, or because they consider that the
variations represent appropriate arrangements for their jurisdiction. For example, a government may not
have recognized al its physical assets. This could be because complete records of asset holdings were not
available at the time, or because the government considered that certain categories of physica assets did
not satisfy the recognition criteriafor assets. In addition, the accounting practices of a jurisdiction may be
prescribed by regulation or statute that are developed independently of the government. Common
modifications to the accrual basis are discussed within Part [11.

M easur ement Bases

3L The Study contains a description of various measurement bases. Although it does not
recommend particular measurement bases, it identifies which bases are commonly used in the
measurement of certain assets and liabilities.

System of National Accounts and Gover nment Finance Statistics

32. Governments often prepare financial information for three purposes. the compilation of
governmenta financial statements, national accounts in accordance with the United Nations System of
National Accounts (SNA) and the International Monetary Fund (IMF) Government Finance Statistics
(GFS). The Study explains the relationship between these three reporting systems and examines some of
the differences between them. One historic difference between these systems has been the different
measurement bases used. However, the measurement differences are already diminishing. The SNA is
aready on an accrua basis (with assets and liabilities at market value). The GFS is considering the
adoption of the accrual basis and governmental financial reports are moving toward adopting accrual
accounting (although in some jurisdictions assets and liabilities are reported at historical cost).
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Appendices

33. The appendices contain a glossary of terms used throughout the Study, and examples of financial
statements prepared by various governments. Readers should note that the financial statements in the
appendices are for illustrative purposes only. They represent current practice, but are not necessarily
representative of best practice. They are intended to facilitate understanding and to provide a context for
the examples used throughout the text of the Study.

Cost/Benefits

34. The choice of a particular basis of accounting will be made by each government on the basis of
the costs and benefits associated with that option. Different bases of accounting have different strengths
and some may be more appropriate than othersin particular circumstances (refer to Chapters 4 and 11 for a
discussion of the benefits of each basis of accounting). The most appropriate basis will depend on the
characteristics and nature of the entity, the type and purpose of the report and the value of the information
to users. The decision may also be influenced by whether whole of government financial statements are to
be prepared and, if so, the basis of accounting which will be used in such statements. It will also depend
on the costs of developing and maintaining the necessary financial information systems.

35. A number of issues become more complex as entities move towards accrual accounting. These
issues include the range of elements and financial performance measures which may be reported, the
definition of elements and the establishment of measures for those elements. Consequently the importance
of judgments concerning the transactions and events reflected in the financial statements increases with
accrual accounting. Similarly, the cost of developing and maintaining accounting systems may increase.
The actual costs of adopting a particular basis will depend upon the existing capacity of personnel in terms
of experience and training, and the reliability and completeness of existing systems. The costs and benefits
may also be influenced by the degree of political commitment and amount of resource devoted to a change
in basis. A system change which has a high degree of politica commitment and is adequately resourced is
more likely to provide short-term benefits than a system change which occurs without such support.

36. Making such cost/benefit decisions is always difficult; the costs are borne by the reporting entity
and can be determined with some precision. However, the benefits are often enjoyed by third parties as
well as the entity itself and can only be assessed subjectively. A comprehensive assessment would
consider the incremental benefits that are likely to flow from moving from one basis of accounting to
another and the improved decision making which is expected to result from the availability of more
comprehensive financial information. They should aso include consideration of whether the government
has an obligation to be accountable for all the resources it controls and the result of that control. A
decision not to provide certain information should take into account the opportunity cost associated with
not having that information available for decision makers.

Transition between the Bases of Accounting

37. The PSC intends to explore issues associated with the transition between the bases of accounting
by way of occasiona papers describing the transition process within individual jurisdictions (e.g.,
Perspectives on Accrual Accounting available at www.ifac.org) and specific guidance on the transition
from cash accounting to accrual accounting. This Study provides information on the definition and
recognition of elements under each accounting basis, and the disclosure of information in external financial
statements, it does not specifically address the process of transition from one accounting basis to ancther.
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Thisisfor the following reasons:

The nature of the progression may differ between governments. Some governments may choose
a gradual progression along the continuum of accounting bases, while others may move directly
from, say, cash accounting to accrual accounting.

The transitional steps will be unique to each government. The nature of the transition will
depend on the current accounting basis used, the quality and range of information already
available, the resources allocated to the transition and the time period allowed for transition.
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