
Chapter One

Introduction 
1.1 Distinguishing Characteristics of Not-for-profit (NFP) Entities 

1. Definition 
· Are organizations which usually arise to meet a need that society feels is vital/essential but it is considered that this particular need could not, should not, cannot or will not be met by profit-seeking organizations 

· Examples include 

· Water supply 

· Public protection (police and defense) 

· Religious services 

· Infrastructure (roads)

2. Classification 
· Broad classification 
· Governmental organizations (GOs)
· Non-governmental organizations (NGOs) or private NFPs
· FASB classification 
· Governmental units (federal, regional, local, etc)
· Educational (KGs, schools, colleges, universities, etc) 
· Health and welfare (hospitals, orphanages, red cross/crescent, etc) 
· Religious (churches, mosques, missions, etc)
· Charitable definition
· Foundations 
3. Distinguishing Characteristics 
· Organizational objective 
· Except for some proprietary activities, NFP entities have no profit motive in providing goods and services 
· Goals are something other than to earn net income and/or make profit
· Render goods/services with no expectation of receiving revenue  
· GOs 
· ultimate objective is to meet some political and/or social need 
· NGOs 

· ultimate objective is to meet some social need 
· For-profit entities 

· primary focus is on earning net income, return on investment and earnings per share 
· Ownership interest 
· There is no clearly defined ownership interest that can be sold, transferred or redeemed or that convey entitlement to a share of a residual distribution of resources in the event of liquidation of the organizations 
· Absence of individuals with legal claim to the excess of revenues over expenses and excess of assets over liabilities.
· For-profit entities 

· presence of individuals with legal claim to the excess of revenues over expenses and excess of assets over liabilities  
· Sources of financial resources 
· Receive significant amount of resources from individuals/organizations who/which do not expect to receive either repayment of or economic benefits in return to the resources provided 
· Citizenry support � depend on the general population for a substantial portion of their support because revenues from charges for goods/services are not intended to cover all operating costs 
· GOs 

· Primarily supported by taxes  
· Legally forceful(involuntary) contributions 
· Taxpayers do not necessarily receive an equivalent share of the government�s goods/services 
· NGOs 

· Primarily supported by donations/grants
· Voluntary contributions  
· Donors contributing resources do not necessarily receive an equivalent share of the organization�s goods/services
· For-profit entities 

· Primarily supported by retained profit and investment by the owner/s 
· Regulation and control 
· Their activities and resources are subject to more stringent(strict) legal and/or contractual requirements 
· Restrictions as to how and when to use resources 
· Formal and restrictive budgets 
· Preparation of budgets is mandatory and imposes limit on spending 
· Lack of competitive market, especially government forms a monopoly for specified services (e.g. public protection) 
· For-profit entities 

· Market is the major regulatory mechanism  
· Measurement of objectives/output 
· Objectives and/or their outputs cannot be objectively measured in either monetary or any other quantitative terms 
· Neither net income or earnings per share can measure the performance of a fire brigade or a church 
· Due to absence of competitive market and involuntary contribution of resources to government 
· For-profit entities 

· Objectives/outputs can be easily expressed in monetary or other quantitative terms 
4. Similarities with For-profit Entities 
· Objective of financial reporting
· Basis of accounting
· Double entry accounting.
· Accounting cycle.
1.2 Financial Accounting and Reporting for NFP Entities 
1. Accounting for NFP Entities 
i) Basic features 
· Use of fund and budgetary accounting 
· Traditional view of equity accounts is modified � fund balance replaces the traditional/commercial equity accounts 
· Recognition of revenues and/or expenditures/expenses for non-exchange transactions. 
· Financial reports must reflect the existence of restrictions on use of certain resources. 
· Non-financial performance measures are relatively more important 
· Gives more weight to budgetary compliance 
ii) Fund accounting 
· Accounting systems for many NFP entities are organized and operated on fund basis. 
· Use of multiple accounting entities to account for and report on resources segregated according to purpose. 
· Is a system meant to ensure that resources are used in accordance with restrictions imposed on them
· In strict terms separate accounting records are kept and separate set of financial statements are prepared for each fund.  
· Designed primarily to meet internal reporting and control objectives 
· Uses the equation assets = liabilities + fund balance 
iii) Fund 
· is a fiscal entity responsible for resources segregated for specific purposes 
· is also an accounting entity with a self-balancing set of accounts recording financial resources, claims against the financial resources and changes in these items 
· is a quasi-independent entity entrusted over resources segregated for the purpose of carrying on specific activities or attaining certain objective in accordance with special regulations, restrictions or limitations  
· is a distinct entity within a larger entity 
· a part of an organization for which separate accounting records are kept in such a way that enables preparation of separate set of financial statements 
· there may be several funds in an organization 
· the fund concept is aimed at clearly defining the purposes for which resources are to be used and who will be held accountable for the resources 
· fund may be unrestricted (general) � to be used for any purposes or restricted to be used only for specific purpose  
iv) Governmental fund accounting 
· Uses modified accrual basis of accounting 
· Focuses on measurement of current financial resources also called current expendable resources 
· Current financial resources include 
· Cash and other assets which can be readily converted into cash within the current period or short after the end of the current period (e.g. receivables and short-term investments) 
· Obligations to be settled within the current period or short after the end of the current period 
· Thus, capital assets, some prepaid items and long-term liabilities are excluded from accounting records and reports 
v) NGOs fund accounting 
· Uses full accrual basis of accounting 
· Focuses on measurement of all economic resources  
· Thus, account for both current and non-current assets and liabilities 
vi) Budgetary accounting 
· Budgetary figures are incorporated/recorded in the accounting systems 

2. Users � include 
· Provides of resources 

· Taxpayers and Donors/grantors 

· Creditors 

· Employees and managers 

· Service beneficiaries and the public in general 
· Financial analysts and advisors 

· Legislative and oversight bodies  
· Researchers and academic institutions and their constituents 

3. Objectives � objectives of NFP entity financial reporting include 
· To compare results with budgets 
· To assess conditions and results 
· To check compliance with laws and regulations 
· To evaluate efficiency and effectiveness 
· GOs � set by FASAB and GASB 
· Inter-period equity � whether current year revenues are sufficient to pay for current year services (present costs should not be transferred to future years)
· Budgetary and fiscal compliance � whether resources are obtained and used in accordance with legally adopted budgets, finance related laws and other restrictions imposed by providers of resources 
· Operating performance � evaluation of service efforts, costs and accomplishments of the reporting entity  
· NGOs � set by FASB
· Provide information useful to present and potential resources providers and others in making decisions about allocating resources to the organizations 
· Determine compliance with finance related laws, rules and regulations including budgets and other restrictions imposed by providers of resources 
4. Financial Statements 

· Both general purposes financial statements and specific purpose reports which may include 
· Statement of activities 
· reporting revenues and expenditures/expenses
· revenues and other financial sources � expenditures/expenses and other financial uses = net increase/decrease in fund balance 
· similar to income statement of business entity 
· Statement of net assets 
· reporting assets, liabilities and fund balance 
· assets � liabilities = fund balance 
· similar to balance sheet of business entity
· Statement of cash flows  
· reporting sources and uses of cash 
· sources � uses + beginning cash balance = ending cash balance  
· Note to financial statements 

· Auditor�s report 

· GOs 
· Compressive Annual Financial  Report(CAFR) is the government�s official annual report prepared and published as a matter of public report, contains:
1. The Introductory Section.

· Table of contents
· Letter of transmittal

· Organization structure & roster of elected officials.

2. Financial Section

· The auditor�s report.

· General purpose financial statements

· Combining and individual fund and account group statements.

· Schedules

3. Statistical Section
· NGOs
· Statement of Activities
· Statement of Net Assets
· Statement of Cash flows
5. Sources of Financial Accounting and Reporting Standards 

· GOs 
· Federal government � Federal Accounting Standards Advisory Board (FASAB) as well as AICPA and FASB to some extent 
· State and local governments � Governmental Accounting Standards Board (GASB) as well as AICPA and FASB to some extent 
· NGOs � Financial Accounting Standards Board (FASB) and AICPA
PAGE  
1

