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CHAPTER I 

INTRODUCTION 

State and local governments use an accounting model 

that differs significantly from that used in the private 

sector. The most significant difference is that whereas 

businesses are accounted for in one accounting entity, 

several individual funds—independent fiscal and accounting 

entities—are established to finance and account for various 

functions performed by governmental units. Moreover, since 

the purposes and characteristics of many governmental 

activities are different, several different types of funds 

are created to account for different types of activities. 

One of the major fund types included in the governmental 

fund accounting model is Internal Service (IS) Funds. 

IS Funds are used to finance, administer, and account 

for the provision of commonly needed goods and services to 

the other operating units of the government. Thus, their 

primary "customers" are the other departments and agencies 

within the government, though in certain cases other 

governments and individuals may purchase part of the 

products or services provided by IS Funds. Typical 

activities of IS Funds include data processing, motor 

vehicle fleet services, and central warehouses. 

These "in-house enterprises" operate very much like 

private businesses within the government; and IS Fund 

accounting, like that of private businesses, focuses on 



income determination and capital maintenance. This 

measurement focus differs from the fiscal emphasis of most 

other funds of governments, where sources, uses, and 

balances of expendable financial resources are measured. 

Consequently, IS Fund accounting mechanisms and reporting 

approaches are similar to those of private businesses and 

differ from those of the governmental funds. 

Both the different "business type" measurement focus 

and the internal orientation of IS Funds put such funds in a 

unique position in most governments. Further, governments 

may choose whether to account for internal service type 

activities in IS Funds using a "business accounting" method 

or through governmental funds on a sources, uses, and 

balances of expendable financial resources model. 

IS Funds have been used on a limited basis until 

recently. Some governments do not use IS Funds at all; and, 

if a government does elect to use them, it often includes 

only a few of its several internal service activities. 

Thus, IS Funds have customarily been paid minimal attention 

by the authoritative standard setting bodies; and there has 

been little academic research or practitioner concern for 

additional accounting standards and other guidance in the IS 

Fund area. 

The situation has been changing, however. Voter-

imposed revenue "caps"—such as Proposition 13 in California 

and Proposition 2 1/2 in Massachusetts—have influenced the 



financing and accounting patterns of many governments. The 

passage of these propositions imposed constraints on state 

and local governments' taxing authorities—e.g., by 

specifying the maximum property tax rate and limiting the 

possible growth of the tax base. Further, many governments 

are now more cost and cost accounting oriented—and IS Funds 

are essentially cost accounting and cost allocation 

mechanisms. Also, IS Funds facilitate the managerial 

decision-making process. Thus, the governments are now more 

inclined to classify revolving internal activities as IS 

Funds, and thus recover activity costs from the other funds 

that finance the serviced programs through user charges— 

rather than treating these costs as uses of limited "general 

government" resources. Also, IS Funds are now used to 

account for activities that were not common earlier—such as 

self-insurance—and often are among the most complex funds 

of some governments. 

Statement of the Problem 

The use of IS Funds is inconsistent in contemporary 

governmental accounting practice. This inconsistency may 

affect decision processes within governments and also 

adversely affects the comparability of financial reports of 

various governments. 

The lack of definitive standards and guidance for the 

use of IS Funds is a major reason for the inconsistency and 

noncomparability. Current generally accepted accounting 



principles (GAAP) discuss IS Funds in a very general manner. 

Indeed, IS Funds are merely "described" rather than 

"defined." The Governmental Accounting Standards Board 

(GASB) Codification of Governmental Accounting and Financial 

Reporting Standards contains little guidance with respect to 

IS Funds other than stating that they are "to account for 

the financing of goods or services provided by one 

department or agency to other departments or agencies of the 

governmental unit, or to other governmental units, on a 

cost-reimbursement basis" [GASB Cod. Sec. 1300]. 

This GAAP description is very broad—it seems never to 

require IS Funds, but always to permit their use. No 

definitive criteria are provided for when to use—or when 

not to use—IS Funds. Consequently, this definition is 

subject to different interpretations by different 

professionals, and practices vary. Some governments have 

many IS Funds; others use few or none. The same function 

that is accounted for by using a large scale IS Fund in one 

government may exist in another government which does not 

use IS Funds. For example, a data processing department is 

often included in the General Fund of a government—with or 

without reimbursements from other departments for its 

services. On the other hand, in another government with a 

data processing IS Fund providing similar services, fees 

will be charged to individual programs and recorded as 

expenditures or expenses, as appropriate, in the financing 
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fund(s) and as revenues in the IS Fund. Such inconsistency 

in the use of IS Funds makes comparisons of functional areas 

of governments very difficult, and impedes comparison of 

government financial statements. 

Inconsistency in the "application" of IS Funds is also 

evident in the practice. Some IS Funds are operated at a 

profit, rather than at break-even as "cost-reimbursement 

basis" connotes. Indeed, the federal government has 

recently expressed its concern that excessive federal 

dollars are flowing into some state and local governments 

because of IS Fund overcharges to federally financed 

programs [Department of Health and Human Services, 1985]. 

At the other extreme, some governments undercharge IS Fund 

services and thus shift reported costs to future periods. A 

major reason behind these differences in practice lies in 

the fact that "reimbursable cost" has never been 

authoritatively defined. Thus, "cost to be reimbursed" has 

been interpreted in many ways, including standard cost, full 

cost, and "comparable cost for providing similar services in 

the market." 

Whether surpluses or deficits should be allowed in IS 

Funds is another controversial issue. As stated previously, 

a cost-reimbursement basis implies that the fund operations 

should usually break even or generate only a small operating 

income or loss, and thus result in minimal, if any, 

accumulated surpluses or deficits. However, some argue that 



earnings should be retained in IS Funds for the replacement 

of assets or for self-insurance purposes; and others permit 

retained earnings deficits to accumulate. These differences 

in opinions and practices have direct impacts on the 

determination of charges for services as well as the 

reporting of income, loss, and retained earnings. 

The growing use of IS Funds has increased the urgency 

of these problems. The GASB is aware of some of the 

problems. But the Enterprise Funds and public authorities 

accounting project is currently the only GASB agenda project 

related to business-type activities of governments; and only 

the newly added insurance matters project addresses some IS 

Fund related problems. Prior to this study, there has not 

been a systematic effort to study and analyze the important 

IS Fund issues in governmental units, and no empirical 

studies are known to have been conducted in this area. 

Background 

The Fund Accounting Model 

Governmental officials often are constrained by law and 

therefore do not have unlimited control and flexibility in 

the management of their government's financial operations. 

The fund structure reflects various constraints over—and 

purposes of—governmental resources. Thus, each fund in the 

government is an independent accounting and fiscal entity. 

Three categories of funds are employed in governmental 

accounting: governmental funds, proprietary funds, and 



fiduciary funds [GASB Cod. Sec. 1100.103]. Most 

governmental functions and activities typically are financed 

through governmental funds. Generally, only current assets 

and current liabilities are accounted for in governmental 

funds—a working capital approach. These funds are, in 

essence, accounting segregations of current financial 

resources. Expenditures—uses of expendable financial 

resources for current operations, capital investments, and 

debt retirement—are measured rather than expenses. 

Accordingly, the measurement focus of governmental funds is 

on the determination of financial position and changes in 

financial position—on a working capital basis—rather than 

net income. Cost allocations among periods—such as 

depreciation and amortization of bond discount—are not 

accounted for under such a measurement focus, and long-term 

liabilities and fixed assets of the general government are 

recorded separately in two self-balancing "account groups." 

Proprietary funds—which include IS Funds and 

Enterprise Funds—are a category of funds used to account 

for a government's business and quasi-business activities, 

where the measurement focus is on income determination and 

capital maintenance. The two proprietary fund types differ 

significantly only with respect to clientele. While an 

Enterprise Fund activity—such as a public utility—serves 

outside customers predominantly, an IS Fund activity 
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provides services to other departments of the governmental 

unit and/or other governments. 

The accounting and reporting differences between 

governmental funds and proprietary funds may be illustrated 

in a side-by-side comparison chart. This illustration is 

presented in Figure 1. 

Both measurement focuses can be seen in fiduciary 

funds, which are used where a trustee or custodial 

responsibility is involved. Expendable Trust Funds are 

accounted for in a manner similar to governmental funds, 

while Nonexpendable Trust Funds and Pension Trust Funds are 

accounted for essentially like proprietary funds. Agency 

Funds are purely custodial—assets equal liabilities—and do 

not involve measurement of the results of operations [GASB 

Cod. Sec. 1300.102]. 

Internal Service Funds 

Legal and practical needs often necessitate the use of 

governmental funds—segregation of expendable financial 

resources into separate governmental funds with the fixed 

assets and noncurrent debt listed separately in the account 

groups. Nevertheless, many governmental units have found it 

to be more efficient and effective to centralize some 

intragovernmental activities into a "business-type" fund. 

Typical examples of such activities include printing shops, 

data processing, warehouses, and motor vehicle use and 



Figure 1 

Comparison of Governmental Funds and 
Proprietary Funds 

Proprietary Funds Governmental Funds 

Accounting; 

Recording Fixed 
Assets 

Recording Noncurrent 
Liabilities 

Measuring Element 
Operating Results 

Reporting; 

Balance Sheet 
Operating Statement 
Statement of Changes in 

Financial Position 

Yes 

Yes 
Expenses 

Net Income 
(Loss) 

No (Note 1) 

No (Note 2) 
Expenditures 

Increase (Decrease) 
in Fund Balance 

Yes 
Yes (Note 3) 

Yes 

Yes 
Yes (Note 4) 

No (Note 5) 

Note 1; Recorded in General Fixed Assets Account Group 
Note 2; Recorded in General Long-Term Debt Account Group 
Note 3; Statement of Revenues, Expenses, and Changes in 

Retained Earnings 
Note 4; Statement of Revenues, Expenditures, and Changes in 

Fund Balance 
Note 5; The operating statement of a governmental fund is, 

in essence, a statement of changes in financial 
position. 
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maintenance. These activities are commonly needed by 

numerous governmental functions that are financed through 

different funds, but at a level that may not be sufficient 

to warrant the procurement and maintenance of individual 

facilities for each. Further, economies of scale and 

administrative effectiveness often may be achieved through 

centralizing those activities into one independent fund. 

When common activities are centralized, cost of service data 

can be provided through use of commercial accounting 

methods, which require the accounting for expenses as well 

as for expenditures. 

The use of IS Funds usually is considered helpful in 

ensuring that the costs of providing services are properly 

accounted for, recovered, and/or allocated. Information 

needed for "make or buy" decisions and for "buy or lease" 

decisions also becomes readily available when IS Funds are 

used. Further, establishing IS Funds has been suggested as 

a useful step to limit the "games"—of creating an 

artificial surplus by manipulating cash flows in 

governmental funds—that some governmental accountants are 

said to play [Anthony, 1985]. 

Many governmental units have expanded their use of IS 

Funds, and some that do not currently have IS funds are 

considering implementing them. For instance, the city 

controller of Houston, a metropolis with no IS Funds, states 

in the city's recent annual financial report that the city 
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will establish such funds in the near future to control and 

account for the interdepartmental financing of goods and 

services. 

Comparability of Reports 

The GASB recently issued its first Statement of 

Governmental Accounting Concepts (GASBCS 1), Objectives of 

Financial Reporting. The statement emphasizes the need for 

comparability in reporting; 

Financial reports should be comparable.... 
Comparability implies that differences between 
financial reports should be due to substantive 
differences in the underlying transactions or the 
governmental structure rather than due to selection 
of different alternatives in accounting procedures 
or practices [GASB, GASBCS 1, par. 68]. 

Further, the statement notes some reasons for making 

comparisons: 

State legislators make comparisons among 
municipalities to assist in allocating resources to 
those municipalities. To influence spending 
priorities, citizens may compare amounts spent in 
their community with that spent in similar community 
[GASB, GASBCS 1, par. 38]. 

The concepts statement states that comparisons made 

with other years and other governmental entities should help 

users assess the efficiency and effectiveness of a 

government. The statement also recognizes that there is 

normally a greater potential for comparability among 

business-type activities performing similar functions than 

among government-type activities. Thus, comparing similar 
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IS Fund functions could provide useful surrogate measures in 

interperiod and intergovernmental evaluations. 

Objectives of the Study 

This study has five principal objectives. These 

objectives are: 

(1) To identify, describe, and evaluate the extent and types 

of uses of IS Funds included in current municipal annual 

financial reports. 

(2) To identify major basic "criteria"—factors usually 

considered by the decision-makers—for establishing and 

retaining IS Funds. 

(3) To determine, in terms of perceptions and opinions of 

research respondents—"standard setters" and 

"preparers"—the importance level of the criteria 

identified and their relative order of importance. 

(4) To identify and evaluate the differences in opinions and 

perceptions regarding the establishment and applications 

of IS Funds within and between the respondent groups. 

(5) To identify, analyze, and support with research findings 

the important issues that need to be addressed in 

resolving IS Fund problems. 

Research Methodology 

The accounting literature on IS Funds, including annual 

financial reports of municipalities, was reviewed and 

analyzed in order to gain an understanding of current 
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practices and the evolution of IS Funds. This process 

helped identify possible criteria and considerations that 

are relevant in the establishment and application of IS 

Funds. 

Criteria and considerations identified in the 

literature were refined and enhanced through both on-site 

and telephone interviews with finance officers of several 

major cities in the United States. A research questionnaire 

was then developed. 

The draft questionnaire was pretested on a group of 

major municipal finance officers and governmental accounting 

experts, and was then revised. The revised questionnaire 

was distributed nationally to standard setters and major 

city finance officers. 

Multiple comparison procedures were used to compare the 

assessed importance level of identified criteria. Factor 

analysis was used to extract implicit factors that may be 

used to explain the interrelationship among the variables 

and the underlying structure of the data. Discriminant 

functions were applied to the data to examine whether there 

was disagreement on criteria or other research factors 

within and between respondent groups. Also, available 

annual financial reports of cities included in the study 

were again reviewed, analyzed, and compared with the 

empirical research findings. Important IS Fund issues were 

then identified and recommendations were made to the GASB. 
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Major Empirical Findings 

The research results indicated that seven criteria-

basic considerations of professionals—related to IS Fund 

establishment were perceived to be of greater importance 

than the others included in the research. These more 

important criteria were all cost and managerial oriented. 

No significant disagreement in opinions was found 

between standard setters and municipal finance officers. 

However, some evidence indicated that within the municipal 

finance officers group the respondents' opinions were 

influenced by several demographic variables. Six general 

factors were identified to have affected the answering 

patterns of respondents in general. 

Contributions of the Study 

This study is a comprehensive analysis of the IS Fund 

literature, IS Fund practices, and perceptions of standard 

setters and preparers regarding IS Funds. This research 

contributes to the literature in two ways. First, the 

analysis of current accounting practices results in an 

evaluation of the current state of the art of IS Fund 

practices. This documents the need for improved standards, 

including a more specific definition of IS Funds and 

definitive guidelines for their use. Second, important 

current IS Fund issues are identified, which should provide 

a basis for future research in the area. 



15 

Standard setters may determine from the research 

results which criteria generally are relied upon in 

establishing IS Funds and in evaluating IS Fund performance, 

as well as the perceived relative importance of these 

criteria. Since many IS Fund application issues were 

examined in this study, the findings of the study should 

also be useful references for the standard setting body in 

its evaluation of the appropriateness and specificity of 

current and future standards regarding IS Funds. Further, 

no significant opinion differences between standard setters 

and preparers were reported. Thus, the implication is that 

the standard setting body might face little resistance in 

promulgating reasonable and rational standards in the IS 

Fund area. 

Regardless of whether the recommended IS Fund project 

is added to the GASB agenda, the design and results of this 

research should be helpful in the planning and conduct of 

current or future GASB research projects related to 

business-type activities of governments. Although 

internally oriented and usually smaller in scale, IS Funds 

are very similar to Enterprise Funds—and public authorities 

that operate like private enterprises. Thus, the research 

results of this study have implications for proprietary fund 

related research. 

A profile of how the research respondents evaluate IS 

Funds is developed. This profile may enable municipal 
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financial officers to be more objective in their evaluation 

of IS Funds, and thus be more apt to properly justify their 

positions to their legislative and/or governing bodies. 

Auditors of cities may receive similar benefits. Therefore, 

the possibility of the IS Fund definition or standards being 

interpreted differently by different individuals in the 

future may be reduced. Consequently, consistency in the use 

of IS Funds and comparability of such government proprietary 

activities—both important for government performance 

evaluation—may be improved. 

Organization of the Study 

This study of IS Fund criteria and standards is divided 

into six chapters. The evolution of IS Funds in the 

literature and the results of a preliminary analysis of IS 

Fund practices are included in Chapter II. Chapter III 

discusses the details of the empirical research design. 

The empirical research results and a second review of 

annual financial reports of municipalities are presented in 

Chapter IV. The empirical research results and other 

findings are used as the bases of discussions of important 

IS Fund issues, which are included in Chapter V. 

Finally, Chapter VI provides a summary of the study. 

Recommendations to the GASB and limitations of the study 

also are presented in this chapter. 



CHAPTER II 

RELEVANT LITERATURE 

Literature relevant to this study of Internal Service 

(IS) Funds can be divided into two classifications; (1) 

contributions by early individual authors and authoritative 

literature dated from the 1930s, and (2) current practice as 

documented in municipal annual financial reports. This 

chapter presents the first group of literature in a 

chronological order. A preliminary review—a second review 

is presented in Chapter IV—of municipal financial reports 

is provided in the following section. The final section is 

a summary of the chapter. 

Individual Contributions and 
Authoritative Literature 

IS Funds have been referred to by several names over 

the years. Before 1968, IS Funds were commonly called 

Revolving Funds or Working Capital Funds; the 1968 

Governmental Accounting. Auditing, and Financial Reporting 

(1968 GAAFR) referred to them as Intragovernmental Service 

Funds. National Council on Governmental Accounting (NCGA) 

Statement 1, Governmental Accounting and Financial Reporting 

Principles, changed the name to Internal Service Funds in 

1979. 

17 
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Pre-1968 Period 

Early Authors 

Herman Metz 

Herman Metz, whose research fund made possible the 

publication of the 1913 Handbook of Municipal Accounting, is 

considered to be the first major contributor to the 

development of governmental accounting and reporting in the 

United States [Drebin-, Chan, and Ferguson, 1981]. The 

current types of funds were not clearly classified in the 

Handbook. However, the handbook did suggest that central 

purchasing and stores departments—typical IS Funds 

activities today—were indispensable to proper expense and 

cost accounting, and their establishment in municipalities 

was urged [Bureau of Municipal Research, 1913]. 

Nevertheless, not even a detailed stores ledger was 

considered necessary at that time, much less a separate fund 

or fund type. 

A noteworthy point is found in the Handbook's glossary, 

however, which described "capital outlays" as; 

A term used to cover the cost of acquiring 
property for continuing use, for carrying "stores" 
or undistributed "work in process." The latter two 
classes are sometimes called "working capital" 
[Bureau of Municipal Research, p. 126]. 

This definition might provide the explanation for why the 

early IS Funds—which were first created to account for 

central stores or purchasing departments—were called 

"Working Capital Funds." 



19 

DeWitt Carl Eggleston 

DeWitt Carl Eggleston's Municipal Accounting, published 

in 1914, is recognized as the first governmental accounting 

text or reference book by a private author [Morey, 1948]. 

In addition, the history appendix of a recently issued 

Governmental Accounting Standards Board (GASB) Discussion 

Memorandum considered Eggleston's text to be important since 

it contained the first illustration of the journal entries 

required in each fund as well as the financial reports 

necessary to demonstrate the result of the entries [GASB, 

1985]. Yet, IS Funds were not included in the 

classification of funds in Eggleston's book. Since neither 

the Metz Handbook nor Eggleston's text had an IS Fund 

category, such funds must not have been common in 1914. 

Thus, the Working Capital Fund adopted by the City of Saint 

Paul, Minnesota in 1916 to finance its central garage 

operation appeared to have been one of the first IS Funds 

documented in the accounting literature [Coleman, 1968]. 

Francis Oakey 

Francis Oakey made significant contributions to the 

development of governmental accounting in the 1920s. He 

provided one of the first descriptions of Working Capital 

Funds in the literature. In his Governmental Accounting and 

Reporting, published in 1921, Working Capital Funds were 

listed as one of the four classes—Expendable, Working 

Capital, Endowment, and Suspense—of "special governmental 
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funds." Oakey's inclusion of Working Capital Funds as one 

of the major types of funds indicated that there might have 

been an "explosion" of usage of such funds during the 1914-

1921 period, especially since he described it as a "common 

practice" to set up Working Capital Funds; 

It is a common practice for states and cities to 
provide capital for the carrying on of manufacturing 
or construction work of a self-supporting character 
by setting aside special amounts for the purpose. 
The funds thus provided are used to pay for labor 
and material during the process of manufacturing or 
construction and are subsec[uently replenished from 
the proceeds of sales, or by transfers from other 
funds. Funds of this kind are, therefore, of a 
permanent character; the capital is kept intact— 
either in the form of cash, stores, or work in 
process—unless losses are incurred through the 
manufacture of product that cannot be sold for their 
cost or by the incurrence of expenditures in 
construction that are not recoverable. These funds 
are here designated as "Working Capital Funds." 
Another description for them that is employed by the 
national government is "Revolving Funds" [Oakey, 
1921, pp. 22-23]. 

The Working Capital Funds Oakey identified possessed 

the characteristics of both of the two current proprietary 

fund types—as classified in the GASB codification—as a 

group. The current distinction of customers between 

Enterprise Funds and IS Funds was not considered then. 

Instead, Oakey made his distinction on the clientele 

difference within Working Capital Funds by calling the 

payment of other departments or governmental units to the 

Working Capital Funds "interfund transfers." 

Such payments are not now classified as interfund 

transfers but as quasi-external transactions—transactions 
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that would be treated as revenues, expenditures, or expenses 

if they involved organizations external to the governmental 

unit—and are recorded as expenditures or expenses in the 

disbursing funds and revenues in IS Funds [GASB, Cod. Sec. 

1800.102]. While accounting for quasi-external transactions 

in this manner is essential to proper determination of IS 

Fund operating results, it is a major cause for 

noncomparability—since such revenues or expenses may not be 

recorded by cities using different funds to account for an 

IS Fund activity. 

Lloyd Morey 

Lloyd Morey's Introduction to Governmental Accounting 

was published in 1927. The cost element and price basis for 

stores system Working Capital Funds were discussed in this 

text: 

A governmental stores system is not operated for 
profit. Financially, it is expected to supply 
departments with materials at the lowest possible 
cost, and at not more than cost. Elements of cost 
for this purpose consist of the following: (a) the 
purchase or invoice cost of the goods; (b) freight 
and other direct expense; (c) the expense of 
operation of the storeroom, including wages, 
delivery expense, and handling expense, and also 
losses resulting from shrinkage and depreciation. 
The last item does not ordinarily include capital 
expenditures for equipment, such as buildings or 
facilities, these being entered as general 
government expenditures, and not deferred for 
charging the departments [Morey, 1927, p. 162]. 

Note that depreciation of fixed assets used in activities 

financed by Working Capital Funds was not considered as a 

reimbursable cost at that time. Such practice is more 
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consistent with governmental funds, not proprietary funds. 

Current generally accepted accounting principles (GAAP) 

include depreciation expense as part of the chargeable cost 

of IS Funds. 

Literature and Authoritative 
Pronouncements after 1930 

The history of authoritative governmental accounting 

pronouncements did not begin until the mid-1930s [Drebin, 

Chan, and Ferguson, 1981]. The Municipal Finance Officers 

Association of the United States and Canada (MFOA)—now the 

Government Finance Officers Association (GFOA)—has been 

involved significantly in the public sector standard setting 

process. 

The National Committee on Municipal Accounting (NOMA) 

was organized in early 1934 under MFOA sponsorship to 

formulate principles of municipal accounting. Accounting 

principles promulgated by the NOMA were recognized and 

supported by the American Institute of Accountants (AIA)— 

the predecessor of the American Institute of Certified 

Public Accountants (AICPA) [Special Committee on 

Governmental Accounting, AIA, 1935, p. 7]. 

NOMA Bulletin No. 5 

NCMA Bulletin No. 5, Municipal Funds and Their Balance 

Sheets, issued in 1935, included Working Capital Funds as 

one of its eight types of funds. Bulletin No. 5 had a very 

detailed and descriptive discussion of Working Capital 
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Funds. Indeed, it covered them in almost as much detail as 

it did each of the other funds. (Such proportional coverage 

is not found in recent authoritative pronouncements, 

however, which does not seem to be commensurate with the 

increasing use of IS Funds, as indicated by the empirical 

evidence collected in this study.) 

NCMA Bulletin No. 5 introduced "significance" or 

"materiality" as a major consideration in establishing 

Working Capital Funds: 

Working Capital funds (sometimes called "rotary" 
or "revolving" funds) are established to finance 
activities, usually of a manufacturing or service 
nature, such as shops and garages, asphalt plants, 
and central purchasing and stores departments. When 
any of these activities is of minor importance, it 
may be handled through the General fund, in which 
case the accounts necessary to record the operations 
become a part of the accounts of the General fund 
[NCMA, 1937, p. 28]. 

This implies that a Working Capital (IS) Fund should be used 

if the activities to be accounted for are major, not minor. 

NCMA Bulletin No. 5 separated those functions related 

more to the general public, such as public utilities, from 

the Working Capital Funds, thus making them a more 

internally-oriented group of funds—as are IS Funds today. 

Also, Bulletin No. 5 clarified that Working Capital Funds 

should be established to serve the governmental unit as a 

whole, but not specific activities of a public utility or 

institution; 

A distinction should be made between enterprises 
serving other departments and those of a public 
service or utility nature, such as hospitals and 
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light and power plants, whose original capital may 
be contributed by the municipality, but who serve 
the general public and whose income is derived 
principally from commercial sales of product and 
services. Working Capital Funds established to 
finance specific activities of a utility or 
institution are accounted for as a part of the 
accounts of that utility or institution [NCMA, 1937, 
p. 28]. 

NCMA Bulletin No. 5 also discussed some of the 

advantages of using Working Capital Funds: 

For instance, through a central equipment 
department, proper maintenance and use of 
municipally owned motor equipment are more readily 
assured. The rental of equipment can be charged to 
the activities in which the equipment is used. 
Central purchases and stores control permit quantity 
buying, and prevent the carrying of excess 
inventories. Unit costs for operating and 
manufacturing activities are more readily attainable 
through Working Capital Funds [NCMA, 1937, p. 28]. 

NCMA Bulletin No. 5 took a different position than 

Morey on depreciation. Bulletin No. 5 stated that 

depreciation should be accounted for in Working Capital 

Funds to serve two purposes; make or buy decisions and 

replacement of capital assets. However, for replacement 

purposes, depreciation must be funded. The Bulletin stated: 

Depreciation on equipment and fixed property 
should be included as a manufacturing cost so that 
production costs can be compared with those of 
private companies or so that a fund for the 
replacement of capital assets can be built up. If a 
replacement of assets in any of these funds is to be 
financed through depreciation charges, cash equal to 
such amount should be set aside, offset by a 
depreciation reserve of like amount [NCMA, 1937, p. 
29]. 

The logic of funding depreciation seems consistent with the 

conventional "cookie-jar" philosophy of fund accounting— 
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make sure that resources are available for, and only for, a 

designated purpose. This practice of funding depreciation, 

however, is neither currently popular, nor required. 

MFOA Publications in the 1940s 

Accounting for Government-Owned Motor Equipment was 

published by the MFOA in 1940. This manual set forth a 

comprehensive system of accounting for the cost of operating 

government-owned motor equipment. A noteworthy section of 

this manual, which seemed to be an expansion of the logic in 

NCMA Bulletin No. 5, was its "Accounting for a Replacement 

Fund" section. In this section, replacement funds were 

suggested to be established for the replacement of assets 

used by the general government. Depreciation was proposed 

to be charged by the replacement fund to departments based 

on units of operation [MFOA, 1940a]. Therefore, resources 

for replacement of worn-out equipment would be provided for 

each year and accumulated in the fund reserve. It was 

suggested that using the reserve thus accumulated for 

replacement would result in no noticeable increase on tax 

levies in any particular year. Such consideration of tax 

levy consequence may have been a reason for governmental 

units to account for depreciation. Though the manual did 

not classify replacement funds as Working Capital Funds, the 

inclusion of these funds in the Working Capital (IS) Fund 

type seems reasonable. This follows logically since IS 

Funds were—and still are—the only fund type used to 
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account for "internal" governmental operations that entail 

commercial type expense accounting, including depreciation 

expense. 

In Accounting for Government-Owned Motor Equipment, two 

methods were considered appropriate for financing equipment 

services: (1) a Suspense Account plan accounted for as a 

General Fund activity, and (2) a Working Capital Fund plan 

[MFOA, 1940a]. The Suspense Account plan was actually a 

subfund approach—a cost accounting system was established 

as a subpart of the General Fund. On the other hand, the 

Working Capital Fund plan set aside money to establish a 

Working Capital Fund—an independent accounting and fiscal 

entity. 

Similar optional use of Working Capital Funds also was 

introduced in another MFOA publication of the same period. 

Accounting for Governmental Supplies. It was indicated that 

various governmental units had successfully implemented two 

financing and accounting plans for the operations of 

storerooms and yards—an Inventory Revolving Account plan 

and a Working Capital Fund plan [MFOA, 1940b]. The logic 

behind such optional uses of Working Capital Funds seems to 

correspond with that of NCMA Bulletin No. 5—activities of 

minor importance should be handled through the General Fund. 

Though neither of these two publications specified when 

Working Capital Funds should be established, a subsequent 
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NCMA pronouncement provided some indications of when it 

would be appropriate to use them. 

NCMA Bulletin No. 12 

NCMA Bulletin No. 12, Municipal Accounting Statements, 

issued in 1941, resembled NCMA Bulletin No. 5 in many 

respects. But in its description of Working Capital Funds, 

NCMA Bulletin No. 12 did not include the paragraph 

specifying that activities of minor importance might be 

handled through the General Fund. The true intent of the 

committee is not known; it could be that types of 

activities, rather than significance of dollar amount, was 

the concern of the committee in determining whether to 

establish a Working Capital Fund. Or, perhaps the NCMA was 

considering the measurement focus issue, and concluded that 

activities that had self-sustaining characteristics should 

not be included in the General Fund since it measured 

working capital changes but not net income. Or, it might 

have been that the NCMA adopted the principle then 

prescribed by the AICPA Committee on Accounting Procedures 

that GAAP "have application only to items material and 

significant in the relative sense [AICPA, Accounting 

Research Bulletin No. 43, par. 9]. 

NCMA Bulletin No. 12 also discussed the surplus/deficit 

issue in the Working Capital Funds; 

Surplus should be analyzed to determine what 
increases or decreases have taken place therein and 
the cause thereof. A large surplus may indicate 
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that departments or divisions have been charged more 
than cost. If that is true, the charges should be 
adjusted. A small surplus may be kept in the fund 
to absorb minor losses. Deficits should be made up 
by additional charges against the departments 
served, or, where no other alternative exists, by an 
appropriation from the General Fund [NCMA, 1941, pp. 
128-129]. 

This statement clearly spelled out the "cost-reimbursement" 

approach to Working Capital (IS) Funds later promulgated by 

the NCGA. However, this statement was later dropped from 

the authoritative literature. A possible reason might be 

that the codification approach was not used by succeeding 

organizations. 

The NCMA was discharged in 1941. A new committee, 

known as the National Committee on Governmental Accounting 

(NCGA), was reactivated by the MFOA in 1948 to update the 

work of its predecessor. 

1951 MAA 

In 1951, the NCGA issued Municipal Accounting and 

Auditing (1951 MAA). This document did not make any 

additions to the discussion regarding Working Capital Funds 

included in NCMA Bulletin No. 12, except for an extra set of 

illustrative entries. However, there was a major deletion 

in the 1951 MAA—the paragraph specifying that depreciation 

should be funded, which was included in both NCMA Bulletins 

No. 5 and No. 12, was deleted in this document. This 

deletion could be a change of philosophy; an oversight; or, 

an attempt to provide more governments with more 



29 

flexibility. At any rate, the deletion was probably the 

major cause for the current disagreement in practice as to 

funding depreciation. 

Period 1968-1979 

1968 GAAFR 

The NCGA was disbanded in 1953 and then reestablished 

in 1967. It again became inactive after issuing its last 

and most important publication in 1968, the 1968 GAAFR. The 

1968 GAAFR revised and codified most of the important NCGA 

publications. The textbook format of the 1968 GAAFR was 

widely accepted by practitioners, who subsequently based 

their accounting systems and methods on it. 

The NCGA changed the name of Working Capital Funds to 

Intragovernmental Service Funds in the 1968 GAAFR. However, 

the content in the IS Fund chapter, though somewhat 

reorganized, described these funds in a very similar manner 

to that of the 1951 MAA. Indeed, the majority of the 

discussion was identical, and even the same illustration was 

used. But one change was noteworthy. The section listing 

the advantages of IS Funds—which had been a part of all 

major authoritative pronouncements since NCMA Bulletin No. 5 

in 1937—was not included the 1968 GAAFR. Instead, the 1968 

GAAFR merely described central garages, motor pools, central 

printing and duplicating services, and central purchasing 

and stores departments as "typical examples" for use of 
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Intragovernmental Service Funds and gave no specific 

guidance for their applications [NCGA, 1968]. 

The continued similarity of content and reduction in 

the coverage of IS Funds in the authoritative pronouncements 

from 1935 to 1968 seemed to indicate that standard setting 

bodies had not considered IS Funds to be of equal importance 

as other funds—which was true in many governments during 

that period. Or, it might have been that the IS Fund 

problem was not as complicated then. Another possible 

reason might be that the NCGA considered that IS Funds could 

follow the guidelines and standards established by private 

sector standards setting bodies because accrual accounting 

methods are used in IS Funds. 

The only direct statements and additions in the 1968 

GAAFR regarding the use of Intragovernmental Service Funds 

were in the footnotes to the IS Fund chapter. The NCGA 

negated the use of IS Funds for "clearing" purposes in one 

footnote; 

This class of funds does not include those 
clearance accounts which sometimes are erroneously 
referred to as "Payroll Revolving Funds" or "Bond 
Redemption and Interest Revolving Funds." Such 
clearance accounts are nothing more than restricted 
cash accounts which should be exhibited in the fund 
from which they are derived or handled as an Agency 
Fund [NCGA, 1968, p. 70]. 

This statement specified what to exclude from IS Funds—at 

least partially—but not what to include in IS Funds, or how 

to use them. 
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Further, the NCGA specified in footnote 2 that 

depreciation of fixed assets that were General Fixed Assets 

and whose replacement would not normally be a responsibility 

of an Intragovernmental Service Fund should not be recorded 

[NCGA, 1968, p. 71]. This statement is not incorporated in 

any later authoritative pronouncements. However, a similar 

statement that depreciation must be recorded for fixed 

assets "directly" related to fund operations is included in 

the current GAAP (discussed on p. 32) [GASB, Cod. Sec. 

1400.104]. 

1974 ASLGU 

The AIA and its successor, the AICPA, had helped create 

and nurture the NCMA and always had members on the NCMA and 

the NCGA. The AICPA began its direct involvement with 

standard setting in the governmental area in 1974 through 

its industry audit guide. Audits of State and Local 

Governmental Units (1974 ASLGU). It is recognized that 1974 

ASLGU, as amended by certain Statements of Positions of the 

AICPA, contains GAAP guidance for accounting and financial 

reporting [GASB, Statement 1]. However, the discussion of 

IS Funds contained in 1974 ASLGU was grouped with that of 

Enterprise Funds, and almost no coverage was specifically 

directed toward IS Funds. 

The National Council on Governmental Accounting—known 

also as the NCGA or "the new NCGA"—was established in 1974 

to replace the then inactive National Committee on 
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Governmental Accounting. This action of the MFOA was to 

provide a continuous and more independent body in setting 

public sector accounting and reporting standards. 

1979-Present 

NCGA Statement 1 

NCGA Statement 1, issued in 1979, describes "Internal 

Service Funds"—formerly Intragovernmental Service Funds— 

as funds to account for the financing of goods or services 

provided by one department or agency to other departments or 

agencies of the governmental unit, or to other governments, 

on a cost-reimbursement basis. 

NCGA Statement 1 discusses the IS Fund depreciation 

issue: 

Internal Service Fund fixed assets are recorded 
in the fund accounts.... For example, an Internal 
Service Fund would be established to account for a 
central motor pool where the costs of services are 
recovered through charges to user departments. In 
cases such as this, the fixed assets are directly 
related to fund operations. Depreciation must be 
recorded to determine fund expenses, charges to 
departments, and changes in fund equity [NCGA, 
Statement 1, p. 8]. 

This discussion—which corresponds with the view first 

brought up in the 1968 GAAFR—indicates that including 

nonoperating assets in IS Funds solely for the purpose of 

charging depreciation should not be permitted. In addition. 

Statement 1, like the 1968 GAAFR, is silent on whether 

depreciation in IS Funds should be funded—an option left 

for practitioners. 
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One paragraph in NCGA Statement 1 clearly reflects 

municipalities' "discretionary choice" on establishing IS 

Funds. NCGA Statement 1 states: 

A government which does not finance improvements 
or services by special assessments obviously does 
not need Special Assessment Funds; nor do many small 
governmental units require Internal Service Funds 
[NCGA, Statement 1, p. 8]. 

Nevertheless, cutoffs for "minor" activities and "small" 

governmental units are judgmental decisions left to be made 

by governmental officials and their auditors. As a 

consequence, many California cities have huge IS Funds; a 

few large municipalities—such as New York and Phoenix—do 

not even have IS Funds; while some other cities carry IS 

Funds with fund assets and operating revenues of less than 

$10,000. 

No classifications or examples of IS Funds are given 

in NCGA Statement 1, although the "cost-reimbursement" 

feature specified may be considered to have imposed a 

potential limit on the use of such funds. Probably the NCGA 

had concerns of the poor IS Fund practice then and thus 

promulgated a more specific basis than before. 

However, Hay [1985] suggests that the "cost-

reimbursement" basis should be interpreted broadly—user 

charges need not cover the full cost of providing the goods 

or services, and transfers from other funds or units to 

subsidize IS Fund operations do not negate the use of this 

fund type [Hay, 1985, p. 279]. Broad interpretations of IS 
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Funds have caused inconsistency in the use of IS Funds and 

noncomparability of governmental financial statements. 

Under current GAAP, governmental units seem to be given as 

much leeway in determining the use of IS Funds as 

previously—and there is as much confusion as before as to 

their proper use. 

GASB 

The GASB was established in 1984 to assume the standard 

setting responsibilities of the NCGA. The GASB is the 

authoritative body that establishes GAAP for state and local 

governments. GASB Statement 1 specifies that all NCGA 

pronouncements currently in effect, together with the 

accounting and reporting guidance contained in 1974 ASLGU, 

remain in effect until the GASB states otherwise [GASB, 

Statement 1]. 

At the time of this study, none of the current GASB 

agenda projects deals directly with IS Funds. However, the 

GASB has a project on accounting and financial reporting for 

public authorities and Enterprise Funds—the "external" 

version of IS Funds. Further, the results of the 

Measurement Focus/Basis of Accounting Project regarding 

governmental funds and the Financial Reporting Objectives 

Subproject—which has already led to the issuance of the 

first concepts statement of the GASB—may also indirectly 

impact IS Funds. Recently, an insurance matters project has 
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been added to the GASB agenda, and its outcome may also 

affect the use of IS Funds. 

1986 ASLGU 

The AICPA issued a revised edition of 1974 ASLGU in 

1986 (1986 ASLGU). This revised audit guide recognizes IS 

Funds as cost centers to facilitate more equitable 

distribution of service costs [AICPA, 1986 ASLGU, p. 69]. 

More importantly, the revised audit guide provides a 

discussion regarding deficits and surpluses in IS Funds: 

Some internal service funds operate at a 
deficit, which generally means that the services 
provided have cost more than the services charged to 
user funds. A pattern of annual operating deficits, 
particularly if resulting in accumulated retained 
earnings deficits, indicates that the fund has 
failed to adequately charge users for the cost of 
goods or services provided by the internal service 
fund. Fees charges for services rendered should be 
adjusted to eliminate annual and accumulated 
deficits or balances. Because the intent of these 
funds is to facilitate cost allocation, accumulation 
of resources or deficits over a long term is 
considered inappropriate [AICPA, 1986 ASLGU, p. 
103] . 

This statement—which in some way reflects the logic in NCMA 

Bulletin No. 5—gives clearly a strong support to the cost 

reimbursement basis. Auditors often have much influence 

over a government's financing and accounting practices, 

since they are required to justify departures from audit 

guide recommendations. Thus, this paragraph could lead to 

the elimination of IS Fund deficits and surpluses currently 

reported in many governments. 
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Review of IS Fund Practices in 
Municipal Financial Reports 

The use of IS Funds in current practice is widely 

diversified. To determine the different current uses of IS 

Funds—and as an integral part of the research for the 

study—one hundred and two recent annual financial reports 

of municipalities were reviewed and analyzed. 

Although the majority of the cities examined had 

populations of 50,000 or more, some smaller cities were 

included. However, it seemed that above a certain 

population level, the size of the cities would not be a 

factor in the use of IS Funds among larger cities. 

Hollywood, a small municipality in Florida, had six IS 

Funds; and Portland, Oregon had eight IS Funds. But, as 

noted previously, the largest municipality in the country, 

New York City, had no IS Funds. 

The analysis was not restricted to the financial 

statements included in the IS Funds section, but also 

included the auditors' reports, transmittal letters, and 

notes to the financial statements. The proportion of IS 

Funds assets to the total assets of the cities was noted, as 

were the relationship between IS Fund revenues and the total 

revenues of these cities. In addition, special attention 

was given to determining which types of activities were 

being accounted for in IS Funds, and whether such activities 

were accounted for through IS Funds by other cities. 
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Use of IS Funds 

Approximately 80 percent (79 of 102) of the cities 

examined had at least one IS Fund; and thirty of these 

seventy-nine cities with IS Funds had five or more. Table 1 

provides the distribution of the number of IS Funds reported 

by the cities examined. 

Absolute Sizes of IS Funds 

The sizes of IS Funds varied, but almost 90 percent (69 

of 79) of the cities using IS Funds reported more than one 

million dollars of IS Fund assets in their balance sheets. 

Eight of these cities had total IS Fund assets exceeding $20 

million. Eighty-six percent (68 of 79) of the cities with 

IS Funds had more than $1 million of operating revenues 

reported in IS Funds. Although some other resources were 

reported, these revenues were derived predominantly from 

user charges. Information regarding the total assets and 

operating revenues are summarized in Table 2. 

Relative Sizes of IS Funds 

The relative sizes of the IS Funds within the cities 

appeared to be noteworthy. While Enterprise Funds, Capital 

Project Funds, Trust Funds, and the General Fund in a city 

usually had very large balances, total assets in the IS Fund 

category comprised the third or fourth largest among all 

eight possible fund types in most cities reporting IS Funds. 

It should be noted, however, that fixed assets are 
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Table 1 

Distribution of IS Funds Reported* 

1 # of IS Funds 

1 # of Cities 

1 Percentage 

0 

23 

22.6 

1 

14 

13.7 

2 

16 

15.7 

3 

13 

12.7 

4 

6 

5.9 

5 

16 

15.7 

> 5 1 

14 1 

13.7| 

*Total cities examined = 102 



Table 2 

Total Assets and Operating Revenues Reported 
in IS Funds of Examined Cities* 

39 

$ (in millions) 

Operating 
Revenues 

Percentage 

Total Assets 

Percentage 

< 1 

10 

12.7 

11 

13.9 

1-5 

22 

27.9 

32 

40.5 

5-10 

23 

29.1 

20 

25.3 

10-15 

8 

10.1 

7 

8.9 

15-20 

8 

10.1 

5 

6.3 

>20 1 

8 1 

10.11 

4 1 

5.1 1 

* Sample size = 102, of which 79 reported IS Funds. 
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accounted for only in Enterprise and IS Funds. The rank 

information of IS Fund total assets in comparison with those 

of other funds is provided in Table 3. 

Although 33 of those IS Funds were ranked sixth or 

lower, their absolute amount might still have been great. 

For instance, one city reported $81 million of total assets 

and $21 million of operating revenues for its IS Funds. 

However, the IS Funds of that city ranked only seventh in 

total assets when compared with other funds. 

Different Uses of IS Funds 

The traditional "centralized service center" type of 

activities were found in many IS Funds (63 of the 79 cities 

with IS Funds). However, more complicated functions were 

also incorporated in the IS Funds examined. Two cities had 

a Loan Fund among their IS Funds. Further, a significant 

portion (31 of 79) of the municipalities reporting the use 

of IS Funds had either a "risk management fund" and/or a 

"self-insurance fund," or something of a similar nature. 

One city reported a self-insurance fund as its only IS Fund. 

The activities accounted for through these "risk 

management" or "self-insurance" funds were also widely 

diversified. In some cities, the scope of these funds 

extended only to claims and judgments and other general 

liabilities that the cities had already incurred; however, 

others included in the rate computation those liabilities 

that were expected to occur in the future—thus charging 
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Table 3 

Total Assets Rank of IS Funds among All Fund Types 
within Cities Examined* 

i Rank 

1 # of cities 

1 Percentage 

1 

0 

0 

2 

4 

5.1 

3 

13 

16.4 

4 

20 

25.3 

5 

9 

11.4 

lower than 5 

33 

41.8 

*Cities with IS Funds = 79 (Sample Size = 102) 
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extra premiums to serviced funds and resulting in 

significant amounts of IS Fund annual income and accumulated 

equities. Further, many cities also included workman's 

compensation, unemployment compensation, employee medical 

insurance, and even dental care for employees' families in 

their IS Funds. Table 4 illustrates the functions reported 

in IS Funds by the cities examined. 

Since GAAP require that IS Fund user charges be on a 

"cost-reimbursement" basis, one would expect that there 

would be zero net income or a minimal profit or loss each 

year. To the contrary, many IS Funds—in addition to 

prospective-based self-insurance funds—reported significant 

net income and retained earnings. Moreover, twenty-four 

(30%) of the cities reviewed reported deficits in at least 

one of their IS Funds—and seven had deficits exceeding $1 

million. Short discussions of the deficits usually were 

provided in the notes. However, most notes were vaguely 

worded and did not indicate exactly why those deficits had 

resulted or whether and how such deficits were going to be 

made up. 

The presence of large accumulated retained earnings and 

deficits in IS Funds indicated that the "cost-reimbursement 

basis" specified in the current GAAP was not being followed. 

Indeed, one city stated in its report that the costs of 

services were charged at "comparable market rate," and the 

surplus or deficit thus resulting was transferred to or 
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Table 4 

Functions of IS Funds Reported by Cities 

Functions 

Service Centers 

Self-Insurance 

Service Centers and Self-Insurance 

Loan and Self-Insurance 

Service Centers, Loan, and Self-Insurance 

Total 

Cities 

44 

1 

32 

1 

1 

79 

% 

55.6 

1.3 

40.5 

1.3 

1.3 

1100.0 
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absorbed by the General Fund. Thus, the appropriateness and 

specificity of the "cost-reimbursement" basis should be 

reevaluated. 

One of the most controversial problems in the use of IS 

Funds may lie in their application for self-insurance 

purposes. As previously noted, many cities were found to 

include their self-insurance functions in IS Funds. 

However, many other cities were accounting for their self-

insurance functions in alternate manners. Table 5 

illustrates the different reporting practices for self-

insurance functions. 

As illustrated, eighty of the 102 cities (78%) examined 

reported self-insurance functions, but only twenty-eight of 

these eighty cities accounted for all of their self-

insurance functions in IS Funds. Fifty-two cities accounted 

for their self-insurance functions in the General Fund, 

Special Revenue Funds, Agency Funds, or a combination of 

funds—some separated their accounting for workman's 

compensation, employee medical insurance, and other general 

liabilities of the government into various funds and fund 

types. 

The level of financial resources restriction might 

constitute a very important reason for the variation in the 

use of IS Funds. When large equities are accumulated in 

self-insurance funds, the fiduciary responsibilities that 

are attached to Trust or Agency funds may provide more 



Table 5 

Reporting of Self-Insurance 

45 

Self-Insurance Reported in 

Internal Service Fund (ISF) 

Expendable Trust Fund (ETF) 

Agency Fund (AF) 

General Fund (GF) 

ISF and ETF 

ISF and GF 

ISF and Special Revenue Fund (SRF) 

GF and ETF 

AF and SRF 

ETF and SRF 

Total Cities 

# of Cities 

28 

14 

2 

25 

4 

1 

1 

3 

1 

1 

80* 

% 

35 

17.5 

2.5 

31.25 

5 

1.25 

1.25 

3.75 

1.25 

1.25 

100 

*22 of the examined cities did not disclose information 
regarding self-insurance. 
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control over inappropriate use of resources—such as through 

discretionary interfund transfers—than otherwise. Thus, 

level of restriction also should be considered in an IS Fund 

study. 

Summary 

This chapter provides a review of the evolution of IS 

Funds in the accounting literature, including that by early 

private authors, authoritative pronouncements dating from 

the 1930s, and other related publications. Also, a summary 

of a preliminary analysis of municipal annual financial 

reports is presented. 

The analysis of literature indicates that although the 

use of IS Funds has been documented since early 1900s, there 

was no specific guidance for IS Fund establishment. The 

literature on IS Funds has been descriptive in nature, and 

the use of such funds was always optional. Thus, there is a 

need for a organized set of criteria for governments to 

identify and evaluate the benefit of establishing IS Funds. 

Inconsistencies exist in the philosophy of IS Fund 

applications—e.g., whether depreciation should be funded, 

whether excess equity should be accumulated, and whether 

self-insurance activities should be accounted for in IS 

Funds. As reflected by the municipal financial report 

analysis, the practice is diverse and noncomparable. The 

following chapter presents a research design to identify 

and evaluate possible important criteria for establishing IS 
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Funds and to study potential causes for problems associated 

with the use of is Funds. 



CHAPTER III 

EMPIRICAL RESEARCH DESIGN 

The relevant accounting literature, including current 

municipal annual financial reports, was reviewed, analyzed, 

and discussed in Chapter II. Based on this analysis, an 

empirical study was designed and implemented to determine 

the perceptions and opinions of standard setters and 

municipal finance officers regarding the use of IS Funds. 

This chapter presents the hypotheses—stated in 

general terms—investigated during the study. These 

hypotheses were empirically tested on responses from two 

groups of respondents. A questionnaire was developed to 

facilitate the data collection process. The following 

sections discuss the hypotheses, research participants, 

questionnaire design, pretest of questionnaire, and the 

distribution of the research instrument. 

General Hypotheses of the Study 

As summarized in Chapter II, the IS Fund practice is 

diverse. To facilitate the resolution of IS Fund problems, 

there is a need to identify possible important 

considerations and potential causes for poor practices and 

inconsistencies associated with the application of IS Funds 

Thus, this research was designed to determine: (1) whether 

there was a group of considerations perceived to be more 

important by professionals than the others in establishing 

48 
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IS Funds; (2) whether standard setters and municipal finance 

officers perceived the use of IS Funds differently; and (3) 

whether the demographic backgrounds of government finance 

officers are related to their perceptions of IS Funds. 

These general hypotheses will be identified more 

specifically and tested in Chapter IV. 

Research Participants 

Two groups of respondents whose opinions and 

perceptions might markedly influence the use of IS Funds 

were included in the study. These two groups were 

governmental accounting standard setters and key finance 

officers of major cities. 

It is imperative to include standard setters in such a 

study of IS Fund standards. Their opinions provide an 

understanding of the perceptions and opinions of those 

individuals—who were involved in setting the current 

standards and guidelines—on IS Fund issues. 

Responses from the preparer group helped better 

understand and evaluate current practices. These 

governmental officers were or would be involved both in the 

decision-making process of establishing IS Funds and in the 

evaluation of IS Fund performance. Their view on IS Funds 

might have been important reasons for the inconsistent 

practices. Further, they were also subject to the direct 

influence of standards. Therefore, their opinions on and 

perceptions of IS Fund issues were considered important in 
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understanding current practice and in developing standards 

and/or guidance in the area. 

The inclusion of both groups also made possible the 

investigation of the possibility of differences in 

perceptions and opinions between the two groups. If such 

differences existed, it was also possible to isolate the 

specific issues which elicited the discrepant perceptions 

and opinions, and to see how widely such perception and 

opinions differed. 

The two respondent groups are specifically defined in 

the following sections. Every member of the two target 

populations was included in the study. Thus, no sampling 

procedure was necessary. 

Standard Setters 

Past and current members of the National Council on 

Governmental Accounting (NCGA) and of the American Institute 

of Certified Public Accountants (AICPA) State and Local 

Government Committee were included in this group. Current 

members of the Governmental Accounting Standards Board 

(GASB) were excluded from the study at the request of the 

GASB research director to avoid possible conjecture as to 

future policies of the Board. 

Member lists were obtained from both the NCGA and the 

AICPA. To maintain the relevance of the study, Canadian 

NCGA members and those members who had never attended any 

meeting, as indicated in the public record, were excluded. 
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The group to which the questionnaire was sent included 94 

standard setters. 

Key Finance Officers 

This group of key finance officers included finance 

directors, controllers, and their senior staff members of 

cities with populations greater than 50,000- These 

practitioners served as surrogates for the "preparers" of 

financial statements. The size of the cites included in 

this study is restricted to ensure the relevance of 

responses. Many small cites do not follow GAAP in their 

accounting and reporting practices. Further, the internal 

proprietary activities in small cities might not be 

significant enough to be accounted for separately in IS 

Funds. The finance officers in a small city aforementioned 

might not have enough experience or even exposure to IS 

Funds to provide useful responses. Thus, large cities 

needed to be distinguished from small ones. Tierney and 

Calder [1986] use a 50,000 population figure as the cutoff 

for large cities in their widely-circulated annual 

comprehensive study of governmental financial reports. 

Consequently, a 50,000 population figure was selected as the 

city size cutoff. 

The 1980 Census of Population listed 419 cities in the 

United States with more than 50,000 inhabitants. Key 

finance officers of all these cities were included in the 

study, with the questionnaire addressed to the finance 
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director of each city. However, the accompanying cover 

letter stated that other senior financial staff members of 

the city could be designated to complete the questionnaire, 

if this was determined by the finance director to be more 

appropriate. 

Research Ouestionnaire Design 

A research questionnaire was used to collect needed 

information so that research hypotheses could be examined. 

The questionnaire included four major sections: IS Fund 

establishment criteria, IS Fund application evaluation, 

general opinion of respondent regarding IS Fund use, and 

demographics. The measurement and scaling used on the 

questionnaire was an important consideration and also was 

discussed. 

IS Fund Establishment Criteria 

The word "criteria" is used to represent basic 

considerations related to IS Fund establishment in a 

government. Possible important criteria in the adoption of 

IS Funds were extracted from the analysis of the accounting 

literature and current practices. These possible criteria, 

as well as other questions in the questionnaire, were 

modified and expanded through field and telephone interviews 

of major finance officers of several governmental units and 

selected other experts in the area. 
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IS Fund Application Evaluation 

A group of questions in the questionnaire were designed 

to collect information regarding IS Fund application. 

Several important issues, as were found in the literature 

analysis discussed in Chapter II, were included: the 

appropriateness of the cost-reimbursement basis, concerns 

regarding equity deviations and depreciation, and self-

insurance functions. 

Cost-Reimbursement Basis 

One focal point of the research was the evaluation of 

the appropriateness of the "cost-reimbursement basis" 

promulgated for setting IS Fund user charges. More 

specifically, the intent was to evaluate whether this basis 

provided adequate and sufficient guidance for IS Fund 

applications. Respondents were asked to indicate whether 

they considered the "cost-reimbursement basis" satisfactory 

and whether further clarification was needed. They were 

also asked to indicate their current cost basis and, if 

different, their preferred basis for setting IS Fund user 

charges. This enabled the evaluation of whether 

"reimbursable costs" had been interpreted differently. 

Other Application Concerns 

As indicated by the preliminary annual financial report 

analysis, depreciation accounting and equity deviations are 

two major controversial issues in IS Fund application. 
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Thus, several questions were designed to investigate them. 

The respondents were asked to consider whether a large IS 

Fund surplus or deficit should be allowed; and, if surplus 

should be allowed, whether it should be restricted and 

distinctively reported to provide better control over 

inappropriate IS Fund uses. They were also asked to include 

their opinions on whether depreciation should be charged on 

all assets—regardless of whether they were operating or 

nonoperating assets—and whether depreciation should be 

funded. 

A separate question asked whether respondents were 

aware of any inappropriate uses of IS Funds; and if so, 

whether they considered such incidents to be a serious 

matter. This was an attempt to profile the awareness of 

"abuses" of IS Funds in the profession. 

Self-Insurance Functions 

Although this research did not purport to study the 

specific area of self-insurance accounting and reporting, 

the review of current practices indicated that self-

insurance activities were one of the major causes of 

inconsistent use of IS Funds. Therefore, this research 

included some selected major issues of self-insurance 

accounting—to the extent that they related to the analysis 

of IS Funds and with the intent of providing a basis for 

future research—as a secondary objective. 
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Self-insurance related questions are listed in a 

separate subsection in the questionnaire. Also, respondents 

were instructed to exclude their consideration of self-

insurance activities in answering other questions on the 

questionnaire. Such separation was necessary since 

arguments had been raised over whether self-insurance user 

fee rates should be based on prospective estimates 

(including both current and expected future liabilities) or 

on retrospective estimates (including only incurred 

liabilities). If self-insurance functions had not been 

excluded, a respondent who preferred prospective estimates 

might have interpreted "reimbursable cost" differently. 

Further, some might have been of the opinion that net income 

and retained earnings should be allowed to accumulate in 

self-insurance funds and others might not have agreed to 

classify self-insurance functions as IS Funds at all. Thus, 

questions regarding self-insurance were presented separately 

to avoid possible confusion and to assist in better 

analyzing the problems. 

The section addressing self-insurance first asked the 

respondents whether they believed IS Funds should be used 

for self-insurance purposes. If yes, they were instructed 

to answer the following questions regarding rate 

determination and the surplus/deficit issue. Otherwise, 

they were asked to specify what other fund type they 
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considered appropriate for such purposes and briefly explain 

their reason(s). 

General Opinion of IS Fund Use 

While people might have different opinions on 

individual aspects of IS Funds, their general opinion as to 

how aggressively IS Funds should be used might be similar. 

A question was provided on whether, in the opinion of the 

respondent, IS Funds should be used as rarely as, or as much 

as, possible. The intent was to use this question to 

surrogate the "general overview" of respondents on use of IS 

Funds. Further, this enabled the use of the polar extremes 

approach (discussed in Chapter IV) in two-group discriminant 

analysis. 

Demographics 

As stated in research hypothesis 3, the demographic 

background of the respondents might provide explanations for 

their answering patterns. Therefore, some demographic 

variables were included in the research to facilitate the 

analysis of respondents. All respondents were asked to 

indicate the extent of their experience with governmental 

accounting and with IS Funds, as well as how confident they 

were in answering the questionnaire. In addition, municipal 

finance officers were asked to provide some further 

information about the use of IS Funds in their cities. 
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Measurement and Scaling 

An equal interval rating scale was used to structure 

responses to the questionnaire to facilitate the analytic 

process. It was considered that neutral, or indifferent 

opinions might exist among respondents who were not using IS 

Funds in their governments or among those who believed the 

use of IS Funds to be an immaterial matter based on their 

experience. Thus, an odd number scale allowing indifferent 

opinion or "neutral point" was chosen over an even number 

"forced choice" scale. 

The magnitude of point distribution—e.g., 5 points, 7 

points, or 9 points—on the scale was a matter of trade

off. The choice is usually made at the point where maximum 

detail of responses may be obtained without confusing the 

respondents [Backstrom and Hurch-C*sar, 1981]. Shoulders 

[1982], who studied criteria for identifying the municipal 

organization reporting entity, used a five point scale; 

while another recent governmental pension study [Van Daniker 

and Aldridge, 1985] used a seven point scale. Both scales 

seemed to have satisfactorily allowed data analysis. 

Nevertheless, Backstrom and Hurch-C*sar suggest that 

discrimination of trade-offs between getting detailed 

responses and confusion of respondents generally levels off 

at seven points. Thus, a seven point scale was used. 
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Pretest of Ouestionnaire 

To substantiate that the criteria and other questions 

in the questionnaire were representative of the actual 

concerns of professionals and to ensure that no important 

issues were overlooked, the questionnaire was pretested—and 

revised accordingly—before its national distribution. The 

pretest was also intended to assure that the questionnaire 

was of an adequate length and that the instructions and 

meanings of the questions were clear to the respondents. 

Eleven individuals were included in the pretest. This 

pretest group included preparers of eight major Texas 

cities, two academicians, and a Government Finance Officers 

Association (GFOA) staff member with IS Fund expertise. The 

researcher was present while the eight municipal finance 

officers pretested the questionnaire. These preparers were 

first requested to complete the questionnaire. After the 

questionnaire was completed, the researcher discussed each 

question and its content with these pretest participants. 

The pretest individuals' opinions and suggestions were 

recorded with the acknowledge that no researcher would be 

present in a mail questionnaire study. 

A copy of the questionnaire was mailed to, completed 

by, and returned by each of the other three pretest 

participants. Telephone discussions with these participants 

were conducted afterward and opinions were further 

exchanged. Copies of the pretest questionnaire were also 
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sent to the GASB and the Office for Governmental Accounting 

Research and Education at the University of Illinois at 

Chicago. The suggestions and comments collected from the 

pretest participants were used to revise and refine the 

questionnaire prior to its national distribution. 

Distribution of the Ouestionnaire 

After completing the pretest and revising the research 

instrument, a questionnaire package was mailed to each of 

the 513 potential research respondents—94 standard setters 

and 419 preparers, as discussed earlier. In addition to the 

questionnaire, each package contained an endorsement letter 

provided by the GASB encouraging participation in the 

project. Copies of the instrument and the endorsement 

letter are provided in the Appendix. Dr. Robert J. Freeman, 

chairman of the dissertation committee and known personally 

by most standard setters, also provided a cover letter to 

each standard setter which urges a response. 

Several standard setters were employed by 

municipalities as such they could be classified both as 

standard setters and preparers. Since this group was too 

small to be treated as a separate group for comparing with 

the others and since serving in a standard setting capacity 

should change the view of a preparer, these dual-status 

respondents were identified and classified as standard 

setters. A separate questionnaire was provided to another 

key finance officer in their governments. Each 
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questionnaire was assigned a control number so that this 

procedure was possible. 

Pretest participants were excluded from the study to 

avoid the violation of independence, since they had 

reviewed the questionnaire and many of their opinions were 

used to revised the questionnaire. For this reason, both in 

pretesting and in a note attached to the research package, a 

person different from the pretest participant was requested 

to answer the research questionnaire. Assurance was 

received from the officers in charge in pretest cities that 

such requests would be met. 

Summary 

This chapter presents the methodological detail of the 

empirical study design. Based on the analysis of literature 

in Chapter II, three general research hypotheses were 

specified. Two respondents groups—standard setters and 

preparers—were studied to examine these hypotheses. The 

data collection process was facilitated through the use of a 

research questionnaire distributed on a national basis. The 

questionnaire was developed from the literature review, 

enhanced through field and telephone interviews. The 

questionnaire was pretested on a group of experts and then 

appropriately revised before its distribution. 

The next chapter first presents an analysis of 

nonresponse bias. It is followed by results of data 
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analysis obtained through the performance of various 

statistical procedures. 



CHAPTER IV 

DATA ANALYSIS 

As will be presented first in this chapter, a high 

response rate to the questionnaire was achieved. A 

nonresponse bias analysis was subsequently performed to 

examine the appropriateness of collected data. Since no 

evidence supported the existence of nonresponse bias or 

violations of necessary assumptions, the data were 

statistically analyzed. 

Five distinct research objectives were outlined in 

Chapter I (p. 12). Three of these five objectives— 

identifying basic Internal Service (IS) Fund establishment 

criteria (objective 2), determining the relative importance 

of basic criteria (objective 3), and examining the 

differences between and within respondent groups (objective 

4) were accomplished through data analysis. Analysis of 

variance (ANOVA), weighted ANOVA, multivariate analysis of 

variance (MANOVA), and cluster analysis were procedures used 

to achieve objectives 2 and 3; discriminant analysis methods 

were used to identify and evaluate the distinguishing 

characteristics between and within respondent groups 

(objective 4). 

In addition, factor analysis was performed and some 

other descriptive statistics also were extracted from the 

data. Further, available annual financial reports of 

municipalities included in the study were again reviewed, 
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analyzed, and summarized. All of the aforementioned 

procedures were performed to facilitate the identification 

and verification of important IS Fund issues in Chapter V. 

Procedural details of these analyses and their results are 

presented in this chapter. Their implications also are 

discussed. 

Response Rate 

Although a low response rate is often a problem for 

field studies utilizing mail questionnaires [Emory 1982], a 

relatively high response rate was achieved in this study. 

As presented in Table 6, after the first mailing and a 

follow-up request—a contemporary standard procedure for 

questionnaire study—an overall response rate of 52.8% 

(75.5% and 47.8% on standard setters and preparers, 

respectively) was compiled for this study. 

Emory [1982] indicates that a 30% response rate should 

be considered acceptable in a large scale study. Recent 

governmental accounting studies such as Shoulders [1982], 

Van Daniker and Aldridge [1985], and Willits [1986] received 

response rates between 25 and 44 percent. Thus, this 52.8% 

response rate was considered satisfactory. 

Nonresponse Bias Analysis 

Although the response rate of the empirical study was 

relatively high, it was possible that bias existed in the 

group of nonrespondents. Therefore, the possibility of 
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Table 6 

Response Count and Response Rate to the Study 

j Questionnaire 

1 Sent 

1 Received 

1 Response Rate 

Standard Setters 

94 

71 

1 75.5 

Preparers 

419 

200 

47.8 

Total 

513 

271 

52.8 
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nonresponse bias was first examined before the analysis of 

data. Two steps were performed: statistical examination 

and telephone sampling. 

Statistical Examination 

Armstrong and Overton [1977] state that since 

respondents to the follow-up mailing are provided with a 

higher level of stimulus than that provided by the first 

mailing, they usually possess similar characteristics to 

those of the nonrespondents. The two mailings of the 

research questionnaire were made on April 21 and May 19, 

1986. In analyzing the receiving dates of responses, as 

summarized in Table 7, it was clear that two separate waves 

of responses could be distinctly classified—those that were 

received on or before May 22 and those received on or after 

May 31. 

Average responses to questions of the first wave were 

compared with those of the second wave. All demographic 

questions in the questionnaire were excluded from the 

comparison. Also, responses to question groups 9 and 10 of 

the application part of the questionnaire were also excluded 

from this analysis, since they were either subject to 

answers to other questions or were purely classification 

variables—which could make the wave comparison meaningless. 

After test assumptions had been examined, the mean of 

each questions was compared between waves. Also, mean 

responses of each respondent group were compared between 
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Table 7 

Response Pattern Analysis 

j Date Received j 

1 April 

I May 

I June 

j July 

29 1 
30 1 
1 1 
7 1 
8 1 
9 • 1 
12 
13 
14 
19 
20 
21 
22 
31 
3 
4 
9 
12 
16 
18 
19 
2 
3 

No. Received j 

8 1 
63 1 
7 1 
75 1 
5 1 
4 1 
2 1 
15 1 
5 
6 
3 
1 
1 
29 

1 17 
8 

1 7 
1 5 
1 4 
1 2 
1 2 
1 1 
1 1 

Percentage 

3.0 
23.2 
2.6 
27.7 
1.8 
1.5 
0.7 
5.5 
1.8 
2.2 
1.1 
0.4 
0-4 
10.7 
6.3 

1 3.0 
2.6 

1 1.8 
1 1.5 
1 0.7 
1 0.7 
1 0.4 
1 0.4 
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waves (e.g., answers from the first wave preparer 

respondents vs. answers from the second wave preparer 

respondents). The multivariate Hotelling T-squared test 

results showed no significant differences in responses to 

questions (p-values always exceeded 0.05). 

Telephone Sampling 

A post mailing procedure also was conducted to examine 

the nonresponses. A random sample of ten preparer 

nonrespondents was selected and interviewed by telephone to 

investigate the reason for nonresponses and to gather, 

through telephone conversations, some knowledge of the use 

of IS Funds in these governments. Most of the interviewed 

respondents indicated that their nonresponses were either 

due to meeting pressing obligations such as preparing the 

new budget, or that the questionnaire was misplaced while 

being passed down to staff members. Many offered to return 

the research questionnaire after being telephoned, and most 

of them did so. 

Conclusions 

After both of these procedures were performed, it was 

concluded that no strong evidence of nonresponse bias 

existed in the data collected. However, a possible 

limitation may need to be imposed on the generalizability of 

the study to municipalities in the States of New York and 

New Jersey. As was evidenced by the interview and the 
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review of reports, use of is Funds is not a common practice 

in these states. 

Statistical Analysis of Data 

Various statistical techniques were used to analyze the 

data. ANOVA, weighted ANOVA, MANOVA, and cluster analysis 

were used in determining the relative importance of criteria 

for establishing IS Funds. Discriminant analysis and factor 

analysis were used to examine other research hypotheses and 

the underlying structure of answering patterns. All 

necessary assumptions of statistical tests had been first 

examined and considered met before test procedures were 

performed. 

Determining the Relative Importance 

of Criteria 

ANOVA on Unweighted Data 

Fifteen possible criteria for establishing IS Funds 

(C01-C15) were included in the questionnaire (see Appendix). 

Each respondent was asked to answer—on a 7 point scale—how 

important each criterion was in his decision on whether an 

IS Fund should be established. Information gathered from 

this section of the questionnaire was used to evaluate the 

relative importance of each listed criterion, as well as to 

assess whether standard setters and preparers had 

significant mean perception differences in evaluating these 

possible criteria. 
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The ANOVA approach was first performed. The answers of 

the respondent to each of the possible criteria were 

considered as treatment effects, while blocking was 

performed on respondent groups—standard setters and 

preparers—so that variances resulting from the two sources 

might be analyzed separately. Also, the interaction 

effect—whether standard setters and preparers differ by 

questions—was analyzed. This ANOVA procedure tested three 

null hypotheses; 

HI; There is no difference among the the importance 

level assigned to each criterion by the 

respondents. 

H2: There is no difference between standard setters and 

preparers on criteria importance level assignment. 

H3; The differences between standard setters and 

preparers are not dependent on criteria (no 

interaction between groups and criteria exists). 

The statistical output is presented in Table 8. The 

hypothesis testing the interaction effect—H3—was 

significant at a p < 0.0164 level. The significance of 

interaction made the interpretations of the test results of 

HI and H2 difficult. A second procedure was thus performed. 

ANOVA on Weighted Data 

The second analysis used weighted data in the ANOVA 

procedure. Part II of the research questionnaire (see 

Appendix) requested that the respondents identify and rank 



Table 8 

ANOVA Output (Unweighted Data) 

70 

j Source 

1 Model 
j Error 
1 Corrected Total 

j Model Source 

I Criteria 
j Group 
I Interactions 

DF 

29 
3855 
3884 

DF 

14 
1 
14 

SS 

1198.67 
7504.48 
8703.15 

ANOVA SS 

1143.53 
1.44 

53.69 

MS 

41. 
1, 

F-value 

33 21.33 
95 

F-value 

41.96 
.74 

1.97 

P-value 

.0001 

P-value 

.0001 

.3897 

.0164 
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from the given list the five criteria that were most 

important in their decision-making process. This 

information enabled the assignment of weight to more 

important criteria, as identified, so that subtle 

differences on the seven point scale might be magnified. 

Also, a tie-breaker was thus provided for identifying more 

important criteria—which might have received the same score 

as others in part I but would be prioritized when making 

decisions—from others. 

The criterion identified to be the most important was 

multiplied by a weight of six, the next one by a weight of 

five, and so on. All other unranked criteria received an 

unchanged weight of one. The ANOVA procedure on the 

weighted data generated a somewhat different output from the 

ANOVA on unweighted data. Table 9 presents this output. 

It should be noted that although the previous ANOVA 

procedure on unweighted data had indicated differently, the 

interaction effect was not as strong when weighted data were 

used. Indeed, the weighted ANOVA failed to reject H3—the 

differences between standard setters and preparers are not 

dependent on criteria—with a p-value of 0.1404. Comparing 

the H3 test results from the ANOVA and the weighted ANOVA, 

it seemed that standard setters and preparers might have had 

differences on some questions. However, the differences, if 

any had existed, would have been on relatively unimportant 

criteria. 
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Table 9 

ANOVA Output (Weighted Data) 

i Source 

1 Model 
1 Error 
1 Corrected Total 

1 Model Source 

I Criteria 
1 Group 
1 Interactions 

DF 

29 
3855 
3884 

DF 

14 
1 

14 

SS MS 

58526.18 2021. 
386856.72 
445482.90 

ANOVA SS 

56479.07 
169.85 

1977.26 

100. 

F-value 

.59 20.15 

.35 

F-value 

40.20 
1.69 
1.41 

P-value 

.0001 

P-value 

.0001 

.1933 

.1404 



73 

Since interaction either did not exist or was not 

strong, HI and H2 could then be further analyzed. It was 

clear that HI—there is no difference among the importance 

level assigned to each criterion by the respondents—was 

rejected. Further, there was no support for the rejection 

of H2—there is no difference between standard setters and 

preparers on criteria importance level assignments. 

MANOVA Tests (Weighted) 

Multivariate profile tests were made on two mean 

vectors, i.e., the two sets of response means from preparers 

and standard setters. The results suggested that the two 

vectors are parallel, i.e., there is no interaction (p < 

0.17). 

Similarly, tests were made assuming that the profiles 

of the two group were coincident (response means are the 

same). No evidence of a difference appeared. 

Multiple Comparison (Weighted) 

Although the weighted ANOVA provided a method of 

examining the null hypotheses, it did not provide a means by 

which to pinpoint exactly where the significant differences 

lie, should the null hypotheses be rejected. Since a 

significant difference was found in respondents' weighted 

assessment of IS Fund establishment criteria—HI—without 

the presence of significant interaction effects, a multiple 
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comparison procedure was used to explore the differences 

among answers to each criterion question. 

The probability of Type I error—rejecting the null 

hypothesis while it is true—increases when a large number 

of intergroup comparisons are made. Several techniques were 

available, such as Scheff*, Tukey, Newman-keuls, and Duncan 

[Winer 1971]. However, the Statistical Analysis System 

(SAS) User Guide [1982] states that the Tukey method is the 

recommended technique when one wishes to control the maximum 

experimentwise error rate and when unecjual sample sizes are 

present. Thus, the Tukey technicjue was used to control the 

possible inflation of Type I error. The analysis results 

are summarized in Table 10. 

As illustrated in Table 10, two mutually exclusive and 

collectively exhaustive strata were indicated to be 

significantly different from each other. To be more 

specific, one can find from Table 10 that criteria CIO 

through C13, as listed, were considered by the respondents 

to be of significantly greater importance than criteria COl 

through C08 at a significance level of 0.05. 

Verification of Strata Found 

The fact that the two mutually exclusive and 

collectively exhaustive criterion sets found in the weighted 

ANOVA multiple comparison procedure might have been products 

of the arbitrarily assigned weights was of concern. If this 

had been the case, no meaningful interpretational value 
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Table 10 

Multiple Comparisons of Weighted Data* 

j Criteria 

1 CIO 
1 C02 
1 CO 4 
1 CO 3 
1 C09 
1 CO 5 
1 C13 
1 COl 
1 C14 
1 C15 
1 C07 
1 Cll 
1 C06 
1 C12 
1 COS 

Means 

18.0463 
15.5384 
14-2000 
13.4154 
11.8837 
11.7962 
11.6085 
8.0426 
7.7510 
7.7181 
7.2923 
7.1500 
6.9115 
5.3731 
5.1654 

Multipl( 

A 
A 

e Comparison 

B 
B 
B 

C 
C 
C 
C 
C 

D 
D 
D 
D 
D 
D 
D 
D 

*Means with the same letter are not significantly different 
at a level of 0.05; C01-C15 represent IS Fund establishment 
considerations (Appendix). 
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could be extracted from the previous analysis. Therefore, 

cluster analysis was performed with the intent of seeking 

further objective support to the stratification found. 

Hair et al. [1984] state that the objective of cluster 

analysis is to classify observations into mutually exclusive 

groups based on the similarities among subjects. A 

clustering procedure was performed on the means of both 

weighted and unweighted data to create two clusters from the 

fifteen possible criteria. Clusters results acquired from 

two separate computer runs are compared in Table 11. The 

cluster results on both unweighted and weighted data were 

identical. Further, they agreed with the Tukey-controlled 

multiple comparison results provided by the weighted data 

that criteria C02, C03, C04, C05, C09, CIO, and C13, as 

stated in the research questionnaire, were given 

significantly higher importance ratings than the others 

(COl, C06, C07, C08, Cll, C12, C14, and C15). Thus, it was 

concluded that when the establishment of an IS Fund was of 

concern, respondents considered the first set of criteria to 

be more important than the second set. 

Table 12 compares the cluster statistics resulted from 

analyzing both the weighted and unweighted data. Cluster 

means, cluster standard deviations, and the pseudo F-

statistics information are included. It appears that 

clusters means were magnified when weighted data were used. 

Nevertheless, the similarly high pseudo F-statistics and the 
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Table 11 

Comparison of Cluster Analysis Results 
on Weighted and Unweighted Criteria 

i Criteria 

1 COl 
1 C02 
1 C03 
1 C04 
1 C05 
1 C06 
1 C07 
1 C08 
1 C09 
1 CIO 
1 Cll 
I C12 
1 C13 
1 C14 
1 C15 

Cluster 
Unweighted 

1 
2 
2 
2 
2 
1 
1 
1 
2 
2 
1 
1 
2 
1 
1 

Classified 
Data 

to 
Weighted Data 

1 
2 
2 
2 
2 
1 
1 
1 
2 
2 
1 
1 
2 
1 
1 
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Table 12 

Comparison of Cluster Analysis Statistics 
on Weighted and Unweighted Data 

i Pseudo F-Statistics 
1 Approximate Expected 
1 Overall R-Scjuared 
1 Cluster Means 1 
1 2 
1 Cluster SD 1 
1 2 

Unweighted 

54.32 

.79013 
4.3474 
5.3240 
.24731 
.26582 

Data Weighted Data 

54.23 

.79013 
6.9255 
13.7841 
1.0857 
2.3752 
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same clustering results support the weighted multiple 

comparison finding that a clear dichotomy of criteria did 

exist and was not an artificial creation. 

Interpretations 

Seven IS Fund (ISF) establishment considerations were 

rated more important than the others by the empirical study 

participants. Listed in their rank order, they were: 

CIO Use of ISFs helps allocate the cost of providing 

services within the governmental entity—such as 

material, labor, and overhead—among user departments. 

C02 An "internal" service activity that is self-sustaining 

in nature and is significant to the governmental unit 

should be accounted for separately as an ISF. 

C04 Since each department is charged for its usage, ISFs 

promote cost consciousness, by individual departments 

and by other personnel, in utilizing internal services. 

C03 Using proprietary accounting methods—as in 

ISFs—enables better evaluation of management 

performance than is otherwise possible. 

C09 An ISF facilitates control over the cost of providing 

internal services. 

C05 Centralizing common internal activities in ISFs promotes 

economy and cost reduction. 

C13 Use of ISFs provides better cost accounting records. 
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These criteria provide empirical support for academic 

postulates of IS Fund accounting that are considered 

important by professionals. Eight other considerations, 

including the equity issue and budget smoothing factors, 

were regarded as being less important. 

Analytically, the high-ranked criteria suggested that 

the initiative for an IS Fund is usually cost-oriented, 

since CIO, C04, C09, C05, and C13 all had strong cost 

implications. Indeed, cost allocation was the most distinct 

reason for cities to consider IS Funds. As indicated in 

Table 10 (p. 75), CIO was significantly higher-ranked than 

all other criteria except C02. Since C02 emphasizes the 

idea that an IS Fund should be self-sustaining in nature, 

its high rank also indicated that most respondents would 

generally agree with the traditional "break-even" 

expectation on IS Fund activities—although a self-

sustaining activity might also be interpreted as leading to 

ecjuity accumulation. 

It should be noted that C02 is the current GAAP 

description of IS Fund activities. Thus, its high rank 

suggests that GAAP were generally well regarded, or at least 

well accepted, by the responding professionals. 

The high ranks of C03 and C04 indicated that the 

management usefulness of IS Funds is recognized. This 

provides an argument for keeping IS Funds in the fund 

accounting model, whereas some people have suggested the 
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abandonment of IS Funds. The significance of C03 

demonstrates that governmental accounting professionals have 

concerns regarding performance evaluations, whereas these 

professionals have been criticized for their lack of 

interest in such evaluations. Further, the high rank 

received by C03 implies that professionals consider IS Funds 

better places to look for—and, perhaps, to develop— 

management performance data. 

Examination of Possible Differences 
Between and Within Groups 

An important objective of this research was to 

investigate whether differences existed between standard 

setters and preparers—in perceptions on IS Fund 

establishment criteria, in perceptions on IS Fund 

applications, or in demographic characteristics. Possible 

perception differences on IS Fund establishment criteria 

were examined in previous analyses. The examination of 

possible differences in the other two areas is presented in 

this section. Further, another objective was to examine 

whether differences existed within the preparer group as 

results of demographic variations. Discriminant functions 

were constructed to facilitate these analyses. 

A discriminant function between two groups maximizes 

the between-group variance relative to the within-group 

variance. Such a function usually is useful—when 

statistically significant and objectively justified—in 
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analyzing differences between two a priori defined groups. 

The procedures performed included discriminant analysis, 

hit-ratio analysis, chance modeling, and standard 

coefficient analysis. The major hypothesis examined in this 

phase of the research was: 

H4: There are no differences in analyzed cjuestions 

between the two a priori defined groups. 

H4a: There are no differences in responses to IS 

Fund application questions, or in demographic 

characteristics, between the preparer group 

and the standard setter group. 

H4b: There are no demographic characteristics 

differences within the preparer group. 

The differences within the standard setter group, if they 

existed, were assumed to be nonclassifiable and 

nondemographic-driven, and thus were not examined in this 

study. 

Other Possible Differences 
Between Groups 

Previous analyses have established that no major 

perception differences existed between standard setters and 

preparers on IS Fund establishment criteria. However, the 

cjuestionnaire also includes (questions on IS Fund 

applications (Appendix, part III), and on demographics 

(Appendix, Part V). The two groups might differ in their 

answers to IS Fund application cjuestions. Or, they might 
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have dissimilarities in demographic characteristics. A 

discriminant analysis procedure was performed to examine 

such possibilities. 

Using the group to which the respondents belong to as 

the classification variable, a discriminant function was 

constructed to classify respondents. The function thus 

constructed had a Wilks' Lambda of 0-7372 (the smaller the 

Lambda, the more significant the function) and a chi-squared 

value of 77.891 (p < 0-0001). Thus, H4a was rejected. A 

multivariate Hotelling T-scjuared test was also performed, 

with similar results reported (p < 0.0001). 

Hair et al. [1984] state that with discriminant 

analysis, the hit ratio—percentage correctly classified—is 

analogous to regression's R^, Thus, the hit ratio reveals 

how well a discriminant function classified the groups. 

This model correctly classified 31% of the standard 

setters and 95% of the preparers, producing an overall hit-

ratio of 78.23%. The classification results are summarized 

in Table 13. 

This statistical model very accurately classified 

preparers into the correct group. However, many standard 

setters also were classified as preparers by the function. 

One possible reason for this could be that these standard 

setters had held, or were holding positions in 

municipalities. Their experience as preparers might have 

caused their answering pattern to be consistent with that of 
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Table 13 

Discriminant Classification of Respondent Groups* 

Actual Group 

Standard Setters 

Preparers 

Predicted Group 

Standard Setters 

22 (31%) 

10 (5%) 

Preparers 

49 (69%) 

190 (95%) 

•Overall Hit-Ratio = (22+190)/271 = 78.23% 
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the preparers. Or, consistent with the earlier findings, it 

also could have been that standard setters and preparers 

answered the questionnaire very similarly on most analyzed 

questions, and caused significant overlapping of the answer 

distributions of the two groups. Although the overall hit-

ratio of 78.23% seemed satisfactory, an additional procedure 

was performed to analyze the possible perception differences 

on IS Fund application cjuestions and demographics. 

Chance Models 

Chance models enable analysts to determine the 

probabilities of correct classification by chance. A good, 

acceptable discriminant function should achieve a better 

classification result percentagewise than is determined by 

chance models. 

Since unecjual group sizes were involved in the study, 

two criteria of chance models were used—maximum chance 

criterion (MCC) and proportional chance criterion (PCC). 

MCC denotes that when unecjual group sizes are involved, one 

could arbitrarily assign all subjects into the larger group 

and achieve at least as high a hit-ratio as the proportion 

of the larger group to the total sample. Thus, an 

acceptable discriminant function should classify at least as 

many observations correctly as such an assignment process. 
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PCC uses the following formula to arrive at a more 

objective criterion for evaluating classification results 

under normal conditions: 

PCC = p2 + (1-P)2 

where P = the proportion of individuals in group 1 

1-P = the proportion of individuals in group 2 

Hair et al. [1984] suggest that, when a model is worthy of 

further interpretation, the classification results should be 

at least 25% better than by PCC. However, an upper limit is 

reached at the hit-ratio determined by the MCC. Thus, both 

chance models were used to determine the critical value in 

this analysis since unecjual group sizes were present. 

The prior probabilities—actual distribution—of 

respondents from group 1 (standard setters) and group 2 

(preparers) were 0.262 and 0.738, respectively. Thus, the 

possible critical values for the discriminant function found 

were: 

MCC = 73.80% 

PCC = 61.38% 

PCC adjusted (125% of PCC) = 76.67% 

Since the adjusted PCC exceeded the upper limit set by the 

MCC, 73.80% (MCC) was the minimum hit-ratio which an 

interpretable model should achieve in classifying 

observations. 

The discriminant model developed provided a hit-ratio 

of 78.23 %. Thus, it was concluded that some differences 
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existed between the two groups in IS application cjuestions 

and demographics, and further investigation was performed. 

Standardized Coefficients 

A good discriminant function—a function with a 

significant chi-squared test result and an acceptable hit 

ratio—enables a subsecjuent examination of the relative 

importance of each independent variable in segregating 

groups. As the Statistical Package for Social Science 

(SPSS) states: 

The standardized discriminant function 
coefficients are of great analytic importance in and 
of themselves. When the sign is ignored, each 
coefficient represents the relative contribution of 
its associated variable to that function. The sign 
merely denotes whether the variable is making a 
positive or negative contribution. The 
interpretation is analogous to the interpretation of 
beta weights in multiple regression [SPSS 1975, p. 
443] . 

Thus, standardized coefficients were used to determine which 

variables contributed most to the discrimination of the two 

respondent groups. To be more specific, these standardized 

coefficients helped identify variables that were perceived 

differently by the two groups. Therefore, it could be 

interpreted that variables (questions) with higher 

standardized coefficients were the variables (questions) 

which the two respondent groups disagreed upon more than the 

others. The standardized coefficients of this discriminant 

function between groups, listed in the order of their 

absolute values, are provided in Table 14. 
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Table 14 

Standardized Coefficients between 
Respondent Groups* 

j Variables 

1 Q5 
1 Q8 
1 Q7 
1 Q3 
1 Q6 
1 Ql 
1 GO 
1 Q2 
1 Q4 
1 Dl 
1 D3 
1 D2 

Standardized Coefficients 

0.74156 
0.72982 

-0.61843 
-0-40830 
0.24840 

-0.24466 
-0.20425 
0.19424 
0.16355 

-0.13407 
-0.09310 
-0.07161 

•application and demographic cjuestions only 
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The notations used here, and in the following sections, 

are that Q1-Q8 represent the first eight questions asked in 

the application part of the research cjuestionnaire; and 

D1-D8 are answers to the eight demographic questions. GO is 

the general opinion of the respondents on IS Fund usage. 

Based on the order list provided in Table 14, cjuestions 

contributed most in distinguishing standard setters and 

preparers differed upon were Q5, Q8, Q7, and Q3. Indeed, 

each one of them almost contributed at least twice as much 

discriminating power as any of the remaining variables did, 

as the standardized coefficients indicated. Preparers 

appeared to have stronger willingness to fund depreciation 

(Q8) and a stronger belief that IS Funds are an important 

component of the fund accounting structure (Q8). However, 

as the negative coefficients indicated, preparers provided 

less favorable opinions than standard setters regarding 

charging depreciation on all fixed assets (Q3); and 

preparers had more reservation in disclosing material IS 

Fund deficits (Q7) than did standard setters. 

The opinion differences on other cjuestions were not as 

significant. Both preparers and standard setters seemed to 

agree that further clarification of the IS Fund cost basis 

was needed (Q2), and large operating transfers to other 

funds without legislative approval should not be allowed 

(Q4). Responding standard setters and preparers also 

appeared to have possessed very similar demographic 
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background as the three demographic questions included were 

found to have contributed very little in separating the two 

groups. 

A further examination of the mean responses of each 

group revealed that all of the significant differences were 

just matters of emphasis rather than disagreement. That is, 

on a seven point scale with 4.0 as the neutral opinion 

point, group means of significant different cjuestions were 

on the same side, e.g., the mean group answers on Q5 

provided by standard setters and prepares were 4.03 and 

5-02, respectively; and the mean group answers on Q8 were 

5.20 and 5.54, respectively. 

In conclusion, while the differences in responses might 

have been sufficiently statistically significant to result 

in acceptable discriminant results, there did not appear to 

be major opinion disagreements between standard setters and 

preparers regarding IS Funds. This could constitute another 

explanation for the high misclassification rate of standard 

setters in the respective discriminant analysis earlier. 

The most important implication of this conclusion is: 

the GASB could be fairly aggressive in setting standards in 

this area since there were no significant disagreements in 

opinions between standard setters and preparers. No major 

resistance should be expected on reasonably specific, and 

rational standards. 
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Differences within the 
Preparer Group 

Although all preparers were from major cities with 

populations of 50,000 or more, their demographics might have 

affected their responses. To examine this possibility, 

discriminant functions were applied to responses from 

preparers using the answers to the demographic cjuestions as 

the classification variables. Five such analyses were 

performed—on respondents' IS Fund experience (D2), 

respondents' confidence level in answering the questionnaire 

(D3), sizes of responding cities (D4), the cities' future 

plan regarding IS Funds (D7), and whether IS Funds were 

considered material in the responding cities (D8). 

Experience with IS Funds 

Four possible groups resulted when using the experience 

with IS Funds as the classification variable—no experience, 

less than 5 years of experience, 5-10 years of experience, 

and more than 10 years of experience. The discriminant 

function based on this variable was found to be 

statistically significant with a small Wilks' Lambda of 

0.356798 and a high chi-squared value of 180.87 (p < 

0.0001). 

This function provided a 63.25% hit-ratio. The chance 

model criteria, given the prior probabilities, were as 

follows; 

MCC = 35.75% PCC = 42.09% Adjusted PCC = 52.61% 
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Thus, it was evident that the discriminant function based on 

preparers' experience with IS Funds was a significant and 

interpretable model. The five most significant contributors 

to discriminating the sub-groups were: 

Dl 0.9338 

D3 0-3223 

D8 0.2909 

Q6 -0-2538 

C03 -0.2395 

It appears that most of the group differences were 

demographic-driven, since the three most discriminating 

variables were all demographics. IS Fund experience of 

preparers were found to be very much in line with their 

general accounting experience—Dl—as it appeared to be 

overwhelmingly influential. The results suggested that 

more experienced practitioners provided more conservative 

answers in judging the retained earnings accumulation issue 

(Q6) and in assessing whether IS Funds facilitated better 

performance evaluation (C03) . 

Respondents' Confidence Level 

Confidence of the respondents in answering the 

cjuestionnaire also was found to be significant in 

classifying the preparers. Five levels were possible as 

answers to this demographic cjuestion ranging from not 

confident at all to extremely confident (see cjuestionnaire 
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in the Appendix). A major portion (57%) of the respondent 

were in the category of "quite confident." 

The discriminant function using this variable for 

classification provided a 0.3904 Wilks' Lambda and a 162.74 

chi-squared value (p < 0.0028). This function resulted in a 

65.97% hit-ratio and was considered acceptable after the 

examination of chance model criteria, which were found to be 

as follows: 

MCC = 57.07% PCC = 43.05% Adjusted PCC = 53.81% 

The five most discriminating variables, in the order of 

their classification power were: 

D2 0.60239 

C04 -0.43848 

Cll -0.38932 

Q8 0.30704 

Dl 0.22508 

As Dl and D2 could reasonably be expected to be of high 

discriminating power—since confidence level usually 

increases with general accounting experience (Dl) and IS 

Fund experience (D2)—the high coefficients on the other 

three variables were worth mentioning. It seemed that more 

confident people tended to disagree with the notion that IS 

Funds promoted cost consciousness (C04). Nor did these 

people believe that IS Funds should be established "by 

definition" (Cll)—an indication that they would like to 
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maintain flexibility and use judgement when situations 

arise. This finding suggests that more experienced finance 

officers might have stronger opposition toward some very 

specific standards, such as the immediate elimination of 

surplus or deficits, should they be proposed. Thus, given 

this attitude and that many cities have had significant 

surplus or deficits for years, the 1986 Audits of State and 

Local Governmental Units (1986 ASLGU)—which explicitly 

indicates that IS Fund accumulation of ecjuities or deficits 

inappropriate (p. 35)—may cause disputes between 

governments and their auditors. The level of possible 

disputes could not be predicted since GAAP have not 

contained such specific statements in three decades. 

Another important implication is that confident respondents 

seemed to agree that IS Funds were an important component of 

the governmental fund structure (Q8). 

Size of the Municipality 

The size of the city within the responding group did 

not appear to be an influencing factor to the answering 

patterns of preparers. The chi-scjuared test result, after 

applying a discriminant function on this variable, showed a 

high p-value of 0.2299—a level of significance far from 

rejecting the null hypothesis that no difference existed 

between different sizes of responding cities. This result 

agrees with the finding of the initial review of municipal 

annual financial reports (p. 36). This finding suggests 
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that when cities are large enough—50,000 or more, in the 

case of this study—the use of IS Funds is an independent 

concern not affected by city size. 

Future Plan Regarding IS Funds 

A demographic cjuestion recjuested the respondents to 

indicate the most probable future plan regarding IS Funds 

in their cities. Three levels of answer were possible— 

reduce the use, maintain the current level of use, and 

expand the use. 

The discriminant classification result of this variable 

was not statistically significant. The chi-scjuared test 

produced a level of significance of 0.2542. Therefore, the 

city's future plan regarding IS Fund usage did not seem to 

have affected the respondents' answers. The insignificance 

of future expansion plans in affecting the answering pattern 

seemed to indicate that most responding preparers were 

short-term and fiscal year oriented, so that IS Fund 

operation decisions were made in the same fashion as 

governmental fund decisions—a possible explanation of why 

significant IS Fund surpluses and deficits are reported in 

cities. 

Materiality of IS Fund Use 

Whether the respondents considered the IS Fund use in 

their governments material made a significant difference in 

their answers, as indicated by the respective discriminant 
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analysis results. The respondents were asked to answer 

either yes or no to this demographic cjuestion. The chi-

squared test result on this classification variable was 

significant (p < 0-0023). Further, a 75% hit-ratio 

resulted. Validation also was provided through the 

examination of chance model criteria (MCC = 55.50%, PCC = 

50.61%, Adjusted PCC = 63.26%). 

Since the hit-ratio was deemed interpretable by using 

the chance model criteria, standardized coefficients were 

analyzed. Following are the five most contributing 

variables in the discriminant function; 

D2 0.64824 

Dl -0.49231 

Q8 0.45254 

D7 0.43642 

C03 0.40438 

It seemed logical to have found that preparers with 

more IS Fund experience considered the use of IS Funds in 

their governments material—otherwise, they might not have 

had the chance to gain such experience—as indicated by the 

high coefficient of D2. The negative coefficient of Dl 

suggested that people with more general governmental 

accounting experience tended to consider IS Funds immaterial 

in their cities. The most important implication, however, 

may lie in the significant coefficient of C03—that people 

who considered IS Fund material tended to agree that better 
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evaluation of management performance might be possible 

through the use of IS Funds. This reinforces the finding 

discussed in an earlier section that the management 

usefulness of IS Funds is recognized. 

Analysis of Extreme Opinions 

Green and Tull [1975] suggest that the polar extremes 

approach may reveal differences that are not as prominent in 

an analysis of the full data set. This approach was 

implemented in this study by creating an artificial 

trichotomy in the responses and then deleting the middle 

group to compare the two extreme categories. The 

respondent's answer to the general opinion (GO) cjuestion— 

whether the respondent considered that IS Funds should be 

used as rarely as possible, as much as possible, or at an 

intermediate level—was used to serve this purpose. 

Since the variable was answered on a 7 point scale, 

three steps of polar extremes analysis were performed. 

Respondents with preference (those who answered 1, 2, 3, vs. 

those who answered 4, 5, and 6) were analyzed in step one. 

Step two was an analysis of groups with stronger preference 

(those who answered 1, 2 vs. those who answered 6, 7). The 

last step was performed on the respondents with true extreme 

opinions (answers 1 or 7). It should be noted, however, 

that in order to have a better understanding of the overall 

construct of the respondent groups and to include as many 

observations as possible, all respondents—both standard 
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setters and preparers—were included in this phase of the 

research. 

Step One 

As expected, the discriminant function found in this 

step was highly significant (p < 0.0001). Further, the hit-

ratio was 82.84% (MCC = 70.58%, PCC = 58.48%, Adjusted PCC = 

73.10%). 

The standardized coefficients provided the order of 

discriminating power of variables in the function. In other 

words, variables with larger response differences were 

disclosed. The ten most discriminating variables are listed 

in Table 15. 

Step Two 

A more significant discriminant function was found in 

step two (p < 0.0001). The hit-ratio was 92.56% (MCC = 

66.94%, PCC = 55.41%, Adjusted PCC = 69.27%). The ten most 

discriminating variables were somewhat different from those 

found in step one, however, as illustrated in Table 16. 

Step Three 

Seventy-seven observations were used in this final step 

of polar extremes analysis—it should be noted that more 

than one fourth (77/271) of the respondents provided extreme 

answers for their general opinion on IS Funds. The 

discriminant function was able to classify 96.10% of the 

respondents correctly—an almost perfect hit-ratio. Table 
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Table 15 

Ten Most Significant Coefficients Found in 
Polar Extremes Analysis Step One 

i Variables 

1 D2 
1 Dl 
1 COS 
1 C07 
1 Q2 
1 Q8 
I C15 
1 Q6 
1 C08 
1 Cll 

Standardized Coefficients 

0.4391 
-0.3610 
0.3564 
0.3403 
-0.3313 
0.3044 
-0.2796 
-0.2724 
-0.2649 
0.2616 
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Table 16 

Ten Most Significant Coefficients Found in 
Polar Extremes Analysis Step Two 

1 Variables 

1 D8 
1 Dl 
1 C09 
1 C13 
1 Q2 
1 C03 
1 C07 
1 C08 
1 C05 
1 D8 

Standardized Coefficients 

0.7908 
-0.7003 
-0.5173 
0.5172 

-0.4823 
0.4803 
0.4242 
-0.3916 
0.3529 
-0.3298 
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17 illustrates the 10 most discriminating variables and 

their standardized coefficients. 

Analysis 

No apparent pattern could be found in comparing the 

ten most discriminant variables found in the three steps. 

However, Q2, Q8, and Dl appeared on all three lists; C05, 

C07, COS, C09, and Cll showed up twice each. 

The positive signs on the standardized coefficients of 

Q8 in all three steps of the analysis were logical—users 

who considered IS Funds to be an important governmental 

accounting element would likely use them more often. The 

negative coefficient signs associated with Q2 and Dl in the 

polar extremes analysis suggested that those who believed 

that IS Funds should be used more often would welcome a 

further clarification on cost-reimbursement basis, but they 

tended to be less experienced (governmental accounting in 

general) respondents. 

The five establishment considerations which were 

observed twice in the three steps also suggested 

implications. Those who favored the use of IS Funds 

believed that IS Funds promoted economy and cost reduction 

(C05), more effective management (C07), and should usually 

be established by definition (Cll). Nevertheless, they 

doubted that better services could be provided (C08), and 

considered that cost control (C09) could only be facilitated 

to a certain degree. 



102 

Table 17 

Ten Most Significant Coefficients Found 
Polar Extremes Analysis Step Three 

m 

Variables 

Q4 
Q2 
C06 
Dl 
C09 
COl 
Q5 
D7 
Cll 
Q8 

Standardized Coefficients 

-0.9059 
-0.7964 
0.7284 
-0.6564 
-0.6331 
0.6175 

-0.6171 
0.5512 
0.4671 
0.4571 
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These results probably are reflections of the status of 

IS Funds in a government. The accrual accounting methods 

are perceived as possibly leading to economy and more 

effective management. But because of the bureaucratic 

structure of the governments, these improvements may be only 

optimized, rather than maximized, and the services might 

sometimes be less satisfactory than those which could be 

provided by a private organization. In some cases, "in-

house" IS Fund activities, though convenient, are available 

at a higher cost than are those from outside providers. 

The high negative coefficients related to Q4 in step 

three warrants attention. It indicated that zealous users 

of IS Funds did not like to have restrictions on large 

resources transfers between IS Funds and other funds. This 

might need to be considered by the standard setting body, 

since easiness in resources transfers could lead to 

inappropriate use of IS Funds. 

Factor Analysis 

Factor analysis often is used to examine the underlying 

patterns or relationships for a large number of variables, 

or to determine whether the information can be condensed or 

summarized in a smaller set of "factors"—underlying 

constructs or dimensions that summarize or account for the 

original set of observed variables [Hair et al, 1984]. 

Thus, common factor analysis was used in this study to 

examine the responses since it could provide a dimensional 
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structure for the data in the sense of identifying important 

common cjualities presented in the data. Complex and diverse 

relationships among observed variables usually might be 

simplified by extracting "common factors" through such 

procedures. 

The initial statistical run produced 27 factors and 

retained 6 factors using the proportion criterion. However, 

almost all variables loaded on factors 1 and 2. 

Interpretation was difficult, and rotation was considered 

necessary in order to redistribute the variance from early 

extracted factors to later factors to achieve a simpler and 

more meaningful pattern. Hair et al. [1984] state that 

oblicjue rotation methods are more flexible and more 

realistic because the theoretically important underlying 

dimensions usually are not—and should not be—assumed to be 

uncorrelated to each other. Thus, an oblicjue rotation 

method (PROMAX) was chosen over orthogonal rotation 

methods—which assume all factors are orthogonal and thus no 

intercorrelations. 

The rerun produced six distinct factors with sets of 

variables loading on these factors. As a rule of thumb, 

factor loadings greater than +.30 are considered 

significant, while factor loadings of +.40 usually are 

considered more important [Hair et al., 1984]. However, 

when sample size gets large, smaller loading is needed to 

achieve a high percentage level of significance [Child, 
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1970]. A +.35 level is used in the factor analysis of this 

research as the criterion for significance. The rotated 

factor pattern, with the significant loadings underscored, 

is presented in Table 18. 

Discussions 

Six distinct factors—patterns and concerns of the 

respondents in answering the research cjuestionnaire—were 

extracted. A name (label) was assigned to each of the six 

factors. 

Internal Management Concern 

The first factor is basically an internal management 

concern, as the following six criteria loaded on it (please 

note that the acronym ISF was used for IS Fund in the 

research cjuestionnaire) ; 

C03 Using proprietary accounting methods—as in ISFs— 

enables better evaluation of management performance 

than is otherwise possible. 

C04 Since each department is charged for its usage, ISFs 

promote cost consciousness by individual department 

heads, and by other personnel, in utilizing services. 

C05 Centralizing common internal activities in ISFs promotes 

economy and cost reduction. 

C06 Use of ISFs provides useful information for "make or 

buy" decision or "buy or lease"decisions. 
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C04 
C06 
C07 
C03 
COS 
C09 
Cll 
GO 
Q8 
C02 
C12 
COl 
C15 
C13 
COS 
Ql 
C14 
D2 
Dl 
D3 
CIO 
Q3 
Q4 
Q7 
Q6 
Q5 
Q2 

Factorl 

0.6274 
0.5996 
0.4920 
0.4723 
0.4462 
0.3954 

-0.0720 
0.0534 

-0.0193 
0.0288 

-0.2022 
-0-0477 
0.0310 
0.1922 
0.3365 
0.1648 
0.0948 

-0.0688 
0.0304 

-0.0347 
0.2328 

-0.0712 
0.0889 
0.0135 
0.0818 
0.0120 
0.0899 

Table 18 

Rotated Factor Pattern 

Factor2 

-0.0987 
0.0014 
0.3158 

-0.0248 
0.2440 
0.1209 
0.6500 
0.6326 
0.5199 
0.4886 
0.1059 

-0.1194 
0.2611 
0-1269 
0-0295 

-0.0518 
0.1138 
0.0682 
0.0020 

-0.0744 
0.1108 
0.1835 

-0.1539 
0.1397 

-0.0902 
0.3143 

-0.0227 

Factor3 

-0.1788 
0.0894 

-0.0005 
0.0631 

-0.1006 
0.1851 
0.0769 

-0.0180 
0.1006 

-0.0961 
0.6663 
0.6166 
0.4449 
0.4382 
0.3430 
0.2399 
0.2394 

-0.0227 
-0.0571 
0.0977 
0.1695 

-0-2219 
-0-0452 
-0-0178 
0.1536 
0.2049 
0.1507 

Factor4 

-0.1100 
0.0692 
0.0947 
0.0165 

-0-0709 
-0.0499 
-0.0406 
0.1182 
0.0018 

-0-0549 
-0.0648 
0.0457 
0.0042 

-0.0323 
-0.0336 
0-0985 
0-0751 
0.7165 
0.6082 
0.5783 
0.0236 

-0.0120 
0.0610 
0.0515 
0.0022 

-0.0713 
-0.0122 

Factors 

0.0719 
-0.1309 
-0.2507 
0.2126 
0.0423 
0.1926 

-0.1917 
0.0330 
0.2428 
0.2040 

-0.1456 
-0.0967 
-0.0159 
0.0954 

-0.2475 
0.0380 
0.0582 

-0.0469 
0.0146 
0.1193 
0.4279 
0.3759 
0-3372 
0.2492 

-0.0003 
0.0436 

-0.1264 

Factor6 

0.0244 
-0.0142 
-0.0894 
0-0008 
0-2400 
0.0422 
0.0422 

-0.0314 
0.1888 

-0.1042 
0.0335 
0.2403 

-0.1115 
-0.1600 
0.0365 
0.0834 

-0.0770 
0.0189 
0.1587 

-0.1290 
0.0092 
0-0515 
0-2048 
0.4783 
0.3700 
0.2767 

-0.2407 

Variance Explained by Each Factor Ignoring 
Other Factors 

Factorl Factor2 Factor3 Factor4 Factors Factor6 
3.5404 3.6448 3.1341 1-4566 1.0588 0.7807 

Percent of Total Variance Explained by 
Factors—Cumulative 

Factorl Factor2 Factor3 Factor4 Factors Factor6 
0.1311 0.2661 0.3822 0-4361 0.4754 0.5043 

•Underlined loadings are considered significant and 
+.35 is the significance cutoff. 
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C07 Setting up a centralized service as an ISF results in 

more effective management^ e.g., more timely response to 

individual departments' needs. 

C09 An ISF facilitates control over the cost of providing 

internal services. 

All of these are concerns of managers in their attempt to 

better perform their duties. 

Concern of Standards and Definition 

Four variables (cjuestions) loaded on the second factor: 

C02 An "internal" service activity that is self-sustaining 

in nature and is significant to the governmental unit 

should be accounted for separately as an ISF. 

Cll Some activities bv definition should be classified as 

ISFs, e.g., data processing, motor pools. 

QS The ISF is an important component of the governmental 

fund structure. 

GO Whether the ISF should be used as often as possible, as 

rarely as possible, or a level in between in general. 

It appears that the respondents considered the first 

three cjuestions which related to definition, standards, and 

status of IS Funds in the same manner. Also, it should be 

noted that their attitude toward use of IS Funds in general 

(GO) associated very strongly with their 3cnowledge and 

recognition of IS Funds. 
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Budgetary Concern 

The third factor appeared to be a budgetary oriented 

concern. Four criteria for establishing IS Funds loaded on 

it. 

COl Use of ISFs smoothes the fluctuation of annual budgets 

of the government—particularly for capital replacement. 

C12 Use of ISFs smoothes the variation in individual 

department payments for internal service during the 

year. 

C13 Use of ISFs provides better cost accounting records. 

CIS Use of ISFs clarifies who (or which department) is 

responsible for a specific function, e.g., material 

purchases, ecjuipment maintenance. 

COl and C12 related to smoothing payments within and 

between years—a concern of budgetary control. C13 was a 

consideration of better accounting records—a must for good 

budget preparation. CIS was associated with fixing 

management responsibility, which was also important in the 

assignment of budgetary duties. Thus, this third factor is 

labeled as a factor of budgetary concern. 

Demographics 

The three demographic variables loaded together. As 

could have been reasonably expected, respondents having 

extensive governmental accounting experience (Dl) should 

tend to have more years of ISF experience (D2) and thus be 

confident in their answers to the research cjuestionnaire 
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(D3). The significance of this factor supports the previous 

findings that demographics influenced the answering patterns 

of respondents. 

Allocation of Depreciation 

CIO, a concern of cost allocation, loaded together with 

Q3, a cjuestion used to investigate whether depreciation on 

all assets—regardless of whether they were operating 

assets—should be included in IS Fund user charges. This 

loading pattern suggested that the concern of depreciation 

might have been a major reason why governments considered 

using IS Funds for cost allocation. This is not merely 

conjecture based on data analysis results. While such 

discussions of IS Funds are usually at a minimum level, two 

municipalities provided similar reasons in their financial 

reports for their recently established IS Funds. Since the 

review of reports also indicated that replacement IS Funds 

were quite popular, the GASB should examine the 

applicability of recording depreciation on "all" assets. As 

Moreland [1982] indicated, many cities classified office 

buildings, parking lots, and other otherwise nondepreciable 

fixed assets in replacement IS Funds in order to charge 

additional depreciation to other funds. 

Restriction and Control Concern 

Q6 incjuired as to whether large retained earnings 

should be allowed to accumulate in IS Funds; Q7 related to 
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the deficit control issue—large deficits and how they are 

to be made up should be reported. The two cjuestions' 

loading together indicated that respondents had similar 

attitudes toward restrictions on large surplus or deficits. 

The significance of this factor and the positive coefficient 

signs associated with loaded variables indicated that most 

respondents, especially those who were using IS Funds, would 

not oppose more GAAP recjuirements on IS Fund accounting and 

reporting, if reasonable. 

Unclassified Variables 

COS, C13, Ql, Q2, Q4, and QS were not classified into 

any of the six factors. All of them had insignificant 

loadings on factors based on the +.35 cutoff criterion. COS 

had almost significant loadings on both factor 1 (0-336) and 

factor 3 (0.343). While these loadings did not meet the 

minimum criterion of significance, the incident seemed 

interpretable. COS—a consideration suggesting that an IS 

Fund provides better services than do outside contractors— 

could often be an internal management concern (factor 1) 

while subject to budgetary constraints (factor 3). 

Inter-Factor Correlations 

Inter-factor correlations, provided in Table 19, 

indicated that factors 1, 2, and 3 were highly correlated. 

On the other hand, factors 4, 5, and 6 appeared to be 



Table 19 

Inter-Factor Correlations 
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j Factorl 
I Factor2 
I Factor3 
I Factor4 
I Factors 
1 Factor6 

Factorl 

1.0000 
0.5719 
0.4516 
0-1639 
0.1560 

-0.0124 

Factor2 

0.5719 
1.0000 
0.5010 
0.0966 
0.1299 
0.0179 

Factor3 

0-4516 
0-5010 
1.0000 
0.1706 
0.0785 

-0.1542 

Factor4 

0.1636 
0.0966 
0.1706 
1.0000 
0.0028 
0.0412 

Factors 

0.1560 
0.1299 
0.0785 
0.0785 
1.0000 

-0.1028 

Factor6 j 

-0.0124 1 
0.0179 1 

-0.1542 1 
-0.1542 1 
-0.1028 1 
1.0000 1 
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relatively independent factors since no high correlation 

with other factors were identified. 

The significant correlations among the first three 

factors indicated an interdependency among them. This 

relationship is expected and interpretable since applicable 

accounting standards, budgetary requirements, and internal 

management needs all are necessary concerns for municipal 

managers in making decisions. While they were extracted as 

distinct, separate factors, the interpretation should 

consider the interrelationship—especially since an oblicjue, 

not orthogonal, rotation method was used. 

Other Results 

The cjuestionnaire includes one cjuestion to investigate 

the awareness of the "misuse" issue. Also, another group of 

cjuestions address the self-insurance issue as it related to 

IS Funds. Since most of the incjuiry made in these cjuestions 

was either classification oriented or dependent on answers 

to other sub-questions, only descriptive statistics were 

prepared based on these data. 

Misuses of IS Funds 

Question 9 of Part III of the questionnaire (Appendix) 

asked whether the respondents were aware of any 

inappropriate use of IS Funds. Question 9a asked those 

respondents who answered yes to question 9 to indicate 

whether they considered such "misuses" to be a serious 
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matter. A summary of answers to these questions is provided 

in Table 20. 

As illustrated, more than 90% of the respondents were 

not aware—or did not want to acknowledge their awareness— 

of inappropriate uses of IS Funds. However, almost 80% of 

those who acknowledged the existence of inappropriate IS 

Fund uses considered it to be a serious matter. In 

addition, many respondents made comments to this cjuestion 

that they were not aware of any misuses, but would consider 

it serious should they exist. It should be further noted 

that a significantly higher portion of standard setters 

acknowledged their awareness of such issues than did 

preparers (20.6% vs. 5.2%). 

Self-Insurance Questions 

Question 10 asked if the respondents believed that 

self-insurance activities should be accounted for in IS 

Funds. Depending on their answers to this cjuestion, 

different sub-cjuestions were answered. 

Two hundred and fifty-four respondents answered 

question 10. More than two-thirds of them (182) considered 

IS Funds to be appropriate for self-insurance accounting 

while the rest disagreed. The distribution of the answers 

was cjuite consistent percentagewise in both groups. Table 

21 illustrates this information. 
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Table 20 

Summary of Answers to Questions 9 and 9a 

Question 9 "Are you aware of any current or recent 

inappropriate uses of ISFs?" 

Standard Setters Preparers Overall 

NO 79.4% 94.8% 90-8% 
YES 20.6% 5.2% 9.2% 

Question 9a "If your answer to 9 is yes, do you 
consider misuse of ISFs to be a serious 
matter?" 

NO 21.8% 20.0% 20.8% 
YES 78.2% 80.0% 79.2% 
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Table 21 

Summary of Responses to Question 10 
"Do you believe that self-insurance activities 

should be accounted for in ISFs?" 

Standard Setters Preparers Total 

NO 20 (30.8%) 52 (27.5%) 72 (28.3%) 
YES 45 (69.2%) 137 (72.5%) 182 (71.7%) 
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The respondents who believed that IS Funds should be 

used for self-insurance activities were instructed to answer 

sub-cjuestions 10a and 10b. Other respondents were asked to 

answer sub-cjuestion 10c. 

Questions for Proponents of 
Self-Insurance IS Funds 

Question 10a 

Question 10a asked if the respondents agreed that only 

incurred liabilities—rather than expected or computed 

future liabilities as well—should be included in user 

charges for self-insurance IS Funds. This sub-cjuestion was 

answered on a 7 point disagree-agree scale. The answers 

indicated a high preference to the inclusion of future 

liabilities in the rate calculation, as a high cumulative 

percentage was found on the disagree side (1-3) of the 

scale. Table 22 illustrates the answering pattern. 

Very consistent answering patterns were found for both 

groups. People who favored the use of IS Funds for self-

insurance purposes seemed to consider that expected future 

liabilities should be accounted for in the rate structure. 

This notion was logical politically and practically. But, 

it seemed to contradict the current GAAP "cost-reimbursement 

basis" unless either the historical cost concept is 

abolished or reimbursable cost is interpreted very loosely. 
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Table 22 

Cumulative Percentage of Answers to Question 
10a "The user charges for self-insurance funds 
should include only incurred liabilities." 

j strongly Disagree 

1 Strongly Agree 

1 
2 
3 
4 
5 
6 
7 

Standard Setters 

29.8 
68.1 
80.9 
83.0 
87.2 
95.7 
100.0 

Preparers 

28.7 
61.0 
74.3 
77.9 
87.5 
95.6 
100.0 

Total 

29.0 
62.8 
76.0 
79.2 
87.4 
95.6 
100.0 
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Question 10b 

Question 10b asked if the respondent agreed that 

retained earnings should be allowed to build up in self-

insurance IS Funds. The answering pattern was very similar 

and consistent to that of 10a—since large retained earnings 

were usually a result of charging extra for funding future 

liabilities. Table 23 illustrates this answering pattern. 

Question for Those Against 
Self-Insurance IS Funds 

Anyone who disagreed that self-insurance should be an 

IS Fund activity was instructed to answer Question 10c—to 

indicate in which fund category the self-insurance funds 

should be included. The scattered answering pattern to this 

cjuestion supported the conclusion of the review of current 

practice that accounting for self-insurance activities was 

widely diversified. A summary of the answers to cjuestion 

10c is provided in Table 24. 

High preference was found among those "not in IS Funds" 

respondents for the use of the General Fund or Expendable 

Trust Funds for self-insurance accounting. It should also 

be noted that no standard setters agreed to the use of 

Nonexpendable Trust Funds or Agency Funds for such purposes. 

Second Financial Report Review 

A second review of municipal annual financial reports 

was conducted after the statistical and other analyses of 

responses to the cjuestionnaire were completed. The purposes 
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Cumulative Percentage of Answers to Question 10b 
"Fund balance should be allowed to accumulate 
in self-insurance funds to prepare for the 

'rainy days.'" 

j strongly Disagree 

1 strongly Agree 

1 
2 
3 
4 
5 
6 
7 

Standard Setters 

4.3 
8.5 
12.8 
21.3 
36.2 
76.2 
100.0 

Preparers 

2.9 
4.4 
7.4 
19.9 
33.1 
71.3 
100-0 

Total 

3.3 
5-5 
8.7 
20.2 
33.9 
72.7 
100.0 



Table 24 

Where to Classify Self-Insurance Funds 
Besides IS Funds 

120 

Standard 
Setters Preparers Total 

No indication 3 
General Fund 9 
Special Revenue Fund 4 
Expendable Trust Fund 4 
Nonexpendable Trust Fund 0 
Agency Fund 0 

2 
17 
7 

22 
1 
3 

5 
26 
11 
26 
1 
3 

% 

6.9 
36.1 
15.3 
36.1 
1 
4 

4 
2 

Total 20 52 72 100.0 
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of this procedure were two-fold: to verify that no major IS 

Fund reporting differences existed between responding and 

nonresponding cities and to obtain additional knowledge 

about the use of IS Funds. One hundred and sixty-five 

reports were available for this second review—ninety-one 

from the responding cities and seventy-four from the 

nonresponding cities. These reports represent 40% of the 

cities included in the study—46% of the responding cities 

and 35% of the nonresponding cities, respectively. 

This review was performed in a manner comparable with 

the preliminary review presented in Chapter II—statements, 

footnotes, auditor reports, and transmittal letters were 

included. Summaries were prepared for reviewed cities by 

number of IS Funds, absolute sizes of IS Funds, and the 

relative revenue and asset rank of IS Funds (Tables 25, 26, 

27, and 28). A number of reports included in this second 

review had not been available in the preliminary review. 

More Information on Nonresponse Bias 

No inconsistent patterns were found between the 

responding and nonresponding cities. Further, the review of 

footnotes and auditors' reports did not disclose any 

discrepancies between these cities. Consistent with the 

statistical analysis and telephone interview results 

presented earlier, this review of nonreactive evidence— 

evidence not controlled directly by questionnaire 
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Table 25 

Distribution of IS Funds among Studied Cities* 

# of IS Funds 

> 5 

Total 

Responding 
Cities 

21 (23.1%) 

14 (15.4%) 

13 (14.3%) 

9 (9.9%) 

12 (13.1%) 

8 (8.8%) 

14 (15.4%) 

91 

Nonresponding 
Cities 

24 (32.4%) 

8 (10.8%) 

13 (17.6%) 

5 (6.7%) 

7 (7.9%) 

7 (9.5%) 

10 (13.5%) 

74 

Total 1 

45 (27.3%) 1 

22 (13.3%) 1 

26 (15.8%) 1 

14 (8.5%) 1 

19 (11.5%) 1 

15 (9.1%) 1 

24 (14.5%) 1 

165 1 

*Only cities with financial reports available are included. 
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Table 26 

Distribution of IS Fund Total Assets 
among Studied Cities* 

Total Assets 
(in $ million) 

< 

1 -

s -

10 -

15 -

> 

1 

- 5 

- 10 

- 15 

- 20 

20 

Total 

Responding 
Cities 

12 

21 

13 

11 

3 

10 

(17.1%) 

(30.0%) 

(18.6%) 

(15.7%) 

(4.3%) 

(14.3%) 

70 

Nonresponding 
Cities 

12 (24.0%) 

13 (26.0%) 

10 (20.0%) 

7 (14.0%) 

2 (4.0%) 

6 (12.0%) 

50 

Total 1 

24 (20.0%) 1 

34 (28.3%) 1 

23 (19.2%) 1 

18 (15.0%) 1 

5 (4.2%) 1 

16 (13.3%) 1 

120 1 

*Only cities with financial reports available are included. 



124 

Table 27 

Distribution of IS Fund Total Revenues 
among Studied Cities* 

Revenues 
(in $ million) 

< 1 

1 - 5 

5 - 1 0 

10 - 15 

15 - 20 

> 20 

Total 

Responding 
Cities 

9 (12.9%) 

25 (35.7%) 

14 (20.0%) 

7 (10.0%) 

3 (4.3%) 

12 (17.1%) 

70 

Nonresponding 
Cities 

6 (12.0%) 

20 (40.0%) 

10 (20.0%) 

5 (10.0%) 

3 (6.0%) 

6 (12.0%) 

50 

Total 

15 (12.5%) 

45 (37.5%) 

24 (20.0%) 

12 (10-0%) 

6 (5.0%) 

18 (15.0%) 

120 

*Only cities with financial reports available are included. 
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Total Assets Rank of IS Funds in 
Comparison with Other Funds 

among Studied Cities* 

IS Fund Rank 

Lower 

Responding 
Cities 

1 (2.8%) 

7 (19.4%) 

14 (38.9%) 

14 (38.9%) 

36 

Nonresponding 
Cities 

0 

3 

6 

9 

6 

(12 .5%) 

(25 .0%) 

(37.5%) 

(25 .0%) 

24 

Total 

4 (6.7%) 

13 (21.7%) 

23 (38.3%) 

20 (23.3%) 

60 

*Only cities with financial reports available are included 
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respondents or interviewees [Webb et al., 1981]—supports 

the evidence against nonresponse bias. 

Analyses and Discussions 

IS Fund Uses Are Expanding 

One hundred and twenty of the reviewed cities (73%) 

reported at least one IS Fund (Table 25, p. 122). Of the 

cities with IS Funds,- fifty-six (47%) provided comparative 

data, which enabled the analysis of IS Fund expansion. 

Forty-six of these fifty-six cities (82%) increased their IS 

Fund total assets during the fiscal year, even though 

recording depreciation in IS Funds could cause a reduction 

in total assets. In addition, among the ten municipalities 

that had the same or fewer IS Fund assets than in the 

previous fiscal year, four reported increases in fund 

revenues, two of which had increments of more than $2 

million. Thus, it appeared that the use of IS Funds had 

expanded in most examined cities during the two reporting 

periods. This tendency to expand was also supported by the 

respondents' answers on the research cjuestionnaire. Eighty-

eight of the 188 responding key finance officers (47%) 

reported that their cities would expand their use of IS 

Funds, ninety-one cities (48%) would continue their IS Fund 

use at the current level, while only nine cities (5%) 

expected to reduce their IS Fund usage in the foreseeable 

future. 
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As discussed in Chapter I, the recent revenue caps 

imposed by voters in some states—such as Proposition 13 in 

California and Proposition 2 1/2 in Massachusetts—could 

constitute one reason for cities to expand IS Fund uses. 

Many cities now have limited General Fund resources and need 

to allocate and recover costs of services that were earlier 

financed by the General Fund and provided free of charge to 

other funds and programs. This is evidenced by very large 

IS Funds—some with hundreds of millions of dollars of total 

assets—in many California cities. 

Clear Categorization of 
IS Fund Uses Difficult 

While a general grouping of IS Fund functions is 

possible (e.g.. Table 4, p. 43), a clear categorization of 

IS Fund uses is very difficult. Most cities provided 

combining and individual IS Fund statements, in addition to 

the combined statements, in their annual reports. Yet, the 

accounts included in the statements usually were highly 

aggregated and simplified. Further, the names of these 

funds often were not very helpful in identification 

attempts, as exemplified by names such as Human Resources 

Fund, DPW Fund, Community Development Fund, Energy 

Conservation Fund, and Land Accjuisition Service Fund. 

Since reporting recjuirements are minimal, very little 

disclosure was provided as to the use of most IS Funds. 

Further, many cities combined two or more diverse, unrelated 
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activities into one IS Fund. Such practices increased the 

difficulty in categorizing IS Funds. 

Liberal Interpretation of 
Cost-Reimbursement Basis 

Many cities appeared to be using a very liberal 

interpretation of the "cost-reimbursement" basis, if such 

basis was followed at all. This is evidenced by the large 

retained earnings accumulation or significant ecjuity 

deficits reported in many IS Funds—a true cost-

reimbursement basis IS Fund should have little, or zero, net 

income or loss each year, and thus no significant retained 

earnings balances or deficits. Of the 12 0 cities reporting 

IS Funds, 49 (41%) had retained earnings accumulations or 

deficits between one and five million dollars, and 22 (18%) 

had such deviations exceeding five million dollars. At the 

extremes, retained earnings of as high as $43 million have 

been reported in an IS Fund and deficits of more than $3 0 

million have been disclosed. Also, large interfund 

operating transfers in and out—possibly to avoid the 

reporting of significant income or losses—were reported in 

some statements. Explanations for such interfund transfers 

frecjuently were unavailable, however, or were not 

sufficiently detailed. 

One might argue that these large retained earnings 

accumulations or deficits could be intermediate products of 

a long-term cost-reimbursement basis, and that revenues and 
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expenses are approximately equal in the long-run. But even 

if this seems plausible, current GAAP do not support such an 

interpretation of the cost-reimbursement basis. 

Some interviewed finance officers indicated that the IS 

Fund billing rate often was determined at the beginning of 

the fiscal year and was not subject to change during the 

year due to system constraints. Significant income or 

losses would result should the IS Fund activity level or 

service cost change significantly from the predicted or 

budgeted level. In such situations, the IS Fund billing 

rate should presumably be adjusted accordingly in the 

following year, however. 

Various constraints might indeed affect IS Fund 

operations, but more detailed disclosures or explanations 

than "deficits will be made up by future charges" or 

"retained earnings are accumulated for future replacement 

purposes" would be helpful to statement users. While 

additional disclosures are required for both Enterprise 

Funds and restricted funds for legal and contractual 

compliance as well as for other purposes, almost no 

disclosures are recjuired for IS Funds. 

Depreciation 

Many cities attributed their IS Fund deficits to 

accounting for depreciation. This seemed to indicate that 

while depreciation was accounted for in the IS Funds in 
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these cities, it might not have been charged—or not fully 

charged—as part of the user fees. 

Although undercharging was common, some cities 

overcharged depreciation to other funds to build up retained 

earnings for replacement purposes. The surcharge, commonly 

called as "inflation adjustment," or something similar, was 

often a 20-25% flat increment on top of the historical basis 

cost computation. While this practice might be favored by 

governments in assuring fund availability, it is contrary to 

the GAAP specified "cost-reimbursement" basis. Further, 

even current private sector GAAP do not allow replacement 

cost depreciation. Since proprietary fund accounting is 

assumed to parallel its private sector counterpart, the 

so-called "catch-up" or replacement cost depreciation seems 

inappropriate. 

Self-Insurance Activities 

Both a more specific definition of self-insurance 

activities and guidelines for their application need to be 

established if IS Funds are to be used to account for self-

insurance. Indeed, the GASB has placed an insurance matters 

project on the agenda in response to the increasing number 

of cjuestions and problems in this area. 

The review of reports indicates that many diverse 

activities are classified under the caption of "self-

insurance." In addition to general liabilities of the 

governments, other activities—such as employee medical 



131 

insurance and worlcman's compensation—also were found 

reported in self-insurance funds. 

Some cities purchase umbrella insurance coverage from 

outsiders but use "self-insurance funds" to build up 

reserves for the huge deductibles that are normally 

recjuired—a co-insurance activity, in essence. Some other 

cities simply do not purchase insurance to cover their 

general claims and judgment liabilities. When these 

liabilities are substantially underfunded or are not funded, 

such "self-insurance" actually ecjuates to "non-insurance." 

Further, many municipalities have formed self-insurance 

pools with others. Although funded reserves are accumulated 

or are being accumulated to absorb the immediate impact of 

claims on the governments, the governments usually have to 

replenish any amount of the reserve pool that is used to 

settle claims and judgments. The risk and settlement 

responsibility are not transferred, and these governments 

remain the eventual payers of their own losses. 

The service and cost allocation characteristics of most 

self-insurance funds may have been the major contributing 

factor causing many cities to classify them as IS Funds. 

But it is neither theoretically incorrect nor practically 

unacceptable to classify such activities in the General Fund 

or Trust Funds. Further, it seems very difficult, if not 

impossible, to account for self-insurance activities under a 

historical "cost-reimbursement basis"—since large 
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accumulated earnings or deficits are reported in many self-

insurance funds. 

Summary 

This chapter presents the results of the statistical 

analyses of the data and a second review of municipal annual 

financial reports. ANOVA, weighted ANOVA, and MANOVA were 

applied to answers to.possible IS Fund establishment 

criteria. Since significant differences were found, a 

multiple comparison procedure was performed. Two mutually 

exclusive and collectively exhaustive criterion sets were 

found based on weighted importance rank assigned by the 

respondents. This finding was identical to the strata found 

in the cluster analysis on both weighted and unweighted 

data. Thus, it was concluded that one set of 

considerations, as identified in the chapter, was more 

important than the other set when the establishment of IS 

Funds was of concern. 

Discriminant analysis was used to examine the possible 

differences between standard setters and preparers in their 

perception on IS Fund application, or in demographic 

characteristics. The five variables contributing most to 

the discriminant function were identified. Discriminant 

results on preparers alone also indicated that respondents' 

experience with IS Funds, respondents' confidence level, and 

materiality of IS Fund use in a government affected the 

answers of respondents. 
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Polar extreme approaches were used to analyze 

respondents with extreme opinions. No apparent influencing 

pattern could be found by this analysis. Nevertheless, the 

results were interpreted. 

Common factor analysis with the PROMAX oblique rotation 

method extracted six distinct factors associated with the 

research cjuestionnaire responses: internal management 

concern, concern of standards and definitions, budgetary 

concern, demographics, and restriction and control concern. 

Intercorrelations among the first three factors were found 

to be high. 

Respondents indicated a strong preference to include 

expected future liabilities in self-insurance user charges 

and build up associated reserves in retained earnings. More 

than two-thirds (182 of 254) of the respondents considered 

IS Funds appropriate for self-insurance activities, while 

the remaining respondents were split in their opinions on in 

which funds, other than IS Funds, to account for self-

insurance functions. 

The findings of the second review of municipal annual 

financial reports are consistent with the preliminary review 

presented in Chapter II. The analysis indicates that there 

is a trend toward expanding the use of IS Funds, and that a 

liberal interpretation of the cost-reimbursement basis is 

common in the practice. Depreciation accounting in IS Funds 

and self-insurance activities also are discussed. 
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The analyses and findings discussed in this chapter are 

used as the basis of and support for the identification of 

major IS Fund issues. These issues are presented in the 

following chapter. 



CHAPTER V 

MAJOR INTERNAL SERVICE FUND ISSUES 

The lack of standards and guidance for the use of 

Internal Service (IS) Funds leads to inconsistent 

applications of IS Funds and noncomparability of municipal 

financial reports. Both independent research and standard 

setting efforts are needed in order to resolve these 

problems. This chapter first summarizes the present 

conceptual framework of state and local government 

accounting and financial reporting, as evidenced by several 

"objectives" statements by standard setting bodies. Then, 

based on comparative analyses of these objectives and the 

findings of this study, several important IS Fund issues are 

suggested for IS Fund research and standard setting 

consideration. 

Background: Objectives of Governmental 
Accounting and Reporting 

The accounting profession has developed broad 

objectives for accounting and financial reporting—to 

provide conceptual foundations for and better articulation 

of authoritative standards—in both the private and public 

sectors. These stated objectives do not establish generally 

accepted accounting principles (GAAP). Rather, they were 

developed to guide the establishment of accounting standards 
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and to provide a frame of reference for resolving accounting 

cjuestions in the absence of specific promulgated standards. 

Three of these objectives statements are directed 

towards public sector entities. These are: (1) Statement of 

Financial Accounting Concepts No. 4 (SFAC 4) of the 

Financial Accounting Standards Board (FASB), (2) Concepts 

Statement 1 (NCGACS 1) of the National Council on 

Governmental Accounting (NCGA), and (3) Concepts Statement 

No. 1 (GASBCS 1) of the Governmental Accounting Standards 

Board (GASB). 

SFAC 4 

SFAC 4, Objectives of Financial Reporting by 

Nonbusiness Organizations, was issued in 1980 by the FASB. 

Seven objectives of financial reporting by nonbusiness 

organizations were established. These objectives are 

intended only for general purpose external financial 

reporting, and do not consider accounting or internal 

reporting. Also, the FASB deferred the decision on the 

applicability of this objectives statement to state and 

local governments in view of discussions then underway 

regarding the formation of the GASB. Nevertheless, the FASB 

stated that it was not aware of any persuasive evidence to 

conclude that these objectives were inappropriate for state 

and local government external financial reporting. 

Specifically, SFAC 4 indicates that financial 

reporting of a nonbusiness entity should: 
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(1 

(2 

(3 

(4 

(5 

(6 

(7 

provide useful information to help resource 
providers and other users in making decisions 
about the allocation of resources. 
provide information to help users in assessing 
the services of the organization and its ability 
to continue these services. 
provide information to help users in assessing 
the stewardship of managers of the 
organizations. 
provide information about the economic 
resources, obligations, and net resources of the 
organization. 
provicie information about the performance of the 
organization during a period. 
provide information about the organization's 
cash, borrowing, and other factors that may 
affect its licjuidity. 
include explanations and interpretations to help 
users understand the financial information 
provided [FASB, SFAC 4, pars. 35-55]. 

NCGACS 1 

The NCGA issued NCGACS 1, Objectives of Accounting and 

Financial Reporting for Governmental Units, in 1982. 

NCGACS 1 was issued two years after SFAC 4 to specifically 

address the objectives of state and local government 

accounting and financial reporting. Six basic objectives of 

accounting and financial reporting were established in 

NCGACS 1; 

(1) To provide financial information useful for 
determining and forecasting the flows, balances, 
and recjuirements of short-term financial 
resources of the governmental unit. 

(2) To provide financial information useful for 
determining and forecasting the financial 
condition of the governmental unit and changes 
therein. 

(3) To provide financial information useful for 
monitoring performance under terms of legal, 
contractual, and fiduciary recjuirements. 

(4) To provide information useful for planning and 
budgeting, and for forecasting the impact of the 
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acquisition and allocation of resources on the 
achievement of operational objectives. 

(5) To provide information useful for evaluating 
managerial and organizational performance. 

(6) To communicate the relevant information in a 
manner which best facilitates its use [NCGA, 
NCGACS 1, par. 9]. 

This concepts statement is similar to SFAC 4 in that 

accountability, management stewardship, and organizational 

performance evaluation are emphasized. However, NCGACS 1 

stresses the importance of compliance with legal, 

contractual, and fiduciary recjuirements, whereas SFAC 4 

emphasizes the assessment of cost and quality of services 

and of the entity's ability to continue its services. The 

most significant conceptual difference between the two 

concepts statements, however, is that SFAC 4 is directed 

solely towards external reporting, while NCGACS 1 sets forth 

objectives for accounting as well as internal and external 

financial reporting. 

GASBCS 1 

The GASB issued its first Statement of Governmental 

Accounting Concepts, Objectives of Financial Reporting, in 

May, 1987. Two pervasive concepts underlie the objectives 

stated in GASBCS 1; accountability and interperiod equity. 

Specifically, the following objectives are set forth: 

(1) Financial reporting should assist in fulfilling 
government's duty to be publicly accountable and 
should enable users to assess that 
accountability. 
(a) Financial reporting should provide 

information to determine whether 
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current-year revenues were sufficient to pay 
for current-year services. 

(b) Financial reporting should demonstrate 
whether resources were obtained and used in 
accordance with the entity's legally adopted 
budget; it should also demonstrate 
compliance with other finance-related legal 
or contractual requirements. 

(c) Financial reporting should provide 
information to assist users in assessing the 
service efforts, costs, and accomplishments 
of the governmental entity. 

(2) Financial reporting should assist users in 
evaluating the operating results of the 
governmental entity for the year. 
(a) Financial reporting should provide 

information about sources and uses of 
financial resources. 

(b) Financial reporting should provide 
information about how the governmental 
entity financed its activities and met its 
cash recjuirements. 

(c) Financial reporting should provide 
information necessary to determine whether 
the entity's financial position improved or 
deteriorated as a result of the year's 
operations. 

(3) Financial reporting should assist users in 
assessing the level of services that can be 
provided by the governmental entity and its 
ability to meet its obligations as they become 
due. 
(a) Financial reporting should provide 

information about the financial position and 
condition of a governmental entity. 

(b) Financial reporting should provide 
information about a governmental entity's 
physical and other nonfinancial resources 
having useful lives that extend beyond the 
current year, including information that can 
be used to assess the service potential of 
those resources. 

(c) Financial reporting should disclose legal or 
contractual restrictions on resources and 
risks of potential loss of resources [GASB, 
GASBCS 1, pars. 77-79]. 

According to the jurisdictional division between the 

GASB and the FASB [GASB, Statement 1, Appendix B], GASBCS 1 

automatically supersedes the potential applicability of 
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SFAC 4 to state and local governmental entities. GASBCS 1 

also supersedes the external financial reporting aspects of 

NCGACS 1. However, since GASBCS 1 addresses only reporting 

objectives, NCGACS 1 remains applicable to accounting and 

internal reporting aspects of governmental entities [GASB, 

GASBCS 1, note 1]. In comparison with the two previously 

discussed statements, accountability and the evaluation of 

organizational performance are similarly emphasized in 

GASBCS 1, but the evaluation of individual stewardship— 

performance evaluation of specific managers or governmental 

agents—is not listed as a major objective. Further, the 

GASB concludes that the financial reporting objectives 

established by GASBCS 1 are generally applicable to both 

governmental-type activities and business-type activities of 

governments. 

Discussion of Business-Type Activities 

None of these three objectives statements contains 

specific objectives that are directed towards business-type 

activities of governments. However, GASBCS 1 has a section 

discussing business-type activities. 

GASBCS 1 indicates that business-type activities of 

governments resemble private sector businesses not only 

because similar services are provided but because there is 

an exchange relationship between the provider and the 

consumer—a user fee is charged for the services provided. 

However, all service costs need not be recovered from user 
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fees, and subsidies could be provided from other 

governmental revenues. GASBCS 1 discusses business-type 

activities of governments as follows: 

Some bear a further resemblance to private 
sector business activities because they are self-
sufficient and operate as separate, legally 
constituted organizations. Others more closely 
resemble governmental-type activities because they 
are regularly subsidized by taxes or are operated as 
departments within a government [GASB, GASBCS 1, 
par. 43]. 

It should be noted that most of the discussions related 

to business-type activities in GASBCS 1 seem to place a much 

stronger emphasis on Enterprise Funds and business-like 

public authorities than on IS Funds. Indeed, nothing in the 

document indicates that IS Funds were considered in 

developing these objectives. 

Implications 

The objectives identified by the standard setting 

bodies establish the framework within which accounting and 

reporting standards may be developed. Nevertheless, the 

general reaction to these objectives—as evidenced by the 

responses to the Exposure Draft of GASBCS 1—has been that 

the goals established by the objectives may be too broad to 

achieve [GASB, 1987, p. 1]. Further, developing specific 

standards to meet objectives recjuires extreme care and is 

usually a time-consuming process. The GASB has indicated 

that it has no preconception of how precisely individual 

objectives will be met, and has suggested that a standard-
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by-standard approach to determining the best means of 

financial reporting might be necessary [GASB, 1987, p-l]. 

In any event, the identification of important IS Fund issues 

should be helpful to the standard setting process in the IS 

Fund area. 

Overview of is Fund Issues 

The pervasive issue of IS Fund accounting and reporting 

is; Are IS Funds needed in the fund accounting model? 

There have been arguments that IS Funds should be 

eliminated. However, the usefulness of IS Funds is 

supported both in the literature and in practice. Thus, the 

two sides of the issue need to be carefully considered in 

evaluating the viability of IS Funds, and they are discussed 

separately. Further, the position taken on this pervasive 

issue would necessitate the consideration of other standard 

setting issues. If IS Funds are to be discontinued, two 

issues would be important: (1) How current IS Funds would 

be reclassified, and (2) How cost information would be 

accumulated and reported. On the other hand, to retain IS 

Funds in the fund model would recjuire the identification of 

more specific IS Fund objectives and the promulgation of 

further IS Fund application guidance. Five issues would 

need to be considered for such purposes: (1) activity 

specification, (2) basic criteria, (3) cost measurement, (4) 

cost basis, and (5) accounting and reporting requirements. 

In addition, the evaluation of all of these standard setting 



143 

issues should include cost-benefit analysis and be conducted 

with balanced emphases on both the internal and external 

aspects. Figure 2 presents an overview of the issues. 

Arguments Against IS Funds 

Several arguments could be employed in opposition to IS 

Fund uses. Concern over inappropriate uses leads the list. 

In addition, the GASB noted that artificial operating 

results, inconsistent practices, and simplification in 

reporting were major reasons for its decision to eliminate 

Special Assessment Funds from the fund type reporting model 

[GASB, Statement 6, Appendix A]. A similar rationale could 

be used to argue for the elimination of IS Funds. 

Inappropriate Uses 

As discussed earlier, some governments use IS Funds 

inappropriately. For example, some "passive" IS Funds have 

been created solely for the purpose of charging otherwise 

nonchargeable depreciation to other funds. Thus, abolishing 

IS Funds would eliminate the possibility of using them to 

"siphon-off" resources from externally restricted programs 

or funds. On the other hand, some governments were found to 

undercharge IS Fund service costs. This shifts costs to 

future periods, so that excess expenditures—or even 

deficits—are not reported currently in governmental funds. 

These inappropriate uses of IS Funds impair the users' 
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Figure 2 

Overview of IS Fund Issues 
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ability to assess the accountability of the government. As 

indicated in GASBCS 1, "financial reporting should provide 

information to determine whether current-year revenues were 

sufficient to pay for current-year services" [GASB, GASBCS 

1, par. 77]. 

Artificial Operating Results 

It could be argued that applying the concept of "cjuasi-

external transactions" in IS Funds leads to artificial 

operating results being reported. This is best illustrated 

by considering a simple data processing department of a 

government providing services only to other departments also 

financed by the General Fund. The data processing 

department could provide its services at no charge. Or, it 

might be reimbursed for actual costs (expenditures) by user 

departments. In either case, expenditures would be recorded 

in the General Fund at an amount ecjual to the financial 

resources consumed by the service activity and no revenues 

would be recorded. 

Alternatively, if the data processing department were 

separately accounted for as an IS Fund, expense-based fees 

would be assessed to and paid by the user departments. 

Though only internal departments are involved, the 

transactions of providing services to and receiving payments 

from other departments are presumed to be similar to those 

involved with outside customers. Accordingly, they are 

termed as "cjuasi-external transactions" under current GAAP. 
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Business accounting is thus used and revenues and expenses 

are recorded in the IS Fund. 

The payments by user departments to the IS Fund also 

result in expenditures being reported in the General Fund. 

The amount of expenditures recorded in this manner 

fluctuates over the years as a function of services received 

by the users. However, the magnitude of the fluctuation is 

usually smaller than when an IS Fund is not used. In the 

absence of an IS Fund, expenditures will be higher in 

periods with capital outlays and debt principal retirements, 

and lower in other periods—since only uses of current 

financial resources are accounted for (depreciation of fixed 

assets is not recorded as an expenditure) in the General 

Fund. 

In any event, the use of an IS Fund creates artificial 

operating results. The expenses recorded in IS Funds 

duplicate the expenditures recorded in the General Fund. In 

addition, the revenues recorded, unless received from 

externally financed programs, do not increase the net worth 

of the government and could be misleading to nonexperts in 

governmental accounting. Further, though the revenues and 

expenses recorded in IS Funds are presumed to be ecjual by 

GAAP standards, significant operating income or losses often 

are reported in practice. Since only expenditures would be 

recorded in the absence of IS Funds, such operating income 
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or losses also could be thought of as artificial operating 

results. 

Inconsistent Practices 

IS Fund inconsistency arises because some localities 

account for internal service activities in IS Funds, while 

others account for these activities in the General Fund or 

other funds. The complexity of the problem could be reduced 

if the option of using IS Funds to account for such 

activities becomes unavailable by eliminating IS Funds. 

Simplification of Reports 

The elimination of IS Funds would reduce the number of 

fund types to be reported. Related footnotes, statistics, 

and schedules also would be eliminated. Thus, it could be 

argued that the financial report would be simplified as a 

result of eliminating IS Funds. 

Support for IS Funds 

Though internally oriented, IS Funds may assist in 

intergovernmental comparisons. In addition, it has been 

suggested that using IS Funds could limit the opportunity of 

some government accountants to manipulate operating results. 

The long-standing and increasing use of IS Funds is 

documented in the literature; and empirical evidence 

provides further validation of the usefulness of this fund 

type. These points that support the retention of IS Funds 

are discussed in the following sections. 
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Surrogate Comparison Measure 
and Limiting Manipulations 

GASBCS 1 indicates that service cost information should 

be provided by governmental financial reporting to aid 

interperiod and intergovernmental analyses [GASB, GASBCS 1, 

par. 77]. Both NCGACS 1 [NCGA, NCGACS 1, par. 12] and 

GASBCS 1 [GASB, GASBCS 1, par. 48] recognize that greater 

potential for comparability exists among business-type 

activities than among governmental-type activities. 

Internal business-type activities are useful for 

intergovernmental comparison purposes. However, internal 

business activities information usually is not readily 

available unless they are separately accounted for in IS 

Funds. Further, if IS Funds are not used, information on 

internal business-type activities probably would be reported 

in governmental funds. Only the flows of financial 

resources would be measured. As a consecjuence, capital 

outlays and debt principal retirements would be accounted 

for only in the year when expenditures are made and no cost 

allocations—e.g., depreciation or amortization "expense"— 

would be recorded. The "lumpy" nature of debt retirement 

and capital related expenditures do not facilitate 

intergovernmental comparisons. Further, the "expense" 

measurement often is more helpful in making managerial 

decisions—e.g., make or buy decisions, buy or lease 

decisions, and performance evaluations—and in assessing 

interperiod equity. 
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The recognition of expenditures can sometimes be 

manipulated by delaying or expediting the cash disbursement 

process. Such manipulations are not possible when the 

"expense" measurement focus is used. Thus, as discussed in 

Chapter I, it has been suggested that the use of IS Funds 

could limit the "fiscal games" played by some government 

accountants [Anthony, 1985]. 

Long-standing and 
Increasing Use 

The use of IS Funds has been documented in the 

literature for almost a century. The long-standing use of 

IS Funds provides some justification for the fund type. 

Further, the literature has consistently indicated that IS 

Funds are useful in cost accounting, cost control, and other 

managerial functions. 

Two reviews of municipal annual financial reports were 

performed in this study. The proportions of governments 

using IS Funds were found to be significant in both reviews 

(78% and 73%, respectively). The IS Fund activity level—in 

terms of both absolute size and relative rank—was high in 

many governments. Further, there is evidence that the use 

of IS Funds is increasing. The significant and increasing 

use of IS Funds provides strong indications that the 

advantages of this fund type are recognized in practice. 
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Empirical Research Support 

Several empirical research findings support the use of 

IS Funds. Overall, about 80% of the research respondents 

considered IS Funds to be an important component of 

governmental fund structure. The GASB indicated that a 75% 

agreement rate of the respondents to the Discussion 

Memorandum and Exposure Draft as one reason that it 

eliminated Special Assessment Funds from the reporting model 

[GASB, Statement 6, par. 36]. If the preference of 

respondents carries significant weight in a similar decision 

on IS Funds, it should be noted that 59% of the respondents 

to this study indicated that they would prefer to use IS 

Funds more often; 27% were indifferent; and only 14% of the 

respondents believed that IS Funds should be used less 

often. Further, data analysis results suggest that the 

management usefulness of IS Funds is generally recognized by 

the respondents. 

Standard Setting Issues 

Depending on the decision of whether IS Funds are 

eliminated or continued, one of two different sets of 

standard setting issues will need to be addressed. These 

issue sets are discussed separately in terms of (1) if IS 

Funds are eliminated, and (2) if IS Funds are continued. 
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Issues Related to Eliminating IS Funds 

If IS Funds were determined to be unnecessary and thus 

were eliminated from the current reporting model, two 

important standard setting issues would have to be 

addressed. These are; (1) How current IS Funds would be 

reclassified, and (2) How internal service cost information 

would be accumulated and reported. 

How Current IS Funds 
Would Be Reclassified 

GASB Statement 6 establishes the precedent of 

eliminating a fund type from the reporting model. However, 

the problems associated with eliminating IS Funds would be 

more complicated than those associated with eliminating 

Special Assessment Funds. Depending on the measurement 

emphasis of the activities being accounted for. Special 

Assessment Funds can easily be blended into "general 

government" or "proprietary" fund types. But if IS Fund 

activities were to be reclassified, not only would the fund 

structure be changed, but also the measurement basis 

probably would be altered. Meeting legal recjuirements is 

another concern. 

Measurement Focus 

The measurement focus of an IS Fund activity may or may 

not be changed by the elimination of the IS Fund type. 

Currently, the proprietary measurement focus is employed 

only in IS Funds, Enterprise Funds, and Nonexpendable Trust 
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Funds. Enterprise Funds are used when the primary customer 

base is external to the government, and the application of 

a Nonexpendable Trust Fund usually indicates the existence 

of a fiduciary relationship. Retaining the full accrual 

measurement focus while eliminating the IS Fund type 

suggests that the related activities would have to reported 

in either Enterprise Funds or Nonexpendable Trust Funds. In 

such cases, the current GAAP definition of either Enterprise 

Funds or Nonexpendable Trust Funds would need to be changed. 

On the other hand, to account for IS Fund activities in 

governmental funds and the account groups changes the 

measurement focus from economic resources flow (accrual 

basis) to expendable financial resources flow (modified 

accrual basis). This would be inconsistent with the 

conventional dual basis fund accounting logic—though that 

logic may be changed as a result of the current GASB 

measurement focus and basis of accounting agenda project. 

Effects of Legal Requirements 

Since most IS Funds are established by ordinance, the 

reclassification of IS Fund activities could be affected by 

legal concerns. Although the General Fund might be a 

logical alternative for accounting for internal service 

activities, many governments might reclassify these 

activities in a Special Revenue Fund or an Expendable Trust 

Fund to satisfy the ordinance requirement that a separate 

fund be used to account for such activities. More 
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complicated situations could arise should the law require 

that an IS Fund be used for these activities. The effects 

of legal requirements need to be carefully evaluated by the 

standard setting body and countered with appropriate 

standards and/or procedures. Otherwise, inconsistent 

practices and noncomparability associated with internal 

service activities could continue to cause inconsistencies 

and noncomparability in governmental accounting and 

financial reporting. 

Accumulation and Reporting of 
Costs and Other Information 

As previously discussed, internal business-type 

activities have implications for the assessment of the 

economy, efficiency, and effectiveness of a government— 

which might be achieved through interperiod and 

intergovernmental comparisons. Such assessments would 

recjuire information on activity description, amount of 

financial resources and fixed assets dedicated, and detailed 

cost of service data. However, the reviews of municipal 

annual financial reports indicated that, even with a 

separate IS Fund type, such information is highly aggregated 

and its analysis and comparison are difficult. This could 

be further aggravated if current IS Fund activities were 

accounted for and reported in the governmental funds and 

account groups. The funds flow measurement focus makes cost 

accumulation difficult and cost reporting incomplete—e.g., 
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expenditures related to fixed assets are recorded at the 

time of procurement and the use and consumption of these 

assets in individual periods are not specifically accounted 

for. Indeed, it might be necessary to implement a separate 

cost accounting system. Otherwise, cost of service data 

would need to be built into the internal and external 

reporting systems to permit analysis of accountability, 

organizational performance, and interperiod ecjuity. 

Issues Related to Retaining IS Funds 

The standard setting body might conclude that the 

advantages of IS Funds outweigh their disadvantages. If so, 

the proprietary-based IS Fund type should be retained. 

Nevertheless, the known deficiencies of IS Funds need to be 

dealt with. Specific IS Fund objectives would need to be 

identified to guide the related research and standard 

setting efforts. Indeed, the unicjue characteristics of IS 

Funds warrant special attention and specific guidance in 

resolving problems in this area. 

As the name implies, IS Funds are internal and 

managerial oriented. This is strongly supported by the 

empirical research of this study, since the seven most 

important IS Fund establishment criteria identified are all 

cost and managerial related. Further, internal management 

concerns were identified by respondents as among the most 

influential factors in the use of IS Funds. Since IS Funds 

are the only fund type in the fund model with such internal 
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and managerial emphases, external user oriented reporting 

objectives seem inapplicable, or perhaps incompatible, with 

the exception of intergovernmental comparisons. 

The unicjueness of IS Funds may also be observed in 

their GAAP description. Governments are provided with an 

unrestricted discretionary choice to report an internal 

proprietary-type activity in either an IS Fund or in a 

governmental fund and the account groups. However, when IS 

Funds are used, rather than specifying how to disclose or 

how to report—as GAAP do with respect to the other fund 

types—the recjuired cost-reimbursement basis directs 

governments how to finance intragovernmental service 

activities that are accounted for in an these funds. 

Whereas this definition apparently was designed to deter 

accumulations of retained earnings or deficits, it may, in 

some cases, complicate the enforcement of GAAP—since GAAP 

are injected into what is otherwise a local, non-GAAP 

financing decision. 

In summary, the unicjue but complicated IS Fund problems 

recjuire that specific IS Fund objectives be identified. 

Further guidance is needed in the forms of an improved 

definition, criteria, and additional standards related to IS 

Funds. This is supported by empirical evidence, in that 

research respondents prefer further clarification of the IS 

Fund cost basis and would welcome more specific (but 

reasonable) standards. 
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At least five issues need to be considered in 

developing IS Fund objectives and guidelines: (1) activity 

specification, (2) basic criteria, (3) cost measurement, (4) 

cost basis, and (5) accounting and reporting requirements. 

The first two issues are mainly related to IS Fund 

establishment, and the others are primarily pertinent to IS 

Fund application. The order of presentation does not imply 

the relative importance of these issues, but it suggests a 

possible order of their consideration. 

Activity Specification 

Current GAAP provide only a description, rather than a 

definition, of IS Funds. As discussed earlier, the GAAP 

description of IS Funds describes how an activity should be 

financed—if it is included in the IS Fund type—but not 

what activities ought to be accounted for in IS Funds. 

Consecjuently, inconsistent and inappropriate practices have 

resulted. Clearly a specific, enforceable definition of IS 

Funds is needed. The level of specificity of such a 

definition is a major issue. 

Specifying particular types of activities—such as 

self-insurance functions—to be included in a fund type 

implies standardization. This could be an effective way to 

reduce inconsistency and noncomparability. However, since 

state and local governments are involved in a myriad of 

different types of internal service activities, 

standardization could introduce unnecessary inflexibility 
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and complexity into the accounting and reporting systems of 

governments. 

Specifying definite exclusions is another possible 

approach. GAAP have set a precedent in the past by 

excluding funds for clearing purposes from IS Funds. 

Further, defining or exemplifying exclusions could assist in 

determining which activities are inappropriate to be 

accounted for in IS Funds—in the sense of preventing 

abuses—especially if basic criteria for establishing IS 

Funds also are identified. 

Basic Criteria 

Specifying activity type inclusions or exclusions might 

discourage inappropriate use of IS Funds, but it would not 

encourage or direct positive applications of IS Funds. 

Basic criteria for establishing IS Funds need to be 

identified. Indeed, the determination of such criteria is 

extremely important. 

Sound basic criteria would provide the management or 

governing body of a government with the impetus for fund 

adoption as well as a basis for discussing and evaluating 

proposals for new IS Funds. Thus, basic criteria outlined 

in an IS Fund definition, when authoritatively established, 

could have an important impact on practices. 

The exchange relationship indicated in GASBCS 1 as 

necessary for business-type activities might need to be 

reevaluated and more specifically interpreted if it remains 
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a basic criterion for IS Funds. The "quasi-external 

transaction" concept suggests that the servicing and 

remitting activities between an IS Fund and its customers 

should be arm's-length transactions. But it could be argued 

that a captive market exists when all user departments are 

recjuired to purchase the necessary goods and services from 

an internal service department, and thus an IS Fund should 

not be used—since no arm's-length relationships exist. 

This logic, if taken to an extreme, would eliminate internal 

proprietary accounting in governments. Assuming that most 

governments would benefit from using IS Funds, an 

operational interpretation of exchange relationships in 

internal service activities should be included in the IS 

Fund definition. 

Specific criteria outlining the characteristics and 

purposes of IS Fund activities might be needed. Such 

criteria should provide governments with further guidance in 

using IS Funds. Fifteen possible IS Fund establishment 

"criteria," as documented in the literature or supported by 

field study findings, were analyzed in this research. Seven 

were considered more important than the others by expert 

professionals. Cost allocation was identified as the most 

significant reason for establishing IS Funds. Other 

important concerns include the self-sustaining nature of 

activity, cost consciousness promotion, performance 

evaluation, cost control, cost reduction, and better cost 
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accounting records. In addition, the general opinions of 

respondents on IS Funds were found to be influenced by six 

distinct factors; internal management concerns, standards 

and definition, budgetary concerns, demographics, 

depreciation allocation, and restriction and control 

concerns. These findings do not constitute an exhaustive 

list of IS Fund criteria and concerns, but should be useful 

as a research basis or reference in the evaluation of 

criteria to be included in the GAAP definition. 

Cost Measurement 

GASBCS 1 states that financial statement users need to 

know the costs of operating the business-type activities 

[GASB, GASBCS 1, par. 46]. However, the definition of 

"cost" is a major issue. NCGACS 1 indicates that the 

different uses of information may recjuire different 

measurement concepts [NCGA, NCGACS 1, par. 62]. At least 

four possible alternatives could be considered in IS Fund 

activities; historical cost, replacement cost, general 

price level adjusted cost, and actuarial cost. 

Historical Cost 

Traditionally, historical cost has been the basis used 

in accounting and financial reporting. It provides the most 

objective information since it is based on the recognition 

of the effects of actual transactions. This basis is useful 

in evaluating current service performance and financial 
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condition. However, due to its instability over time— 

caused by inflation or other factors—historical cost often 

does not provide the necessary information for assessing an 

entity's ability to continue its services in future periods. 

Both SFAC 4 and GASBCS 1 include assessment of an entity's 

ability to continue its services as a major objective. 

Replacement Cost 

The replacement cost concept may be more suitable than 

historical cost for assessing the potential for continuing 

future services. Its proponents argue that costs recognized 

should ecjual the loss of productivity, or the net resource 

outflow that will be necessary to maintain assets in their 

ecjuivalent conditions before services were provided. Many 

governments might have considered the replacement cost 

measurement—directly or implicitly—by including surcharges 

in user fees to ensure that sufficient resources would be 

available for replacement of exhaustible operating assets. 

This cost measurement is subject to criticisms of 

objectivity, however, and is also prone to manipulation. 

Moreover, the replacement values of many IS Fund assets— 

such as computer and communication ecjuipment—have been 

decreasing rather than increasing. 

General Price Level 
Adjusted Cost 

General price level adjusted cost might be a compromise 

in some cases. The adjustments are objectively determined 
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by using the publicly available—and verifiable—general 

price level index as the basis. However, the availability 

of such an index is subject to a waiting period, as ex post 

analysis of general price changes must be performed before 

the index can be published. Using this cost measurement, an 

IS Fund might not be reimbursed for incurred expenses for a 

long period. This also might cause timing differences in 

recording related expenditures in governmental funds 

financing user departments. Although a predetermined rate 

could be used, budgetary control in the IS Funds as well as 

user departments would be difficult in periods with high 

price fluctuations. Further, general price level current 

cost accounting has to date been accepted only as 

supplementary to—but not as a replacement of—historical 

cost information. Finally, it is often criticized that 

price fluctuation on specific items might be very different 

from the general price level changes—such as in the cases 

of computer and communication ecjuipment. 

Actuarial Cost 

Actuarial cost needs to be considered as a possible 

measurement. The majority of research respondents (80.9%) 

in the empirical study indicated their preference for using 

prospective liability estimates—which need to be 

actuarially determined—in self-insurance IS Funds. 

Actuarial methods could be used to objectively 

determine the cost of providing self-insurance coverage 
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through an IS Fund to other programs and funds. Further, 

using actuarial cost enables governments and report users to 

assess the government's ability to meet its future 

obligations as well as its future cash flow and financial 

condition—important objectives included in all three 

concepts statements. Nevertheless, the applicability of 

actuarial cost measurement may be limited to self-insurance 

related IS Funds, and the adoption of actuarial cost might 

entail the use of multiple cost measurements. 

The use of actuarial cost in self-insurance IS Funds 

might improve their comparability with other insurance 

funds. However, inconsistency and noncomparability of self-

insurance IS Funds to other IS Funds would remain as 

problems. 

Cost Basis 

Whether the current "cost-reimbursement basis" is 

appropriate for IS Funds is an important issue. As 

indicated earlier, the cost-reimbursement basis seems to be 

as much a financing standard as a reporting or accounting 

standard. While the intent might be to do away with some of 

the IS Fund abuses, this intent could be accomplished 

through activity specification and criteria identification. 

What constitutes reimbursable costs also is a problem 

in practice. Whereas some suggest that subsidies can be 

provided from other sources—e.g., the General Fund—others 

suggest that the full costs of the IS Fund activity be 
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Charged to, and only to, the user departments. This 

interpretation makes sense in that only direct beneficiaries 

of the services pay for the cost. However, this 

interpretation, when compounded with a captive market that 

often exists in governments using IS Funds, could limit the 

benefits of using accrual accounting methods and discourage 

efficient management. For example, a data processing IS 

Fund manager with excess capacity may not be very 

enthusiastic in maximizing the usage of the facilities if in 

either case the total cost will be allocated and reimbursed. 

In this circumstance, a temporary subsidy from the General 

Fund with a specified phase-out period would provide the IS 

Fund manager with impetus and time to expand facility 

utilization. 

Although the cost reimbursement basis precludes 

accumulations of retained earnings, most research 

respondents indicated a preference for building up retained 

earnings for replacement or self-insurance purposes. The 

reviews of municipal annual financial reports also found 

that large ecjuity deviations—accumulations of surpluses or 

deficits—are common phenomena among some cities. For 

instance, the second review of municipal financial reports 

found 120 cities reported IS Funds. Eighty-two (68%) 

reported accumulated retained earnings or deficits of more 

than $1 million. Twenty-nine cities (24%) had equity 

deviations exceeding $10 million. If the GASB considers 
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these practices acceptable, other definitions and bases 

should be considered. 

Accounting and Reporting 
Recruirements 

The inconsistency of IS Fund applications and the 

resulting noncomparability of municipal financial reports 

substantiate the issue of reporting and disclosure 

recjuirements. A significant number of reporting 

recjuirements are related to Enterprise Funds—the external 

counterpart of IS Funds—and other restricted funds. 

However, very little is required for IS Fund reporting. 

While IS Funds usually are not considered "restricted" 

by nature, the significant reserves accumulated in most 

replacement funds and self-insurance IS Funds warrant 

attention. For instance, seventy-three of the 120 cities 

(58%) reporting IS Funds—as found in the second review of 

municipal annual financial reports—have IS Fund retained 

earnings of more than $1 million. Further, although no 

definitive evidence could be accjuired, some governments 

have been said to use IS Funds to play "fiscal games"—e.g., 

hiding excess financial resources in IS Funds and 

transferring them back to other funds when needed. 

While many of these problems could be eliminated by 

settling the four previously discussed issues—activity 

specification, basic criteria, cost measurement, and cost 

basis—the determination of an appropriate level of IS Fund 
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reporting and compatible disclosure requirements is 

warranted. This could stimulate better accounting practices 

and ensure availability of information for comparison and 

evaluation purposes—which are major objectives listed in 

both SFAC 4 and NCGACS 1. As discussed earlier, information 

such as activity description, amount of financial resources 

and fixed assets dedicated, and detailed cost of service 

data would be necessary for comparison and control purposes. 

The objectives and guidelines developed also should 

encourage the maintenance of a competent accounting system 

to accumulate and communicate such information. 

Accordingly, both accounting standards and internal 

reporting guidelines might be needed as well as external 

reporting guidelines. 

Additional Considerations 

Two additional considerations are important in the 

process of resolving IS Fund problems. These are cost-

benefit analysis and internal/external emphasis. 

Cost-Benefit Analysis 

Respondents to the GASB reporting objectives Exposure 

Draft were concerned with the possibility that high costs 

could be expected in satisfying some objectives; and the 

GASB has indicated that it will place significant emphasis 

on cost-benefit analysis in developing specific standards 

[GASB, 1987, pp 1-3]. Given that significant use of IS 
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Funds is common in governments, any change that might impact 

current practices should be carefully evaluated before it is 

implemented. This consideration would be extremely 

important in the IS Fund standard setting efforts. 

Internal/External Emphasis 

With the exception of intergovernmental comparison 

potential, IS Funds appear to be more useful in internal 

accounting and reporting than in external reporting. Both 

the literature research and the empirical study indicate 

that IS Funds are helpful in cost accounting, cost control, 

performance evaluation, and many other managerial functions. 

Their significance in external reporting is limited, 

however. Thus, the need for IS Funds may be greater from an 

internal perspective than an external perspective. The 

recent standard setting focus in the public sector— 

including that of the GASB—has been on external financial 

reporting. However, the importance of internal accounting 

and reporting should not be overlooked, especially in the 

case of IS Funds. Thus, the consideration of IS Fund issues 

should emphasize both internal and external evaluations. 

Other Possibilities 

While the discussions of the future of IS Funds were 

built around the central issue that IS Funds would either be 

continued or eliminated, other approaches might be possible. 

For instance, it is possible that IS Funds could be 



167 

maintained for internal accounting and reporting purposes, 

and only aggregated netted information—i.e., net results 

after offsetting revenues with expenses—be provided in 

external reports. The viability and feasibility of such 

approaches can be determined only after extensive research 

and careful evaluations, however. 

Summary 

Important IS Fund issues for future research and 

standard setting consideration are suggested in this 

chapter. Accounting and reporting objectives developed by 

the standard setting bodies are first summarized since they 

provide the conceptual background and the basis for 

discussions. 

A hierarchy of IS Fund issues is developed. The 

pervasive issue is whether IS Funds are needed in the fund 

accounting and reporting model. Both arguments against and 

support for the fund type are discussed. If IS Funds were 

to be eliminated, the reclassification of current IS Fund 

activities and the accumulation and reporting of cost 

information would be major issues. Should IS Funds be 

retained, specific IS Fund objectives and guidance would 

need to be developed in order to realize their full benefits 

and remove the current deficiencies of IS Funds. Five 

standard setting issues would need to be considered if IS 

Funds are retained: activity specification, basic criteria. 
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cost measurement, cost basis, and accounting and reporting 

requirements. 

The evaluations of IS Fund issues need to consider the 

cost-benefit principle. Further, the examination of issues 

should consider both internal and external perspectives. 

The possibilities of other approaches should also be 

considered and evaluated. 



CHAPTER VI 

SUMMARY AND RECOMMENDATIONS 

This chapter concludes this study of basic Internal 

Service (IS) Fund criteria, standards, and issues. This 

chapter is divided into four sections: (1) a summary of the 

study, (2) recommendations to the Governmental Accounting 

Standards Board (GASB), (3) limitations of the study, and 

(4) conclusions. 

Summary of the Study 

IS Fund practice is diverse. Many activities are being 

accounted for inconsistently—some in IS Funds, others in 

various governmental funds and account groups—which 

complicates the distinct categorization of IS Funds. The 

inconsistency in the use of IS Funds precludes interperiod 

and intergovernmental comparisons. While such comparisons 

are important for performance evaluation within and between 

governmental entities, their validity is currently 

cjuestionable. Further, the lack of definitive standards 

provides loopholes for inappropriate IS Fund applications 

and procedures and permits manipulations. 

The accounting literature on IS Funds is very limited. 

Early contributions were made primarily by individual 

authors. Standard setting bodies have thus far provided 

only minimum descriptions of—rather than definitive 

standards for—IS Funds. 
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One major purpose of the study was to derive basic 

criteria related to the establishment of IS Funds through 

analysis of the perception of possible considerations by 

expert professionals. Fifteen considerations relating to IS 

Fund establishment were gathered from field interviews and 

the literature review. These considerations were ranked by 

the research respondents, and the analysis of the responses 

indicated that seven of these considerations were weighted 

as more important than the others in the research 

respondents' decision-making processes. Listed in 

descending rank order, they are: 

(1) Use of ISFs helps allocate the cost of providing 

services within the governmental entity—such as 

material, labor, and overhead—among user departments. 

(2) An "internal" service activity that is self-sustaining 

in nature and is significant to the governmental unit 

should be accounted for separately as an ISF. 

(3) Since each department is charged for its usage, ISFs 

promote cost consciousness, by individual departments 

and by other personnel, in utilizing internal services. 

(4) Using proprietary accounting methods—as in 

ISFs—enables better evaluation of management 

performance than is otherwise possible. 

(5) An ISF facilitates control over the cost of providing 

internal services. 
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(6) Centralizing common internal activities in ISFs promotes 

economy and cost reduction. 

(7) Use of ISFs provides better cost accounting records. 

The high importance ranking of these seven criteria is 

consistent with the literature suggestions that IS Funds are 

cost-oriented and have strong managerial implications in 

municipalities. 

Another research objective was to study whether the 

uses of IS Funds are perceived differently by standard 

setters and preparers. No significant disagreement in 

opinion was found between the two groups. This suggests 

that more specific IS Fund standards, if reasonable, could 

be promulgated with little expected resistance from the 

preparers. 

Several significant classification variables were found 

in the within group analysis of responses from preparers. 

Finance officers of cities with significant IS Fund 

activities provided favorable opinions in assessing the 

usefulness of this fund type, and were willing to explore 

other IS Fund applications. It also is indicated that an 

immediate removal of sustained IS Fund surpluses or deficits 

in cities—though unlikely to cause major resistance, based 

on another research finding—would probably receive 

relatively stronger opposition from some senior municipal 

finance officers. 
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Factor analysis extracted "internal management," 

"standards and definition," and "budgetary concern" as the 

three major factors underlying response patterns. The 

"allocation of depreciation" factor, together with the 

significance of the "cost allocation" criteria, suggested 

that charging depreciation and then allocating it among 

other funds was a major motivation for IS Fund uses. 

Several important IS Fund issues are identified in this 

study. The pervasive issue is whether IS Funds are needed 

in the fund model. Depending on the decision about the 

pervasive issue, one of two different sets of standard 

setting issues needs to be addressed. If IS Funds are 

eliminated, the reclassification of current IS Fund 

activities and the future accumulation and reporting of cost 

information would be major issues. On the other hand, 

retaining IS Funds in the fund accounting model would 

recjuire that specific objectives and authoritative guidance 

be developed to resolve current problems. Five issues would 

need to be considered: activity specification, basic 

criteria, cost measurement, cost basis, and accounting and 

reporting recjuirements. 

Recommendations to the GASB 

The use of IS Funds is increasing. The lack of 

definitive standards and guidance has led to a high degree 

of inconsistency in practice as well as inappropriate uses 

of IS Funds. The GASB should consider several issues—as 
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Fund guidance and that the expected resistance level to 

reasonable new standards should be low. Therefore, it is 

appropriate to initiate efforts to examine the purposes and 

objectives of—and standards for—IS Funds in state and 

local governments and in the fund model. 

Interim Action 

Since an IS Fund research project and the evaluation of 

the research results may take a year or more, the GASB 

should consider interim action to prevent aggravation of the 

current problems. A pilot study on selected topics--such as 

significant accumulations of retained earnings or deficits— 

would help determine the scope and extent of the main 

project. More importantly, a pilot study would signal a 

precaution against further abuses. In addition, some 

interim disclosure recjuirements could be useful in improving 

the information available currently on IS Fund practices. 

Limitations of the Study 

Self-Reported Data 

The use of a cjuestionnaire in the empirical phase of 

the study to collect data is subject to the inherent 

shortcomings of self-reported data. Misleading answers 

could have been given, intentionally or accidentally, by the 

respondents. Some preparer respondents might have been 

unwillingly assigned by their finance directors to reply, 

and may have filled out the instrument without serious 
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consideration. Cities that have been using IS Funds 

inappropriately might not have provided bona fide answers to 

all questions to avoid attracting attention, even though 

confidentiality was assured. In addition, budgetary 

officers and controllers could have answered the 

questionnaire from very different viewpoints. The 

researcher had no control over these and similar factors. 

Unknown Variables 

Although every effort was made to assure completeness 

of the study, important factors might have been overlooked— 

e.g., the effects of federal and state grants on IS Funds. 

Further, the demographics of standard setters were not 

specifically studied, because a great amount of categorical 

information would have been needed and the group size was 

relatively small. Variables in field studies such as this 

cannot be totally controlled. 

Limited Generalizability 

While the complete target groups—standard setters and 

preparers of cities with populations of 50,000 or more—were 

studied, smaller cities were not included in the research. 

Generalizability to small cities is therefore limited, as it 

is to states, counties, school districts, and other 

governmental units. 
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Conclusinng 

IS Funds are useful cost accounting and cost allocation 

mechanisms in financing and controlling internal 

governmental proprietary activities. These funds also have 

strong managerial implications. However, little has been 

done in the past to document the use of IS Funds or to 

provide a theoretical basis for their use. The resulting 

inconsistencies in practice no doubt impedes the optimal 

utilization of IS Funds as well as intergovernmental 

comparab i1ity. 

This study synthesizes concepts and rationales taken 

from previous literature, current practice, and expert 

opinions empirically collected to identify a group of 

important current IS Fund issues. It is hoped that the 

identification of these issues will be helpful to future 

research as well as to standard and guidance development in 

the IS Fund area. 

The GASB has devoted its attention almost solely to 

external financial reporting. The need for cjuality external 

reporting by governments is undisputable since information 

needed by external users often can be accjuired only through 

financial reports. However, the quality of information is 

assured by adecjuate accounting systems and competent 

management, and IS Funds relate primarily to internal 

management and reporting. The need for cjuality, comparable 

information on internal service activities is reflected in 



SELECTED BIBLIOGRAPHY 

^^""AnH^^^^^^ci"^? °^ Certified Public Accountants (AICPA) , 
tTvL !. ^ ^ ^ ''"'̂  ̂ '"̂ ^̂  Cnv^r-n^on^.i n.^^. New York: A±CPA, 1974. 

, Audits of State and Lon̂ il Governrnfintal Units. Revised 
Edition, New York: AICPA, 1986. 

Anthony, Robert N., "Games Government Accountants Play," 
^Qr^?oo Business RevJPw, September-October 1985, pp. 
389-398• 

Armstrong, Scott J. and Terry S. Overton, "Estimating 
Nonresponse Bias in Mail Survey," Journal of Marketing 
Research, August 1977, pp. 396-402. 

Bakstrom, Charles H. and Gerald Hush-C6sar, Survey Research. 
2nd Edition, John Wiley & Sons, 1981. 

Belkaoui, Ahmed, Accounting Theory^ Harcourt Brace 
Jovanovich, Inc., 1981. 

Brunner, Allen G. and Stephen J. Carroll, Jr., "The Effect 
of Prior Notification on the Refusal Rate in Fixed 
Address Surveys," Journal of Advertising Research. March 
1969, pp. 42-44. 

Bureau of Municipal Research, Handbook of Municipal 
Accounting, New York: D. Appleton and Company, 1913. 

Campbell, Donald T. and Julian C. Stanley, Experimental and 
Quasi-Experimental Designs for Research. Houghton 
Mifflin Company, 1963. 

Child, D., The Essential of Factor Analysis. New York: Holt, 
Rinehart and Winston, Inc., 1970. 

Coleman, Jack W., "Working Capital Funds: Theory and 
Practice," Municipal Finance. February 1968, pp. 130-
138. 

Drebin, Allan R., "Governmental Vs. Commercial Accounting: 
The Issues," Governmental Finance. November 1979, pp. 3-
8. 

Drebin, Allan R., James L. Chan, and Lorna C. Furguson, 
Objectives of Accounting and Financial Reporting for 
Governmental Units: A Research Study. Volume II, NCGA 
Research Study, Chicago: NCGA, 1981. 

178 



179 

Eggleston, Dewitt Carl, Municipal Accounting, New York: The 
Ronald Press Company, 1914. 

Emory, C. William, Business Research Methods. Revised 
Edition, Richard D. Irwin, Inc., 1980. 

Financpial Accounting Standards Board (FASB) , Objectives of 
Financial Reporting by Nonbusiness Organizations. FASB 
Statement of Financial Accounting Concepts No. 4, 
Stamford: FASB, 1980. 

Freeman, Robert J., Governmental Accounting & Financial 
Reporting—Text & Illustrations. Center for Professional 
Development, Texas Tech University, 1986. 

Governmental Accounting Standards Board (GASB), Accounting 
and Financial Reporting for Special Assessments. GASB 
Statement 6, Stamford: GASB, April 1987. 

, Action Reports. Stamford: GASB, April 1987. 

, An Analysis of Issues Related to Measurement Focus 
and Bases of Accounting—Governmental Funds, Discussion 
Memorandum, Stamford: GASB, 1985-

_, Authoritative Status of NCGA Pronouncements and AICPA 
Industry Audit Guide. GASB Statement 1, Stamford: GASB, 
July 1984. 

_, Objectives of Financial Reporting, Statement of 
Governmental Accounting Concepts No. 1, Stamford: GASB, 
1987. 

GASB and Governmental Finance Officers Association, 
Codification of Governmental Accounting and Financial 
Reporting Standards, as of November 1. 1984, 1985. 

Green, Paul E. and Donald S. Tull, Research for Marketing 
Decisions. Englewood Cliffs; Prentice-Hall, Inc., 1975 

Hair, Joseph F. et al.. Multivariate Data Analysis, New 
York: McMillan, 1984. 

Hay, Leon E., Accounting for Governmental and Nonprofit 
Entities. 7th Edition, Richard D. Irwin, Inc., 1985. 

Holder, William W., A Study of Selected Concepts for 
Government Financial Accounting and Reporting, NCGA 
Research Report, Chicago: NCGA, 1980-



180 

Johnson, R. A. and D. W. Wickern, Applied Multivariate 
Statistical Analysis^ Englewood Cliffs: Prentice-Hall, 
Inc.,1982. 

Kanuk, Leslie and Conrad Berenson, "Mail Surveys and 
Response Rates: A Literature Review," Journal of 
Marketing Research, November 1975, pp. 440-453. 

Kerlinger, Fred N., Foundations of Behavioral Research. 2nd 
Edition, Rinehart and Wiston, Inc., 1973. 

Lynn, Edward S. and Robert J. Freeman, Fund Accounting: 
Theory and Practice. 2nd Edition, Englewood Cliffs: 
Prentice-Hall, 1983. 

Merton, Robert K., On Theoretical Sociology; Five Essays. 
Old and New. New York: McMillan, 1967. 

Moreland, Michael C, "Misuse of Internal Service Funds," 
Outlook, V. 50, June 1982, p. 73. 

Morey, Lloyd, Introduction to Governmental Accounting. New 
York; John Wiley and Sons, Inc., 1927. 

, "Trend in Governmental Accounting," The Accounting 
Review, July 1948, pp. 227-234. 

Most, Kenneth S., Accounting Theory, 2nd Edition, Grid 
Publishing, Inc. 1982. 

Municipal Finance Officers Association of the United States, 
and Canada (MFOA), Accounting for Government-Owned Motor 
Equipment, Accounting Bulletin No. 6, Chicago: MFOA, 
1940. 

, Accounting for Governmental Supplies, Chicago: MFOA, 
1940. 

National Committee on Municipal Accounting (NCMA), Municipal 
Accounting Statements. NCMA Bulletin No. 12, Chicago: 
NCMA, 1941. 

, Municipal Funds and Their Balance Sheets. 2nd 
Edition, NCMA Bulletin No. 5, Chicago: NCMA, 1937. 

National Committee on Governmental Accounting (NCGA), 
Governmental Accounting. Auditing and Financial 
Reporting. Chicago: NCGA, 1968. 

/ Municipal Accounting and Auditing. Chicago: NCGA, 
1951. 



181 

National Council on Governmental Accounting (NCGA), 
Governmental Accounting and Financial Reporting 
Principles. NCGA Statement 1, Chicago: NCGA, 1979. 

/ Objectives ot Governmental Accounting and Reporting. 
NCGA Concepts Statement 1, Chicago: NCGA, 1982. 

Oakey, Francis, Principles of Governmental Accounting and 
Reporting. New York: D. Appleton-Century Company, 1921. 

Ognibene, Peter, "Correcting Nonresponse Bias in Mail 
Questionnaire," Journal of Marketing Research. May 1971, 
pp. 233-235. 

Otley, David T., "Budget Use and Managerial Performance," 
Journal of Accounting Research. Spring 1978, pp. 
122-149. 

Scott, Christopher, "Research on Mail Surveys," Journal of 
the Royal Statistical Society, 124, Series A, Part 2, 
1961, pp. 143-191. 

Shoulders, Craig D., Criteria for Identifying the Municipal 
Organizational Reporting Entity. DBA Dissertation, Texas 
Tech University, 1982. 

Special Committee on Governmental Accounting, American 
Institute of Accountants (AIA), Accounts of Governmental 
Bodies, Houston: AIA, October 15, 193 5. 

Statistical Analysis System (SAS) Institute, Inc., SAS 
User^s Guide: Statistics, Gary: SAS Institute, Inc., 
1982. 

Statistical Package for Social Sciences (SPSS), Inc., SPSS 
User^s Guide, Chicago: SPSS, Inc., 1975. 

U.S., Department of Commerce, Bureau of the Census, Census 
of Population 1980. 

, Department of Health and Human Services, Office of 
Inspector General of Audit, Accumulateci Surplus on 
California Internal Service Funds, Audit Control No. 
50451-09, 1985. 

Van Daniker, Relmond P. and C. Richard Aldridge, "Financial 
Reporting for Pension Plans of Governmental Entities," 
The Government Accountants Journal, Winter 1984-1985, 
pp. 13-22. 



182 

Wallace, David, "Mail Questionnaire Can Produce Good Sample 
of Homogeneous Groups," Journal of Marketing. December 
1947, pp. 53-60. 

Webb, Eugene, et al., Nonreactive Measures in the Social 
Sciences. Boston: Houghton Mifflin, 1981. 

Willits, Stephen D., Public Employee Retirement System 
Reporting: A Study of User Information Processing 
Ability, Ph.D. Dissertation, Texas Tech University, 
1986. 

Winer, B. J., Statistical Analysis in Experimental Design, 
2nd Edition, Mcgraw-Hill, 1971. 



APPENDIX: RESEARCH QUESTIONNAIRE PACKET 

183 



184 

Texas Tech University 
f lut ioctt Adminittrj 
.ubboct, TcsM 79409 

April 21,1986 

Coll«f« oi lu t ioMt Adminittralion 
Boi 4 U 0 / l u b b o d i , TCSM 79409-4120 

Dear Selected Research Participant: 

The use of Inienial Service Funds (ISFs) by municipalities has increased significantly in recent 
years. However, little guidance for such use is provided by the generally accepted accounting 
principles applicable to governmental units. As a consequence, current ISF practices vary 
widely. 

I am conducting a research project studying what "factors" or "considerations" are usually the 
main concerns for using or not using ISFs. Also, I am interested in determining how suitable 
current standards are in providing guidance for ISF accounting and financial reporting. Expert 
opinions are needed in such a project to produce reliable and useful results. Thus, I would 
appreciate your assistance in this study. The Governmental Accounting Standards Board 
(GASB) is also interested in this project and recommends your participation (see attached letter 
from the GASB). 

Regardless of whether you have had direct experience with ISFs, I will appreciate your 
completing the attached questionnaire and returning it in the reply envelope as soon as possible. 
Your personal completion of the questionnaire is preferred. However, if you are a city finance 
director and you believe that another senior financial staff member in your government could 
better respond to this subject matter, you may designate him or her to respond instead. You are 
assured of complete confidentiality as only summarized information will be prepared from the 
responses. (The control number below is to ensure that respondents will not receive a second 
request and will be mailed a summary of the research results.) 

If you have any questions regarding this project, please contact me at (806) 742-2198. Tharik 
you for your assistance. 

>incereiy, 

Stanley Y. Ouiff ^ 

Control Number 

"An tqutl OpponunHy/AHirmttlv* Action InUHulion" 
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Parti - ISF Coiui<l«ratloiu. 

Luied below „z 13 eoMid««iooi (C1-C15) (hat may be rekvaot lo the deciiioo of eaubliihing loiemal Strv« Fund. (ISFi) in t 
govemmental couiy. Ple«e iadicaie-by cJrdlat the nuHiber-how UnportaDl ffluJsljm each coniKleriUoo l i m k U s m 
detemuung whether an ISF needs lo be efUbU*h«d. NoU: ISF(i) . InUrnal Service Fund(i) 

The Kale for rating thejjnBflBanCtiC2£Lof conjiderationi luied below is defioed u foUowi 
Should OCXS impact Should always imfMct Never 
ihedecifioo the dccUioo Ancwer Example: 

I l _ I 

Alwiys 
I 1 _ I 

1 2 3 4 5 (6) 7 
l _ l _ l _ L 

J I I I I 
1 2 3 4 5 6 7 

Please ciisJf the appropriate Importaace Level numhrr 

CI. U K of ISFs imnnthei the fluf turtinn of «m>u«i hu.̂ yff| of the goveremcat-particalarly for 
capital repiacemeoL 

C2. Aa "intenial" service activity that is ielf-»uitainm» in n.mn; «nd is iignincim m the 
govenuBeatal unit should be accouoled for leptnMely as an ISF. 

C3. Using proprietary affownfing mcthods-as in ISFs-enables bener evaluation of rmn.yrnvni 
prrfnrm«Tir̂  than if Otherwise possible. 

C4. Since each department is charged for its usage, ISFs pmtmte rnst consciousness by individual 
department heads, and by other personnel, in utilizing inlemal services. 

C5. Centralizing common intenial activities in ISFs pfnmnt« rconomv ind cost reduction 

C6. Use of ISFs orovides useful information for 'make or buy * decisions or 'buy or leue' 
decisioos. 

C7. Setting up a centralized service center as an ISF results in mnrr ̂ ffrrtivg maniyrnvni 
e^., more timdy response to individual departments' needs. 

C8. An 'in-hottae* service department-inch u a motor pool-provides better services than 
do outside contractors. 

C9. An ISF facilitates control over the en<t of providing inlemal services. 

CIO. U K of ISFs helns sllocate the costs of providing lervicci within the govemmenlal 
entity—such as maieriali, labor, and ovcriiead-among user departments. 

Cl l . Some activities hv <vfinition should beclaaiTied u ISFs, e4., dau processiiig. motor 
poob. 

CI2. Use of ISFs imonlhM the varijtjon in individual deoartmenUl pivments for tnternal 
services tfuilot fw yur. 

r]-\ llti.nfKg.p««A>.h..tWr/^t^/-iM.nlinyt«inrd» 

C14. The coat of providing ourenl internal govcmmeatal services should be accounted for ID 
ISFs and approprialely renecied in the current t u levy so that future taipavers will not 
'""C Ifl PIT fnr ttr " ^ of services fendered la current UXPivtn. 

r i S llir of I.SFi c|«ririri who for whirh deparlmpnO ii reinontible for s specific function. 
e.g., material pvrchatcs, equipment maintenance. 

Importance Level 
Never Always 

I l_j__l 1 1 
1 2 3 3 6 

1 2 3 4 5 6 

L_l_J_l_l_l_i 
1 2 3 4 5 6 

I I I I I L 
1 2 3 4 5 6 

I I I I l _ L 
1 2 3 4 5 6 

J _ l _ l _ l _ l 
1 2 3 4 5 6 

1 2 3 4 5 6 

l_L_l_l_l_L 
1 2 3 4 5 6 

5 6 I 2 3 

1 2 3 3 6 

1_1_I_I_1_L 
1 2 3 4 3 6 

l_l_L. I_L_L 
1 2 3 4 3 6 

l_L_l_l_L_L 
1 2 3 4 5 6 

L_L_l_l_l_l_l 
1 2 3 4 5 6 

I I I I l_ 
2 3 4 5 6 
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Part I I . Importance Ranking. 

Please rank the 3 most important coosideratioas from the list in part I in order of decrgMiny imporunce in the uble below If you 
consider two or more considerations to be equally important, please still select the 5 most important ones, but disregard the ranks 
provided in the rank column and assign their ranks accordingly in ihg rrnnlr column (Equilly important coniidenuoos should then 
be assigned the same rank. For example, if there are two considerations tied at 2nd place, the rank order will be I -2-2-4-5 ) 

Rank I rnntidmlinn 

_L 

A. 

.RaioL 
Most Important 

Part in • ISF Applkntiom. 
Please base your response lo questions in this part on this scale: (Please CIRCLE the appropriate number) 

Strongly Strongly 
[>isagree Agree 

] I I I I I I 
1 2 3 4 3 6 7 

PLEASE ANSWER THE FIRST NITVE QUESTIONS WTTHQlfT ANY CONSIDERATION OF SELF-INSURANCE FUNCITONS. 
(Sclf-iiuurmce functions are addressed separately in question 10.) 

Strongly Strongly 
Disagree Agree 

1. The ^cost-rcimburscmcnl' basis currently prescribed by generally accepted accounting | | ) | | | | 
principles (GAAP) for determining ISF user charges is a satisfactory basis. 1 2 3 4 5 6 7 

2. The 'cost-rciffiburscment' basis for ISFs needs no further clariTication as lo which cost 
dennition—full cost, standard cost, etc.-should be used. 

2a. Please describe the cost basis used by your government for ISF rale deierminatioo (if applicable): 

L _ L _ I _ I _ I _ I _ I 
1 2 3 4 5 6 7 

2b. Please indicate, if different from 2a, the ISF cost basis jfQu prefer 

3. Deprecutioo of aU ISF assets, regardless of whether they are to be replaced through ISFs, 
should be accounted for in ISFs and included in ISF user charges. 

4. Since ISFs are operated on a "coit-rcimbunemenr basis. large openling transfers to other funds 
should not be aUowed without legislative approval. 

5. Depreciation of asseU in ISFs must be funded-cash or other asseU need lo be set aside as 
a special "reserve for fixed asseU replacemeat* 

6. Large retained earnings balances should not be accomnlaled in ISPs. 

7. Material deficiu in ISFs-and whether and how such defidU are to be m«)e oj^shwild be 
dijckMod in the notes to the flnancial statements. 

I. The ISF is an impoitaot component of the govenunental fund structure. 

9. Are yo« aware o( any current or recent ioappropriale uses of ISFs-such u overcharging externally 
restricted fund«-by state or local govemmeoU? Ye« No 

9a. If your answer to 9 is yes, do you consider misuses of ISFs to be a serious matter? Yei 
Comments: 

1 1 1 1 
1 2 3 4 

l i l t 
1 2 3 4 

1 1 1 1 
1 2 3 4 

i l l ! 
1 2 3 4 

1 2 3 4 

1 1 1 
1 2 3 4 

1 
5 

1 
3 

1 
3 

1 
1 5 

1 3̂ 

1 
I 5 

1 1 
6 7 

1 1 
6 7 

1 1 
6 7 

1 1 
6 7 

_l_J 
6 7 

1 1 
6 7 

No 
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Pan m - ISF AppHcatfoM (coatlMad). 
10. If you believe that self-insurance acUvities should be accounted for in ISFs, please check yes and conUoue lo 10a and I Ob. 

If not, please check no and go to 10c. 

10*. The user charges for self-insurance funds should include only incurred liabilities-no 
allowance for future liabilities should be included. 

10b. Fund balances should be allowed to accumulate in self-insurance funds to prepare for 
the "rainy days.' 
PLEASE GO TO PART IV. 

Strongly Strongly 
Disagree Agree 

L _ l _ l _ i _ l _ ( _ l 
I 2 3 4 5 6 7 

I I I I I I I 
1 2 3 4 5 6 7 

lOc. Self-iiuurance functions shouU QQI be accounted for in ISFs, but in (please check the appropriate box[es)): 
Generil Fund Special Revenue Fund Expendable Trust Fund Nonexpendable Trust Fund 
AgeiKy Fund 

Please briefly explain your reaaon(s) below: 

Part IV • General Oplntoo. 
Please circle an appropriate number, on the 7-point acale provided below, to indicate your opinion regarding the use of ISFs. 

As rarely as pouible 
Generally, I consider ISFs shoukl be used: ] L 

1 
Comments: 

As much as possible 

Part V - Demographics. 
Please provide the following information: 
I. How many years of govenunental accounting experience do you have? 

less than 3 years 3 to 10 yean more than 10 yean 

2. How many yean of experience with ISFs do you have? 
none less than 3 yean 5 to 10 yean 

3. Overall, how ooofident are you about your asswen to this questionnaire? 
not at all conftdent not very confident fairly confident 

more than 10 yean 

quite coofidcot 

4. If you are a muiicipal financial officer, pleaie compkle UK foUowiag: 
4a. What is the ifptouaute population of your city (not metropoliun area)? 

lea* Uian lOOlOOO 100,000 - 250,000 250.000 - 500.000 

4b. How many ISFs do you corrently maintain? 
1 2 3 4 5 BnelhanS 

over 500,000 

4c. What ii the laost invoitant reason for your govcmmeat's deciskm to use or to not use ISFs? 
legislativt decision, custom administrative decision ôther, please specify_ 

4d. What is your govemment's most^ikdy Aiture plan icsardiag the use of ISFs? 
reduce the ue maintain UK aurent level of use expand the use 

4e. Do you consider the size of the ISFs to be material in your government? Yes No 

extremely confident 

Part VI • ConoMBts and Suggcstlou. 
Please indicate any comments or suggcstioas th« you may wish to offer regardiog ISF usage, accounting, and reportmg. 
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0«ar Research Respondent: 

The use of Internal Service (IS) Funds by municipalities has 
increased In recent years. However, little research has been 
directed to identifying and understanding the considerations that 
are of iMst concern in establishing IS Funds or in 'applying' IS 
Funds. 

The study being conducted by Stanley Y. Chang of Texas Tech 
(Jniversity addresses questions that are of interest to the GASB. 
recososend your participation in this study, since useful and 
reliable results are possible only if a sufficient number of 
persons carefully coisplete the research instrument. 

Sincerely, 

MartW-fves 
Director of Research 

HI:Bf 




