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ACCOUNTING AND REPORTING STANDARDS, 
AN ISSUE FOR GOVERNMENT CREDIBILITY 

Good morning l a d i e s  and gentlemen; i t  is .a p l e a s u r e  t o  

be w i t h  you h e r e  a t  your  64th Annual Convention. While I 

am i n  t h e  i n t r o d u c t o r y  s t a g e  of my remarks ,  I would l i k e  t p  

acknowledge t h e  c o n t r i b u t i o n  t h a t  your  p r e s i d e n t ,  

B i l l  Snodgrass ,  h a s  made toward f o s t e r i n g  b e t t e r  unders tanding  

between t h e  F e d e r a l  and State  Governments. B i l l  was one of 

t h e  S t a t e  p e o p l e  who, about  6 y e a r s  ago,  conce ived  t h e  idea 

of a n  o r g a n i z a t i o n  of Federal, S t a t e ,  and loca l  a u d i t o r s  

t h a t  would s o l v e  some of t h e  problems t h a t  e x i s t e d  among 

them. Today, a National In t e rgove rnmen ta l  A u d i t  Forum 

and 1 0  r e g i o n a l  forums e x i s t ,  and w h i l e  n o t  a l l  t h e  problems 

have been s o l v e d ,  t h e  r e l a t i o n s h i p  amoncj a u d i t o r s  a t  t h e  

v a r i o u s  governmental  l e v e l s  is much c loser .  Moreover, I 

b e l i e v e  t h a t ,  i n  t i m e ,  most of t h e  s e r i o u s  problems i n  

c o o r d i n a t i n g  a u d i t i n g  a t  t h e  d i f f e r e n t  governmental  l e v e l s  
iJ \o 
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I could t a l k  much l o n g e r  abou t  t h e  v a l u e  of these 

forums b u t  t h a t  i s  n o t  my s u b j e c t  t oday ,  so I w i l l  move 

a long  t o  accoun t ing  and r e p o r t i n g  s t a n d a r d s .  

Accounting and r e p o r t i n g  s t a n d a r d s  f o r  S t a t e  and loca l  

governments a r e  r e c e i v i n g  a g r e a t  d e a l  of a t t e n t i o n  these 

days.  I n  f a c t ,  I bel ieve t h a t  now, more t h a n  e v e r  before,  

people a re  concerned abou t  how o u r  v a r i o u s  l e v e l s  of 

Government keep t h e i r  books,  do t h e i r  f i n a n c i a l  r e p o r t i n g ,  

and s e t  t h e i r  budget  p r i o r i t i e s .  

These  concerns  have been spawned by a number of e v e n t s  

w i t h  which I a m  su re  you a re  a l l  f ami l i a r .  Many commentators 

have d i r e c t l y  re la ted  t h e  r e c e n t  crisis i n  N e w  York C i t y ' s -  
i 

f i n a n c i a l  s i t u a t i o n  t o  i ts  accoun t ing  and budget ing  p r a c t i c e s .  

N e w  York C i t y  i s  n o t  a l o n e  i n  having  prob1ems"of t h i s  t y p e .  

/ When t h e  D i s t r i c t  of C o l u m b i a  Government s o u g h t  t o  r educe  

i t s  i n t e r e s t  cost  by borrowing money d i r e c t l y  f rom i n v e s t o r s  

i n s t e a d  of borrowing from t h e  U. IS. Treasu ry ,  i t  found t h a t  

t o  borrow d i r e c t l y  it needed c e r t i f i e d  f i n a n c i a l  s t a t e m e n t s .  

Such s t a t e m e n t s  c o u l d  n o t  be p rov ided  because a s  w e  i n  t h e  

Genera l  Accounting Office (GAO), together w i t h  a major 

accounting firm, agreed t h e  District's accounting system 

w a s  so  poor t h a t  i t s  f i n a n c i a l  S t a t emen t s  could n o t  be 

a u d i t e d .  A rrtajor r e d e s i g n  of t h e  D i s t r i c t ' s  sys tem is  now 

i n  progress. O t h e r  c i t i e s  have encountered  problems as 

well--problems which a t  l e a s t  i n  p a r t  have been a t t r i b u t e d  

t o  poor accoun t ing .  
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Inflation has also had its effect upon governmental 

accounting. The rise in taxes resulting from inflation is 

of concern to all responsible Government officials. Moreover, 

the spectre of "Proposition 1 3 "  and "balanced budget 

amendments" hangs over legislators and Government officials 

across the country. From our vantage point, these issues 

have heightened most everyone's interest in how governments 

set priorities for spending the money they collect. And 

this interest has, in turn, prompted concern about account- 

ing and financial reporting, as well as budgeting. 

CRITICISMS FREQUENTLY JUSTIFIED 

I am afraid we must acknowledge that many of the 

criticisms of governmental financial reporting are justified. 

Although some notable improvements have been made in recent 

years, the financial reports issued by many governmental 

organizations are almost impossible to decipher by even 

the nios t financially sophisticated reader. The and 

of statements of individual funds are difficult to 

understand. Certainly, one cannot get a feel for the 

financial condition of the whole entity by reading such 

statements. 

Lack of clarity is not the only problem w i t h  govern- 

mental financial statements. Many of them do not show true 

financial conditions because important assets and liabilities 

are n o t  included. F o r  example, many governments have large 

liabilities for pension benefits due their employees in 

future years and for accrued vacation pay and other employee 
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b e n e f i t s  t h a t  a r e  n o t  shown on t h e i r  h n a n c i a l  s t a t e m e n t s .  

I f  t h e s e  s i z a b l e  l i a b i l i t i e s  a re  n o t  i n c l u d e d ,  i t  i s  

v i r t u a l l y - i m p o s s i b l e  to g e t  a good p i c t u r e  of t h e  r e a l  

f i n a n c i a l  s t a t u s  o f  t h e  government involved .  

U n t i l  r e c e n t l y ,  w e  i n  t h e  F e d e r a l  Government d i d  n o t  

go as f a r  a s  many S t a t e  and l oca l  governments i n  meet ing 

t h i s  need. While we adopted  a u n i f i e d  budget  i n  1 9 6 7  and 

p u b l i s h e d  c o n s i d e r a b l e  c o n s o l i d a t e d  i n f o r m a t i o n  as  a 

supplement t o  t h e  budget ,  i t  was n o t  u n t i l  1 9 7 6  t h a t  w e  

p r e p a r e d  any  consol idated f i n a n c i a l  s t a t e m e n t s .  Anyone 

who wanted such  da ta  f o r  t h e  F e d e r a l  Government as  a 

whole had t o  o b t a i n  t h e  i n f o r m a t i o n  from each of t h e  

1 0 0  or  so  F e d e r a l  a g e n c i e s  and c o n s o l i d a t e  it. 

When I t h i n k  a b o u t  t h e  t y p e  of f i n a n c i a l ' - i n f o r m a t i o n  

t h a t  was a v a i l a b l e  on t h e  a c t i v i t i e s  o f  most governmental  

o r g a n i z a t i o n s ,  i t  seems t h a t  i t  was r e a l l y  o n l y  u s e f u l  

t o  t h o s e  peop le  who were involved  d a i l y  i n  t h e  b u s i n e s s  

o f  government. The needs  o f  i n v e s t o r s  and c i t i z e n s  who 

were less  invo lved  were s c a r c e l y  s e r v e d  a t  a l l .  I n  t h e  

Federal Budget w e  have gone t o  g r e a t  l e n g t h s  t o  p r o v i d e  

e a s i l y  r e a d a b l e  summar ie s  f o r  t h e  p u b l i c ,  b u t  w e  have 

n o t  done t h i s  f o r  o u r  accoun t ing  r e p o r t s .  

. . -  
MUCH IMPROVEMENT HAS TAKEN PLACE 

Having p a i n t e d  a bleak picture o f  t h e  s t a t u s  of 

governmental  f i n a n c i a l  r e p o r t i n g ,  l e t  m e  now describe 

some r e c e n t  changes t h a t  p romise  t o  b r i g h t e n  t h i s  s i t u a t i o n .  

They a r e  c o n s i d e r a b l e .  
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2 
/ The National Council on Governmental Accounting (NCGA) ),-' 

recently issued a restatement of its long-honored publica- 

tion, "Governmental Accounting, Auditing, and Financial 

Reporting" ( G M F R )  . Major improvements to this documqnt 

should be helpful in bringing about the kind of accounting 

and financial reporting changes that are needed. We have 

long supported the NCGA's efforts. A GAO representative 

served on the committee that produced the GAAFR in 1968, 

and we have been represented on the NCGA by a division 

director since the council's inception in 1974.. 

Improvements in financial reporting are not only 

contained in the restated GAAFR. A large number of cities; 

counties, and states send us copies of their financial 

statements, and we have noted that many of these gpvern- 

ments are devoting a great deal of effort to making their 

financial information more understandable. 

FEDERAL EFFORTS TO IMPROVE FINANCIAL REPORTING 

In 1975, Arthur Andersen & Co. prepared illustrative 

consolidated financial statements f o r  the Federal Government 

f o r  fiscal 1974. In its published booklet, Arthur Andersen 

stated that the Federal Government 

"produces an enormous amount of financial data 

and a w i d e  variety of financial reports. However, 

such information is often duplicative and is not 

accumulated in one place o r  consolidated into 

reports or statements which permit an assessment 



of the overall financial condition or 

operating results of the entire Government." 
! 

* * * * 

"Financial management systems and functions 

of the Federal Government should be strengthened 

and integrated to achieve financial account- 

ability at all levels." 

We have taken steps at the Federal level to respond to 

Arthur Andersen's challenge to us. As you may know, the 

1' Department of the Treasury has an ongoing project to 

publish consolidated financial statements for the Federal 

Government for each fiscal year. Prototype issues have 

been prepared for fiscal 1975, 1976, and 1977. I was 

a member of the advisory committee established in 1 9 7 6  

by then Seczetary of the Treasury, William E .  Simons. 

That committee was to oversee the development of the 

first prototype consolidated statements that were published 

by the Treasury in early 1976. I am now chairman of the 

Federal Interagency Advisory Committee that was set up by 

the Treasury to continue assessing major conceptual issues 

that must be resolved before a fully reliable set of 

consolidated financial statements can be prepared. Task 

forces established by this committee are currently studying 

the following subjects: 

--Accruing personal and corporate income taxes 

with acceptable accuracy. 



--Establishing appropriate allowances for losses 

on accounts and loans receivable. 

--Computing accurate liabilities f o r  Federal 

employee retirement plans and social security. 

--Establishing reasonable values fo r  federally- 

owned assets. 

--Determining appropriate ways of showing 

liabilities €or Federal loan guarantee and 

insurance programs. 

--Properly reflecting the effects of inflation 

in Federal financial information. 

We expect to make major improvements in the consolidated - -  
Federal financial statements with the information these task 

forces are providing to us. 

DIFFERENCES IN ACCOUNTING FOR 
GOVERNMENTAL AND PROFIT-MAKING 
ENTITIES 

c 

When it comes to setting accounting standards fbr 

governmental entities, some people take the position that 

the accounting done for governmental and profitmaking 

entities shou ld  use the same basic standards. We, in GAO, 

do not agree with t h i s  view. To get a perspective on this, 

one need o n l y  look  a t  t h e  Financial Accounting Standards 

Board's (FASB) statement of Financial Accounting Concepts 

No. 1--"Objectives of Financial Reporting by Business 

Enterprises." The repeated emphasis in that statement 

on accounting for profits makes one realize that its 

objectives do not fit most government units. 

7 



I '  
' I  

The basic cause of t h e  d i f f e r e n c e  i n  governmental  

and commercial accoun t ing  i n f o r m a t i o n  needs  i s  t h e  d i f f e r e n c e  

i n  t h e i r  g o a l s .  I n d u s t r y ' s  basic  o b j e c t i v e  i s  t o  make 

p r o f i t s .  I t  h a s  a h o s t  o f  o t h e r  lesser  o b j e c t i v e s ,  b u t  

w i t h o u t  t h e  p r o f i t  o b j e c t i v e ,  a f i r m ' s  a b i l i t y  t o  s t a y  i n  

b u s i n e s s  would be l i m i t e d .  

Government, on t h e  o t h e r  hand, is n o t  i n  b u s i n e s s  

t o  make a p r o f i t .  I t s  o b j e c t i v e s  a r e  t o  p r o t e c t  and 

s e r v e  i t s  c i t i z e n s  and t o  promote t h e i r  g e n e r a l  welfare.. 

Government o p e r a t e s  p r i m a r i l y  th rough  programs e s t a b l i s h e d  

by l e g i s l a t i v e  bod ies ,  and i t s  managers a re  r e s p o n s i b l e  

f o r  a s s u r i n g  t h a t  t h e  programs accomplish t h e i r  ob jec t ives ' ;  

These managers are  a lso concerned w i t h  keeping  t h e i r  cos t s  

low and n o t  spending  more money t h a n  t h e y  have been 

a u t h o r i z e d ,  b u t  t h i s  does  n o t  c o n s t i t u t e  making p r o f i t s .  

i 

T h i s  p o i n t  w a s  i l l u s t r a t e d  and r e i n f o r c e d  r e c e n t l y  

in Harvard U n i v e r s i t y  P r e s i d e n t  Bok's  1 9 7 8  annual  r e p o r t ,  

i n  which he  o u t l i n e d  h i s  view r e g a r d i n g  t h e  ro l e  o f  t h e  

U n i v e r s i t y ' s  Bus iness  School.  I n  t h a t  r e p o r t ,  h e  s t a t e d ,  

"Although b u s i n e s s  may have much t o  t e a c h  

t h e  h e a l t h  care a d m i n i s t r a t o r  o r  t h e  government 

b u r e a u c r a t ,  n o n p r o f i t  i n s t i t u t i o n s  and p u b l i c  

a g e n c i e s  a r e  s t i l l  v e r y  d i f f e r e n t  from t h e  p r i v a t e  

c o r p o r a t i o n .  * * * T h e i r  managers m u s t  f u n c t i o n  

i n  a more p o l i t i c a l  environment  where d e c i s i o n s  

a r e  sub jec t  t o  t h e  checks  and b a l a n c e s  of o t h e r  
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p u b l i c  agencies .  Above a l l ,  whether t h e y  

devote  t h e i r  e f f o r t s  t o  h e a l t h ,  educa t ion ,  o r  

p u b l i c  service, t hey  have g o a l s  t h a t  a r e  less  

t a n g i b l e ,  less p r e c i s e ,  and q u i t e  d i f f e r e n t  i n  

n a t u r e  from t h e  p r o f i t  margins and market 

shares t h a t  preoccupy t h e  businessman. These  

d i f f e r e n c e s  may on ly  be matters of  degree, b u t  

t h e y  are  s u b s t a n t i a l  nonethe less . "  

O f  course, some government o r g a n i z a t i o n s  a r e  reimbursed 

for t h e  s e r v i c e s  o r  p roduc t s  t h e y  provide  and t h u s  o p e r a t e  

much l i k e  p r i v a t e  companies. F o r  these o r g a n i z a t i o n s ,  

f i n a n c i a l  in format ion  w i l l  d isclose numerous f a c t s  about  ** 

whether e s t a b l i s h e d  g o a l s  are  be ing  achieved ( o f t e n ,  t h e  

g o a l  is t o  break even)  and, t o  some e x t e n t ,  whether.  

resources are  be ing  managed e f f i c i e n t l y  and economically.  

The p a r t  of government t h a t  would n o t  be served  well by 

commercial account ing,  i n  o u r  judgment, is t h e  nonbusiness 

area designed t o  r e g u l a t e ,  p r o t e c t ,  and promote t h e  g e n e r a l  

we l f a re  of  i ts c i t i z e n s .  These programs make up t h e  major 

p a r t  of  t h e  Federa l  budget and, 1 s u s p e c t ,  t h e  major p a r t  of 

S t a t e  budgets  a s  w e l l .  

Another d i f fe rence  is  t h a t  governmental e n t i t i e s  a r e  

accountable  t o  t h e  c i t i z e n s  and n o t  t o  sha reho lde r s .  I 

do n o t  p re t end  t o  speak f o r  a l l  c i t i z e n s  because t h e y  a r e  

s u c h  a d i v e r s e  group, b u t  I b e l i e v e  t h a t  t hey  t o o  are  

interested in more t han  j u s t  budge ta ry  compliance. 

I 
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Taxpayers can  see how much money i s  s p e n t ,  b u t  t h e y  of ten  

wonder where it goes.  They d o  n o t  r e a l l y  know i f  elected 

and appo in ted  o f f i c i a l s  have accomplished t h e i r  work 

e f f e c t i v e l y  o r  i f  t h e y  have  s e t  budget  p r i o r i t i e s  and 

s p e n t  t a x  dolla.rs w i t h  t h e  same care t h e y  would use w i t h  

t h e i r  own money. 

Therefore, I b e l i e v e  t h a t  governmental  accoun t ing  

S t a n d a r d s  m u s t  b e  considered s e p a r a t e l y  from t h o s e  

es tab l i shed  for pro f i tmak ing  e n t i t i e s  even  though some 

of the  s t a n d a r d s  w i l l  t u r n  o u t  t o  be t h e  same: 

SIMILARITY I N  GOVERNMENTAL 
ACCOUNTING STANDARDS 

A t  t h i s  p o i n t  I would l i k e  t o  comment on a q u e s t i o n  

t h a t  i s  o f t e n  posed t o  m e :  Shou ld  Federal  acc.ounting 

s t a n d a r d s  be t h e  same a s  those f o r  S t a t e  and l o c a l ’  

government? I hope so, b u t  I a m  n o t  su re .  C e r t a i n l y ,  

s i m i l a r i t i e s  e x i s t .  But t h e  d i f f e r e n c e s  i n  f u n c t i o n  

between t h e  Federal Government and S t a t e  and l o c a l  

governments a r e  c o n s i d e r a b l e  and may r e q u i r e  d i f f e r e n c e s  

i n  accoun t ing .  

I n  GAO, w e  a r e  deve lop ing  a c o n c e p t u a l  framework 

f o r  t h e  Federal Government, a f t e r  which w e  w i l l  r e v i s e  

the  accoun t ing  p r i n c i p l e s  w e  have e s t ab l i shed  f o r  F e d e r a l  

a g e n c i e s .  W e  p l a n  t o  o b s e r v e  c l o s e l y  what  i s  done  by 

S t a t e  and l o c a l  governments w i t h i n  t h e i r  c o n c e p t u a l  

frameworks and i n  s e t t i n g  a c c o u n t i n g  p r i n c i p l e s .  I f  
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we have differences, they w i l l  be based on an identified 

need. However, we recognize that the Federal Govern- 

ment is, in many respects, a unique entity and we are 

prepared to prescribe different measures when they are 

called for. 

WHO SHOULD SET THE STANDARDS FOR STATE 
AND LOCAL GOVERNMENTS? 

The question of who should set standards for State 

and local governments is one that has received a great deal 

of attention in recent months. The traditional source of 

standards was "Government Accounting, Auditing and Financial 

Reporting" or GAAFR, for short. This book, which was 

originally written in 1968 by a predecessor to the NCGA, 

was accepted, with  minor modifications, as t h e  generally 

accepted accounting principles for State and 1ocal"govern- 

ments. As I mentioned earlier the book has recently been 

revised. 

Earlier I mentioned some problems occurring in certain 

cities, those problems created a concern about the account- 

ing and financial reporting practices of State and local 

governments--particularly in large cities. This concern 

has  put pressure on the Financial Accounting Standards Board c , , - a  

to take on the project of setting accounting principles 

and financial reporting standards for State and local 

governments. 

As many of you know, I have been a strong supporter 

of the FASB since its inception. I serve on the Financial 
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Accounting Standards Advisory Council and have consistently 

encouraged reliance on the FASB instead of on the alternative 

that is generally proposed--Federally prescribed accounting 

principles for commercial businesses. I believe that, 

unless proven otherwise, an independent board like the 

FASB is an appropriate vehicle for setting such standards. 

However, it has been my view that the best interests of the 

FASB, State and local governments, the accounting profession, 

and the citizens of the United States would not be served if 

the FASB alone also set the standards for State and local 

accounting. There are several  reasons for my views. 

First, the FASB is a private organization, not part of 

Government. To have it set the standards for Government 

would be a reversal of roles--that is, a non-elected private 

organization would regulate a part of elected Government 

through accounting principles. 

Second, the FASB has its hands full with private 

accounting. Recently the Board took on the responsibility 

of reviewing and accepting or rejecting accounting principles 

that are in statements of procedures and audit guides issued 

by the American Institute of CPAs. Also, the FASB must deal 

with the issue of nonprofit organizations in the private 

sector. If the Board takes on State and local accounting 

as well, I think it could be the straw that breaks the 

camel’s back. 

Third, the all important question of acceptance must 

be considered. State governments have the right to set 
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t h e i r  own accoun t ing  s t a n d a r d s  j u s t  a s  t h e  Federal Government 

does ,  and i t  is  d o u b t f u l  t h a t  t h e y  wou ld  a c c e p t  t h e  F A S B ' s  

work i n  t h i s  area. A l l  b u t  a few S t a t e  governments have 

a s s i g n e d  s p e c i f i c  r e s p o n s i b i l i t y  f o r  s e t t i n g  s t a n d a r d s  t o  

a p a r t i c u l a r  S t a t e  o f f i c i a l .  

F i n a l l y ,  t h e  NCGA h a s  a l r e a d y  done c o n s i d e r a b l e  work 

on t h i s  matter.  The NCGA h a s  t a k e n  a two-pronged approach 

t o  t h e  problem of s t a n d a r d s .  The f i rs t  approach w a s  t h e  

s h o r t - r a n g e  e f f o r t  cal led t h e  G M F R  r e s t a t e m e n t ,  which . 

is t o  upda te  and c l a r i f y  t h e  GAAFR. A s  I mentioned e a r l i e r ,  

t h i s  r e s t a t e m e n t  was completed and i s s u e d  t h i s  Sp r ing .  

The NCGA's  second approach i s  a l o n g e r  r ange  and more 

a m b i t i o u s  p r o j e c t - - t o  e s t a b l i s h  a c o n c e p t u a l  framework f o r  

t h e  accoun t ing  of S t a t e  and l o c a l  governrnents 'and t o  r e t h i n k  

t h e  accoun t ing  and r e p o r t i n g  p r i n c i p l e s  i n  l i g h t  o f  t h i s  

c o n c e p t u a l  framework. 

With respect t o  S t a t e  governments,  t h e  Counci l  of S t a t e  

Governments committee on  S t a t e  government accoun t ing  p r i n c i p l e s  

and practices h a s  j o i n e d  w i t h  a p r o j e c t  committee j o i n t l y  

r e p r e s e n t i n g  t h e  S t a t e  accoun t ing  t a s k  force of t h e  NCGA 

and s e v e r a l  n a t i o n a l  o r g a n i z a t i o n s  of S t a t e  governmental  

o f f i c i a l s  and p u b l i c  accoun t ing  f i rms .  T h i s  g roup  h a s  under- 

t aken  a p r o j e c t  t o  deve lop  a n  i n v e n t o r y  of c u r r e n t  s t a t e  

a c c o u n t i n g  p r i n c i p l e s  and preferred p r a c t i c e s .  T h i s  d a t a  

is be ing  accumulated i n  cooperation w i t h  and  w i l l  be u s e d  

by t h e  NCGA. 
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A s  mentioned above, the NCGA has initiated a project 

to develop a conceptual framework for the accounting systems 

of niunicipalities and has developed plans for reconsidering 

existing accounting and reporting principles f o r  all local 

governments. The result of this work would be a new version 

of the GAAPR. The NCGA has received a grant from the 

1 Department of Housing and Urban Development (HUD) to help 

it secure appropriate staff for its work, and it has engaged 

William Holder, Associate Professor, Texas Technological 

University, to begin the research necessary to,develop the 

conceptual framework. Professor Holder began work on the 

project about November 1, 1978; the project is estimated .. 

to take 36  months to complete. 

While we do not believe that the FASB shbuld take over 

setting standards for State and local governments, we strongly 

believe that the NCGA and the FASB should cooperate closely. 

This cooperation has begun with a joint effort to develop 

objectives for State and local governmental financial state- 

ments. We believe that such joint efforts are not only 

desirable but necessary because some organizations in each 

of the three sectors (business, government, and nonprofit) 

perform the same functions. For instance, there are profit- 

making hospitals, government-operated hospitals, and nonprofit 

hospitals. 

A similar situation exists for some educational 

institutions and libraries. If the NCGA and the FASB 

14 



cooperate, each could take advantage of the experience and 

research capabilities of the other, and their joint efforts 

would likely lead to maximum similarity in the principles 

applicable to each sector. Maximum similarity between the 

principles of such organizations could prove to be very 

advantageous--especially when comparing the financial 

results of org.anizations in each sector that performs 

similar functions. 

THE WILLIAMS BILL 

A further development in this area is S.1236, a bill 

introduced by Senator Harrison Williams called the "State and 

Local Government Accounting Act of 1979." 

for an eleven-member, federally financed institute that 

This act provides 

would assume responsibility f o r  setting accoupting and 

financial reporting principles for State and local'govern- 

rnents. The institute would be represented by members of 

the : 

--Federal Government (1 member), 

--State government (3), 

--local government (2) , 
--public accounting profession (2), 

--financial analyst community (l), and 

--public sector ( 2 ) .  

The members would be appointed by the Secretary of the 

Treasury, the Chairman of the Securities and Exchange 

Commission (SEC), and the Comptroller General. These 
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officials would have the authority to approve bylaws, but 

would not be permitted to change the principles'and 

reporting standards adopted by the institute. 

I recognize that to many of you, Federal involvement ' 
in such standard setting would be repugnant, but I suggest 

that you look at the idea with unbiased eyes. The NCGA has 

consistently had problems with funding, and even though it now 

appears that the HUD grant may provide the NCGA with the 

support it needs currently, this grant only covers a 3-year 

period. If the experience of the FASB is any guide--and 

I think it is--the need fo r  an institute that is responsible 

€or setting standards for State and local government could.. 

extend considerably beyond that period. This institute, 

with its representative board, might prove to*be the 

long-term answer to this problem. 

ENFORCEMENT A MATTER OF CONCERN 
- 

Of course, setting standards for State and local 

accounting is only part of the problem. Getting people to 

comply with them is equally important. Judging by the MFOA 

Certificate of Conformance Program, compliance with the 

standards in GAAFR has not been good. 

As you know, any State or local governmental unit can 

participate in the MFOA Certificate of Conformance Program. 

In order to receive a certificate, an entity nust submit 

a comprehensive annual report in conformance with the 

accounting principles established by NCGA in the GAAFR. 
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A c a r e f u l  rev iew is  made o f  t h e s e  r e p o r t s  t o  see t h a t  t h e y  

follow t h e  GAAFR p r i n c i p l e s .  P r e s e n t l y , ' A l a s k a  is t h e  

o n l y  S t a t e  t h a t  h a s  o b t a i n e d  a c e r t i f i c a t e  o f  conformance. 

Approximately 230 ,  o r  less t h a n  1 p e r c e n t ,  of t h e  40 ,000  

l oca l  governments have o b t a i n e d  t h i s  ce r t i f ica te .  W e  

r e c o g n i z e  t h a t  some S t a t e  and l o c a l  governments p robab ly  

comply, o r  are  close t o  complying, b u t  have n o t  a t t empted  

t o  o b t a i n  t h e  c e r t i f i c a t e .  None the le s s ,  t h e s e  s t a t i s t i c s  

i n d i c a t e  t h a t  t h e  r e c o r d  of compliance w i t h  t h e  GAAFR 

s t a n d a r d s  could  be g r e a t l y  improved. 

Everyone s h o u l d  be concerned w i t h  e n f o r c i n g  of t h e  

s t a n d a r d s  once t h e y  a r e  s e t .  Whether you s u p p o r t  t h e  FASB, 

t h e  NCGA, o r  t h e  i n s t i t u t e  s p e c i f i e d  i n  t h e  W i l l i a m s  b i l l  a s  

t h e  body r e s p o n s i b l e  f o r  s e t t i n g  s t a n d a r d s ,  you should  

c o n s i d e r  t h e  matter c a r e f u l l y :  no s t a n d a r d s  can  be e f f e c t i v e  

i f  t h e y  a re  n o t  en fo rced  . 
Enforcement o f  FASB s t a n d a r d s  f o r  p ro f i tmak ing  e n t e r -  

p r i s e s  is done i n d i r e c t l y  th rough  t h e  Secur i t ies  and Exchange 

Commission. The S E C ,  which g e n e r a l l y  s u p p o r t s  t h e  accoun t ing  

s t a n d a r d s  e s t a b l i s h e d  by t h e  FASB, r e q u i r e s  a u d i t s  from 

companies l i s t e d  w i t h  t h e  s t o c k  exchanges.  The accoun t ing  

p r o f e s s i o n  makes t h e s e  a u d i t s ,  and i ts  e t h i c s  require  t h e  

a u d i t o r  t o  follow t h e  accoun t ing  s t a n d a r d s  s e t  by t h e  

FASB. Thus, t h e  independent  a u d i t o r  is t h e  enforcement  

mechanism. If t h e  s t a n d a r d s  a r e  n o t  complied w i t h ,  t h e  

company g e t s  a q u a l i f i e d  a u d i t  o p i n i o n  o r  a disclaimer,  

and t h i s  leads t o  t r o u b l e  with t h e  SEC.  
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Things work d i f f e r e n t l y  i n  t h e  governmental  s e c t o r .  

Many S t a t e  and l o c a l  governments do n o t  u s e  o u t s i d e  aud i to r s  

and, even i f  t h e y  d i d ,  it i s  q u e s t i o n a b l e  whether  t h e y  would 

f e e l  r e s t r i c t e d  by t h k  accoun t ing  s t a n d a r d s  s e t  by NCGA 

or  by whomever might  do t h e  job. 

We have n o t  worked e x t e n s i v e l y  t o  de te rmine  what en fo rce -  

ment mechanisms might  be  used t o  see t h a t  such  s t a n d a r d s ,  

once e s t a b l i s h e d ,  a r e  a c t u a l l y  fo l lowed.  However, w e  have 

some t h o u g h t s  on t h e  s u b j e c t  t h a t  we would l i k e  t o  s h a r e  

w i t h  you. 

One p o s s i b i l i t y  would be t o  e n a c t  un i form Sta te  leg is -  

I n  most S t a t e s  l a t i o n  mandating t h e  use of such  s t a n d a r d s .  

r equ i r emen t s  cou ld  be  e s t a b l i s h e d  t o  p reven t  a loca l  

government from go ing  i n t o  t h e  bond market u n l e s s  t h e  

S ta te  a u d i t o r  i n d i c a t e d  t h a t  t h e  government ' s  f i n a n c i a l  

s t a t e m e n t s  were p r e p a r e d  a c c o r d i n g  t o  t h e  e s t a b l i s h e d  

s t a n d a r d s .  

Another approach would be t o  amend t h e  code of e t h i c s  

of t h e  p u b l i c  a c c o u n t i n g  p r o f e s s i o n  t o  c l a r i f y  t h a t  t h o s e  

who make S t a t e  and  l o c a l  a u d i t s  must comply w i t h  such  

s t a n d a r d s .  A f u r t h e r  p o s s i b i l i t y  would be t o  i n c l u d e  i n  

F e d e r a l  g r a n t  l e g i s l a t i o n  t h e  r equ i r emen t  f o r  compliance 

w i t h  s u c h  s t a n d a r d s .  

t h e s e  and o t h e r  poss ib i l i t i e s  because  e s t a b l i s h i n g  s t a n d a r d s  

w i t h o u t  a p p r o p r i a t e  enforcement  i s  do ing  o n l y  h a l f  t h e  job. 

I t h i n k  t h a t  you shou ld  c o n s i d e r  

Before c l o s i n g ,  I would l i k e  t o  make one  more p o i n t  

abou t  good accoun t ing .  Most o f  you a re  no doub t  aware of 
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the  s e r i o u s  s i t u a t i o n  w e  have had i n  t h e  General S e r v i c e s  

A d i n h i s t r a t i o n  (GSA) i n v o l v i n g  e x t e n s i v e  f r a u d  and o the r  

i l l e g a l  a c t i v i t i e s .  There are t w o  bas ic  approaches  t o  

s t o p p i n g  f r a u d  and s imilar  i l l e g a l  a c t i v i t i e s .  One way is  

t o  make examples o f  some of t h e  p e r p e t r a t o r s  by i d e n t i f y i n g  

them and s e e i n g  t h a t  t h e y  r e c e i v e  a p p r o p r i a t e  punishment. 

T h i s  is  a n e c e s s a r y  par t  of t h e  f r a u d  p r e v e n t i o n  p i c t u r e  

but--as most i a w  enforcement  o f f i c e r s  w i l l  t e l l  you--one of  

l i m i t e d  e f f e c t i v e n e s s .  We need o n l y  see how many c r i m i n a l s  

c u r r e n t l y  occupy o u r  j a i l s  t o  r e a l i z e  t h a t  t h e . t h r e a t  of 

punishment is n o t  a lways a n  e f f e c t i v e  d e t e r r e n t .  

A second approach t o  s t o p p i n g  f r a u d  i s  t o  t i g h t e n  u p - -  

an o r g a n i z a t i o n ' s  i n t e r n a l  c o n t r o l s  making f r a u d ,  embezzle- 

ment, and o t h e r  i l l e g a l  a c t i v i t i e s  a s  d i f f i c u l t  a s  p o s s i b l e .  

W e  f i n d  t h a t  Federal  i n t e r n a l  c o n t r o l s  need a g r e a t  d e a l  of 

improvement, and w e  have a n  e x t e n s i v e  e f f o r t  underway t o  

i d e n t i f y  problems and g e t  t h e  involved  a g e n c i e s  t o  s o l v e  

them. Also, some c o n g r e s s i o n a l  committees a re  c o n s i d e r i n g  

t h e  f e a s i b i l i t y  o f  having  Federal  e x e c u t i v e s  r e p o r t  a n n u a l l y  

on  the  e f f e c t i v e n e s s  of t h e i r  i n t e r n a l  con t ro l s ,  j u s t  as 

i n d u s t r y  heads  are  r e q u i r e d  t o  do under  t h e  Fore ign  Cor rup t  

Practices A c t .  We suppor t  these e f f o r t s  because w e  b e l i e v e  

t h a t  b e t t e r  i n t e r n a l  c o n t r o l s  are t h e  b e s t  d e f e n s e  a g a i n s t  

f r a u d  and o ther  i l l e g a l  a c t i v i t i e s .  

CONCLUSION . - _ _  

I n  c o n c l u s i o n ,  w e  i n  GAO a re  v e r y  much i n t e re s t ed  i n  t h e  

f i n a n c i a l  r e p o r t i n g  o f  S t a t e  and l o c a l  governments because 
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we a r e  r e s p o n s i b l e  f o r  informing t h e  Congress of whether 

S ta te  and l o c a l  funds a r e  used e f f e c t i v e l y  and f o r  au tho r i zed  

purposes.  W e  r e l y  on S ta te  and local  governments' account- 

i ng  systems t o  provide  u s  w i t h  t h e  in format ion  w e  need o n  

how they  spend Fede ra l  g r a n t  and revenue s h a r i n g  funds.  

Those funds now t o t a l  about $85 b i l l i o n  annua l ly  I which 

cons t i t u t e s  approximately 25 p e r c e n t  of a l l  S t a t e  and loca l  

o u t l a y s .  

We a r e  o p t i m i s t i c  t h a t  S t a t e  and l o c a l  accounting-- 

and f i n a n c i a l  repor t ing- -wi l l  g r e a t l y  improve i n  t h e  

n e x t  few years. W e  a r e  also o p t i m i s t i c  t h a t  p roduc t ive  

working arrangements can be made between t h e  FASB and t h e  

NCGA so t h a t  t h e  best  th ink ing  of b o t h  o r g a n i z a t i o n s  can 

be brought  t o  bear on t h e  needs  of managers, l e g i s l a t o r s ,  

f i n a n c i a l  a n a l y s t s ,  and t h e  p u b l i c  for b e t t e r  infofmation.  

I n  my opin ion ,  much p r o g r e s s  h a s  been made i n  reaching  

a be t te r  understanding of t h e  issues involved and t h e  

need f o r  coope ra t ion  between t h e  two s t a n d a r d s - s e t t i n g  

groups. On t h i s  no te  of optimism, I: wish you a successful  

meeting. 
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