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UNDERSTANDING ACCOUNTING
FOR GOVERNMENTAL AND
NONPROFIT ENTITIES

Accounting  for  governmental  nonprofit
entities  represents  a  specialized  field
that  differs  significantly  from  traditional
corporate accounting. While both sectors
focus  on  financial  stewardship,  the
objectives,  reporting  frameworks,  and

stakeholder expectations create distinct
challenges  and  requirements.  For
professionals  entering  this  domain,
understanding  the  foundational
principles  is  not  just  a  matter  of
r e g u l a t o r y  c o m p l i a n c e  b u t  a
commitment to transparency and public
trust.  This  guide  explores  the  core
concepts, standards, and practices that
define  accounting  for  governmental  and
nonprofit  organizations,  offering  clarity
for those who manage, audit, or oversee

https://old.setefer.com/


2

2 Accounting For Governmental Nonprofit Entities 2023-09-01

these vital institutions.

THE DISTINCT PURPOSE OF
GOVERNMENTAL AND
NONPROFIT ACCOUNTING

The  primary  distinction  between
corporate accounting and accounting for
governmental  nonprofit  entities  lies  in
the underlying mission. Businesses exist
to  generate  profit  for  shareholders,
whereas  governmental  and  nonprofit
organizations operate to fulfill a public or
social  purpose.  This  fundamental
difference  shapes  every  aspect  of
financial  reporting,  from  the  way
revenues  are  recognized  to  how
expenditures  are  categorized.
In  governmental  accounting,  the
emphasis  is  on  accountability  rather

than  profitability.  Citizens,  legislators,
and  grantors  want  to  know  whether
resources were used according to legal
and contractual requirements. Similarly,
nonprofit  entities  must  demonstrate  to
donors  and  funding  agencies  that
contributions  were  spent  effectively  and
ethically.  This  focus  on  stewardship
rather than earnings per share requires
a unique set of accounting principles and
reporting formats.

Fund Accounting
as a Core
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Framework
One of the most distinctive features of
accounting  for  governmental  nonprofit
entities  is  the use of  fund accounting.
Instead of treating the organization as a
single  economic  unit,  fund  accounting
divides  resources  into  separate  self-
balancing  sets  of  accounts.  Each  fund
functions as its own accounting entity,
with its own assets, liabilities, revenues,
and expenditures. This approach allows
organizations  to  track  restricted
resources separately from those that are
unrestricted,  ensuring  compliance  with
donor or legal stipulations.
For  governments,  funds  are  classified
i n t o  t h r e e  b r o a d  c a t e g o r i e s :
governmental  funds,  proprietary  funds,

and fiduciary funds. Governmental funds
account  for  most  traditional  public
services,  such as police,  fire,  and parks.
Propr ie tary  funds  operate  l i ke
businesses,  covering  services  like
utilities or public transit where fees are
charged. Fiduciary funds hold resources
that belong to others, such as pension
trusts  or  custodial  accounts.  Nonprofits
use a similar structure, with unrestricted,
temporarily restricted, and permanently
restricted  net  assets  reflecting  donor-
imposed  limitations.

KEY STANDARDS GUIDING
GOVERNMENTAL AND
NONPROFIT ACCOUNTING

Accounting  for  governmental  nonprofit
entities  is  governed  by  authoritative
bodies  that  establish  standards  specific
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to these sectors.  In the United States,
the Governmental Accounting Standards
Board sets standards for state and local
governments,  while  the  Financial
Accounting  Standards  Board  oversees
standards  for  nongovernmental
nonprofits.  Understanding  which
standards apply is  critical  for  accurate
reporting.

The Role of GASB
in Governmental
Accounting
The Governmental Accounting Standards
Board has developed a comprehensive
framework  that  includes  principles  for

measurement  focus  and  basis  of
accounting.  Governmental  funds
typically  use  the  modified  accrual  basis
of  accounting,  where  revenues  are
recognized  when  they  are  measurable
and  available,  and  expenditures  are
recorded when the liability is  incurred.
This  differs  from  full  accrual  accounting
used  by  for-profit  entities,  which
recognizes  revenue  when  earned
regardless  of  when  cash  is  received.
GASB  statements  frequently  address
issues  such  as  pension  reporting,
deferred  inflows  and  outflows  of
resources,  and  the  presentation  of
required  supplementary  information.
Staying  current  with  GASB  updates  is
essential  for  anyone  involved  in
accounting  for  governmental  nonprofit
entities,  as  these  standards  evolve  to



Accounting For Governmental Nonprofit Entities 5

5

meet changing public expectations and
economic conditions.

FASB Standards
for
Nongovernmenta
l Nonprofits
For  nongovernmental  nonprofits,  FASB
provides  guidance  under  Accounting
Standards Codification Topic 958. Recent
updates  have  streamlined  net  asset
classifications  from  three  categories  to
two:  net  assets  with donor restrictions
a n d  n e t  a s s e t s  w i t h o u t  d o n o r
restrictions.  This  change  simplified

r e p o r t i n g  w h i l e  m a i n t a i n i n g
transparency.  FASB  also  requires
nonprofits  to  present  expenses  by  both
function  and  nature,  offering
stakeholders  a  clearer  view  of  how
resources are deployed toward mission-
related activities.

BUDGETING AND COMPLIANCE IN
THE PUBLIC SECTOR

Budgeting holds a position of paramount
impo r tance  i n  accoun t i ng  f o r
governmental  nonprofit  entities.  For
governments, the budget is not merely a
planning  tool  but  a  legal  document.
Annual  appropriations  laws  authorize
expenditures,  and  exceeding  budgeted
a m o u n t s  c a n  h a v e  s e r i o u s
consequences.  This  legal  dimension
means  that  accountants  must  track
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expenditures  against  appropriations
throughout  the  fiscal  year,  often
producing  periodic  reports  to  ensure
compliance.
Nonprofits  face  similar  pressures,
particularly  when  managing  restricted
grants or government contracts. Donors
and  grantors  frequently  impose  specific
conditions on how funds may be used,
and  failure  to  comply  can  result  in
repayment obligations or loss of future
funding.  Robust  internal  controls  and
meticulous recordkeeping are therefore
essential  components  of  nonprofit
financial  management.

Encumbrance
Accounting
A  unique  practice  in  governmental
accounting is encumbrance accounting.
When a government issues a purchase
order or signs a contract, it sets aside a
portion  of  its  budget  to  cover  that
obligation. This encumbrance is recorded
in  the  accounting  system  to  prevent
overspending,  even  though  the  actual
expenditure  has  not  yet  occurred.
Encumbrances provide a real-time view
of available budget authority, supporting
disciplined financial management.
While encumbrances are less common in
the  nonprofit  sector,  the  underlying
pr inciple  of  reserving  funds  for
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committed  obl igat ions  appl ies.
Nonprofits  managing  multiple  restricted
grants often use internal designations to
ensure that committed resources remain
available for their intended purposes.

FINANCIAL REPORTING FOR
STAKEHOLDER TRANSPARENCY

Transparency  is  the  cornerstone  of
accounting  for  governmental  nonprofit
entities.  Stakeholders  ranging  from
taxpayers  to  board  members  rely  on
financial  reports  to  assess  performance
and  accountability.  Governments
prepare  comprehensive  annual  financial
reports  that  include  management
discussions,  basic  financial  statements,
and required supplementary information.
These reports follow formats prescribed
by GASB, ensuring comparability across

jurisdictions.
Nonprofits  typically  issue  financial
statements that include a statement of
financial position, statement of activities,
statement  of  cash  flows,  and  statement
of functional expenses. The statement of
activities  replaces  the  for-profit  income
statement,  showing  changes  in  net
assets rather than net income. Donors
and  rating  agencies  examine  these
statements  carefully,  looking  for
evidence  of  financial  sustainability  and
prudent  resource  allocation.

Performance
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Measures
Beyond Financial

Data
In  governmental  and  nonprofit
accounting, financial statements tell only
part  of  the  story.  Stakeholders
increasingly  demand  nonfinancial
performance measures that demonstrate
the  effectiveness  of  programs  and
services.  Service  efforts  and
accomplishments reporting, encouraged
by  GASB,  includes  indicators  such  as
student  test  scores,  crime  rates,  or
environmental  quality  measures.
Nonprofits may report on outcomes such
as meals served, patients treated, or job

training placements.
Integrating  financial  and  performance
data  presents  ongoing  challenges  for
accounting  for  governmental  nonprofit
entities. Accountants must work closely
with  program  managers  to  develop
meaningful  metrics  and  ensure  that
reported  information  is  reliable.  This
interdisciplinary  approach  elevates  the
role  of  the  accountant  from  number
cruncher to strategic partner in mission
achievement.

COMMON CHALLENGES AND BEST
PRACTICES

Professionals working in accounting for
governmental  nonprofit  entities
encounter several recurring challenges.
Restricted funding creates complexity in
cash  management  and  expenditure



Accounting For Governmental Nonprofit Entities 9

9

tracking. Multiple fund balances must be
monitored  to  avoid  overspending
restricted  accounts.  Grant  compliance
requires meticulous documentation and
often  separate  accounting  systems.
Additionally,  political  pressures  in
government  settings  can  influence
budget  assumptions  or  financial
reporting  priorities.
Best practices include investing in robust
financial  management  software
designed  for  the  sector,  establishing
clear  policies  for  fund  classification  and
interfund  transactions,  and  providing
ongoing  training  for  staff  involved  in
financial  processes.  Many  organizations
benefit  from  engaging  external  auditors
w i th  spec i a l i z ed  expe r t i se  i n
governmental  or  nonprofit  accounting.
Audit  findings  often  highlight  areas  for

improvement  and  strengthen  internal
controls.

The Importance
of Internal
Controls
Strong internal controls are vital in both
governmental  and  nonprofit  settings.
The public nature of these organizations
i nc reases  t he  r i s k  o f  f r aud  o r
mismanagement,  and  the  reputational
damage  f r om  scanda l s  can  be
devastating.  Segregation  of  duties,
authorization  protocols,  and  regular
reconciliations form the foundation of a
sound  control  environment.  The
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Committee of Sponsoring Organizations
of the Treadway Commission framework
provides  guidance  applicable  across
sectors,  including  governmental  and
nonprofit  entities.
Small  nonprofits  with  limited  staff  face
particular  challenges  in  achieving
adequate segregation of duties. In such
cases,  board  oversight  and  external
reviews become even more important.
Governmental entities often benefit from
internal audit departments and inspector
general offices that provide independent
evaluations  of  financial  and  operational
controls.

TECHNOLOGY AND THE FUTURE
OF GOVERNMENTAL AND

NONPROFIT ACCOUNTING

Technology  is  transforming  accounting
for  governmental  nonprofit  entities.
Cloud-based accounting systems enable
real-time  reporting  and  collaboration
across departments. Automation reduces
manual data entry and minimizes errors.
Data analytics  tools  help  organizations
identify trends, monitor key performance
indicators, and detect anomalies. These
advances  allow  accountants  to  focus
more on analysis and strategy and less
on routine transaction processing.
However, technology adoption must be
managed  carefully.  Data  security  is
paramount, particularly for organizations
that  handle  sensitive  citizen  or  donor
information.  Implementation  costs  can
strain limited budgets, and staff training
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is  essential  for  successful  adoption.
Despite these challenges, the trajectory
is  clear:  technology  will  continue  to
reshape the landscape of governmental
and nonprofit financial management.

CONCLUSION

Accounting  for  governmental  nonprofit
entities  requires  a  specialized  skill  set
that  blends  technical  accounting
knowledge with an understanding of the
regulatory,  legal,  and  mission-driven
context  in  which  these  organizations
operate.  Fund accounting provides  the
structural  framework  for  tracking
restricted  resources,  while  standards
from  GASB  and  FASB  guide  reporting

practices. Budgeting takes on legal force
in government settings, and compliance
with  donor  conditions  is  a  constant
priority  for  nonprofits.  Transparency
remains the overarching goal, supported
by  comprehensive  financial  reporting
and,  increasingly,  performance
measures.  Professionals  who  master
these  concepts  play  a  crucial  role  in
ensuring  that  public  and  charitable
resources  are  managed  responsibly,
effectively,  and  in  service  of  the  public
good.  As  the  field  continues  to  evolve
with  new  standards  and  technologies,
the  demand  for  skilled  practitioners
dedicated  to  this  vital  work  will  only
grow.


