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Internal Service Funds (ISFs) are a specialized type of governmental fund
used primarily to finance and account for services provided by one department
to other departments on a cost-recovery basis. These funds are essential for
managing internal operations such as information technology, fleet
management, and central purchasing. A common point of debate within
governmental accounting revolves around whether internal service funds should
record depreciation expense related to capital assets used in their
operations. The consensus, supported by generally accepted accounting
principles (GAAP), 1is that internal service funds should not account for
depreciation of capital assets used in their operations. This article
explores the rationale behind this accounting treatment, the implications,
and best practices for managing capital assets within internal service funds.

Understanding Internal Service Funds
Definition and Purpose

Internal Service Funds are proprietary funds used by governments to account
for activities that provide goods or services primarily to other departments
or agencies within the same government. These services are rendered in a
manner similar to private enterprises, aiming to recover their costs through
user charges.

Examples of Internal Service Funds

— Central vehicle maintenance and fleet management
— Information technology support services

— Centralized printing and copying services

- Warehouse and inventory management

— Centralized procurement and purchasing

Characteristics of Internal Service Funds

- Self-supporting: They generate revenue through user charges.

— Cost recovery focus: Their primary goal is to recover costs, not to
generate profit.

- Internal transactions: Transactions occur exclusively within the government
entity.

— Funding for capital assets: They often own significant capital assets
necessary for service delivery.

Capital Assets in Internal Service Funds

Types of Capital Assets



Internal service funds typically hold various capital assets, including:

— Vehicles and equipment

— Buildings and facilities
— Computers and servers

— Machinery and tools

Capital Asset Management

Proper management of capital assets involves acquisition, depreciation,
maintenance, and eventual disposal. However, the accounting treatment of
depreciation for these assets within internal service funds is a subject of
specific guidance.

The Rationale for Not Recognizing Depreciation in Internal Service Funds
Accounting Principles and GAAP Guidance

According to the Governmental Accounting Standards Board (GASB), internal
service funds are considered enterprise funds, but with unique considerations
regarding capital assets and depreciation. GASB Statement No. 34 and
subsequent standards provide clarity on this matter.

Why Should Internal Service Funds Not Recognize Depreciation?
1. Cost Recovery and User Charges

— Internal service funds operate on a cost-recovery basis. They set user
charges to recover operational costs, including depreciation.

- Recognizing depreciation would double-count expenses: once as depreciation
and again through user charges, potentially distorting the cost of services.

2. Focus on Operating Costs

— The primary objective of internal service funds is to account for ongoing
operations and their related costs.

— Depreciation is a non-cash expense that allocates the cost of capital
assets over their useful lives, but it does not impact the current cash flow
or operational costs directly.

3. Capital Asset Management

— The ownership and maintenance of capital assets are part of the internal
service fund’s activities.

— Since the assets are used to provide services over multiple periods, their
cost is typically allocated through user charges without recognizing
depreciation at the fund level.

4. Consistency with Governmental Accounting Standards

— GASB Standard No. 34 clarifies that internal service funds should report
capital assets at historical cost but generally do not record depreciation
expense within the fund.

— Instead, depreciation is recognized in the government-wide financial
statements, which report on the government as a whole.

Implications of Not Recognizing Depreciation



— Simplifies financial reporting for internal service funds.

— Prevents distorted cost analysis that might result from double-counting
depreciation.

— Aligns with the concept that the primary purpose of internal service funds
is to account for current operational costs.

How Capital Assets Are Reported in Internal Service Funds
Capital Asset Recording

While depreciation expense is typically not recorded within the internal
service fund, capital assets are still reported:

— At historical cost: The purchase price plus any costs necessary to prepare
the asset for use.

- With accumulated depreciation: Reported as a contra-asset, but depreciation
expense 1s not recognized within the fund.

Capital Asset Management Practices

— Asset capitalization thresholds: Establishing minimum costs for
capitalizing assets.

- Regular updates: Conducting periodic asset inventories and valuations.

- Maintenance and repairs: Recognized as operating expenses when incurred.

Transfers and Disposals

— When assets are disposed of or transferred out of the fund, the appropriate
entries are made to remove the asset and its accumulated depreciation from
the books, but depreciation expense is not recognized.

Impacts on Financial Reporting
Internal Service Funds

— Income Statement: Do not include depreciation expense.

— Balance Sheet: Report capital assets at historical cost, net of accumulated
depreciation if applicable, but without recording current depreciation
expense.

— Statement of Cash Flows: Cash flows from operating activities reflect
actual cash received and paid; depreciation is a non-cash item and is
excluded.

Government-Wide Financial Statements
— Depreciation expense is recognized at the government-wide level, where
assets are depreciated to reflect their consumption over time.

— This approach provides a comprehensive view of the government’s asset
management and overall financial position.

Best Practices for Managing Capital Assets in Internal Service Funds

Asset Acquisition and Capitalization



— Clearly define capitalization thresholds to determine which assets are
recorded.

— Record assets at historical cost, including purchase price and related
costs.

Asset Maintenance

- Regularly maintain and repair assets to prolong useful life.
— Capitalize major repairs or improvements that extend asset life, and
allocate costs appropriately.

Asset Disposal

— Follow proper procedures for disposing of or transferring assets.
— Remove assets from the books at historical cost, adjusting for any
accumulated depreciation if applicable.

Reporting and Disclosure

- Maintain detailed records of all capital assets.
— Disclose capital assets and related policies in financial statements and
notes.

Conclusion

In summary, internal service funds should not account for depreciation of
capital assets used in their operations because recognizing depreciation
there could lead to double-counting expenses, distort cost recovery
calculations, and misrepresent operational costs. Instead, depreciation
related to capital assets owned by internal service funds is typically
recognized at the government-wide level, providing a more comprehensive
picture of asset consumption over time. Proper management of capital
assets—including acquisition, maintenance, and disposal—-remains critical for
ensuring the accuracy and transparency of internal service fund financial
reporting. Following established standards and best practices ensures that
government entities maintain clear, accurate, and useful financial statements
for internal decision-making and external reporting purposes.

Frequently Asked Questions

Why are internal service funds generally not required
to account for depreciation of capital assets?

Internal service funds are typically focused on operational accountability
and cost recovery rather than capital asset management, and depreciation is
often excluded to simplify financial reporting and focus on current period
expenses.

How does excluding depreciation in internal service
funds affect financial statements?

Excluding depreciation results in higher net income and asset values on the
financial statements, which can provide a clearer view of operational costs



without the influence of non-cash depreciation expenses.

Is it compliant with accounting standards to omit
depreciation for capital assets in internal service
funds?

Yes, generally accepted accounting principles (GAAP) and governmental
accounting standards often permit internal service funds to not account for
depreciation, provided proper disclosures are made and the rationale 1is
documented.

What are the potential drawbacks of not accounting
for depreciation in internal service funds?

Not accounting for depreciation can lead to an overstatement of asset wvalues
and income, potentially affecting decision-making and long-term planning
related to asset replacement or maintenance.

How should internal service funds handle capital
asset reporting if depreciation is not recorded?

They should disclose in the notes to the financial statements that
depreciation is not recorded and provide information on the original cost,
accumulated depreciation (if any), and the condition of the assets.

In what scenarios might an organization choose to
account for depreciation in internal service funds?

An organization might choose to record depreciation if it wants to reflect
the true economic use and aging of assets, support long-term planning, or
comply with certain accounting policies or external reporting requirements.

How does the treatment of depreciation in internal
service funds compare with that in enterprise funds?

Enterprise funds, which operate more like commercial entities, are typically
required to account for depreciation of capital assets, whereas internal
service funds often do not, due to their more administrative and operational
focus.

Additional Resources

Internal Service Funds Should Not Account For Depreciation Of Capital Assets
Used In Their Operations

In the complex landscape of governmental accounting, the classification and
reporting of financial activities play a crucial role in transparency,
accountability, and decision-making. Among these classifications, internal
service funds (ISFs) serve as vital mechanisms for providing goods and
services—such as information technology, motor pools, and central stores—to
various departments within a government entity. However, a contentious issue
persists regarding whether these funds should recognize depreciation on the



capital assets they utilize. The prevailing consensus among accounting
professionals and standard-setting bodies is that internal service funds
should not account for depreciation of capital assets used in their
operations. This article delves into the rationale behind this stance,
exploring the accounting principles, practical implications, and ongoing
debates surrounding this topic.

The Role and Nature of Internal Service Funds

Internal service funds are a subset of proprietary funds used by governments
to finance and account for goods and services provided internally. Unlike
governmental funds, which focus on current financial resources and budgets,
proprietary funds—including internal service funds—operate similarly to
private enterprises, emphasizing economic resources measurement and accrual
accounting.

Characteristics of Internal Service Funds:

- Self-supporting: They generate revenue through charges to other
departments.

- Service-oriented: They provide specific services such as vehicle
maintenance, printing, or IT support.

— Cost recovery focus: Their primary goal is to recover costs, not generate
profit.

The primary function of ISFs is to improve efficiency and accountability by
centralizing services, reducing redundancy, and establishing clear cost
centers. As they are integral to internal operations, their accounting
treatment influences overall financial statements and decision-making.

Understanding Capital Assets and Depreciation

Before analyzing whether depreciation should be recognized in ISFs, it is
essential to understand the nature of capital assets and the concept of
depreciation.

Capital Assets:

- Long-term assets used in operations, such as buildings, vehicles,
equipment, and infrastructure.

- Expected to provide benefits over multiple periods.

— Represent significant investments for governmental entities.

Depreciation:

— The systematic allocation of the cost of a capital asset over its useful
life.

- Reflects the consumption, wear and tear, or obsolescence of assets.

— Recognized as an expense in financial statements to match costs with
revenues.



In traditional accounting, depreciation is a fundamental principle that
ensures assets are not overstated on the balance sheet and that expenses are
allocated appropriately over the periods benefiting from the asset.

The Core Argument: Why Internal Service Funds
Typically Do Not Recognize Depreciation

The crux of the debate centers on whether ISFs should recognize depreciation
on their capital assets. The prevailing guidance, notably from the
Governmental Accounting Standards Board (GASB), indicates that they should
not.

Primary Reasons include:
1. Internal Focus and Cost Recovery

Internal service funds are designed for internal management purposes rather
than external financial reporting. Their primary objective is to recover
costs through user charges. Since these funds are not intended to produce
profit or external financial statements, the recognition of depreciation—an
accounting expense—is often viewed as unnecessary.

2. Capital Asset Usage Is Not a Consumption of Funds

Depreciation reflects the aging or consumption of an asset over time, not an
actual cash outflow during the period. For ISFs, the initial acquisition
costs are capitalized on the balance sheet, and the charges to other
departments are based on actual service provided, not on the depreciation
expense.

3. Consistency With Governmental Accounting Principles

GASB's standards for proprietary funds, including ISFs, specify that capital
assets used in operations should be capitalized on the balance sheet but
generally not depreciated within internal service funds when their purpose is
to recover costs rather than to report a profit. This is articulated in GASB
Statement No. 34 and subsequent standards.

4. Simplified Cost Allocation

Recognizing depreciation complicates cost recovery and internal pricing
models without providing clear benefits for internal management. Many
governments prefer to allocate costs based on actual expenditures and usage
rather than depreciation expense, which does not represent an actual cash
flow.

Implications of Not Recognizing Depreciation

While the rationale for excluding depreciation is well-established, it has
several implications:



a. Asset Valuation and Financial Statements

Capital assets remain on the balance sheet at historical cost.

— The net book value does not decline over time due to depreciation.

— This may lead to an overstatement of asset value and an understatement of
expenses.

b. Budgeting and Cost Control

- Excluding depreciation simplifies internal cost recovery.
- However, it may obscure the true cost of asset utilization and long-term
replacement needs.

c. External Reporting and Transparency

— When ISFs are part of government-wide financial statements, the decision
not to recognize depreciation aligns with the focus on current financial
resources.

- For external stakeholders, the lack of depreciation in ISFs emphasizes the
internal, cost-recovery nature rather than asset consumption.

d. Long-term Asset Management
— Not recognizing depreciation can hinder long-term planning for asset
replacement.

- Governments may need separate mechanisms to account for accumulated
depreciation or funding for asset renewal.

Contemporary Debates and Considerations

Despite the widespread acceptance of not recognizing depreciation in ISFs,
some debates and alternative perspectives persist.

1. Should Depreciation Be Recognized for Transparency?

Proponents of recognizing depreciation argue that doing so:

- Provides a more accurate picture of asset consumption.

— Facilitates better planning for asset replacement.

— Enhances transparency for external users, such as auditors and oversight
agencies.

2. Differentiating Between Internal and External Reporting

Some suggest that while internal reports may exclude depreciation for
simplicity, external financial statements should include depreciation to
reflect true asset wear and tear.

3. Impact on Financial Ratios and Metrics

Excluding depreciation can affect key financial indicators, such as net
position and asset turnover ratios, which may influence credit ratings and

funding decisions.

4. Emerging Standards and Practices



As governmental accounting standards evolve, there is ongoing discussion
about whether future standards might require or permit depreciation
recognition in ISFs, especially as governments seek greater transparency and
accountability.

Practical Recommendations for Governments and
Practitioners

Given the complex considerations, governments should approach this issue with
a clear understanding of their reporting objectives and requirements.

Recommendations include:

— Adhere to GASB standards for internal service fund accounting, recognizing
that depreciation is generally not required.

- Maintain separate asset management systems to track asset ages, replacement
costs, and accumulated depreciation for long-term planning.

— Use internal reports to evaluate asset utilization and costs, including
depreciation, if desired, for internal management purposes.

- Ensure transparency by clearly disclosing the accounting policies and
assumptions used in financial statements.

Conclusion

The question of whether internal service funds should account for
depreciation of capital assets used in their operations touches on
fundamental principles of governmental accounting, including purpose,
transparency, and practicality. The prevailing guidance and professional
consensus advocate for excluding depreciation from ISF financial statements,
primarily due to their internal, cost-recovery focus and the nature of their
operations. While this approach simplifies internal management and aligns
with existing standards, it also underscores the importance of supplementary
asset management systems and transparent disclosures to ensure that long-term
asset sustainability and financial integrity are maintained.

As governmental accounting continues to evolve, practitioners must balance
the need for simplicity, transparency, and accountability. Recognizing that
internal service funds are primarily internal tools rather than external
financial reporters, the current consensus remains that depreciation does not
belong in their core accounting practices. Nonetheless, ongoing discussions
and future standards may refine this approach, emphasizing the importance of
comprehensive asset management and transparent reporting in the public
sector.

In summary, internal service funds should not account for depreciation of
capital assets used in their operations because their primary purpose is cost
recovery and internal management. Recognizing depreciation in these funds
offers limited benefits for their intended functions and can complicate



financial reporting without enhancing transparency or accountability.
Instead, governments should rely on separate asset management and disclosure
practices to ensure long-term sustainability and informed decision-making.
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