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To what extent should the financial reporting practices of public sector organizations differ from those used by companies in the private sector? 

Introduction 

Comparing the financial reporting practices of public sector organizations with those practices used by companies in the private sector shows similarities and differences among them. To see to what extent should the financial reporting practices of public sector organizations differ from those used by companies in the private sector the financial reporting models will be established and compared for each of the two sectors: private sector, and public sector. Our areas of comparison will cover the following:  Firstly, the users of the financial reporting for each of the sectors will be identified. Secondly, the users’ information needs will be evaluated to allow comparison of the different models based upon their reporting objectives. Thirdly, Objectives of financial reporting in the two sectors are put under focus for comparison to check why they differ in objectives of financial reporting   as on the one hand, in the Private sector it is meant for financial performance of the companies (current and future earnings of the companies), on the other hand, in the public sector, it is meant for management performance and stewardship and to see into the ability to continue to provide services. Fourthly, the Process of how revenues and expenses are measured and then recognized is compared to check to what extent that the two sectors differ in terms of recognition and measurement.  Fifthly , the financial reporting models  ( Balance Sheet , Income Statement , and  Cash Flow statement ) are established  and  mapped out  in tables  to underlines  items of differences  between  the two sectors . 
 For any public sector organizations, or for any private sector companies, Accounting can be defined as mainly based on recording the assets, liabilities and transactions undertaken by those organizations or companies. Accounting standards are principles to which “accounting reports should conform. They are aimed at:

· achieving comparability between companies, through reducing the variety of accounting practice;

· providing full disclosure of material (i.e. significant) factors through the judgments made by the preparers of those financial reports; and 

· ensuring that the information provided is meaningful for the users of financial reports.” (Paul M. Collier, Accounting for Managers: Interpreting accounting information for decision-making. P: 68).

Financial reports are concerned with the presentation of an organization's financial history, based on those financial records. However, different kinds of financial reports are prepared by different kinds of organizations or companies for different uses and users. Financial reporting needs of public sector organizations differ from the needs of private sector companies, because of the difference in users information needs. Furthermore, financial reporting objectives are derived from the needs of the users of the reports, the goals and purposes they have for accounting. The objectives of financial reporting vary between the public sector organizations, and private sector companies. Consequently, there is some variation between the different sector's conceptual frameworks for financial reporting.

“The goal of financial reporting is to provide financial information which is useful for making economic, political and social decisions and demonstrating accountability and stewardship. It must also provide information that is useful for evaluating managerial and organizational performance.”(Accounting for Managers P: 1.2).
“In order to meet the users’ requirements of financial statements, we need to understand their needs. In theory, financial statements should be prepared in accordance with the needs of users. The main problem is that there are many different types of users of financial statements and their needs are different. Obviously it is very difficult to meet all their needs with a single set of accounts.

The Corporate Report (1975) issued by the Accounting Standards Steering Committee, London, identified the following user groups:

_ Equity investors,

_ Loan creditors,

_ Employees,

_ Analyst-advisers,

_ Business contacts,

_ The government, and

_ The general public” (Accounting for Managers P:2.1).

“The concept of generally accepted accounting principles (GAAP) makes an invaluable contribution to the way in which business is conducted. When a CPA firm certifies a company’s financial statements, it is assuring the users of those statements that the company adhered to these principles and prepared its financial statements accordingly.” (Edward Fields, The Essentials Of Finance And Accounting For Nonfinancial Managers.P:7)

Users of financial reports

The first area of comparison is the users of financial reports .The list of users of financial reports varies between the two sectors. For private sector, the primary users of the financial reports are investors and creditors. They are separated into two groups:

 1) Current investors and creditors.

 2) Potential investors and creditors. 

Whereas, for public sector, the primary users of the financial reports are donation and funding bodies, oversight and supervision bodies, general public, and public sector managers for the development of the objectives based upon user needs.

In private sector the users have an ownership interest in the companies or a claim against the companies. That is they are primarily concerned with the amount of earnings generated by these companies. However, in the public sector primary users (individuals or groups) have an auditor type perspective on the organization and its operations. To illustrate more, in the Public sector, users of the reports are checking how the organization is operated, in terms of efficiency, effectiveness and compliance .they care very less about the results (earnings) from operations .they check the ability to continue to provide services. 

User information needs

The second area of comparison is user information needs. The users' information needs for private sector are focused on the need to evaluate the investment potential of the companies, as well as the credit worthiness of the companies. For public sector users need information to evaluate management performance, as well as effectiveness of the organization's operations and the ability to continue to provide services. In addition, users are concerned with government manager’s performance. The users of private sector, financial reports are concerned with the company’s current earnings and the company’s ability to produce future earnings.

Objectives of financial reporting

The third area of comparison is objectives of financial reporting. All financial reporting is concerned to varying degrees with decision making. In private sector, financial reporting provides information to help users in assessing the amounts, timing and certainty of future cash receipts from operations and other sources. Further, another objective of financial reporting in the private sector is to provide information about the financial resources of an entity and any claims against those resources. The primary objective of financial reporting in private sector is to provide information about the entities financial performance.

The objectives of financial reporting for public sector are to support the two fundamental requirements:

First one, to provide a means of evaluating management, both in terms of stewardship and performance, second one, to provide a way of evaluating the resource allocation decisions and the probability of continued availability of resources.

The differences in the objectives of financial reporting between the two sectors are a function of the differences between the users of the reports and their needs in each sector.

In private sector the objectives of financial reporting provide the framework for evaluating current and future earnings of the companies. The objectives for the public sectors are quite different, in that they focus on management performance and stewardship, as well as, compliance with legal requirements on the use of resources.

 The public sector has little concern with earnings or results from operations, other than as a means of evaluating the entities ability to continue to provide services.

"The objective of financial statements is to provide information about the financial position (balance sheet), performance (income statement), and changes in financial position (cash flow statement) of an entity; this information should be useful to a wide range of users for the purpose of making economic decisions, focusing on users who cannot dictate the information they should be getting."(Van Greuning, Hennie. International Financial Reporting Standards: A Practical Guide.P:16)

Recognition and measurement

The fourth area of comparison is Recognition and measurement which is the process of formally recording or incorporating an item in the financial statements of an organization. The primary recognition and measurement principle for each of the sectors deals with the basis of accounting for financial reporting, the basis of accounting refers to when revenues and expenses are measured and then recognized in the accounts and reports of the financial statements. 

Private sector business type organizations utilize accrual basis accounting for the recognition of revenues and expenses, “the accrual method, an accountant records income and expenses when they happen, not when they are actually received or paid.” (Steven Stralser, MBA in A Day.P:99).

Revenues are not recognized until earned. They are considered earned when the organization has substantially accomplished what it must do in order to be entitled to the revenues. Recognition of revenues at the time of sale provides a consistent and measurable means of revenue recognition and serves as the general rule for revenue recognition. Accountants in the private sector attempt to match costs or expenses with the revenues that they create. Thus, expense recognition is tied to revenue recognition.

Public sector's accounting practices for financial reporting are driven by the unique accounting environment created by the use of fund accounting. This leads to the use of a different basis of accounting dependent upon the fund type. Governmental funds utilize modified accrual basis accounting. Proprietary fund revenues and expenses are recognized on the accrual basis. Fiduciary fund revenues and expenses or expenditures (as appropriate) are recognized on the basis consistent with the fund's accounting measurement purpose.

Financial reports

Private Sector

1. Balance Sheet. The purpose of the balance sheet is to report the financial position of the organization at a particular point in time. The balance sheet is referred to the statement of financial position, because it reflects the financial position of the entity.

“The Balance Sheet must balance, i.e. assets are equal to liabilities. Although shown separately, capital is a type of liability as it is owed by the business to its owners. The double-entry system records the profit earned by the business as an addition to the owner’s investment in the business” (Paul M. Collier, Accounting for Managers: Interpreting accounting information for decision-making. P: 30).

 The basic accounting model for the balance sheet is:

Assets = Liabilities + Owner's Equity

Standard balance sheet format for private sector is as follows:

	BALANCE SHEET 
	
	
	

	Assets 
	
	
	

	Current Assets: 
	
	
	

	Cash 
	xxx
	
	

	Accounts Receivable 
	xxx
	
	

	Inventories 
	xxx
	
	

	Other 
	xxx
	
	

	Total Current Assets 
	
	xxx
	

	Non-Current Assets: 
	
	
	

	Long Term Investments 
	xxx
	
	

	Property, Plant and equipment 
	xxx
	
	

	Other 
	xxx
	
	

	Total Non-Current 
	
	xxx
	

	TOTAL ASSETS 
	
	
	xxx

	Liabilities 
	
	
	

	Current Liabilities: 
	
	
	

	Accounts Payable 
	xxx
	
	

	Notes Payable 
	xxx
	
	

	Other 
	
	
	

	Total Current Liabilities 
	
	xxx
	

	Non-Current Liabilities: 
	
	
	

	Long Term Debt 
	xxx
	
	

	Other 
	xxx
	
	

	Total Non-Current Liabilities 
	
	xxx
	

	TOTAL LIABILITIES 
	
	xxx
	

	Stockholder's Equity 
	
	
	

	Contributed Capital: 
	
	
	

	Common Stock 
	xxx 
	
	

	Preferred Stock 
	xxx 
	
	

	Additional Paid in Capital 
	xxx 
	
	

	Retained Earnings 
	
	
	

	TOTAL STOCKHOLDER'S EQUITY 
	
	xxx 
	

	TOTAL LIAB. & STOCKEIOLDER'S EQUITY 
	xxx 


2. Income Statement. “The income statement reflects the effect of management’s operating decisions on business performance and the resulting accounting profit or loss for the owners of the business over a specified period of time. The profit or loss calculated in the statement increases or decreases owners’ equity on the balance sheet.”

(Erich A. Helfert, D.B.A. Financial Analysis: Tools and Techniques.P:40)

The income statement reports the profit performance of the business entity. Profit is defined as the net income of the entity, which are simply the revenues less expenses. Revenues cause inflows of resources into an entity, and expenses cause outflows of resources. The income statement reports the revenue and expenses for a specified period of time. The accounting model for the income statement is: 

Revenues - Expenses = Net Income

The standard income statement format for private sector is as follows:

	INCOME STATEMENT 
	

	Revenues and Expenses Revenues                        xxx

Expenses                         xxx                                      
	

	Operating Income         xxx           

 
	

	Non-operating  Gains & Losses Non-Operating Gain       xxx

 Non-Operating Losses(xxx)
 Pretax Income                xxx

 Income Tax                 (xxx)
	

	NET INCOME              xxx
	


3. Statement of Cash Flows.

“The Cash Flow statement shows the movement in cash for the business during a financial period. It includes:

· cash flow from operations;

· interest receipts and payments;

· income taxes paid;

· capital expenditure (i.e. the purchase of new fixed assets);

· dividends paid to shareholders;

· new borrowings or repayment of borrowings” (Paul M. Collier, Accounting for Managers: Interpreting accounting information for decision-making P: 74).
The accounting model for the statement of cash flows is:

Cash (beginning of period) +/- Cash from Operations +/- Cash from Investing +/- Cash from Financing = Cash (end of period)

The standard statement of cash flows format for private sector is as follows:

	STATEMENT OF CASH FLOWS 
	

	Cash Flows from Operations:

 Inflows from revenues                             xxx

Outflows for expenses                             (xxx)
	

	Net Cash Flow from Operations               xxx


	

	Cash Flows from Investing: 

Inflows from sale of non-current assets                  xxx

Outflows for investments in non-current assets     (xxx)
	 

	Net Cash Flows from Investing                            xxx
	

	Cash Flows from Financing:

 Inflows from new debt or equity                            xxx

Outflows to support debt or equity                        (xxx)
	 

	Net Cash Flows from Financing                          xxx

                                         
	

	Net Change in Cash                                              xxx

(Beginning of period)                                            xxx
Cash (End of period)                                            xxx
	


Public sector:

1. Balance Sheet or Statement of Financial Position. The purpose of the balance sheet is to report the organization's readily spendable resources and the claims against those sources. Since these entities have no capital stock or other equity claims capable of being sold or traded, the equity section of the balance sheet is called "Net Assets", which is equal to the difference between the assets and liabilities. The accounting model for the balance sheet is:

Assets = Liabilities + Net Assets

The standard balance sheet format for a public sector is as follows:

	STATEMENT OF FINANCIAL POSITION 
	
	

	Assets: 
	
	

	Cash and Cash Equivalents 
	xxx 
	

	Accounts Receivable 
	xxx 
	

	Prepaid Items 
	xxx 
	

	Inventories 
	xxx 
	

	Short-Term Investments 
	xxx
	

	Long-Term Investments 
	xxx 
	

	Physical Assets 
	xxx 
	

	TOTAL ASSETS 
	xxx 
	

	Liabilities and Net Assets: 
	
	

	Liabilities: 
	
	

	Accounts Payable 
	xxx
	

	Notes Payable 
	xxx
	

	Annuity Obligations 
	xxx
	

	Refundable advance 
	xxx
	

	TOTAL LIABILITIES 
	xxx
	

	Net Assets: 
	
	

	Unrestricted 
	xxx
	

	Temporarily restricted 
	xxx
	

	Permanently Restricted 
	xxx
	

	TOTAL NET ASSETS 
	xxx
	

	TOTAL LIABILITIES & NET ASSETS 
	xxx
	


2. Statement of Activity. The purpose of the statement of activity is to report the results of economic activities for the organization and the resulting changes in net asset classifications. The typical statement of activity bears a close resemblance to the income statement for business enterprises, except that the revenues and expenses for the different asset classifications are reported separately. The accounting model utilized in each asset classification for the statement of activity:

Support and Revenues (Net Inflows) - Expenses and losses (Net Outflows) =

Change in Net Assets

The standard statement of activity format for a public sector is as follows:

	STATEMENT OF ACTIVITY 
	
	

	Changes in Unrestricted Net Assets: 
	
	

	Support, Revenue and Gains: 
	
	

	Support -Contributions 
	xxx 
	

	Support -Other 
	xxx 
	

	Investment Income 
	xxx 
	

	Total Unrestricted Revenues and Gains 
	
	xxx 

	Net Assets Released from Restrictions: 
	
	

	Satisfaction of Program Restrictions 
	xxx 
	

	Satisfaction of Equipment Restrictions 
	xxx 
	

	Expiration of Time Restrictions 
	xxx
	

	Total Assets Released from Restrictions 
	
	xxx

	Expenses and Losses: 
	
	

	Education and Research 
	xxx 
	

	Fund-Raising 
	xxx 
	

	Administrative and General Expense 
	xxx
	

	Total Expenses and Losses 
	
	xxx

	Total Change in unrestricted Net Assets 
	
	xxx 

	Changes in Temporarily Restricted Assets: 
	

	Contributions 
	             xxx 
	

	Income on Investments 
	          xxx 
	

	Revenues 
	                 xxx 
	

	Net Realized and Unrealized Gains 
	 xxx 
	

	Net Assets Released from Restrictions 
xxx
	

	Total Change in Temporarily Restricted Assets 
	xxx 

	Changes in Permanently Restricted Net Assets: 
	

	Same as for temporarily restricted assets         xxx
	

	Total Change in Permanently Restricted Net Assets 
	xxx 

	Total Increases in Net Assets                                xxx                     
	

	Net Assets, Beginning of the year                         xxx
	

	NET ASSETS, END OF THE YEAR 
	 xxx 


3. Cash Flow Statement. The cash flow statement comes from operating, investing and financing activities. The cash flow statement for public sector is almost identical to those of a private sector. The accounting model for the cash flow statement is:

Cash (Beginning of period) +/- Cash from Operations +/- Cash from Investing +/- Cash from Financing = Cash (End of period)

The standard cash flow statement format for nonprofit organization is as follows:

	CASH FLOW STATEMENT 
	

	Cash Flows from Operating Activities: 
	

	Change in Net Assets 
	xxx 

	Adjustments to Reconcile Change in Net Assets to Net Cash 

	Provided By Operating Activities: 

	Depreciation 
	       xxx 

	Change in Receivables                                        xxx 
	

	Change in Inventories                                 
	xxx 
	

	Change in Prepaid Expenses                               xxx
	
	

	Change in Payables 
	  xxx 
	

	Total Cash Flow from Operating Activities 
	xxx

	Cash Flows from Investing Activities: 
	

	Change in Physical Assets 
	xxx 
	

	Sale/Purchase of Investments                                xxx
	

	Total Cash Flow from Investing Activities 
	      xxx

	Cash Flows from Financing Activities: 
	

	Proceeds from Contributions Restricted for: 
	

	Investment Endowment 
	xxx 
	

	Investment in Plant                                               xxx 
	

	Investment Subject to Annuity Agreements        xxx 
	

	Total Proceeds from Restricted Contributions 
	    xxx 

	Other Financing Activities: 
	

	Int. & Div. Restricted for Reinvestment              xxx
	
	

	Changes in Notes Payable                                   xxx
	
	

	Proceeds from Mortgage                                      xxx        
	
	

	Total Cash Flow from Other Financing                    xxx
	
	

	Total Cash Flow from Financing Activities                       xxx          
	

	Net Change in Cash and Cash Equivalents 
	xxx

	Cash and Cash Equivalents at Beginning of the Year 
	xxx

	CASH AND CASH EQUIVALENTS (END OF YEAR) 
	xxx


The fifth area of comparison is financial reports .According to the samples mentioned above. The general purpose financial statements are to provide the most useful information possible to the primary user groups identified for each of the sectors.

 Due to the differences in the needs of the primary users, there is some variations in the type and format of financial statements provided by the different sectors. The There is a difference between the two sectors in balance sheet's equity.

 This is due to the differences in how the various sectors receive resources. Private sector breaks their equity section into two sub-accounts:

(1) Contributed capital 

(2) Retained earnings.

Whereas, Public sector companies title their equity section as "Net assets" and break it down into three sub-accounts:

(1) Unrestricted assets

(2) Temporarily restricted assets;

(3) Permanently restricted assets. 

The private sector provides an "Income statement", which presents the net income for the companies.

 In public sector provide an operating statement called "Statement of activity", which is the same as to the income statement for the private sector. The only difference is that the different asset restriction classifications are reported separately in the nonprofit's statement of activity.

Each of the sectors breaks their cash flows down into three categories: (1) cash flows from operating activities; (2) cash flows from investing activities; (3) cash flows from financing activities, and provide a similar statement.

SUMMARY & CONCLUSIONS
To conclude, the financial reporting practices by organizations in the Public sector differ from those used by companies in the private sector in many respects: from the respect of the users and their needs to the objectives of such the financial reporting practices. Moreover, In Public sector organizations, the goal is to provide the highest level of service with the resources available. However, in the Private sector profit oriented companies have a goal of improving owner welfare, which is usually measured in terms of earnings.

This fundamental difference in operating objectives leads to differences between the user needs for the various sectors. Profit oriented entities focus on evaluating the organization as a whole. The intent in the public sector organization is to provide accountability at the lowest level possible. For governmental and nonprofit organizations, the focus is not on a single element reflecting the operations of the organization, such as earnings, but rather on providing detailed information on the organization's various activities.

The difference in objectives for the different sector leads to the variations in how the sectors prepare and present their financial statements. In private sector profit oriented, the objectives of financial reporting provide the framework for evaluating current and future earnings of the companies. Consequently, financial reporting for this sector focuses on providing the specific information required to evaluate earnings. Whereas, the objectives for the public sector are quite different, in that they focus on management performance and accountability. In the Public sector there is little concern with earnings or results from operations, other than as a means of evaluating the organization’s ability to continue to provide services. Consequently, their financial statements focus on providing information which will be useful to users in evaluating the continuing availability of resources in amounts which would provide for the organizations continued ability to provide services at their current levels.
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