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Abstract

Sri Lanka in recent years has been introduced changes in public sector financial management. The introduction
of accrual basis of accounting to public sector especially in Provincial Councils has created new trends in public
financial management. This research is concerned with the effectiveness of public sector accounting and
financial reporting in the research domain of Eastern provincial council (EPC). The aim of this research is to
understand the financial accounting and reporting practices and to analyze whether they are effective.
Descriptive method was used to evaluate the variables. The research concludes that the accounting and financial
reporting practices adopted at EPC are not effective.
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INTRODUCTION

There is large literature, which reports inadequacies in public sector accounting and financial
management performance in developing world (Blondal. 1998; Craner and Jones. 1990;
Dean. 1988,1989; Ghartey. 1985). Very often poor countries are poor in financial
management performance, which has made unrealistic and inconsistent financial management
decision-making (Blondal. 1988). Proper accounting data and interpretation thereof is very
much appreciated for sound, economic and proper management decisions (Gujarathi and
Dean. 1993). Many studies point to the deficiency in accounting systems as an important
weakness in the management of the public sector of most, and especially developing
countries (Blondall 1988; Craner and Jones 1990; Deen 1988, 1989; Ghartey 1985).

Further deficiency in accounting system is the main reason for improper, inaccurate and
delayed financial information communication. Whilst monitoring the performance of the
public sector entities are viewed as a problem in both developed and developing countries
(Deen 1989) since of internal external politics and socio-cultural influences. ‘Deficiency’ in
public sectors accounting and financial management has been identified as a characteristic of
socio-economic underdevelopment (Enthoven 1988; Craner and Jones 1990). Poor countries
generally have poor governmental accounting and financial management systems (Deen
1989).

First from the literature survey conducted by the researcher the accounting and financial
reporting system introduced to public sector is not suitable worldwide(Soverchia, 2012;
Grossi and Soverchia, 2011; Tickell, 2010 ; Oulasvirta, 2010; Ryan, 2008 and 2006; Ellwood,
S and Newbery, S., 2006; Carlin, 2005; Guthrie, 1998; Broadbent, 1999; Monsen, N., 2012
and 2002; Pallot, 2003; Christiaens, 2010 and 2004). Second, it is argued that the
effectiveness of internal financial control is poor in North and East provincial council
(K.Karunanithy,2001), it is found that financial information communication of divisional
secretariats in Trincomalee district is poor (N.Nagendrakumar, 2006) and further it is
revealed that budgetary control system of North and East provincial council is poor
(S.Kumuthinidevi, 2007).
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Therefore, it is evident that the deficiency nature of accounting and financial reporting
practices prevails in some aspects of financial management at EPC. The researcher questions
whether the financial accounting and reporting practices of EPC is deficient?

The purpose of this study is to analyze the EPC’s financial accounting and reporting practices
and understand whether they are effective. Further, this research attempts to find out reasons
why the financial accounting and reporting practices adopted by the public sector is deficient.
This study attempts to identify the degree to which the financial accounting and reporting
practices adopted by EPC is effective and the reasons for its ineffectiveness if any. Hence, it
consults and recommends possible alternative actions to the problems identified. Therefore,
findings of this study enable the public sector to make policy decision and necessary
alterations or to take corrective actions in their financial accounting and reporting practices
and system building, which in turn no doubt assist them in reaching sound financial
management decision-making. Findings of this study also form further research questions for
further investigations, in the future, on the government organizations accounting and

financial reporting practices.

This research was conducted in EPC. The sample included top management of EPC. The
researcher concentrated only on financial accounting and reporting aspects not on the other

sides of accounting (e.g. cost accounting and management accounting).

LITERATURE REVIEW

An accounting system should be such that it produces timely accounting reports for audit so
that it conveys information to investors (Dopuch et al., 1986; Field and Wilkins1991; Louder
et al., 1992). Investors mainly depend on the audited financial statements for their investment
decision makings. Political and financial stability and transparency are very important factors

which attract foreign direct investments.

Accrual accounting, which transforms cash flows into earnings, is key feature of any
accounting system (Mingyi Hung; 2001) and accrual accounting introduces differences
between income and cash flows, and it raises the issue of how one values assets. Government
departments prepare the financial statements based on cash basis in Sri Lanka which does not

accurately match the expenses and account for assets and liabilities for the period. The
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Divisional Secretariats in Trincomalee district, North East Provincial Council (NEPC), Sri

Lanka do not follow the accrual accounting system (N.Nagendrakumar, 2006).

The situation is a unique one that provides an opportunity to consider the reasons national
accounting and auditing standards evolve differently from country to country, the challenges
posed in converting from a national set of standards to one developed externally, and the
implications of a regulatory decision to attempt to eliminate the differences (Kathryn Bewley,
2008). Different purposes of financial reporting, different legal systems, different user
groups, needs of developing countries, nationalism, cultural differences, unique
circumstances, lack of strong accounting bodies and inertia and cost are the barriers to

harmonization of the accounting practices.

Viewing the adoption of International Financial Reporting system (IFRS) and International
Accounting Standards (IAS) in Canada as a regulatory action raises questions about the role
the Canadian standards-setters' strategic decisions play in balancing the costs and benefits of
financial reporting regulation. The political process for setting financial reporting standards

will vary from nation to nation, and thus has given rise to differences in Generally Accepted

Accounting Principles (GAAP) and Generally Accepted Accounting Standards (GAAS) from
country to country. International accounting research prior to the Enron scandal and SOX
legislation identified general factors that lead national standards to differ from international
standards. These include the need to accommodate local law, regulation, and political
institutions, such that unique national standards provide higher net social benefits than
international standards (Choi and Levich, 1990; La Porta Lopez-de-Silanes, Shleifer, and
Vishny, 1997; Nobes, 1998). The escalating costs of standard setting and the increasing
global integration of business operations and investment are two practical, economic factors

favoring the development of international standards (Street, 2002).

The Canadian Institute of Chartered Accountants’ (CICA) decision to depend on the
International Accounting Standards Board (IASB) reflects its recognition of the benefits of
international convergence. Weaknesses in accounting practices arise because regulators are

not fully independent from the regulated.
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Recent years have seen a global movement toward the development of comprehensive
international accounting and auditing standards for financial reporting by public and private
companies and non-business organizations (Kathryn Bewley, 2008). Generally accepted
accounting principles (GAAP) concepts set out various desirable qualitative characteristics of
accounting information that enhance its usefulness, such as understandability, relevance
(feedback and predictive value; timeliness), reliability (representational faithfulness;

verifiability; neutrality), and comparability (Kathryn Bewley, 2008).

GAAP and (GAAS) arise from a political process (Scott, 2006). These standards are a key
implementation component of the regulations, and need to be updated frequently to remain
relevant and effective. Structure that are currently used to address the risk of conflict are the
public exposure process for proposed standards, the practice of involving people from a
variety of backgrounds in the standard-setting process, and the subjecting of the standard-

setting process to independent oversight.

CONCEPTUAL FRAME WORK AND METHODOLOGY

The conceptualization model (figure-1) has been configured based on the research problem
and the literature survey. There are two independent variables namely technical support
system (internal control system, accounting system, regulatory mechanism) and human
resource support to explain the dependent variable effectiveness of the financial reporting of
public sector organizations. Effectiveness of public sector accounting and financial reporting
reform could be defined as the provision of relevant, reliable, understandable and comparable
financial information which shapes the decision usefulness, transparency, accountability and

comparison needs of the stake holders (Soverchia, 2012; Tickell, 2010).
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Figure-1: Conceptual model
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Zucker, (1987) defines institutionalization as “a rule-like, social fact quality of an organized
pattern of action, and an embedding in formal structures, such as formal aspects of
organizations that are not tied to particular actors or situations ”In accordance with the
definition of institutional capacity proposed by Howitt (1977) and the World Bank (2004),
Mimba et al. (2007) technical capacity could be conceptualized as the ability of an institution
to decide on and pursue its goals, to perform tasks, and to improve performance constantly.
The technical capacity is made up of internal control system, accounting system, regulatory

mechanism which is described below.

Internal Control System.

Internal control is a process introduced by an entity’s board of directors, management, and
other personnel, designed to provide reasonable assurance regarding the achievement of
objectives in effectiveness and efficiency of operations, reliability of financial reporting and
compliance with applicable laws and regulations. The control environment consists of the
actions, policies and procedures that reflect the overall attitudes of top management, directors
and owners of an entity about control and its importance to the entity. If control environment

is conducive then the financial reporting system will be effective.

6
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Accounting System.

Accounting system is the subset of management information system (MIS), Accounting
system is responsible for providing timely and accurate financial and statistical reports for
internal management decision making, and for external parties such as creditors, investors,
and regulatory and taxation authorities. If accounting system is effective then the financial

reporting system will be effective.

Human Resource Support System.
This is about whether the human resource attached to the financial division of the

departments is supportive to the system. This includes job satisfaction and training.

Job satisfaction

It is the sense of inner fulfillment and pride achieved when performing a particular job. Job
satisfaction occurs when an employee feels he has accomplished something having
importance and value worthy of recognition. If the accounting staff are satisfied with their

jobs in performing the duties then the financial reporting system will be effective.

Training
It is an organized activity aimed at imparting information and/or instructions to improve the
recipient's performance or to help him or her attain a required level of knowledge or skill. If

the accounting staff are trained the financial reporting system will be effective.

Regulatory mechanism.
This refers to regulatory mechanism of the government with regard to the financial reporting
of the provincial councils and departments. If regulatory mechanism is conducive then the

financial reporting system will be effective.

Study Design
The researcher selected descriptive method to analyze the variables. The data are collected

through questionnaire. The study is about measuring the effectiveness of the financial


http://www.businessdictionary.com/definition/organized.html
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accounting and reporting practices. The data will be gathered by administering five point

likert scale. The scale will be as follows.

Very good
Good
Fair

Poor

R NN W B~ O

Very poor

To measure the degree to which the effectiveness is achieved the following methods is

adopted.

Measurement criteria for scales

95% -100% Excellent
85% <95% Very good
75% <85% Good
65% <75% Not bad
<65% Poor

Negative questions (NQ) will be measured in reverse order.

00% -5% Excellent
5%  >15% Very Good
15% >25% Good

25% >35% Not bad
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CONCLUSION AND RECOMMENDATION

It is revealed that the percentage of audit queries signals the existence of financial reporting
problem, completeness of financial reporting is poor, proper classification of material items
in financial reporting is poor, reprimand for not submitting the financial reports in time is
poor, Financial ratios are not prepared for comparisons, accounting and reporting systems
adopted by government are not sufficient and appropriate, Practicing of accounting standards
in public sector is poor, Accrual accounting has not been adopted, awareness about who is
going to use the financial reports is poor, sufficient & appropriate information about
evaluating performance is poor, true and fair view of financial reports are moderate,
disclosure of accounting principles is moderate, maintaining the consistency in financial

reporting is moderate and understandability of financial statements by users is moderate.

Therefore it is concluded that the accounting and financial reporting system of EPC is

deficient (not effective).

Association of Public Finance Accountants of Sri Lanka (APFASL) which is the public
sector wing of Institute of Chartered Accountants of Sri Lanka (ICASL) has introduced ten
public sector accounting standards (PSAS). EPC is recommended to follow Sri Lanka Public
Sector Accounting Standards (SLPASS).

Drawing attention for the need for research in Public Sector Accounting, Deen (1989) states
that; the field remains neglected in many countries. Therefore several changes have to be
made in the government accounting system in order to make public sector organizations more
accountable for their performance (Mulgan 1997; Sinclair 1995; Hood 1995). Therefore,
making several changes in the Government Accounting System is possible only through

sound researches.
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