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This paper provides a survey of the empirical literature on financial reporting in private firms. Although
private firms play a dominant role in country-level economic development, research on their financial
reporting is limited. The survey reveals that there remains uncertainty as to the purpose of financial
reporting in private firms which is also reflected in the current body of the empirical literature. The
survey provides implications for regulators with respect to regulating the financial reporting of private
firms. The survey also identifies some limitations of existing research and offers potential avenues for
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1. Introduction

The purpose of this paper is to provide a survey of topics re-
lated to financial statements of private firms. In contrast to the
voluminous literature on the financial reporting of public listed
firms, and excellent reviews of this literature (Beyer, Cohen, Lys,
& Walther, 2010; Habib, 2007, for example), there is little pub-
lished survey of the literature on financial reporting in private
firms (Minnis & Shroff, 2017). This is despite the fact that private
firms play a dominant role in country-level economic development.
For example, according to the US Census Bureau, there are 29 mil-
lion privately held companies in the US, representing half of the
nation’s GDP.

A privately held company or close corporation is a business
company owned either by non-governmental organizations or by
a relatively small number of shareholders or company members,
which does not offer or trade its company stock (shares) to the
general public on a stock market exchange. The Financial Account-
ing Standards Board (FASB) does not define a private company.
Rather it defines a public company and if a company does not meet
the definition, then it is a private company.’

* Corresponding author.
E-mail address: a.habib@massey.ac.nz (A. Habib).

1A public business entity is a business entity meeting any one of the criteria be-
low (FASB codification glossary).
(a). It is required by the U.S. Securities and Exchange Commission (SEC) to file or
furnish financial statements, or does file or furnish financial statements (including
voluntary filers), with the SEC (including other entities whose financial statements
or financial information are required to be or are included in a filing).
(b). It is required by the Securities Exchange Act of 1934 (the Act), as amended, or
rules or regulations promulgated under the Act, to file or furnish financial state-
ments with a regulatory agency other than the SEC.
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Private firms play a significant role in the economy in terms
of contributing a considerable proportion to the GDP and creating
employment opportunities. As they are dispersed among a wide
range of industries, they provide a variety of goods and services to
the nation and expand export opportunities. According to indus-
try analysts, IBISWorld, Australia’s biggest private company gener-
ated total revenue of $296 billion and employed 442,000 people in
2015. Although conventional wisdom suggests that China’s econ-
omy is driven by state-owned enterprises, private companies also
play a role in this regard (Bloomberg View, 2014). Therefore, pri-
vate companies are an important element in the nation’s economic
stability and development.

Private firms are faced with financial constraints in terms of the
capital required for growth and expansion. However, high qual-
ity financial statements will enable these firms to access capital
(Hope, Thomas, & Vyas, 2011). As a majority of the world’s business
enterprises comprise private firms, it can be argued that if private
firms overcome financial restrictions by providing high quality fi-

(c). It is required to file or furnish financial statements with a foreign or domestic
regulatory agency in preparation for the sale of or for purposes of issuing securities
that are not subject to contractual restrictions on transfer.

(d). It has issued, or is a conduit bond obligor for, securities that are traded, listed,
or quoted on an exchange or an over-the-counter market.

(e). It has one or more securities that are not subject to contractual restrictions on
transfer, and it is required by law, contract, or regulation to prepare U.S. GAAP fi-
nancial statements (including notes) and make them publicly available on a periodic
basis (for example, interim or annual periods). An entity must meet both of these
conditions to meet this criterion.

An entity may meet the definition of a public business entity solely because its
financial statements or financial information is included in another entity’s filing
with the SEC. In that case, the entity is only a public business entity for purposes
of financial statements that are filed or furnished with the SEC.
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nancial statements and external audits, they may be able to drive
economic development in emerging and less developed countries.

Notwithstanding this important economic contribution and the
importance of financial reporting in this context, academic re-
search on financial reporting in private firms is scarce. The ex-
isting studies primarily use “agency theory” (agency theory can
be briefly defined as the theory which explains the relationship
between principals and agents in business and deals with issues
that arise in agency relationships due to misaligned goals) as the
dominant theoretical lens for examining the demand and supply
of financial statements in public firms (Jensen & Meckling, 1976).
The demand for financial statements arises because of the “deci-
sion usefulness” purpose served by published financial statements.
Decision usefulness implies the provision of financial information
about the reporting entity that is useful to existing and potential
investors, lenders, and other creditors (IASB, 2010). Financial infor-
mation that is useful in making economic decisions is also helpful
in assessing how management has fulfilled its accountability.

Whereas the demand for financial statements is unambigu-
ously established for public firms, this is not the case for pri-
vate firms. On one hand, as private firms have relatively less dis-
persed ownership and the potential to communicate via private
channels, shareholders’ requirement for financial statements may
be lower (Burgstahler, Hail, & Leuz, 2006). On the other hand, the
demand for financial statements may still exist in private firms to
protect the interests of minority shareholders against the risk of
wealth misappropriation by dominant shareholders. This might be
the rationale for mandating the production and dissemination of
financial statements by private firms in most European countries.
Lenders could also demand financial statements, as most private
enterprises (small and medium-sized firms in particular) obtain fi-
nance through the private credit market,> which is dominated by
banks and trade credit (Hope et al., 2011). Agency conflicts may
arise between owners and creditors in this context due to infor-
mation asymmetry. For example, owner-managers who have a con-
trolling interest in private firms may expropriate from creditors
(Type II agency problem). This opportunistic incentive of owner-
managers becomes the main driver for the contracting role of fi-
nancial accounting. According to Ball and Shivakumar (2005), fi-
nancial reporting in private firms is more likely to be driven by
dividends, taxation, and other policies, such as a compensation
payment policy.

Agency theory advances the proposition that managers have
incentives to provide misleading financial reporting to external
stakeholders, generating the Type [ agency problem (Healy &
Palepu, 2001; Jensen & Meckling, 1976) (the supply-side argu-
ment). A plethora of research has identified the managerial in-
centives and mechanisms for earnings management, and the con-
straints on earnings management (see Dechow, Ge, and Schrand
(2010) for a comprehensive survey).

Although some efforts have been made to examine financial re-
porting in private firms, the findings of these studies have been
inconclusive and may not be particularly informative for regulators
and investors concerning issues in private firms. Accordingly, this
study intends to survey the literature on financial reporting in pri-
vate firms, and to provide a summarized view of the existing lit-
erature. Academic researchers may also use the conclusions of this
survey to undertake further investigation of financial reporting is-
sues in private firms and, thereby, extend this stream of research
into different but important areas.

2 Some private firms also obtain finance through public debt: private firms with
public debt (Givoly, Hayn, & Katz, 2010) and private firms backed by private equity
ownership (Katz, 2009). These firms have different incentives for preparing financial
statements, which may be similar to those of public firms.

Two criteria were used to determine whether to include an ar-
ticle in the survey. First, the search terms “private firms,” “private
companies,” “family firms,” “financial reporting,” “earnings quality,”
and “conservatism” were used to retrieve articles from EBSCOhost,
Emerald, Scopus, ProQuest, Science Direct, and the Wiley Online
Library databases. Second, the authors skimmed through the ar-
ticles initially derived to identify whether they tested empirically
the financial reporting in private firms. Unpublished working pa-
pers were included as long as they were relevant to the survey,
although those were few in number.

The first large-scale empirical research, in the form of earn-
ings quality in private firms, was conducted by Beatty and
Harris (1999), who investigate the effects of taxes, agency costs,
and information asymmetry on earnings management in public
and private firms. The survey, therefore, focused on the papers
published after the year 1999. The survey is categorized using a
demand and supply framework (see Sections 4.1 and 4.2 respec-
tively).

The paper proceeds as follows. Section 2 provides an overview
of the institutional framework for financial reporting by private
firms in the US and the EU countries. Section 3 explains the
theoretical frameworks for financial reporting in private firms.
Section 4 presents the literature on financial reporting in private
firms. The final section concludes the paper and also highlights
the implications of the survey for future research and for the
regulators.

2. Institutional features of financial reporting in private firms
in the US and Europe

2.1. Regulatory requirements for financial reporting for private firms
in the US

In North America, the United States Securities Exchange Act of
1934 [§12 (g)] requires only public companies with asset values
exceeding $10 million and widely dispersed ownership (more than
500 “holders of record”) to produce financial statements (Allee &
Yohn, 2009). In contrast to public firms, private firms® are gen-
erally not required to disclose financial statements to the public
(Badertscher, Shroff, & White, 2013; Bradshaw et al., 2014). The Fi-
nancial Accounting Foundation (FAF, the parent of the FASB) es-
tablished the Private Company Council (PCC) in 2012 (FAF, 2012).
The purpose of the PCC is to improve the standard-setting pro-
cess for private companies (FAF, 2013). As its first task, PCC ap-
proved the Private Company Decision-Making Framework - A Guide
for Evaluating Financial Accounting and Reporting for Private Compa-
nies (Lisowsky & Minnis, 2015). This guide is used to assist the PCC
in determining whether and in what situations alternative recog-
nition, measurement, disclosure, display, effective date, transition
guidance, and exceptions should be provided for private compa-
nies under US GAAP (FAF, 2013; O’ Dell, 2015). Among other re-
sponsibilities, the PCC have proposed alternatives to the US gen-
erally accepted accounting principles (GAAP) to address some of
the aggravated and long standing private company issues includ-
ing accounting for intangible assets, financial instruments, con-
solidations, share-based payments and uncertain tax positions (O’
Dell, 2015).

Somewhat differently, the American Institute of Certified Public
Accountants (AICPA) established the new Financial Reporting Frame-
work for Small and Medium-Sized Entities (FRF for SMEs) in June
2013 (Pacter, 2014). This is designed for the small business com-
munity in the USA to produce useful and relevant financial state-
ments in a simplified, consistent, and cost-effective manner. The

3 US GAAP generally refers to small businesses as private companies, whereas
IFRS uses the term SMEs (Pacter, 2014)
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FRF for SMEs can be adopted by private firms when GAAP require-
ments do not apply (AICPA, 2016). This reporting option is de-
signed, in a sense, as an alternative competing reporting frame-
work to the US GAAP for private firms (Lisowsky & Minnis, 2015).
Currently, due to the co-existence of various options, it is still un-
certain as to whether a standardized alternative to GAAP. e.g., the
IFRS for SMEs, could be provided to private firms in the USA.*

2.2. Regulatory requirements for financial reporting for private firms
in Europe

In Europe, 7.6 million companies are required by law to file au-
dited financial statements (Pacter, 2014). European countries pro-
vide a unique institutional environment in which the European
Union (EU) accounting regulations are based on a firm'’s legal form,
rather than on its listing status. As a result, private limited compa-
nies face largely the same accounting standards as publicly traded
corporations, although they are subject to very different capital
market forces (Burgstahler et al., 2006). Most European countries
require private companies to make their financial statements pub-
licly available. This is considered one of the most important obli-
gations imposed by governments on enterprises (Flower, 2004). In
the UK, as a consequence of the changes to the Companies Act
2006 arising from the implementation of the EU Accounting Direc-
tive, significant amendments have been made to UK and Repub-
lic of Ireland accounting standards (effective as of January 1, 2016)
(Deloitte, 2016a; FRC, 2015). Publicly listed companies are required
to apply the IFRS in the preparation of their consolidated group ac-
counts, but can choose between the IFRS and UK and Ireland GAAP
for the preparation of individual accounts. Other entities have a
free choice between the two frameworks.” Starting with the level
of the least reporting complexity, eligible micro-entities® are al-
lowed to report according to the micro-entities regime (FRS 105);
eligible small entities’ (neither public companies nor financial in-
stitutions) are required to report under Section 1A Small Entities in
FRS 102; other small entities (not meeting the eligibility criteria of
the previous two categories) can choose to adopt FRS 102; whereas
entities that are part of a group may apply either the reduced dis-
closure framework (FRS 101) or reduced disclosures for subsidiaries
and ultimate parents (paragraphs 1.8-1.13 of FRS 102). The micro-
entities regime requires a minimal level of disclosure: only a con-
densed balance sheet and a profit and loss account are required.

The EU gave its member states the choice of whether to
oblige/allow private companies to use the IFRS. As of 2012, IFRS
can be used by (all or some) private companies in all Euro-
pean countries except for Austria, Belgium, France, Latvia, Roma-
nia, Spain, Sweden, and Switzerland: The adoption of the IFRS by
private firms is prohibited in these countries (Cameran, Campa, &
Pettinicchio, 2014; Kaya & Koch, 2015).

3. Theoretical frameworks

This Section discusses the theoretical frameworks for the de-
mand for, and supply of, financial statements by private firms. Each
framework is then used to survey the related literature to find out

4 See for example, Is Private Company GAAP a Threat? http://ww2.cfo.com/
gaap-ifrs/2014/11/private- company-gaap- threat.

5 The UK Companies Act 2006 recognizes two financial reporting frameworks: the
IFRS and the UK and Ireland GAAP (FRC, 2015).

6 Micro-entities are companies that meet two of the following criteria: (1)
turnover < £632,000; (2) balance sheet total < £312,000; (3) no. of employees <
10 (FRC, 2015).

7 Small entities are companies, limited liability partnerships, or any other type of
entity comprising a company incorporated under company law (i.e., charities) that
meet two of the following criteria: (1) turnover < £10.2million; (2) balance sheet
total < £5.1million; (3) no. of employees < 50 (FRC, 2015).

whether the extant literature supports or refutes particular theo-
ries.

3.1. Demand for, and supply of, accounting information by private
firms

3.1.1. Demand for accounting information by private firms

High quality financial reporting acts as a credible mechanism
for attenuating Type | agency problem: agency problems ema-
nating from information asymmetry between managers and out-
side atomistic shareholders (Jensen & Meckling, 1976). The agency
problem faced by private firms, on the other hand, is of different
nature, in which dominant shareholders may expropriate wealth
from minority shareholders: the Type II agency problem.

The closely held nature of the private firm institutional set-
up will minimize the demand for financial information in private
firms, because their shareholders have access to insider informa-
tion through private channels (Ball & Shivakumar, 2005). In ad-
dition, not all private firms have such an agency-oriented culture
(e.g., opportunistic behavior by dominant shareholders), and others
may be characterized by a stewardship orientation that promotes
the welfare of all stakeholders. Both these circumstances will result
in less demand for financial information. Furthermore, lack of capi-
tal market pressures reduces incentives for financial statement ma-
nipulation by private firm managers, thereby reducing the demand
for financial statements to monitor managerial reporting behavior.

However, the ‘demand hypothesis’ may still be in play, whereby
minority shareholders may demand published financial statements
to protect themselves against dominant shareholders’ opportunis-
tic behavior designed to expropriate minority shareholders’ wealth.
Although accounting discretion may be less used to communi-
cate firm performance to outsiders; it can, however, be used to
achieve other objectives, including tax savings. The ‘demand hy-
pothesis’ is further substantiated by creditors’ demand for account-
ing information. For smaller US private companies seeking a bank
loan, the lender typically requires the personal guarantees of the
owner/shareholders. The lenders also may require other informa-
tion in addition to financial statements such as inventory listings,
and accounts receivable aging analysis on a monthly basis in order
to monitor the loan. Future research might explore the effect of a
personal guarantee on the reliability of the information submitted
to the lender.

Owner-managers who have a controlling interest in private
firms may expropriate resources from creditors. This opportunis-
tic incentive of owner-managers becomes the main driver for the
contracting role of financial accounting in private firms, similar to
that in public firms. According to Holthausen and Watts (2001) and
Watts (2003), conservative accounting as manifested in timely loss
recognition, provides early signals on declines in debt values, and
facilitates the timely transfer of control rights to debt holders (Ball
& Shivakumar, 2005). However, as long as debt holders can ob-
tain required information through private channels, the demand
for published financial statements may become less onerous. Nev-
ertheless, all parties, including debt holders contracting with pri-
vate firms, will be unable to obtain information through private
channels of communication. Further, based on the information rent
approach, if there are more debt contracting parties, then they will
increase the demand for public financial information. Therefore,
creditor demand for financial reporting and other additional in-
formation in private companies is a significant component of the
financial reporting environment.

3.1.2. Supply of accounting information by private firms
The flip side of the demand for accounting information is its
supply. Two related issues dominate the supply side arguments.
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First, given the voluntary reporting regime faced by many pri-
vate firms globally, why would they voluntarily supply financial
statements? Second, what incentives drive private firms’ decision
to provide high quality financial statements? Regarding the for-
mer, the regulatory environment creates competing incentives for
private firms in supplying financial statements. Supply of finan-
cial statements to the public is mandatory in some countries
while it is voluntary for others in the private firm context. Volun-
tary supply of financial statements may be motivated by the de-
sire to access debt financing at a cheaper cost (Beuselinck, De-
loof, & Manigart, 2013). Mandatory supply of financial state-
ments may be motivated by regulators’ desire to protect minority
shareholders’ interests against opportunistic behavior by dominant
shareholders.

Competing theoretical arguments exist regarding the quality of
financial statements supplied by private firms. The arguments for
the provision of high quality financial statements by private firms
include capital market incentives and the debt contracting motiva-
tion. The former view suggests that although the personal wealth
of private firms’ managers is tied to their firm’s value, these values
are not subject to capital market performance pressures. Accord-
ingly, the managers of private firms have fewer incentives (rela-
tive to public firms) to manage earnings and, thus, the financial
statements of private firms may be of higher quality than those
of public firms (Ball & Shivakumar, 2005; Burgstahler et al., 2006).
Furthermore, agency costs in private firms can be reduced effec-
tively by means of shareholders’ direct monitoring activities and
subjective performance measurement (Ke, Petroni, & Safieddine,
1999). From a debt contracting perspective, private firms have in-
centives to supply informative financial reports to signal perfor-
mance and cash flows to creditors in order to obtain favorable loan
terms.

Managers and controlling shareholders in private firms may
have opportunistic incentives to supply lower quality financial re-
ports, to access finance at a lower cost and to conceal wealth
expropriation behavior. Furthermore, avoiding covenant violations
and creditor interference provide incentives for managers to sup-
ply lower quality financial reports opportunistically (e.g., by docu-
menting inflated profit). In addition, private firms that are highly
leveraged and are in financial distress may engage in earnings
management to prevent creditor interference and subsequent loss
of private control benefits. Finally, ‘information rent theory’ ar-
gues that, if a private firm has a single bank, it will obtain firm-
specific private information for its own benefit only, and will
not wish to share such sensitive information with other banks.
If the firm has multiple banks, obtaining firm-specific private in-
formation is not plausible and there will be demand for, as well
as supply of, high quality financial reports (Bigus & Hillebrand,
2017).

Two other incentives that may impair the quality of the private
firm financial reporting are tax and dividend incentives. According
to Healy and Palepu (2001) managers may have incentives to use
accounting choice for tax minimization purposes. Although private
owners have strong incentives to engage in tax minimization, this
does not necessarily imply conscious efforts on the part of private
firms to lower reported income, as lower income has both tax costs
(e.g., threat of tax audits), and non-tax costs (e.g., debt covenant
violation). On the other hand, making earnings less informative by
engaging in tax manipulation is less of a concern for private firms,
since these firms rely less on earnings to communicate firm perfor-
mance compared to their public firm counterparts. In the US small
firm context, differences exist between tax accounting and finan-
cial accounting. Use of accelerated depreciation is the best example
for this difference. Thus, it is possible to minimize taxes by taking
advantage of incentives in the tax code and still produce reliable
GAAP financial statements.

With respect to dividend incentives, the standard signaling
models propose that firms manage their dividend policy to alter
market prices (e.g., Miller & Rock, 1985). Given that private firms
do not have publicly traded securities, the market valuation ar-
gument is less applicable as a dividend incentive. However, ex-
ternal financing constraints may play a role in shaping dividend
incentives, as private firms cannot influence market participants’
beliefs by using dividends as a signaling device. Furthermore,
loan covenants may hinder dividend distributions. Future research
can examine how the owners’ incentives for tax minimization
conflict with the incentives for furnishing high-quality financial
reports.

The next Section surveys the existing literature following the
theoretical frameworks developed above in order to take stock of
the literature as supporting or refuting a particular theory.

4. Survey of financial reporting literature in the private firm
setting

4.1. Empirical literature on the demand for financial reporting in
private firms

Gassen and Fiilbier (2015) find that firms with larger shares of
creditor financing in countries with weak debt contracting report
a smoother earnings stream because of an increase in bankruptcy
risk emanating from volatile earnings. Peek, Cuijpers, and Bui-
jink (2010) find that creditors of public firms demand conditional
conservatism, whereas shareholders of public firms do not. On the
other hand, public shareholders demand greater symmetric timeli-
ness than private shareholders. These findings highlight the impor-
tance of investor and creditor protection. In line with the demand
hypothesis, Hope, Thomas, and Vyas (2013) also find that public
firms exhibit greater reporting conservatism than their private firm
counterparts. Wang, Xiao, and Zhu (2015) find that private firms
with new long-term debts report more conservatively than those
with fewer, or no, new long-term debts in response to creditor
information demand. They also find that private firms with new
long-term debts that are headquartered in provinces with few mar-
ket activities report more conservatively than those in more mar-
ketized regions.

The aforementioned studies considered manufacturing firms to
investigate the research questions. However, private banks also face
demand for high-quality accounting information from regulators.
The extent of the effect of regulatory frameworks on financial re-
porting in private banks varies among different regimes. For ex-
ample, all US banks are subject to stringent regulatory examina-
tions and bank regulations require them to comply with GAAP in
preparing financial statements. Moreover, private banks need to re-
port their financial accounts through standardized regulatory bank
filings (Hope et al., 2013).

4.2. Empirical literature on the supply of financial reporting by
private firms

Do private firms provide financial statements that are of supe-
rior quality compared to their public firm counterparts? Earnings
management incentives in public firms are exacerbated by man-
agers’ heightened focus on the share price and short-term per-
formance matrix, by lower managerial ownership, and by litiga-
tion risk in the event of failing to meet market expectations. Since
private firm ownership is more concentrated and the shares are
not traded on the stock market, this view suggests that private
firms have fewer incentives to manipulate earnings. Beatty, Ke, and
Petroni (2002) find that public US banks are more likely to meet
earnings benchmarks than private banks. They further find that
public firms utilize their loan loss provisions (LLPs), security gains,
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and discretionary loss decisions to avoid small earnings reductions.
Beatty and Harris (1999) find that public banks are more likely
to engage in earnings management than private banks. They fur-
ther find that the portion of public banks’ current period securi-
ties gains and losses attributable to earnings management is more
positively associated with following periods before securities gains
and losses. Givoly, Hayn, and Katz (2010) find that private firms
with public debt are less likely to manage earnings than public
firms. Kim and Yi (2006) find that the magnitude of discretionary
accruals is greater for publicly traded firms than for privately held
firms, supporting the notion that lack of stock market incentives
dampens the degree of earnings management by private firms.
Ding, Liu, and Wu (2016) find that better earnings quality increases
private firms’ access to debt financing and lowers their cost of debt
in China.

However, evidence also exists supporting opportunistic report-
ing behavior by private firms. Using a sample of accounting in-
formation for both private and public firms in eight EU mem-
ber countries, Coppens and Peek (2005) find that private firms
manage earnings (avoid reporting losses) even in the absence
of explicit capital market pressures to do so. However, this ef-
fect is less pronounced in countries where tax incentives re-
duce the benefits derived from opportunistic earnings manage-
ment. Burgstahler et al. (2006) find earnings management in
private companies to have been higher than in public compa-
nies in a sample of EU countries. Tax-book alignment increases
earnings management for private firms, contrary to Coppens and
Peek’s (2005) findings. Although Hope et al. (2013) find that, on
average, public firms have significantly higher accrual quality than
private firms, accruals quality worsened in settings where the
incentives for managerial opportunism dominate over signaling
value-relevant private information (e.g., benchmark beating, seek-
ing external financing, being audited by a non-Big 4 auditor, and
no analyst following).

The incentives for earnings management in private firms can
be attributed to tax and dividend incentives. Garrod, Kosi, and
Valentincic (2008), using data from Slovenia, find that more prof-
itable companies are more likely to write off assets to minimize
tax payments. Szczesny and Valentincic (2013) report similar evi-
dence from German SMEs. Kosi and Valentincic (2013) investigate
the use of asset write-offs for tax minimization purposes in two
different regimes: one that generates tax savings and one that does
not; courtesy of regulatory change rendering asset write-offs as a
non-tax deductible expense. They find that firms continue to use
write-offs during the no-tax benefit regime, implying that obtain-
ing tax savings is important for private firms, as is non-tax costs
and benefits. This study makes a significant contribution to private
firms’ incentives for earnings management by providing a cleaner
test of the tax minimization hypothesis. Studies on dividend incen-
tives find that Finnish private firms adjusted their dividend policies
in response to the tax reform of 2005 (corporate tax rate reduction
from 28% to 26%), to benefit from the lower dividend tax rate. For
example, Harju and Matikka (2013) reveal that owners of private
firms shifted their personal income from dividends to salaries af-
ter the tax reform.

Section summary: The studies conducted in the EU provide
overwhelming evidence that private firms manage earnings to a
greater extent than their public company counterparts. Further re-
search on this important issue is encouraged using data available
from other jurisdictions to explore the effects of differences in in-
stitutional settings on the difference in financial reporting qual-
ity between private and public firms. This is important since the
provision of credible financial statements reduces financing con-
straints and enhances investment efficiency (Chen, Hope, Li, &
Wang, 2011; Hope et al., 2011).

5. Conclusion and implications
5.1. Conclusion

A major problem in the extant literature is that there remains
uncertainty as to the purpose of financial reporting in private
firms. Although current literature addresses issues around financial
reporting, it does not consider the important interactions between
the demand for, and supply of, financial reporting. Thus, this sur-
vey highlights the current theories used by researchers to examine
a wide array of research questions pertinent to financial reporting
for private firms and takes stock of them.

As elaborated in Section 3, the production of financial state-
ments by private firms is dependent upon the interplay between
demand and supply for such reporting. The demand for high qual-
ity financial statements will be higher when the Type II agency
problem prevails. For example, controlling shareholders may try
to expropriate resources from minority shareholders or owner-
mangers may try to expropriate resources from creditors. On the
other hand, lack of demand for high quality financial reports ex-
ists owing to the availability of private channels for communica-
tion (due to closely-held ownership structures), prevalence of the
stewardship nature of managerial behavior, and lack of capital mar-
ket incentives for earnings management. The incentives for sup-
plying financial statements are shaped by the interplay between
regulatory requirements (voluntary vs. mandatory) and manage-
rial incentives to provide high quality financial reporting, such as
debt contracting incentives. In addition, conflicting incentives from
tax minimization and dividends also contribute to the demand and
supply debate in private firm financial reporting.

In addition to the absence of a cohesive theoretical framework,
the survey also identifies some other limitations in the extant lit-
erature. Earnings management and earnings quality measures used
in private firm research are the same as those used in public firm
research. It has been argued that these measures do not measure
managerial discretionary accruals effectively and, hence, are ques-
tionable in measuring earnings management. It has further been
argued that any financial figure could occur for two reasons: a
firm’s economic performance and measurement system, and the
difficulty in disentangling the element of performance from the
measurement system in these figures. Accordingly, the measures
used to evaluate earnings management and earnings quality in pri-
vate firms may not be totally reliable (Dechow et al., 2010).

There are other deficiencies that could reduce the reliability
of the findings of the studies. Many of the studies that are sur-
veyed have not considered endogeneity issues where appropriate.
This limitation may hinder the accurate interpretation of reverse
causality. In addition, as private companies are not required to fol-
low financial reporting standards in most regimes, the reliability of
the financial figures available for research is questionable. Further-
more, the databases used to derive financial figures have not been
used as often as public firm databases, and one should be skeptical
in interpreting the findings of the research studies that used these
databases.

5.2. Implications for future research

There is lack of empirical research which examines the inter-
play between demand for, and supply of, private firm financial
reporting. Therefore, the extant literature has not been able to
answer the question: what is the purpose of preparing financial
statements. Although some studies investigate incentives behind fi-
nancial reporting in the private firm context, no attempt has been
made to understand the complex interactions in different circum-
stances. For example, future research should examine what incen-
tives private firm mangers have to produce financial statements
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in voluntary vs. mandatory regulatory environments. In addition,
this stream of research should also consider the costs and benefits
of preparing financial statements within the demand and supply
framework.

From an accounting perspective, it is of vital importance to gain
further understanding of the issues around reducing agency costs
and information asymmetry in the context of private firms. It is
also necessary to extend the academic discussion on increasing the
investment efficiency and information value of the financial state-
ments of private firms. These discussions may lead to a reduction
in the prevailing finance constraints of private firms, and to an
expansion of private firms’ operations that would ultimately con-
tribute to economic development.

As private firms do not trade stocks in public, market betas can-
not be computed. However, alternative finance providers, such as
creditors and other stakeholders of private firms, may want to as-
certain the risk associated with these firms. Academic researchers
may use accounting betas® as a proxy for market betas to ascertain
risk and uncertainties in private firms. The findings of this type of
empirical research may inform providers of finance to private firms
about the risk of and returns on their investments. The require-
ment of the provision of additional information and personal guar-
antees in the US for small firm loans creates a further avenue for
future research. For example, researchers can examine the effect
of a personal guarantees have on the reliability of the information
submitted to the lender.

There are no mandatory requirements or guidelines for best
practice in corporate governance applicable to private firms in
most countries. This survey highlights that there are inconsistent
empirical findings around earnings management practices, infor-
mation asymmetry, and agency issues in private firms. Further
studies need to be conducted to understand governance practices
in private firms. A comprehensive understanding of governance is-
sues related to financial reporting behavior will inform regulators
of the need for, and nature of, regulations or guidelines for best
practice governance in private firms.

As there is lack of publicly available information in the pri-
vate firm context, it is important to produce reliable financial in-
formation to other stakeholders such as suppliers, customers and
other interest groups. The stakeholders expect signals from in-
siders about potential future losses. Thus, timely loss recogni-
tion is important in the private firm scenario. Hui, Klasa, and Ye-
ung (2012) support conservatism in private firm accounting - “We
note that for private firms, accounting conservatism could be even
more important given that these firms do not have publicly avail-
able signals of firm performance, such as stock returns” (p.117). Fu-
ture research could also test this hypothesis for private firms to
discern whether these stakeholders rely on financial reporting by
private firms for contracting purposes.

5.3. Implications for regulations

Although private channels of communication may be used to
obtain financial information to reduce agency costs, these chan-
nels may not be available to all stakeholders. More importantly,
the information provided may not be reliable and assured, as in
the case of public financial statements. As there is investment ef-
ficiency in high-quality financial reporting and external auditing
in private firms (Chen et al, 2011; Hope et al, 2011), establish-
ing a regulatory environment should be considered. However, the
scale of operations in some private firms and the cost of prepar-
ing these reports should not be overlooked. For small companies,

8 Bowman (1979) provides a theoretical discussion of the association between
systematic risk and accounting variables, thus accounting betas.

bankers and others rely on income tax returns in addition to or
as a substitute for financial statements. If the banker requires tax
returns, the private company is less likely to manage earnings if
it also has to meet loan covenants. It is an important considera-
tion in the US and is most likely why the US may never impose a
regulatory requirement similar to the SEC to private companies.

As presented above, the incentives for presenting financial re-
ports are quite distinct between public and private firms. Despite
these differences, financial reporting in private companies in many
countries has been similar to that of public companies. Although
the use of a particular basis of accounting standards in prepar-
ing financial statements is not mandatory for private companies,
most managers in these firms use the accounting standards pre-
scribed for public companies. Reporting practices for private com-
panies are different under different regimes. Two opposing argu-
ments can be provided. On one hand, it can be argued that the
financial reporting of private companies do not satisfy the require-
ments of stakeholders, and it is time for regulators in different
regimes to regulate private firm financial reporting environment.
On the other hand, the regulatory requirements largely depend on
the stakeholder requirements. Thus, policy makers should assess
the requirements of stakeholders in different regimes with respect
to their small private business financial reporting environment be-
fore designing the regulations.
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