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GAAP financial statements, really provided the loan onaceirs with the 

information in pref erred form. 

These findings seem to lend some support to simple accrual-basis accounting for 

smaller in line with tier 3 proposal of the IWG, it implies that 

effort needed to assess the ability to repay a 

sophisticated accounting 

is considerable, regardless of the more 

GAAP. 

Leftwich (1983) (not in a small company context) compared the measurement rules 

negotiated in a sample of private lending agreements, with measurement rules 

allowed by GAAP (in the USA). He found that for seven of twenty nine categories 

the negotiated method was completely outside (Leftwich, 1983: 37).A 

specific (negotiated) measurement rules deserve mention: 

• Fixed assets - only depreciated historical cost; not net replacement value. 

• Liabilities - more broadly GAAP; contingencies arising from 

contracts typically treated as liabilities (Leftwich, 1983: 33). 

This study seems to support Kent's (1999: 13) finding that GAAP financial 

statements" are not superior to ........ ,,.-'"''£1£~ nnmoo11!U statements with regard to relevance 

to useirs of financial statements of smaller entmes. 

Some other research projects (Page, 1984; Holmes, Kent and 1991; Sta:i.nbimk 

and Wells, 2005; Van Wyk, 2005; Stainbank and Wells, 2007; Maingot and Zeghal, 

touched on the issue of basis of accounting, being cash or 

owner-manager as user of financial statements. 

(1984) directors UK. A of 1000 

companies was selected Register of Companies, of which 413 were 

found to be active independent holding companies. A 41 % response rate was 

achieved from the directors of the targeted companies (Page, 1984: 274). a 
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company as form of enterprise, the majority of respondents saw limited liability as the 

main advantage and "government form filling" as the main disadvantage. Management, 

banks and tax authorities were perceived to be the main while most important 

use of financial statements for directors was assessment of profitability (Page, 1984: 

275). The three most important provided accountants were indicated as tax 

services, preparation of accounts, and the audit itself(Page, 1984: 276). A bare majority 

of directors wanted While study implied that directors did not find 

disclosure requirements a substantial burden, this can be understood in the context of 

accountant absorbing the This view confirmed by Kent (1999: 13), 

noted in bis research that accounting practitioners are, understandably, the strongest 

advocates of differential Barrer Wood (2002: 213) used a data 

envelopment analysis (DEA), to demonstrate, the Italian context, that accounting 

~en111.".eproviders a more platform small firm accounting than 

house provision. It is to be expected, therefore, that accounting practitioners would 

advocate strongly for reporting that the accountants would a 

valuable source regarding the needs of the owner-managers of smaller entities. 

Holmes, Kent and Downey (1991) conducted a survey of the perceived for 

differential reporting in Australia. Their six hypothetical 

entities, varied by and legal structure. A sample of273 practising chartered 

accountants was randomly selected a membership list of the llJl.<>HL""''"' 

of Chartered Accountants Australia. results indicated that the level of 

applicability of accounting standards to public companies and for sole traders (of the 

same size) was not to be significantly However, 

two differently sized private companies attracted significantly different responses on 

applicability of accounting standards (Holmes, Kent and Downey, 1991: 128). 

Respondents also indicated that the majority the income tax basis for privately 

owned companies (Holmes, Kent Downey, 1991: 129). The only accounting 

standards perceived to be relevant for small private companies were Australian 

Accounting Standard 1 1 ), on the profit and loss statement, AAS 2, on 

inventories, 4, on depreciation, and AAS 5 on materiality. The majority of 
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res11>0n<tenlts indicated that, although relating to all entities, AAS 3 on taxes, AAS on 

and AAS 21 on acquisition of assets, were not to entities 

and Downey, 191:130). These fmdings also seem to lend some support to simple 

accrual-basis for smaller entities, because standards by 

respondents not to be relevant for small private companies (e.g. on and taxes), 

are associated with more sophisticated (e.g. finance 

leases and providing for deferred tax). 

Stainbank and Wells (2005) surveyed the perceptions of South African Registered 

Accountants and Auditors regarding the most suitable of differential reporting, 

ranging between the cash basis as most simple form, to a completely separate set of SA 

GAAP, considering both a narrow and user base context. They found no 

significant support for the cash basis, while there was some support for tax basis in 

the narrow user basis context. Stainbank and Wells (2005: 63), however, 

acknowledged that more detailed research find the basis relevant for the 

smallest of corporate entltle:s. 

Van Wyk's (2005: 11 - 16) amongst owner-managers, professional 

accountants, SARS and in the State Province, confirmed the 

Stainbank and finding that there is little support for the cash basis, while 

re-iterated WJLl..ILYGA financial statements to a valued source 

for owner-managers. 

In 2007, Stainbank Wells published research of a survey requesting 

Registered Accountants and Auditors to indicate their reporting 

preferences for twelve hypothetical varied by legal form and user base. 

The results showed that a single differential reporting would not be appropriate 

the South African financial reporting landscape. Two of the twelve were 

,... ... ,, .. ~ ... companies and close corporations, both with a turnover R600 000 

and only owner-managers and SARS as users. The study specifically showed that 

statements of cash flow were not appropriate for such ennnes (considering both size 
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and narrow user base). It was also found that differential reporting should not 

focus on relief from presentation and disclosure requirements, but also from recognition 

measurement re<11wrem,ent:s. 

Maingot Zeghal (2006) perceptions of Canadian accountants 

and found that owner-managers of so-called small business enterprises used 

......................... statements tax purposes, bank and management purposes. found, 

(1984) that owner-managers use financial statements mainly for review of 

financial performance, while respondents also pointed out management planning 

as a secondary use of fmancial statements. 

Clemens and Dyer (1979: 275) argued that the character and capability of a fum are 

judged by wider observation than just the financial statements. The queStion does · 

therefore, whether owner-managers of SMEs are perhaps using other (more 

powerful) performance indicators than fmancial statements. 

Jarvis (2003: 80) the interesting observation the owner-managers of smaller 

entities have to rely on the annual financial statements for financial planning, control 

and financial decision-making, unlike entities use more 

sophisticated management accounting systems for this purpose. 

The research project on micro entities commissioned by the International Federation of 

Accountants (IF AC 2006 2008), provided a solid foundation for further research 

into a suitable third tier of differential reporting. group approach was used 

involving preparers of financial statements, owners and Some of the principal 

nrunn1~were as follows (IFAC, 2008:7-10): 

• focus regarding a micro entity should best be on owner 

connectivity to the entity an assessment of the need for "'"'"~"'""'-

information creditor protection. 

• Generally, financial statements are prepared on the accrual basis. 
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• is a need for some form of attesting of financial statements, preferably by 

an accountant. 

• balance sheets, income statements statements of cash flow 

useful and they would value some form of attesting of financial statements. 

• Owners rely heavily on accountant to inform form of financial 

statements and often prefer fixed formats for financial statements. 

• Financial statements should be simple and the third tier accounting 

standard should be very brief and principle based. 

• A third standard should crafted by a "bottom-up" approach. 

observation appeared to reflect the spirit of the IWO's tier model 

proposed in 2001 which suggested to basic accounting principles and 

rethinking presentation statements to be conducive to the of 

users. 

Some of the specific comments by groups deserve mentioning, because they 

effectively some of the expressed in this study: 

• Regarding entity definition: " ... don't want protection bec:awre you've 

got no investors ... " (IFAC, 2008:25). 

• Regarding a bottom-up approach: " ... important that whatever changes come in 

are widely discussed within the business community and not the 

accounting community ... '' (IFAC, 2008: 25). 

• Regarding " ... simple statement it as 

as possible to a cash base kind of system ... " (IFAC, 2008: 26) 

" ... simplicity is the thing that drives ... " (IF AC, 2008: 31 ). 

• Regarding a principle based instead of rules based approach: " .. .if you have a 

good based standard I can't think why you want to update it at " 

(IFAC, 2008: 29). 

One of the Kenyan groups concluded that, although financial statements are 

often prepared for external use, in 

from it's really helpful to see 

"it helps you to know 

future."(IF AC, 2008:47). 

you are coming 

IF AC researcn 
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to demonstrate ,.. .. ,.,..;iu<1hu to 

balance for simplicity to maximize cost-benefit for micro entities. while 

an appropriate level of protection is ensured for stakeholders 

dealings with a micro entity. 

The main aspects 

that follows: 

above res1ean:~h on differential reporting are summarised the 

Table 3.1: Prominent research done on the impact of differential reporting on users of 
mancial statements. 

Author(s) Caldron and Tiller Kent Holmes, Kent and 
Downey 

Year 
published 1990 1983 1999 1984 1991 

Location USA USA UK Australia 

Research Financial Two versions of Two versions of Questionnaire Questionnaire 
imtrumeat statements for an otherwise the financial involving six 

eachoftwo identical statements of a hypothetical 
versions of a questionnaire, small company. entities, varied by 
hypothetical differentiated One in full size and legal 

company only to reflect a with structure; sole 
(differentiated VS small GAAP; the other trader, private 

by company context in contravention company and 
of certain GAAP public company 

standards 

Research Bank loan Bank loan Bank loan Directors of Practising 
officers officers officers private members of the 

companies Institute of 
Chartered 

Accountants in 
Australia 

Sample 750 banks in 49 A sample of 200 46 loan officers 413 (active and 273 practising 
states loan officers from four independent) accountants 

selected from from the larger Australian bank companies randomly selected 
Polk's World bank sector and groups randomly from a 

Bank Directory another 200 participated in selected from membership list 
(1985 edition) from the smaller · laboratory the Register of 

bank sector conditions Companies 

Respome 
rate 21% N/A N/A 41% 33% 
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Table 3.1 Prominent done on the impact of differential reporting on users of 
nancial statements ntinued 

Author(s) Stainbank and VanWyk Stainbank and Maingotand IFAC 
Wells Wells 

Year 
published 2005 2005 2007 2006 2008 

Location South Africa South Africa South Africa Canada England, Kenya. 
Poland, Italy 
and 

Reseuch Questionnaire Focus groups 
imtrument 

Research Registered Registered Chartered Owners of 
subjects Accountants and Accountants • Accountants and Accountants and micro 

Auditors members of close Auditors Certified 
corporations, Accountants lenders and 
bankersand preparers of 

SARS AFS 

Sample 353 Registered 299 353 Registered 600 Chartered Six to eight 
Accountants and questionnaires, Accountants and Accountants and delegates per 

Auditors distributed to Auditors Certified General focus group 
randomly mainly randomly Accountants recruited by 

selected from the accountants, but selected from the randomly accounting 
Public also to other user Public selected from institutes 

Accountants' and groups Accountants' and membership lists 
Auditors Board's Auditors Board's 
list of members list of' members 

Response 18% 18% 18% 27% N/A 
rate 

Most The cash basis SARS Cash flow The main AFSwere 
Important and unlimited and banks statements are external purposes typically 
flndinp deviations from confirmed as not appropriate of' SME (SBE in accruals based 

GAAP were rated main users, while for small private Canada) financial and cash flow 
unsuitable management and statements was statements were 

irrespective of' decision-making close confirmed to be not found useful 
width of'user ranked the third corporations with tax purpose and by owners 

base and practice most important only owner- bank purpose, 
size of' use for financial managers and while for If any third tier 

respondents statements (after SARS as users purposes of 
the tax and bank owner-

purpose) management, 
review of 

and 
ranked 
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Author(s) Stainbank and Van Stainbank and IFAC 
Wells Wells 

Most Some close entity fonn The advantages There is a need 
important was corporations do and user base are most expected fora simple 
ftnd.lnp income tax base not use the AFS collectively more from differential form of 
(continued) for a narrow user at all. significant in attestation of 

base context. SARS and banks determining AFS, preferably 
find the AFS the differential by an accountant 
main source of 
information but /tiers 
often n:quest than any single Accountants are 

additional factor increased key players in 
infonnation as relevance to enhancing the 

well. Differential business ranked financial literacy 
third and fourth of owner-

The majority of in managers and 
the respondents the profession 

rated the tax basis measurement should therefore 
as the most as be creative in 

appropriate basis, relevant as 
while the cash and user 
basis was the disclosure of 

least after concessions financial 
statements 

The accountants 
rated the full 

GAAP approach 
the lowest of 

methods. 

Relevance Study shows The owner- Small owner- Review of Cash flow 
to this justification for of managed entities by statements are 
study accruals do deserve a Owner- not appreciated 

accounting corporations and separate tier of management and by owner-
for smaller other SMEs are differential planning are managers 
entities and dependent on reporting. Cash perceived to be 

AFS as source of flow statements important A third tier 
that the financial should not be of accounting 

basis may well be information and required for such standard must 
applicable to very they do not entities statements consider the 

small entities a cash basis of micro entity 
accounting The quest for environment 

simplicity as the 
most sought after Simplicity and 
virtue of financial cost-benefit 

statements for should be key 
small business is drivers in the 
also creation of a 

third tier 
accounting 
standard 
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3.2.1 Aspects from the user research relevant to the research question 

On consideration of the different contributions of the research on differential reporting, 

the following points stand out: 

• Owner-managers are acknowledged as important users of financial statements 

(Page, 1984; Van 2005; Stainban.k and Wells, 2007). 

apply own measurement and recognition criteria to e1eme:nts 

tirumctaJ statements (Leftwich, 1983; 1999). 

• Lenders do find statements of cash flow 

2008). 

(Stanga Tiller, 1983; IFAC, 

• Owner-managers do not 

Wells, 2007; IFAC, 2008). 

statements of cash flow useful (Stainban.k and 

• The relative importance financial statements to other performance 

indicators drivers of decision-making for owner-managers is not addressed 

the above Jarvis (2003) found, for example, that more 

sophisticated the management accounting systems place, the an entity 

has to rely on annual financial statements for planning and control. 

• Owner-managers profitability measurement as an important use of 

financial statements (Page, 1984; Maingot and Zeghal, 2006). 

• is considerable support for a simple accrual to be applied owner-

managed entities (Holmes, Kent and 1991; Stainban.k and Wells, 

2005; Van Wyk, 

• is not considerable support for a pure cash basis to be applied owner-

managed entities (Van Wyk, 2005; Stainban.k and 2005). 

Research on value of cash flow information 

Much research has been done on the value of statements of cash flow in the corporate 

environment. A flow statement as part of accrual-basis financial statements 
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effect that accrual is ignored such a statement gives information 

similar to what a report extracted from a cash basis accounting system can As 

of this between flow statements and cash-basis accounting, flow 

statements are covered in the of cash-basis literature. 

focus in this part of the literature review is on those aspects which may have 

relevance for owner-managed SMEs in particular. 

Collins and Jarvis (2002: 101) found that SMEs pursue strategies different from 

those of large firms. SMEs place value on autonomy, survival and stability, unlike 

firms which tend to pursue financial growth. If many SMES indeed find themselves in 

constant survival mode liquidity solvency management is financial 

reporting emphasizing the cash aspects of an entity may be very relevant to such 

entities. 

The accelerating international towards cash-flow had been 

many corporate collapses and worldwide recessions (Jones & Widjaja, 1998: 

204). Why, did statements balance sheets to give the necessary 

warning signals to the collapsed companies at the time? Charitou & Venieris (1990) 

studied the financial statements of two Greek bankrupt finns the ten years preceding 

their bankruptcy. found that both cases earnings and working capital were 

all ten (except the last) while cash flow from operations was negative 

during all the years ( Charitou 1990: 1 The above-mentioned 

examples also explain why fund statements, with defined as net working capital, 

were replaced by funds oennect as only and cash 

equivalents. The time lag from buying inventory until the eventual collection of 

receivables was veiled by both income statements and working capital based fund 

statements. cash flow analysis could provided warning 

signals of problems to companies under review. 
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Chartou and Ketz (1991: 54) identified some reasons, other than working capital 

related, why earnings and flow from operations, at the had drifted since 

the sixties: 

• Non-operating items in earnings (e.g. a 

equipment). 

from disposal of property, plant and 

• Current accounting the cost of sales adjustment). 

• More debt the capital structure (if interest is classified as a financing 

activity). 

Notably at present, international accounting standards provide for property, plant and 

equipment, investment property, intangible assets and financial instruments to be 

carried at fair value, in fair value based depreciation, gains and losses, 

enhancing the "drifting apart" effect identified by Chartou and Ketz. Furthermore, it is 

noted that IAS 7 (IASB, 2009: paragraph does permit a choice between disclosing 

dividends interest as either an operating activity or a finance activity. 

3.3.1 Using.financial statements together 

Epstein & Pava (1992) surveyed 246 investors listed companies to obtain their 

perceptions usefulness of statements of cash flow. The respondents regarded the 

flow statement almost as for making investment as the me<>me 

statement and balance sheet, although, at the time, cash flow statements were a recent 

(Epstein Pava, 1992:5). 

In their survey amongst 159 fmancial statement users (loan officers and financial 

analysts), Jones & Widjaja (1998: that the majority of respondents 

used the cash flow in conjunction with the balance sheet and income 

statement for decision-making. The study concluded that the cash flow can 

regarded as a general purpose (primary) fmancial statement, "having the capacity to 

meet the information of a range and across a large number of decision 
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contex1ts. including liquidity and solvency factors, 

and per1ormwnce evaluation." 

Ingram (1997: 168) stated: "A theoretical analysis accounting 

measurement process that the information provided accrual and cash-based 

measures depends on their joint relation than on measure alone or on their 

incremental contributions." 

A statement of cash flow, clearly, must not be used in isolation. 

3.3.3 The importance of the distinction between operating. investing and.financing 
activities 

flow above current cash flow operations, used only indirectly determined 

flow from (not paying attention to investing activities). 

Casey and Bartczak (1985: 395) used only cash flow from operations and concluded 

that do not provide incremental predictive power over accruals information in 

predicting bankruptcy. and Lawson found that the predictive of cash 

flow information as an warning signal for bankruptcy was underrated by some 

previous they only paid attention to flow 

their model, Aziz and Lawson (1988: 56) not only took mv'estJmei11t .. ,.,..,.,.,,, ..... ., but also 

financing activities, into account. 

Arnold et al argued much of the rP.!ill•F'!Arc~h done on the effect of cash 

measures as to figures on prices in markets 

Greenberg et al, 1986 & Casey and Bartczak, made a conceptual error by using 

flows from operations or capital operations, instead of entity cash 

flows (i.e. the net result of both operating activities and activities) . 

.... ...,,.""'41 (Arnold et al: 18) that there is a logical linkage betweeill entity cash flows and 

;;)La.l.LUA.l:uvaluation (value based on the value of future cash flows) 

which is often ignored in the literature. They performed correlation tests from a data set 
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of 171 listed companies over a 20 year period. It was found that earnings, 

nor operatu:ms. effectively captured the signal provided by entity cash 

flows (Arnold et 1991: 17). 

Loftus and Miller (2000: 48) state the following: "Over the of a bus:i.nes:s. 

accounting net income equals flows from all sources, except borrowings and 

repayment of debts and transactions with owners. other words, lifetime income 

equals cash flows from operations activities (it is entity cash 

cash flows the business generates 

thus, is an estimate of the long-run (average) 

from owners and lenders)." Earnings, 

generating ability of the current 

earnings process. Since the not reflect intermediate fluctuations 

cash position and liquidity, specific decisions on interest, dividend, or principal 

ru1'\ITnl'!1nT must be informed by cash fl.ow 

Anlnex.ure 6 portrays a small hypothetical entity that commenced operations in 2006 

wcu1.tea in 2009 to illustrate that conceptually equals 

generated from operations net of investment flows), 

excluding to owners. 

Bowen, Burgstahler & Daley (1987: 746) demonstrated that. cash flow investment 

activities indeed had mc:rer.ner1ta1 mtiornrm.tton content after allowing for 

between security returns 

What then, is the relevance discussion on entity cash flows? Ironically an 

accrual-basis accounting is not to calculate entity cash flows. Clearly the 

allocation of cash inflows and outflows amongst operating, investing and finance 

activities can be accomplished within the of a cash-basis accounting C!VC!1~ ........ 

and hence a :financial report stating entity cash flows can be extracted from such a cash-

111V!ll1tan This phenomenon is explained next sec:t10111. 
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3.3.4 Accrual-basis information versus cash-basis information for the preparation of 

statements of cash flow. 

Statements of cash flow can be prepared from accrual-basis balance sheets and income 

statements, without drilling down to detailed accounting records. As long ago as 1985, 

however, Dritina & Largey (1985:325) warned that cash flow from operations merely 

derived from accrual-basis profit, may lead to an inaccurate presentation of the cash 

effect of operating, finance and investment activities, because the use of aggregate 

balance sheet figures such as debtors and creditors can veil details relevant to an 

accurate classification exercise. 

Bahnson, Miller &Budge (1996: 12) recommended that accounting systems be refined 

to produce accurate cash flow reports using actual movements in the bank account as 

basis, instead of cash fl.ow statements merely being derived from balance sheets and 

income statements. Practically, the suggested refinement entailed changing the ledger 

as follows: 

• The bank account opening balance is kept on a real (balance sheet) account. 

• Cash movements for the reporting period are captured in a separate nominal 

ledger with accounts for each item to be found in a statement of cash fl.ow, such 

as receipts from customers and proceeds from disposal of plant (Bahnson, 

Miller & Budge (1996: 12). 

• The bank balance will be calculated by closing this nominal ledger to the real 

bank account, i.e. the bank account is built up from temporary accounts for 

individual receipt and payment types, closed against a permanent asset or 

liability account to arrive at a closing balance. 

In Annexure 7 the transactions for a hypothetical small entity are captured on both an 

accrual basis and a cash basis. It will be noted that both basis provide the information 

necessary to generate a statement of cash fl.ow. 
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3.3.5 Direct versus indirect statements of cash flow 

The format of an indirect statement of cash flow emphasizes reconciliation between 

accrual-based profit flow operations, while the of a 

flow statement shows the composition of cash flow from operations, comprising of 

gross cash received customers, minus cash to suppliers and employees. 

The survey conducted by Jones and Ratnatunga (l 997: 79) amongst Australian 

preparers of financial statements highlighted the following points in favour of the direct 

method: 

• enhances user understanding {accepted commercial practice reflects receipts 

less payments) 

• enhances flow analysis 

• indicator of solvency (in the context of ability to pay obligations as they 

become due) 

the downside the study pointed out the method is more complex that 

changes in components of working capital are not emphasized by this method. 

If user understanding is enhanced by flow information in the corporate 

environment, it could be hypothesized this would be even more so in the 

entity environment organizations may not possess skills to understand non-

cash information. 

Using a direct memc:10 of presenting cash flows, though, does not need to be 

incompatible with emphasizing change in working capital components, at least not in a 

simple business setting. Broome (2004) made a clear case for taking advantage of the 

strengths of both and methods by using clear logic of the direct 

method, but doing a reversed reconciliation between cash flows from operations and net 

meiomie. Such a reversed reconciliation may be more user-friendly because items like 
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depreciation and prepaid expenses are treated mathematically the same as in the income 

statement (Broome, 2004:20). In this adjustments to convert flows 

operations to net income can be divided into the following classes: 

• inflows not recognized as revenue in the current year's income statement 

(eg. in accounts receivable). 

• Revenue in statement not represented by cash (e.g. in 

accounts receivable). 

• Cash outflows not recognized as expenses the current year's income 

statement decrease accounts payable). 

• Expenses in the income statement for which there are no current cash outflows 

(eg. depreciation). 

statement of cash flow and that the cash statement can precede an accrual-basis 

statement by reconciling a swplus an based profit is particularly 

evident in this section. 

3.3.6 The perceived value of statements of cash flow 

Jones & Ratnatunga (1997: 70) reported that bankers and managers used statements of 

cash flow for many financial decisions. The following decision contexts of statements 

flow were regarded as significant by the tested by et al 

(1997: 73): 

• ability to pay dividends 

assc:ssu:1g quality of net mcc,me 

• liquidity evaluation 

• evaluating managerial performance 

• evaluating overall company perfonrumce 

• evaluating operating performance 

• highlighting cash and non-cash aspects of financing and investment activities 

• comparing performance with other companies 
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• predicting future cash flows 

• monitoring asset investments. 

3.3. 7 The merits of converting cash flows from operations into an accrual-basis 
profit figure (instead of vice versa) 

Traditionally accrual-basis profits have been converted to cash flows from operations 

figures via the indirect method. The notion of giving a detailed cash-basis "income 

statement" as point of departure and then converting it into an accrual-basis profit 

figure been implied by Broome (2004). Interestingly, more than one researcher 

preferred to explain the theory of earnings by using this method. 

Bernard and Stober (1989: 625) analyzed esrnings as comprising three components: 

cash flows from operations, current accruals (i.e. changes in working capital) and non-

current accruals (e.g. depreciation). They observed that the component can be seen 

as the quality component, while current accruals are of lesser quality and non-

current accruals quality. 

(1996) also analyzed earnings as comprising the components as identified by 

Bernard and Stober, but added a fourth component, namely non-operating accruals (e.g. 

holding of investments) 1996: 134). Cotter further observed that non-

investment activities, arguing that, over the short term, signals with value implications 

are up faster by cash information than by acc:nulls-bmied ... !lllt"lruru:irco 

3.3.8 Cash basis performance measurement 

Lee (198la) linked traditional cash flow statements with net realizable value 

statements. a net realizable value accounting system, all assets are valued in net 

realizable value terms, it is not an entity a going concern and 

the focus is on entity survival (198la: 164). In a net realizable value system, a balance 

sheet becomes a statement resources, claims agamst cash resources. In 
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this approach equity becomes "indefinite obligations", liabilities are still divided into 

, long and short term, while assets are divided into realized assets (including cash 

equivalents), readily realizable assets, assets, the last category 

listed on balance (statement of cash resources), but not valued in monetary 

terms at all. This system holds the advantage of being relatively allocation-free 

provides information to be fed into decision-making models shareholders' dividend · 

decision lenders' decisions about interest and principal repayments. A particular 

of merit the Lee model is the clear distinction between objectively measured 

rea1m:a cash flow data on the one hand, and subjectively measured potential cash flow 

data described by movements in the enterprise's assets and liabilities on the 

other hand (Lee, 1981a:169). achieved by distinguishing factual from 

judgmental data, assisting user to assess the varying degrees of credibility 

inherent in such information. 

In Annexure 5, a small hypothetical entity was to illustrate the difference between 

conventional financial statements and financial statements according to 

Lee model. the sake of easier comparison, the asset values in the conventional 

fmancial statements were already at net realizable It should particularly 

noted that in the Lee model, the primary activity of the model is to determine equity 

(so-called indefinite obligations) at net realizable value, while profit measurement is a 

secondary activity, determined by change in equity (indefinite obligations) between 

two reporting dates, taking account transactions with owners. the hypothetical 

..,,,.., ....... uu .... the in indefinite obligations of RS, RS R24 respectively was 

adjusted for transactions with owners (members' contributions and distributions) to 

revealed profit figures ofR48, R40 and R29 respectively. It is clear from the 

at net realizable value, would have produced identical profit figures (being R48, R40 

and R29). Measurements associated with going concerns, such as value and value 

use, are not into account in net realizable value profit measurements. 
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If owner-managers are indeed survival mode cash orientated, they might perhaps 

gain by educated gradually to use accrual-basis information to supplement actual 

cash information because, in Lee's thinking, cash resources are factual regarding their 

001ten1t1aJ to settle obligations, non-cash assets are potential resources, enabling a 

longer term view of the enterprise. An entity starting off small may initially only need a 

evolve to develop the to more 

accurately predict future cash flows, justifying a more sophisticated accrual-basis 

"'""'1r....... Hence, cash-basis statements designed in a to ensure a logical 

progression into an accrual-basis system, may be very relevant for an owner-managed 

Egginton (1984) arguments to point out inadequacy of statements of cash 

flow for performance measurement purposes. 

show sources uses His concern is extending this ex-post position to mean 

that past cash flows can reveal future cash generating ability regarding obligations, 

distributions and Cash flow analysis veils certain downside risks (e.g. the 

financial risk of dependence on trade credit) but also sparse indication of the 

uui:I, ... ..,..., 'potential' of certain externally assets" (Egginton, 1984: 104). 

Furthermore, opening and closing position statements are clearly a pre-requisite for 

proper performance measurement to see if the has augmented or depleted 

resources (Egginton, 1984: 102). 

Lee's (1981) claim 

Egginton, especially on the issue of so-called "classification allocation" (cash 

information still has to be allocated under headings) (Egginton, 1984: 101). 

arglunent that flow 

statements) as opposed to a resource generation and consumption based time allocation 

(as in accounting) can be countered by a term view, ignores the 

importance of timeliness in accounting (Egginton, 1984: 103). 
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Egginton (1984: 107) does agree, tno11an. that the model may be very useful in a 

liquidation context. If it is argued an entity in survival mode almost always faces a 

potential cash flow problem, it again points towards relevance 

accounting for many small enterprises. 

It appears therefore, that the question of suitability of a particular accounting basis does 

ma1eea depend on horizon adopted by the owner-managers, which, case 

entilties such as micro entities in survival mode, would a very short term. such a 

cash-basis measurement be adequate, which implies the 

cash basis or the simple accruals basis may suitable. In terms of the Lee model (Lee, 

1981a:169) this would still result in accurate factual data (realized cash flows), while 

OOJ!!~eintat data (potential cash flows) will be less accurate. 

the financial 

statements to the extent that cost to obtain information is outweighed by 

usefulness to the users financial statements. Obvious items inclusion are 

receivables and payables and inventory, while obvious items inclusion would 

be capitalised leased assets liabilities and tax. The is that the 

calculation of entity cash is simple in principle, while every of accruals 

information (judgmental is of less quality; hence a ......... ...,.,... ........... ....,..,,.'",..,+"""" 

implies the 

3.3.9 Aspects from the cash flow literature relevant to the research problem 

considers different contributions from the research on cash the 

stated next chapter): 

• Cash flow information is vital users of financial statements to assess whether 

the solvency and liquidity of the entity is sufficient for survival (Charitou & 

V enieris, 1990). 
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• To predict future cash flows and to apply a present value model for valuation 

pwposes, amounts and timing of cash flows is important. I this regard, cash and 

accrual information need to be used together, not in isolation (Jones and 

Widjaja, 1998). Future cash flows cannot be projected from historical cash flow 

statements alone; accrual accounting information is vital to refine such cash 

flow projections (e.g. debtors collection period enables one to convert projected 

sales into projected receipts from customers), however, since accrual 

information is judgmental in nature, the amount of sophistication of such 

information should be subject to strict cost-benefit testing. 

• Over the long term, earnings equal entity cash flows (Loftus and Miller (2000). 

Conceptually the differences between accrual-basis profit and entity cash flows 

in any particular reporting period result from changes in the carrying amounts of 

assets other than cash, and current liabilities. This implies that in a case where 

the asset base of an entity is small, there may be little difference between 

accrual-basis profits and entity cash flows, and the use of the cash basis or 

simple accrual basis may be justified. 

• Format is critical for the decision-making usefulness of statements of cash flow 

(Klammer and Reed, 1990). 

• If the accounting system is set up correctly, it is easy to produce direct cash 

flow statements (Bahnson, Miller and Budge, 1984) and by implication, a direct 

cash flow statement can be prepared from cash-basis information. 

3.3.10 Conclusions 

Statements of cash flow report on only one resource, being cash. They show cash 

generated and utilized in a particular reporting period. Cash generated from operating 

activities, on the one hand, provides the user with information about the best quality 

component of profit, but, on the other hand, it does not flag the other three components 

of profit, being current accruals (for example an increase in trade receivables), 
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non-cUITent accruals (for ex.ample depreciation) and non-operating accruals (for 

example value on investment property). 

Net realizable statements, prepared according to the approach, on 

net realizable value all resources, emphasizing cash as well the convertibility of 

assets into cash. approach serves a relatively snc>n-tenm 

horizon, emphasizing survival of the entity, while the going concern assumption is not 

made. 

A simple accrual-basis system reports on cash as resource as well as some other 

resources, typically measured on a historical cost basis. Profit measurement will 

therefore include cash, but also current accruals and non-cUITent accruals, selected on 

the of an assessment of cost-benefit. Since historical cost is the 

measurement base, non-operating accruals (for example fair value gains) will not often 

be in simple accrual-basis accounting. 

an owner-managed entity the horizon for financial decision-making be 

relatively short the going concern assumption may be questionable. Furthenmore 

the asset base of a specific entity may be small relative to its activities, implying that 

the impact of the three accrual components of profit may be of less significance. 

This c1umtc~ of the literature 

to the relative usefulness of cash-basis versus accrual-basis information for owner-

managed The focus in the study not on entity Researchers did 

not find convincing evidence that entity size justified differential reporting (Stanga and 

1983; Leftwich, 1983; 1999). 
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the next chapter it is explained how the financial information of owner-

managers, and their preferences regarding accounting recording and reporting systems 

were The seeking of empirical evidence suggesting that either the cash basis 

or the simple accruals basis is appropriate to serve the financial information needs of 

owner-managers owner-managed entities, was an important priority the survey. 
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4 THE RESEARCH PROBLEM AND DESIGN 

4.1 Introduction 

The strongly regulated environment, within corporate accounting practice 

evolves, has tended to pay lesser attention to owner-managed entities and specific 

needs owners. This is demonstrated ongoing debate the 

justification for a third of financial reporting (IFAC, 2006; IFAC, 2008). 

In South Africa, Companies Act ( 1973) had, before recent amendment, forced 

companies to adhere to GAAP, regardless of size, ownership structure or users of 

financial statements. ED 163 followed the approach of excluding some statements of 

GAAP specific sections statements of GAAP. 

In previous chapter, it was pointed out that researchers such as Page (1981) and 

Holmes, Kent and Downey (1991 ), hinted strongly that owner-managed entities have 

financial reporting priorities (within a limited user setting) different from those of 

publicly accountable corporations, calling for rethinking of the requirements for 

financial reporting at the lowest level, i.e. versus cash-basis reporting. 

implies that extent of sophistication built into the accrual-basis model, should only 

be considered the primary issue, being accrual versus cash-basis has 

been resolved. It follows therefore that if, and only if, accrual basis is found to be 

indeed a suitable basis owner-managed entities, the question of the extent of 

sophistication built into model the question whether measurement 

and recognition criteria (within the accrual-basis model) should be relaxed or not, 

becomes relevant. 

The Corporate Laws Amendment Act (South Africa, 2006) acknowledged the different 

interest" companies, acknowledging the need for limited purpose fmancial statements. 

The financial reporting dispensation for limited interest companies, however, will 
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At the time, the IWG argued in favour 

differential reporting. 

system at the lowest 

Yet, the majority of the studies and positions fail to on the users of the 

accounting information. Most studies the generated accounting information by 

its suitability the of future that owners of small and 

Iµedium entities would be interested in exactly this information. 

Lee's (1972; 1983) smcnes pointed out different of primary users of 

importance and that certain accruals are more relevant than in circumstances 

survival is the primary of an entity. Collins and (2002) found that 

.... u .......... , unlike large entities, focus on survival, autonomy and stability. 

What then, are the unique information needs mana1i1:ers and how would these 

needs be best served through different accounting basis used to record and report 

financial information? To understand the information needs of owner-managers, it 

deems obvious to approach them directly and to find out what think would serve 

their needs best. Yet, approach was impractical for various reasons. Firstly, the 

researcher would always run into problems of the correct sample size as the population 

is huge. Secondly, the author of this study experienced a strong of financial 

knowledge under the of small Therefore the owner-managers 

of small seek from their accountants. Especially for owner-managers of 

small the intimate relationship must not be underestimated. A study 

information therefore should not on the of the owner-manager only, 

but has to include the vital role of the accountant. Hence, the author has concluded that 

would best served by taking the accountants as a and 

analyzing their opinion with regards to the matter. Due to their daily with owner-

managers, the accountants offer a great source of knowledge and will provide valuable 

of owner-managers and how these information 
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are best served through different accounting basis used to record and -report financial 

information. 

Using the accountants as proxy for the opinions of owner-managers, however, has 

limitations. The author is well aware that accountants might as well be biased 

towards their profession and may, under circumstances, believe that service is 

exactly what the owner-manager wants; even if they might not see it. Therefore, 

author of this study conducted in-depth interviews a group of owner-managers to 

confirm the information received the accountants. triangulation strategy 

allowed controlling for a possible from accountants with regards to 

their clients• needs. 

4.2 Research quesdons 

4.2.1 Main question 

What are the financial information needs of owner-managers of owner-managed 

entities and how are these financial information best through different 

accounting basis used for the recording and reporting of financial information? 

capability of a are 

judged by much wider observation than just the financial statements. It is therefore 

important to identify performance indicators valued and understood by owner-

mainagers, also those obtained from sources outside the annual financial statements, 

such as accounting records, budgets and accountants. Clemens and Dyer (1979) and 

Page (2004) found that owner-managers specifically also on annual financial 

statements financial planning, control and other decisions, while 

(2004) and Maingot and Zeghal (2006) found assessing profitability to be the most 

important use of financial statements by private company directors. Lee focused on the 

importance of cash the convertibility into cash, for entities, as many SMEs, 

who are in survival mode. The first category of sub-questions listed below therefore, 
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roc:usc's on the of owner-managers regarding accounting basis for the 

recording and reporting of financial information. 

4.2.2 Sub-questions 

The sub-question is stated in each case as well as a brief description of the aim 

question: 

Are the accounting recording systems of A cash-basis recording system would 

owner-managed entities primarily cash complement a cash-basis reporting system 

What kind of fmancial decisions are 

actually made by owner-managers? 

Which basis of accounting (cash or 

best fits performance 

indicators valued and understood by 

owner-managers? 

and it may give some evidence of the 

accounting expertise involved in the entity 

and if owner-managers are regularly 

exposed to cash and/or accruals based 

information. 

nature of decisions would give better 

understanding of the need for cash-basis 

versus accrual-basis information. 

To identify performance indicators used 

owner-managers and they are 

available from sources outside mmtuaJ 

fmancial statements. Furthermore it would 

highlight a possible preference, by owner­

managers, for cash versus accrual-basis 

information. 
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Sub-question (continued) Aim of question (continued) 

What are the actual sources of information To confirm findings of Clemens and 

used by for (1979) and Page (2004) that owner-

decision-making in their businesses? managers regarding the value of annual 

fmancial statements other sources of 

owner-managers find accrual-basis 

financial statements understandable? 

fmancial information for financial 

decision-making purposes. 

An indirect question to determine 

perhaps the basis is not easier to 

understand than accrual basis. 

best appreciated by owner-managers for 

ae<~1s1on··m;;urn12 purposes? 

more direct question to determine if 

owner-managers indeed prefer the income 

statement (for profitability) as 

found by (2004). 

literature, however, indicates considerations, other than the mere preference of 

users of the information, the suitability of such information. the 

Lee model (Lee, 1981a), cash-basis information is viewed as superior to information 

added by using the accrual-basis, on basis of the former being factual data and the 

being judgmental data. information, however, enhances 

understanding of more complicated transactions. The mere simplicity of the cash 

may therefore distort proper understanding of transactions. potential trade off 

between simplicity and understandability of information, therefore, should taken into 

account when arguing the suitability of financial information. 
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Loftus and Miller (2000) emphasized influence of survival mode versus growth 

mode in an entity. In survival mode the time horizon of an entity is shorter, making 

cash information more relevant, whereas in a growth the horizon be 

longer and the added value of accrual-basis information will more relevant. 

Financial recording and reporting also have an implication the financial 

discipline of an Some government agencies, e.g. Ministry of Economic 

Development ofNew Zealand (2002), stated that the benefit of financial discipline must 

be weighed cost versus the of financial reporting. 

Alderman (1982:53) found that the modified cash basis and tax basis of financial 

reporting were commonly used by accountants in the USA. If similar practices are used 

by South African accountants, it may indicative of their view on suitability of 

accounting bases for owner-managed entities. 

The category of sub-questions that follows has designed to probe the above issues 

and their potential impact on an assessment of the suitability of financial information. 

Once again sub-question is stated in each case as well as a brief description of the 

aim question: 

Sub-question Aim of question 

owner-managed entities have To determine if owner-managed entities 

transactions of a complexity whic~ if typically have non-cash transactions and 

disclosed in a cash-basis reporting system, what the nature of such transactions are. 

distort the proper understanding of 

the transactions? 
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Su uestlon continued 

Do owner-managed entities a time 

no11Z(l•n which be better served by a 

cash-basis than accrual-basis accounting 

Does compliance with certain financial 

recording and reporting practices 

contribute materially to the fostering of 

financial discipline owner-managed 

entities? 

accountants support the deviation 

a strict accrual-basis in the, financial 

statements of close corporations? 

4.3 Research design and methodology 

To determine ifthe time horizons 

owner-managed entities. add justification 

to deviate from the accrual-basis 

accounting or not. 

determine quest for financial 

discipline add justification for compliance 

with certain financial recording and 

reii1orting practices. 

To determine whether South African 

accountants tend to deviate from the 

basis of accounting. 

The purpose of this study is to gain better understanding of the decision-making 

environment of owner-managers of owner-managed entities. The main theme is "useful 

financial statements" as opposed to "prescribed statements", with a view to 

taking a fresh look at the unique needs of the smaller business environment. 

Much literature available on is against 

background of entities subject to corporate legislation and compulsory compliance 

with accounting standards, but true target audience of this study are SMEs who do 
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not have in-house are and do not 

significant public interest (United Nations, 2001: 10). For the aim of this study it is 

regarded as important to access small to be managed by 

owners, but still subject to at least some corporate reporting obligations. approach 

was to businesses that qualify as owner-managed entities, but at the same time 

would be directly or indirectly accessible. achieve close corporations 

targeted. motivation for close corporations from the population of owner-

managed entities is set out in 4.3.3. 

4.3.2 Th.e pilot study and its impact on the research design 

A research instrument comprising a 38 question questionnaire directed to one member 

(preferably the member charge of the financial function) of the sampled close 

corporations, was designed and on a small sample of nine respondents. The 

sample was selected on a convenience Three registered members of The South 

African Institute of Professional Accountants (SAIPA) about the intended 

study, each volunteered to introduce the researcher to three of their clients who were 

members of different close corporations. The questionnaire the following 

five sections: 

• Section A: Background questions on the specific corporation. 

• Section Questions on the bookkeeping I financial information recording 

system in place in the specific corporation. 

• Section C: Questions on the usefulness of existing annual financial statements 

and other sources of financial information. 

• Section D: Questions on members' preferences regarding the.financial 

information recording and reporting practices of the corporation. 

• Section Questions on members' views on merits of an audit (in general). 

Collectively, the responses of sections A to E would be analyzed to answer the restean:h 

question regaramg the financial information needs of owner-managers of owner-
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managed entities and how these financial int<>rmatic•n 

different accounting recording and reporting systems. 

are best served through 

The original questionnaire was adjusted to target accounting practitioners 

(see l) to their understanding of what information the me:mll1ers of their 

close corporation clients found useful. focus was on the owner-manager, but as 

seen through the of the practitioner. number of questions was reduced to 

thirty. researcher decided not to repeat the pilot study, because the adjustments 

to the questionnaire response to the pilot done the owner-managers 

were equally applicable to the revised questionnaire applicable to practitioners. The 

questions were adjusted, however, to enlist a practitioner instead of an owner-

manager response. It must noted, however, that some of the questions required the 

accountant to respond about owner-manager while other questions 

required a response the accountant in the capacity as accountant. 

The adjusted questionnaire was first completed independently by two practitioners to 

identify remaining unclear 11:1•n•~· 

• been by SAIP A to address National Convention in Somerset 

West on International Accounting Standards, the researcher obtained the 

Institute' s permission 

convention. 

questionnaire to be administered at the 

would be conducted 

with a sample of owner-managers (accessed via SAIP A members who agreed 

to this) to determine whether perceptions of practitioners about issues 

effecting their clients were actually confirmed owner-managers themselves. 

sample was never intended to be representative, because of the difficulty 

of obtaining access the accountants (as explained Furthermore, 

given the need to explain the terminology used the semi-structured 

interviews the dispersion of the owner-managers terms of the location 

of their businesses, it would not have been practicable to interview a large 

number of owner-managers. Nevertheless, it was felt that interviewing a 
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number of owner-managers would in the validating of the research. 

Alternatively, interviews might have demonstrated to the researcher that 

ort>rac:titi1one:rs could not be extrapolated to 

4.3.3 Delineation of the study 

The study was subject to the following limitations: 

The main instrument only accounting officers (all members of the 

same accounting institute, SAIP A), focusing on their corporation clients. 

Although a multitude of other owner-managed entities and accounting practitioners 

the was held that the chosen population was appropriate for purposes of 

answering the research question. The motivation focusing on 

corporations was as follows: 

• The Close Corporations Act the application of GAAP, appropriate to 

the business; setting a tone for differential reporting. 

• By nature, close corporations are owner-managed, a basic to 

justify differential reporting. 

• Close corporations are restricted to ten members, automatically excluding 

businesses a significant public interest. 

to the statutory requirement that corporations must 

accounting officer, access to entity information could 

accounting officer. 

an 

• researcher was invited to administer a questionnaire accounting 

practi1i011ters at the National Convention South of 

Professional Accountants on 9 April 2005. of the nature of such a 

convention the delegates were geographically representative of South Africa. 

primary instrument was used to probe the views of accounting officers, as 

for owner-managers, about financial information owner-

manager clients and how these financial information needs are best served through 
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As secondary research 

instrument, were conducted with a group of owner-managers to 

validate the information received by the accountants. The secondary was 

intended as a triangulation procedure of a qualitative nature 

made as to representativeness of the sample. 

The research focuses on the fundamental issues relating to differential reporting in the 

owner'-m1ma.2ea SME being basis versus accrual) and 

suitability of recognition and measurement criteria. Literature on sophisticated 

measurement and recognition including such as value accounting, is 

excluded from this study. 

The research focuses on the attitudes and needs of owner-managers of owner-managed 

entities and hence the structure of ownership as argument to justify differential 

reporting was emphasized rather than quantitative criteria such as turnover, number of 

employees or balance sheet total. No meaningful regarding the impact of entity 

on owner-manager can thus made this study. 

4.3.4 Non-response bias 

response bias are refusal to respond, ineligibility to respond, and non-contact. In the 

case of the questionnaire the accounting practitioners, the sample comprised 

243 who attended the conference offered the and 

all completed questionnaire. Most of the responses of all the respondents were 

usable, and only a few responses to individual questions in the questionnaire were not 

usable. response rate of individual questions in the questionnaire is indicated 

analysis of the questionnaire results and many of them are close to 100% 

Chapter 5). 
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5 ANSWERING RESEARCH QUESTION 

S.1 

The questionnaire (Annexure 1) was structured to address the sucH111es1no1is relating to 

the main research question as set out in 4.2.2. 

first of questiom relate to user preferences in assessing the suitability of 

accounting for the recording and reporting of financial information (the aim 

of each question was stated on pages - SS): 

• Are the accounting recording svsten:lS of owner-managed entities primarily cash 

based? (Question 4) 

• What kind of financial decisions are actually made owner-managers? 

(Questiom 8, lS, 16) 

• Which basis of accounting (cash or accrual) best fits performance indicators 

va11llM and by owner-managers? (Questiom 18, 19) 

• What are the actual sources of information used by owner-managers for 

financial decision-making in their businesses? (Questiom 9, 10, 13, 14) 

• Do owner-managers find accrual-basis financial statements understandable? 

(JUe:StiOlDS 11, 

• financial statement(s) are best appreciated by owner-managers 

for decision-making pwposes? (Questiom 10, 11, 12) 

The second of questiom to indicated in literature, 

other than user preferences, in assessing the suitability of accounting basis (the aim of 

each question was stated on pages S6 - S7): 

• Do owner-managed entities have transactiom of a complexity"' ..... , ........ 

disclosed a cash-basis would to distort the nl"innP.1" 

understanding transactions? (Question S) 

• Do owner-managers have a time horizon which might better served by a cash 

basis than an accrual basis? (Questiom 20, 21, 22, 23) 



Univ
ers

ity
 of

 C
ap

e T
ow

n

• compliance with sophisticated accounting materially 

to the fostering of financial discipline owner-managed entities? (Question 6) 

• Do accounting practitioners support the deviation a strict accrual-basis in 

the statements of owner-managed enterprises? (Questions 24, 26) 

It will be observed that some in the questionnaire are not directly relevant to 

the research In the of the researcher to make optimal use of the ...................... 

opportunity created by the SAIP A convention, some questions with non­

statutory audits of close corporations (Questions 28 and 29) were included, to 

establish whether an independent attestation of financial statements would add to 

........ , ...... ,""'""""' of the fmancial statements. It may also be noted that the differential 

rPl"l.nnino literature is dominated by debate to the of 

recognition and measurement criteria as well as disclosure requirements in the quest to 

simplify GAAP, in this study is the more fundamental of cash-

basis versus accrual-basis financial reporting. 

S.2 Administering of the questionnaire targeting accounting practitioners 

researcher administered the questionnaire at Convention of The 

South African Institute of Professional Accountants on 9 April 2005, which made 

it possible to address 243 attending in one venue. After a general 

introduction to reporting, purpose and context of the and 

the structure of the research instrument was explained, emphasising that 

close corporation clients. that the questionnaire was strictly anonymous. 

Some questions were intended to obtain the opinions of the practitioners in 

their capacity as preparers of financial statements for corporations 

(Questions 4, 6, 8, 9, 11, 13, 19, 20, 25 and 26), while other 

questions sought their opinion on how the members of close corporations would 

perceive issues(Questions 7, 10, 14, 1 16, 17, 18, The 
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common theme, however, was to seek to establish whether owner-

ma:nai1~ers base decisions primarily on cash-basis or accrual-basis 

infonnation or a hybrid of the two bases. 

A general discussion of terms used the questionnaire followed, after which all 

the respondents completed the questionnaire with the researcher in attendance. 

The respondents did not indicate that they needed any further assistance. 

The data provided by practitioner questionnaire comprises data 

example respondents' years public practice), ranked data resulting Likert scale 

quc'8U4i)ns (for example the frequency of certain transaction and qualitative data 

(for example the open-ended question on aspects financial statements that do not 

consider the needs small For descriptive data, frequency 

were prepared to assist in the interpretation of the data, while ranked data, tables 

detailed frequency, median, the mean, a ranking on the mean, 

were prepared. 

In the case of qualitative data, responses were allocated to response categories. 

Saunders, Lewis and Thornhill (1997: 341) state that qualitative data should be 

classified into which are meaningful considering pwpose of the research. 

For each open-ended question, categories have accordingly been and the 

frequency of data categories has been presented in tables to enhance analysis and 

interpretation. 

complete analysis of questionnaire responses, including individual responses to 

open-ended questions, can be found in Annexure 2. In the text, tables 

have summarized and the data is discussed, into account the related 

rCSle:arc~n sub-question. numbers of responses category are shown the 

annexure, while the main text tables focus on percentages of responses category. 
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Question 1 

"''"'"''"'
1 SAIP A still had name Institute of Please note that at 

Commercial and .l..U!UJL'-'Aw Accountants of Southern Africa [CFA (SA)]. 

S.l: Respondents' years in public practice 

N*==243 R*=99o/o 

one year 7% 

24% 

:er than five years 69% 

• N is to indicate the .uwlliv¥• quc'SU4t>lllll81r1es completed; R to indicate 

the response rate for 

x 100. 

quc,sn1on. using the following formula: number of responses/N 

Sixty nine percent of the respondents have been pract1s;mg as accounting officers for 

longer than years, while three percent (24% + 69%) reported that 

they have practising for than a year. on such a level 

one would that the perceptions of the respondents about owner-managers' 

understanding of and need for information. reasonably accurate. 
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How many members does the typical close cm:poration client have? 

Table 5.2: Number 

N=243R=99% 

Number of members 

One 

Two to five 

Six to ten 

a typical corporation 

Res po mes 

190.4 

78% 

3% 

Table Members active in a typical close corporation 

N=243 R=99'1o 

Active members Responses 

AU are 44% 

52% 

are active 4% 

Ninety seven pen~ent (19% + 78%) respondents indicated that their 

corporation client one to five members. Since the study focused on owner-

close 

management rather than on size to justify differential the did 

not probe size indicators such as number of employees, balance sheet total or turnover 

amounts. 

Nn'l:P.TVsix percent (44% + 52%) of respondents indicated that most members are indeed 

their close corporations, it might be that the 

corporations under review in the sample are being owner-managed. 
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Table 5.4: Journals of.first entry kept by close corporation client 

N-243 R*-138% R•1004Ye 

Journals Responses Respondents 

38% 53% 

38% 53% 

A comprehensive set of journals 24% 

• respondent have had a of clients, and the categories were 

not mutually exclusive. The total response rate of 138% is therefore result of some 

respondents choosing two categories, probably indicates that such 

respondents felt strongly that two of the categories were equally prominent 

am1cmgst their clients. calculation was on the actual 

number of responses (336) instead of the number of respondents (243). In the column 

on the extreme hand side table, the rate has been to 

100% by basing the calculations on the number of respondents instead of responses, in 

order to eliminate the of dual responses. 

This question the following sub-question research question: the 

accounting (recording systems) of owner-managed entities cash based?" 

The answer is affirmative. Only four percent responses (thirty two percent 

of respondents) that the close corporation client maintained a 

comprehensive set of journals. Furthermore, it is interesting to note that thirty eight 

pen:;ent of responses (fifty percent of respondents) reported close corporation 

clients kept only cash journals. 

The specific statistic is not as important as the indirect evidence that is a strong 

cash and regular usage of cash-basis information by many owner-managers of 
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close corporations. The significant proportion of '"recording cash only" systems 

amongst corporation clients implies that respondents are in a good position to 

comment on usefulness of cash versus accrual-basis statements to their 

clients, while it indirectly implies that such '"recording cash only'' entities are unlikely 

to have internal accounting them more aei,en,aei1t on their .,.,,t,"'""·"1 

accountants for sound understanding of :financial statements. 

Question 5 

Which of the following (more advanced) transactions does your close corporation 

clients engage in? 

cc1uair-ot.rsis transactions incurred by typical close rn1"1>nratinn Table5.5: 

i'll-.&•.;, R=93o/o Percentage of responses 

Often Some. 
times 

3 2 1 

exchange 41% 

Leases/ 0 

Revaluations 11% 65% 

Depreciation 87% 100/o 

l.6 

2.6 

4 

2 

3 

1 

This addressed following sub-question of the research Quc~sttion: 

"Do owner-managed entities transactions which, if disclosed a cm1n-11as1s 

reporting would tend to distort the proper of the transactions?" 

This suggests that judgmental data (as in the Lee supplied by only an accmal-

basis of accounting, is necessary for a proper understanding of the essence of the 

transactions '""''"""""" 

The answer is affirmative. Fifty nine percent (5% + 54%) of respondents indicated 

foreign exchange transactions as occurring Sometimes or It is noteworthy 

seventy six percent (11%+65%) of the respondents indicated that asset revaluations 
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were recorded Sometimes or Often, and almost all the respondents indicated hire 

purchases or transactions and the depreciation resulting in respectively 

revaluation surpluses, capitalised and liabilities and accumulated depreciation in 

an accrual accounting system. pus cautions that, as observed by Eggington 

(1984:104), financial reporting "veils certain downside "e.g. the 

operational of worn equipment on the one hand. On the other hand, it "gives sparse 

indication of the 'potential' externally financed for 

example revaluation surpluses on non-monetary assets. It also the argument 

that cash-basis cannot be but should, as a be 

supplemented by some form of accrual-basis information. 

Table 5.6: Activitiesfosteringfinancial discipline a typical close corporation 

1 ... - ..... .:itR=95% 

VAT recora keeping 

Record keeping for 
AFS 

54% 

Compliance to GAAP 2 

3.4 

3% 3.0 

l 

2 

3 

Uuest:Jion 6 the following sub-question: "Does compliance with sophisticated 

accounting standards contribute materially to the fostering of financial discipline in 

owner-managed entities?" 

As is expected, keeping of VAT records ranks the highest amongst the listed 

activities toS1:em1g financial discipline. Interestingly, the of respondents still 

rated compliance with GAAP in the financial statements fairly high. It is difficult to 
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remove respondent in this question thou~ since they may regard GAAP 

compliance as indicative of how well they have fulfilled their responsibilities. The 

responses do indicate, however, that there are activities, other than compliance with 

GAAP, fostering financial discipline in an entity. 

An insignificant number of respondents (only 11) commented under the "Another" 

category. Annexure 2, 4) Interestingly, some comments to 

monitoring of cash flow in the context of financial discipline. 

Question 7 

Table 5.7: Preferred sources of financial information used by owner-managers 

N•243 R-=9949/o 

Sources Very 

lm.porta11t 

Leu Not 
lmportallt lmportallt 

Mean Ranking 

4 3 2 1 

Bank statements 30% 

37% 

3 

38% 29% 4% 2.9 3 

Question 7 addresses the following sub-question: "What are the actual sources of 

information 

businesses?" 

The recognition of bank statements as the highest ranking source for financial 

decision-making confirms the view that owner-managers are perceived to a clear 

orientation in way they Judging by mean scores sources listed 
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in the question, budgets, annual financial statements, management accounts 

accounting are viewed the same terms of usefulness for nmmc1a.I 

decision-making. The responses sense from the point of view that owner-

managers do have free access to all these sources of information. Furthermore, 

the high of annual financial does observation 

(2004) and and Dyer (1979) that owner-managers annual financial 

statements for decision-making pw:uoi;es. 

It is acknowledged use of bank and annual statements 

cannot be directly, therefore Question 7 must be read with Question 8, 

tests whether there is a distinction between (more decision-making 

and irregular (more strategic) decision-making. 

What kind of decisions do you associate with the sources of financial information you 

irregular decisions if applicable. 

Many responses to this fairly open-ended question limited value, because they did 

not focus on the connection to source of information and/or the routine of decisions 

as The following table shows the areas of decision-making listed ·by 

the number area. 

Table S.8: Categories of decisions based on certain sources of financial information 

N=243 IUI-.,""'"'" 

Categories of decision-making Respondents 

21 

17 

Expansion of business 15 

Budgetary control and cash proj 15 

Strategic reflection (profitability etc.) 10 
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Categories of decision-making Respondents 
(continued) (continued) 

..,. 
approval 8 ... 

Tax calculations 7 

Other (marketing,!":. _ employees) 7 

Valuations 4 

Members' remuneration 4 

Question 8 addresses the following sub-question: "What 

actually made by owner-managers?" 

Some supported anticipated cash focus of owner-managers by comments 

as: 

• bank balance is going the neg~ati'\re way, it perceived that the business 

is not profitable." 

• wants to know if money is in the bank and if they can pay accounts." 

• 
decisions." 

• "I expected to make a 

bank is 

advised 

to call for 

(in cash) 

and have cash the bank-Why do I not? The 

financial results - am I going to be close to what I 

I submitted application an overdraft?" 

The above responses are viewed as qualitative in nature, and are therefore used to 

unc1en;Wl01Ilg of quantitative data. For if one at 

overwhelmingly high ranking of bank statements in Question 7, the above statements 

regardmg owner-managers' cash 

prominent (perhaps cash 

seem to provide some evioe11ce of a very 

the SME environment. 

Only a few respondents hinted at the u.i.01.1.1..H.,u'L•.u b1etw,een n;x~w.ac and .u.1...,,i;;.uic:u. 

decisions. The cases where such a was made by respondents are noted 

below. with the source of financial mentioned in brackets: 
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Regular decisions: 

• of creditor (using bank statements). 

• Timing of inventory purchases (using bank statements). 

• Cash flow management in (using bank statements). 

• Members' loan account maintenance and distribution decisions (using 

management accounts and statements). 

• Daily achieved (bank statements and records). 

• Cash flow projections (bank statements and other rec.::mu;J. 

• Approval facility financial statements). 

• of capital assets (annual statements). 

• Determining tax liability (annual financial statements). 

• Securing new fmance (annual financial statements). 

• Valuation of business the purpose of buying or selling as well as 

crumgmg members (annual financial statements). 

• Going concern test (annual financial sta1ten1ents J. 

• Budget control (budgets and management accomtts). 

capital stn1tegy. 

• Price increases. 

Some respondents specifically that some members only understand bank 

statements. respondent mentioned "reconciled bank statements". 

More than one respondent observed that clients often do not ask for or information 

at all before they take fmancial decisions. 

The regular listed are bank statements while the 

irregular decisions are associated with accrual-basis information. Within the context of 

a seems to be a for to better Ult(len1tallld 

74 



Univ
ers

ity
 of

 C
ap

e T
ow

n

the from to basic accruals basis sophisticated accrual-basis 

financial reporting standards can be considered at all). 

Which of the following financial statements do you ty,Pically prmare for your close 

Table 5.9: 

N=-243 R==99o/e 

Financial statement 

Income statement 

Cash flow statement 

Statement of changes in net 
investment 
Statement of receipts and payments 

Cash flow statement and statement of 
recei ts ents 

Do prepare 

100°.Ai 

83% 

68% 

26% 

22% 

Questions 9 and 10 address the following research sub-question: "Does the 

clients give some evidence of cash versus accrual-basis preferences by the 

Section 58 of The Close Corporations 1984 stipulates the income statement and 

balance sheet as statutory requirements, while the preparation of a cash statement 

(and to an extent the statement of changes net investment) be viewed by some 

accountants as being part of GAAP, appropriate to the entity. the 100% Yes 

responses for income statement and balance and 83% for cash flow statement and 

68% the statement of changes net investment, were to be expected. A statement 

recem1ts and payments, however, is prepared at the accountants' discretion and 

therefore the responses around that are important. six of respondents 

indicated that they do prepare statements of receipts and payments, while twenty two 



Univ
ers

ity
 of

 C
ap

e T
ow

n

percent (fifty two respondents), indicated that they prepare both a cash flow and 

receipts payments which sense in view comments the 

format of the cash flow statement is unfriendly. This may interpreted as an attempt 

to simplify financial statements for the of the owner-managers. 

Question will give more informative evidence of the quality (conventional) 

cash flow information typically provided statements. 

Question 10 

How useful to the owner-managers of close comorations do you rate the financial 

5.10: Usefalness of specific financial statements to owner-managers 

N=243 R-99% 

19% 300.4 32% 19% 2.5 

a en ts 
Statement of 11% 21% 43% 26% 2.2 
changes in net 
investment 

The respondents rate the accrual-basis income statement the .. ui!!>"''"''"'~ of the 

4 

5 

statements, that profit to be the most 

important use financial as found by Page (2004). 

The cash flow statement and and payments statement, rank resoec:tivetv 

and fourth positioll. The inclusion a receipts and payments statement at all (by some 
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respondents) together with the fairly high ranking of the cash flow statement indicates 

that the ma11on1tv of respondents find it to performance into 

cash terms. In this regard, it is again 1nr1~f!jtt1n111 to note that fifty two respondents 

reported that typically both a flow statement and a statement 

receipts and payments. 

Table 5.H: Understandability and usefulness of financial statements to owner­
managers 

,,,,. ...... .r.<111_, R=97% 

Feature res ponies 

Simplicity 78% 

User friendliness 77% 

68% 

Questions 11 12 the following sub-question: "Do owner-managers 

find accrual-basis financial statements understandable?" 

Approximately seventy percent of the perceive statements to be 

simple, user-friendly and useful management decision-making. It is difficult to 

isollate the bias from both tradition and the that the quality of 

service to their clients is challenged by this questto•n. In this sense, it should 

that more than twenty of respondents had reservations about the 

simplicity, and of existing financial statements. Question 

12 more detail this regard. 

Question 12 

consider the mecific needs of smaller businesses (e.g. terminology used)? 
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Table 5.12a: Practitioner perception regarding.financial statements considering the 
needs of smaller businesses 

N-243 R-37'Yo 

Responses Respondents 

Yes 62 

No 27 

Table 5.12b: Specific aspiecrs of financial statements not the needs of 
smaller (as raised by the Yes respondents of table 

N-62 R-100% 

Aspect of AFS criticized 

The cash flow statement 

Terminology format 

understandability 

21 

15 

15 

10 

1 

Although the responses on open-ended questions like Question are viewed as 

qualitative in nature, and therefore the of a specific response cannot 

necessarily be generalized, it was noticed from the above table that sixty two out of the 

eighty responses to question had some form of criticism regarding the 

understandability of financial statements of which twenty one focused on the cash flow. 

Some more revealing comments regarding flow statements), are 

listed below: 

• "The flow staltem.ent is seldom understood." 

• understanding flow statements a priority." 

• "Financial statements are not understood by average corporation 

member. It is our duty to them." 

• "Cash statement should be more detailed." 

• "Cash flow statement terminology." 

• "Cash flow statement not user friendly." 

• "Cash-basis statements are better understood." 
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• " ... not even current form." 

The comments in this question indicate strongly that practitioners intuitively realize that 

cash fl.ow I basis information important, but not necessarily in a conventional 

format. Owner-mangers apparently in a cash mode, yet the responses to Question 

12 suggest that owner-managers find it difficult to understand cash fl.ow statements and 

the in them. A contributing factor extent to which 

indirect approach still used by accountants; owner-managers may find it hard to 

digest cash flow information derived from an accounting 

corporate reporting, superiority direct method of cash flow reporting was 

emphasized Miller (1996), Dritina & (l 985) 

and Ratnatunga (1997). The survey conducted by Jones and (1997: 79) 

am1ong:st Australian 1>l'el>arers of financial statements demonstrated that the direct 

method enhances user understanding. preference indirect approach 

to flow reporting can explained by the simplicity of preparation for the 

practitioner (using sheets and income statement as primary source), while 

approach, as observed by Babnson, Miller &Budge (1996), may_,.,.,, .. _ 

adjustments to the recording system to capture pure transaction8. 

system, afterwards by accountants to reflect accruals, the still remains 

whether owner-managers would understand a similar approach to the financial 

statements better. This would imply that a cash-basis statement the 

primary financial statement and that cash-basis profit then adjusted to an accrual-

basis profit 
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User Ranking 

The bank 1 

SARS 99% 2 

82% 3 

23% 4 

Questions 13 14 address following research sub-question: "What are the 

sources of infonnation used by owner-managers for financial decision-making in their 

businesses?" 

bank and are reported to be the users almost all the cases, while 

two percent of the respondents also indicated the owner-managers as users. These 

nncnni~s therefore the of Page (2004) that owner-managers do 

financial statements, and Van Wyk's (2005) finding that owner-managers are the most 

..... u .......... ·an? user SARS and the At the same time, the eighty two percent 

responses imply that some respondents felt that owner-managers do not really 

use the financial statements. This has been by some responses in 

previous questions the understandability statements. Van Wyk 

(2005) also made the observation that some owner-managers do not use the 

fi1Umc1al statements at all. 
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To what extent. in your view. do the users (which you specified above) find the 

5.14: Usefulness of financial statements to different users 

N=:l43 R=93°/o 

Users Useful Less 
useful 

Not 
useful 

~ean R.anldng 

3 1 

40% 1 

2 

The mean scores of the two differ by a very small margin. This may be 

the result respondents being slightly biased towards the usefulness financial 

statements SARS and bank because are usually personally involved in the 

annual submission of annual financial statements to both and the bank, while 

they would it more to assess usefulness of the financial statements to 

owner-managers and suppliers. Twenty one percent (18%+3%) of the respondents said 

that find statements useful" or "Not useful", as 

opposed to a small percentage of respondents who said the same about SARS and the 

bank. This could expected, considering that more than twenty percent of responses 

for Question 11 financial statements as not simple and user """'"" 11
"' ..,JiJ.vu.y.1. 

This is also consistent with the finding in question that eighty two percent of 

owners-managers are to financial statements useful. 

Only a few of the respondents identified perceived users other than the four(See 

Annexure 2, page 16), suggesting that, the low mean scores of suppliers into 

account, the bank owner-managers are found to be the main users of annual 

financial statements. 

81 



Univ
ers

ity
 of

 C
ap

e T
ow

n

Do you think the financial statements of close comorations are used for the following 

Table 5.15: Use of financial statements for specific purposes 

N=243R=97% 

Use Som.e-- m. Never Mean Ranking 
tim.es 

4 3 2 l 

Financial 46% 42% 11% 1 
decisions 
Planning 38% 44% 2 

Affordability of 38% 20% 5% 3.1 3 
owners' 
remuneration 
Investment 290Ai 48% 21% 2% 3.0 4 
decisions 

Questions 1 S and 16 help to answer the following research sub-question: "What kind of 

financial are actually made by owner-managers?" responses must 

interpreted cautiously, since some decisions are by nature more regular than The 

mean scores of all four decision categories are relatively equal. important 

conclusion, though, is that perceive all four types of decisions to be 

with reference to financial statements, which are considered to be conventional accrua1-

ttmmc1a1 statements. The responses to Question 8 suggested the type 

decision listed in Question 1 S is irregularly, unlike cash which 

frequently confirmed to be done The "Sometimes" instead of "Often" 

cnc:11ce of category meretiore confirms a less regular frequency, but 

ma1ca1te that the category to be less important. Furthermore, the responses do not 

su~LRest that these are made practitioners' 
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Elaborate on the type of decisions actually made using financial statements. 

Although. Question 8 also dealt with decision-making, was more the context of 

various sources of while 16 tOC\lSes specifically on the financial 

statements. The following shows the areas of decision-making listed by the 

feSlPOllld.eir.tts. and the of respondents who mentioned each area: 

Table Types of decisions informed by financial statements 

N=.243R-40% 

Area of decision-making 

Finance approval 26 

23 

20 

10 

Valuations 10 

Expansion of business 8 

Budgetary control cash projections 7 

Capital assets acquired I financed 4 

Other (marketing, employees) 4 

The same categories of comments were identified as Question 8, for 

woirkiilg capital management, which is not expected to an area of decision-making 

associated with statements. It is also noticed that twenty respondents to 

question alluded to the use of financial statements for the purpose of a strategic 

reflection. Amongst category were comments such as the following: 

can I savings to be able to make a profit?" 

• "Viability of business. Breakdown of expenditure incurred." 

• " ... an annualized set gives an perspective ... " 
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instrument to base members remuneration on profits. Some of the comments were as 

follows: 

• "Members reI1nw1er11n<>n must 

AFS." 

line with profitability qf business as shown 

• "Firumcial statements used when working out members• remuneration." 

• "Very few - distributions to owners." 

A few respondents, however, did comment that fmancial statements do not any 

value for owner-managers. The comments made, were as follows: 

• "Owners decide irrespective of fmancial statements." 

• "None owner." 

• "Most of the members only look at the financial statements when we discuss it 

and never again. They use it for overdrafts, and SARS." 

• " ... just to get rid .. 

Owner-members seem to get bogged down in their daily cash management 

although it cannot be argued to be unimportant, to prevent from shifting 

their perspective to bigger Looking at the comments above from a 

qualitative point begs the whether the perspective financial 

statements provide an annual reflection to improve operations is not perhaps a vital 

..,,..,,..,..,,, hence this question was specifically posed semi-structured interviews 

(See Annexure 4, Question 18). 
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your view? 

Table 5.17: Perceived rating of financial performance indicators 

N=243R=98% 

Indicator 

2 1 

Turnover 66% 32% 2% 

bank balance 54% 44% 

Profit/loss per 43% 51% 6% 0% 

A surplus/ or 45% 45% 10% 

deficit 

3.6 1 

3.5 2 

3.4 

4 

Questions 18 and 19 help to answer following research sub-question: "Which 

basis of accounting (cash or accrual) best fits the performance indicators valued and 

understood by owner-managers?" More half the respondents have rated both 

turnover the bank as very good performance indicators. Turnover ranks the 

highest, cash surplus rari.ks the lowest. Although the cash surplus the 

lowest of the it still scores relatively It is the two"-'!!>''"'"'"• 

ranking indicators are found outside financial statements as well. The ranking of the 

bank balance as performance indicator once seems to confirm the focus of owner-

managers on measures. It is clear from the "another .1.ll.lciLU. ...... a..i. pert<>mitanc~e 

indicator" category (See Annexure page 21) that some practitioners educate their 

cuem.ts in the use of fmancial especially margin. 

vuestJton 18 helps to interpret the role of the time horizon within these 

pertol'lmaio.ce indicators are used. 
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Question 18 

performance (as rated above)? 

The detailed responses to this question can be viewed in Annexure 2 on pages 22 to 

It is noted that majority of respondents not distinguish between different 

performance indicators for the purpose of answering the question, hence such 

comments were not very for the time horizon within which "'..., .......... ,, .... 

performance indicators are used. The responses to the question were divided into four 

categories and are summarized in table below: 

Table S.18: Perceived frequency of use of performance indicators 

N==243 R==744Yo 

Response category Respondents 

88 

More 84 

Varies 13 

6 

Most respondents agreed that the performance indicators listed in 17 are 

indeed used. It is acknowledged, though, that even though a performance indicator may 

be used frequently, it may still important. The simply emphasise 

that entities have different time horizons and therefore the issue was probed further 

Question 24 of the structured interviews with owner-managers. 

Some respondents, however, did distinguish amongst the different performance 

ma1ca.1cors when assessed frequency of use of performance Those 

responses follow below: 

• surplus/ balance - daily; turnover - monthly; profit/loss -

monthly." 

• "Bank balances monitored on short periods." 
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• "Sales monthly; bank daily; bi annually; cash surplus 

• "Turnover and cash flow often." 

• "Sales-always; bank balance-regularly; profit (available too late)." 

• all the time; bank balance - quarterly!' 

These reSJ:JOnses. as the ones in Question 8, 

management. 

emphasize term 

In Question 19, the format which a cash performance measure should take is probed. 

Table 5.19: Usefulness of different peiformance measures 

N=243 R=904Vo 

Indicator Very Useful Less eam Roldq 

useful useful useful 
4 3 2 1 

44% 44% 10% 2% 1 

36% 46% 15% 3% 2 

1% 8% 3 

29% 4 

32% 5 

"cash smplus resulting from all cash receipts all payments" is a very simple 

measure that can be produced by a cash-basis system and yet it ranks highest. It is 

also the only indicator with a mode of 4 useful). The second and fourth 

indicators are in essence the same thing, except that in the mind 

pretcnno1ller, the one is probably with a cash 

accounting 

while the 
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one is associated with an accruals basis of accounting. "GAAP profit" ranks 

lowest. Although cash-basis indicators ranked both first and second out of the four 

listed items, it is interesting that generated from operations per flow 

sta1tmten1t" ranks lower than a tax basis measure, which can be viewed as a simple 

accrual-basis. Again the impression is strengthened cash-basis indicators are indeed 

in demand, but in a more user-friendly format than conventionally presented in cash 

flow statements. 

the "financial literacy" 

level of many owner-managers forces to depend on simple and readily available 

performance indicators 

more reflection on the outcome of the range of shorter term decisions, 

based on short-term performance indicators. owner-manager seems to need an 

understandable set of financial statements which supports his or her "cash value 

system.•• 

Question20 

Table 5.20: Perceived importance of financial statements confirming that owner 
distributions are based on profits 

Very Important Important Not importut 

48% 38% 4% 

Questions 21, help to answer following sub-question: "Do 

owner-managers have a time horizon which might be better served by a than 

an accrual-basis? " 
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Eighty six percent ( 48% + 38%) respondents the confirmation of owners• 

remuneration as either "Very important" or "Important", while only four of the 

respondents as "Not important". Some responses from Question 16 quoted 

on page 82) also confirmed the importance of this confirmation function of financial 

statements. 

issue of clarity of disclosure. 

majority of respondents (who did respond) answered in the affirmative to this 

cim::su,on. as indicated in table below: 

Table · Clarity of existing financial statements on owners' distributions being 
based on profits 

Responses Respondents 

Yes (i.e. the financial sta 
. 89 

clearer) 
No (i.e. they are clear enough) 43 

• "Absolutely" 

• "Yes, real implications 

income are important". 

• "No, user must just interpret the information correctly". 

the third bullet above raises the 

accounting practitioners understand simplicity of format and disclosure. 

importance of owners' ret111ut1en1tiC11n based on profits, yet they are faced with the 
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challenge of bringing the message across to their clients. It therefore makes sense that 

would prefer statements to be clearer on that aspect. 

horizon of owner-managers. 

managers of close corporations in your view? 

Table S.22: Perceived financial values of owner-managers 

N=243 R=103°/o 

rt owners• life 

ancial growth (beyond 
e needs of the owner 

Survival of the co 

Responses 

36% 

36% 

28% 

Eight respondents chose more than one option, contrary to question instruction, 

hence the response rate of 103%. Both the options support owners' lifestyle" and 

••"1.,, ... ,,,..,,., of the short-term on ll.l<IA.LIJ•A 

meet in cash terms. The responses show that practitioners .,.......,,.. ... "'"' a considerable 

a shorter term time .lJ<VAJUJVn. It is within 

lower order survival-of-business-and-owner context that it becomes important 

timmc1a1 statements to flag the of "overdrawing" by clearly indicating 

affordability of members• remuneration (as reflected in Questions and 21 ). 

Which other values (not necessarily financial) are nurtured by owner-managers of close 

The table guiding the interpretation of Question 23, follows: 
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Table 5.23: Perceived non-financial values nurtured by owner-managers 

N=243 R=97o/o 

Value 

27% 

1% 

Seventy two percent of respondents favoured 

percentage for the "Autonomy'' option is not percent chose "Autonomy". 

.,.Y,_,..t.,.tt bec:aw;e one would owner-managers value their autonomy are 

the ones would choose against fmancial growth which might require third party 

involvement the business. This 

structured interviews. 

Question24 

was therefore probed rurther the semi-

If you had a free hand to redesign the financial statements of close comorations from 

Table 5.24: Support for suggested changes in financial statements 

",-, .. ..,..., R=93o/o 

Suggested changes Some No Mean Rank.Ing 
support 

3 1 
9% 

13% 

17% 
accruals 
In full compliance with G 190.ltl 2.5 5 

Only 18% 24% 49% 1.9 
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Questions 24, 25 and help to answer the following research sub-question: "Do 

accounting practitioners support the deviation from a accrual-basis in the financial 

statements 

The question dealt with accountants' own opinions than perceptions 

owner-managers• views, hence it is not swprising that practice close 

corporations, being "Appropriate GAAP", ranks the highest (respondents bias may be 

present). Yet the two second, and the fourth ranked alternatives shows reasonable 

support for the so-called other comprehensive basis of accounting as practised in the 

Wyk's (2005) finding that the two pure approaches, a 

reporting and full GAAP, enjoyed less support than other options, was also confirmed 

study. emphasizes view that cash-basis measures should supplement 

rather than replace accrual-basis measures. 

interpretation of this question is approached 

from a qualitative point of view. indicated in detail in Annexure 2, pages to 37, 

many comments were made respondents. These comments are into 

response categories and are summarized the below: 

Table More detail on suggested changes to financial statements 

N=243R•28% 

10 
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Response category (continued) 

Apply appropriate GAAP 

No or different cash flow statement 
needed 

an additional statement 

cash or simple accruals basis 

Respondents 
continued 

8 

9 

6 

4 

4 

4 

respondents appealed that the cash flow statement must either be simplified or 

discarded, while another four that a basis or accruals 1s 

appropriate for business settings. The following two responses reflected a strong 

on cash-basis reporting: 

• "Owner-managers are mostly interested survival of the entities, so they 

are mostly interested in the cash flows ... " This respondent stated further that 

other aspects of financial statements were secondary to the focus. 

• "For micro entities only cash transactions, medium enn.nes cash and limited 

credit transactions, big GAAP ." 

The golden thread of a 

flow statement, is also 

One res1po:tl1de1l'lt took the 

for cash-basis informatio~ but not conventional cash 

in these res1>0nses. 

that financial statements should be SUEt01e enough for 

owners to understand fully without explanation :from accountants. Another respondent 

explained as follows why simplification could be destructive: "Although the owners 

don't look at financials base their decisions on accounting.., ....... ,_. 

opimon. I to be able to base my opinion on a reliable and exact statement." Yet 

another respondent (of four that response category) made prudent that the 

answer does not necessarily in an either or SCell'lario; "Additional statements could be 

added to the ones". 
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This question was intended to be a last resort for respondents to 

on the merits of simplification of financial statements. 

a personal opinion 

The respondents were exoectc"1 to first or''No" then to motivate their 

opinion. The following tables summarise the I No responses as well as response 

categories for or no responses (not all respondents provided motivations): 

Table 5.26a: Practitioner perceptions of the need for simplification of AFS 

i .. -.~.:io R=68% 

Responses Respondents 

Yes 121 

No 45 

Table 5.26b: Practitioner motivations for supporting simplification of AFS 

N=121 ....,,,,,,,.,,,,. ... ,,_ 

Motivation category for "yes" responses Respondents 

To enhance owner-manager understanding 

To enhance/encourage owner-manager 
decision-makin 
Financial statements should focus on 
bottom-line e ; rofit fi e 
Discard cash flow statement 

Financial statements not :relE!va:11t to 
owner-mana er 
Cost-benefit considerations 

focus should strengthened 

14 

11 

9 

8 

5 

3 
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Table 5.26c: Practitioner motivations for not supporting simplification of A.FS 

R=24% 

Motivation category for "no" responses 

Rather educate I assist 
understand 
Simplification wi 
financial statements 

7 

4 

majority of respondents supported simplification. Most motivations on 

aav'antaae to be gained from simplification rather than the method of simplification 

comments were made on the possible enhancement of 

understandability and usefulness of financial statements for owner-managers. 

res1:>0ndentts felt that usefulness could be by simplification 

resulting in a better focus on the bottom-line measurement, while others 

again brought up issue of the cash statement not being useful. 

The proponents simplifying fmancial statements were concerned about 

oversimplification that could render information useless. Some of them made an appeal 

financial statements. 

The very recent study commissioned by IF AC (2008) found simplicity 

to be of key importance for~ third tier offmancial 2008: 57). 

Question 27, 28 and 29 

apply to coroorations subject to audit? 

tables guiding the interpretation of Questions 27, 28 and 29, follows: 
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Table 5.27: Audit frequency of close corporations 

N=243 R=96% 

Responses 

Annually 7% 

290/o 

Never 

Table 5.28: Benefits of an annual audit 

N=243 R=93•/o 

Table 5.29a: Importance of an unqualified audit report 

N=243 R=94°/o 

37% 

Table 5.29b: Motivation for 
N=243 °-''l".H"-

Not 
applicable 

29% 

Motivation category Respondents 

42 
w 4 

Qualification does not have an · "·.: _ .. 14 

Mean 

2. 

Since an is not a statutory for a close corporation, it was interesting 

that thirty six percent (29% + 7%) of respondents indicated that their close corporation 

clients are audited. strongest motivation for such a voluntary audit to be 

the enhancement of credibility of the nmmc1.aJ. statements. Furthermore, 

respondents regarded an unqualified audit report as either "Important" or "Very 
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important" and, most of respondents felt an un<1uaJl1fic::<1 audit report ... iu.• ... A'""""' the 

credibility of financial statements. 

Some comments, specifically directed to the close corporation context, were as 

follows: 

• " ... irrelevant for cc ... " 

• qualification may be 

critical to the AFS." 

to non compliance with GAAP and not 

• "In a business no one ever looks or worries about the qualification." 

• "Never a comment of any kind on a qualified report." 

majority view of the respondents, however, appears to support the observation 

made in the IF AC Information Paper on Micro (IF AC, 2006), reporting that 

many small entities themselves to an audit even if not legally required to do 

so, often to provide an independent verification function (IF AC, 2006: 15). focus 

rese.arcb published 2008 (IF AC, 2008: 57), confirmed general for 

some form of attestation attached to the fmancial statements of micro entities. 

S.4 Summary of conclusions based on practitioner questionnaire interpretation 

Are the accounting recording systems 

owner-managed entities primarily 

based? 

(Question 4 in 

questionnaire) 

practitioner 

Conclusions based on or~tct1t101ner 

questionnaire analysis 

many cases only cash journals, or cash 

journals and general journals, are 

maintained. Owner-managers of such 

entities will therefore a clear 

understanding and as a 

consequence they are to understand 

cas:n-[Jas11s fmancial reporting better. 
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Research sub-question (continued) Conclusions (continued) 

What kind are such as inventory or 

actually made by owner-managers? paying creditors are perceived to be 

(Questions 8, 15 and 16 in the practitioner regularly, using only bank 

questionnaire) 

Which basis of accounting (cash or 

accrual) best fits performance 

understood by 

owner-managers? 

(Questions 17. 18 and 19 in the 

practitioner QUC~Stllt>Dnl8ll'IC) 

statements (which is in cash-basis 

information). Investment and finance 

decisions decisions regarding owners' 

remuneration are taken less regularly, 

often after accountants were consulted, 

who do rely on accrual-basis information. 

Owner-members appear to find it difficult . 

to bridge between day to day 

cash perspective and the big picture 

presented in the of accrual-basis 

fmancial statements. 

Owner-managers are perceived to use both 

cash-basis and simple accrual-basis 

performance They 

use bank balance per bank 

statement and turnover figures. Both 

performance indicators are available 

outside the financial statements. Profit and 

cash measures, obtainable from financial 

statements are also used, but 

understandability apparently limit use 

thereof. 
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Research sub-question (continued) Conclusions (continued) 

What are the actual sources of information Practitioners ooi:annn the findings 

by owner-managers for decision­

ma.king in their businesses? 

(Questions 7, 9, 10, the 

owner-managers find accrual-basis 

financial statements understandable? 

(Questions 11, 12 and 26 in the 

practitioner auc~stuomJl8ll'~e) 

Clemens and (1979) and 

that owner-managers do value 

conventional accrual-basis financial 

(2004) 

statements for decision-making 

n111mne1.PQ especially the income statement. 

do also, however, perceive bank 

statements to play a role especially 

in day to day decision-ma.king by owner­

Although statements of cash 

flow are typically prepared their actual 

....,,., .. ,...""'""''"' for decision-ma.king pwposes 

is doubtful. 

to have a basic 

understanding of accrual-basis financial 

statements. flow statements (as part 

of accrual-based financial are 

specifically mentioned as not 

uncien~taJJtdal,Je, which is noteworthy 

because many small entities in fact have 

predominantly cash-basis recording 

systems. 
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Research sub-question (continued) 

best appreciated by owner-managers for 

1mimc1a1 decision-making purposes? 

(Questions 9; 10; 11 and 12 in the 

practitioner questionnaire) 

owner-managed enti:ties have 

traIJisac:tiotlS of a which, if 

Conclusions (continued) 

Owner-managers are perceived to 

the income statement (for assessing 

profitability) as found by (2004). _ 

Accountants prefer accrual-basis financial 

statements to cash-basis statements and 

Although prepare cash flow 

statements as well, they feel that owner­

managers often do not understand the cash 

flow statements 

format. 

the majority 

t:raiisactiOJJlS. A pure 

conventional 

enn11es do have such 

would 

disclosed in a cash-basis reporting system, therefore dilute the information content of 

would tend to distort statements, especially the ability 

understanding of the transactions? 

the practitioner 

Do nUJn"'1·-1rn.IKW.I!.""''"' have a 

which might served by a 

basis than an accrual basis? 

(Questions 22 and 23 in the 

practitioner questionnaire) 

to predict future cash flows. 

The accounting practitioners perceive 

many to operate a 

shorter term 

struggling to 

horizon, in a mode 

own standard 

living and the business survive. 

This short term horizon is probably 

an important reason why practitioners 
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Research sub-question (continued) Conclusions (continued) 

acknowledge that it is important that 

financial statements should clearly show 

whether members' remuneration is based 

on profits. 

Does compliance with sophisticated are compensating financial 

accounting standards materially activities. contributing towards financial 

to the of financial discipline in discipline in close corporations, such as 

owner·-m1ma1~ea entities? record for VAT DW1>01;es. 

(Question 6 the practitioner 

questionnaire) 

Financial ............. .,,LLU..., need not be 

the choice of accounting 

basis. 

Do accounting practitioners support the Practitioners support deviation from a 

deviation a strict accruals basis the strict accruals with caution, bec:awie 

financial statements of owner-managed they are aware that such a deviation 

enterprises? does not represent appropriate GAAP, 

(Questions 24, 25 and in the which is a requirement of the Close 

practitioner questionnaire) Corporations Act. Practitioners are also 

that can ~"""·"""" 

mt1om1atJ1on useless. do make a 

appeal for the enhancement of 

uo .. , .. " ........ ,,~ of financial statements for 

owner-managers, but are not clear as 

to what the suitable solution to the 

problem 
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5.5 Answer to the main question (based on the Practitionen' Questionnaire) 

What are the financial ieformation needs of owner-managers of owner-managed 

entities how are needs through different 

accounting basis used for the recording and reporting of financial information? 

basis information. They use accrual-basis annual financial statements to reflect on an 

entity in a way and financial statements to comply with accounting 

standards as as possible, given cost-benefit restrictions. They often assist 

clients in financial decision-making, using the picture by the annual 

financial statements. 

Accounting practitioners have the perception that many close corporations use 

predominantly cash-based financial recording are 

versed day-to-day cash management. The view of the practitioners is that many 

owner-managers in a survival mode where in effect this short-tenn cash 

management approach dominates the way they operate. Further.more, owner-managers 

are perceived to have a strong cash further the cash-basis financial 

performance indicators which they seem to cherish. implying that they would find cash-

financial reports simple to understand. Most close corporations, however, do have 

transactions of the complexity which would dilute the usefulness of the financial 

statements if cash-basis reporting were At the same feel that 

owner-managers do find accrual-basis annual financial statements useful, especially the 

income statement. Regardless of their apparent strong 

often find statements of cash flow confusing. 

Accountants perceive 

focus, owner-managers 

information to 

accrual-basis information for short-tenn financial decision-making pwposes. Owner­

managers in survival mode often stay in that mode, hence accrual-basis information, 

enabling them to make better predictions of future cash flows, not appeal to them. 
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The simplicity and understandability of the system, however, does not take 

away the fact that accrual-basis information required for a longer term view on an 

entity and its sustail:ial:>illity 

find the flow statement confusing? l:'erna1>s owner-

managers would value an annual (or more regular) strategic reflection on 

respective entities more if they could fmd a 

basis performance indicators and proper financial statements. 

question was probed in the semi-structured conducted with owner-
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6. CONFIRMING THE ANSWER TO THE RESEARCH 
QUESTION 

6.1 Administering semi-structured interviews targeting owner-managers 

. l Introduction 

Struwig and Stead (2001) made the following important observations regarding 

qualitative research: 

• Relatively small samples are used with few claims made regarding the wider 

representativeness the sample and Stead, 2001: 17). 

• The interplay of contextual and factors facilitated by the use of 

methods such as and observation, enabling respondent to expand 

on statements to provide a more thorough explanation (Struwig 

2001: 17). 

• Validity may be enhanced by using more than one research method (Struwig 

Stead, 2001: 19). 

• The of quantitative data is of qualitative which 

to be converted into information ms1gn1[s and knowledge (Struwig and 

Stead, 2001: 19). 

• Qualitative research can genterate hunches, or an initial understanding of 

something which could tested by more formal research. 

of the questionnaire research. At the same time the interviews provided insights which 

may only be validated by .................. resc~n. 

Sample selection method 

The semi-structured interviews were intended to be qualitative research, adding value 

to 

convention were completed by SAIP A members in their capacity as accounting 

104 



Univ
ers

ity
 of

 C
ap

e T
ow

n

the owner-managers. The semi-structured interviews enabled the resear·cnc'1' to assess 

the reasonableness of using the officers as surrogates. 

for the semi-structured interviews was informed by the responses of the 

1mwn.nonei'S; especially on the open questions. It was never the intention 

t11e:ret1ore to obtain a sample size sta1t1sti1ca1 analysis, but rather to 

understanding of issues ll& ........... .., ............ by the practitioners and to create an 

opportunity to probe further and as objectively as possible. 

structured The justification for convenience sampling is as follows: 

• second research instrwnent was simply meant to further validate the 

other research instrwnent, 

used as proxy for that of owner-managers. 

• Access to the busy owner-managers 

problematic, as was revealed in the pilot study. 

a 

• Being seno.M1tructurea interviews, it was argued that this part of the research is 

qualitative and representativity was thought to less of an issue. 

Although the survey did not reveal significant <tltlterc:mcc:s 

responses on entity sizes, the researcher did mc:ll1Cle entities of 

different sizes in the interview sample to better simulate the of entity 

sizes on whieh the practitioners based their responses. and 

private companies were included in the sample, because the criterion 

for inclusion was and not legal form. 

6.1.3 'Individuals interviewed 

used to choose 

• ow111er-mwnag1er personally, 

• oerson who, according to the owneir-miaruilge:r, had sufficient py'"""'Pn''"" and 

to speak on his or her behalf. 
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the time the pilot study was run 4.2.2, page 46), it became evident that in 

smaller businesses, positions are not clear-cut, and therefore the person's title is not 

indicative of his or ability to answer the interview questions. 

seJJtlMitru.cturea 1nt•"!l"V11P.W questionnaire was developed out of the practitioner 

questionnaire, after the responses from practitioner questionnaire were 

Saunders, and Thornhill (1997: 213) that semi-structured 

interviews are qualitative research instruments that can be used to explore and explain 

themes which have emerged from the use of a questionnaire, and that they can 

used to the that emerged from the use of questionnaires. some 

questions were taken directly from the Practitioner Questionnaire and adjusted to reflect 

the owner-manager view (Questions 13, 1 19, 20, 21, 26, 27, 28, 29, 

and 31 ). Some questions were added to further determine owner-manager 

understanding of the (Questions 11, 22 and 23). Questions 16, 18 

and 32 were based on responses from the Practitioner Questionnaire. researcher did 

not deem it to run a pilot the se11nM1tructurea interviews, 

because the analysis of the re51~nses from the Practitioner Questionnaire showed the 

potential pitfalls and, since the would an interactive interview with 

respondent, misunderstanding could be clarified immediately. The first interview 

not reveal problem, hence questionnaire was used for the reDtlatmn.g nuP.r·vu•!ur!li! 

without any further alterations. 

Annexure 3 r.n11l'lnn1!1i!l'!!;I the semi-structured interview questionnaire used in the 
interviews. 
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6. 

The researcher conducted all twenty interviews personally after appointments 

had made with respondents. After purpose and context of the research was 

explained, each question was read from the questionnaire and notes of the responses 

were made demarcated space provided on the questionnaire. average time 

taken interview was 45 minutes. Interviewees were not assisted with answering 

of questions. 

6.1.6 Approach to the analysis of open-ended questions 

Saunders, and Thornhill (1997: 341) state that qualitative data should be 

classified into categories which are meaningful considering purpose research. 

For each open-ended question, categories have devised accordingly and the 

frequency of data categories been presented in tables to enhance data analysis and 

interpretation. 

twenty interview questionnaires were numbered and Annexure the essence of 

the comments made by each interviewee was captured next to the questionnaire 

number, the allocation of comments to categories, meaningful to answering the 

res~=an:n question, is also shown the annexure. The researcher also considered the 

potential value of unique statements made by individual respondents. In cases where a 

link between questions emerged, the responses were also surnm.am1:ed per respondent 

question to assist in the interpretation of such links. 

6.2 Interpretation of semi-structured Interviews 

Twenty businesses were interviewed, of which fourteen were close corporations, 

private companies, and three traders. In most cases the member I shareholder 
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/owner, or somebody taking resoo11Slt>1lrtv 

interviewed. 

the administrative function was 

all the cases, ownership comprised of fewer than five nl'>•oe:tn•u! most of them active in 

management. This is line with the profile of client as perceived by the 

accounting practitioners, except that no entity with more than five owners was included 

sample. The ownership was a company with shareholders, of whom 

were in and the other two ordinary employees. The sample for 

semi-structured 1nT•F'!rv1P.U1<:1. was indeed drawn from an owner-management 

environment. 

The nwnb1:r of employees ranged from nil one case) to forty Most 

enti.ties interviewed, though, had more than employees. 

The sample included manufacturers, traders and the providers of services and all the 

participants, one, had business longer than five 

In all cases but one, an owner or employee performed basic bookkeeping in-house. 

Most in-house accountants had very limited The majority 

of them used for All participants also had professional 

accountants 

statements. 

To what extent do the owners of the business deoend on the (outside) accountant for 

~~m.1J~~~'1.fil!m::IJ!l@lg!D&I (Question 10) 

of the twenty participants indicated that they used the accountant only 

tecnm.cat and tax- related advice. Six indicated that the accountant had a large role in 

financial decision-making, while the remaining three indicated that the accountant had 

a small role in financial decision-making. 
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Does the business buy on credit? (Question 11) 

~~!:!2...!8!:!.!~~~~"1.!ii·"':Y~h.f..t'1 (Question 12) 

Table 6.11.12: Frequency of credit sales and purchases tra.nsiliClt4rJns 

N=lOR=100% 

Often Seldom 

Purchases 5 8 5 

4 4 2 

Never 

2 

10 

Eighteen of the twenty participants credit transactions. Their view on cash-basis 

uai··omi:m accounting is th .. ,,. ... t; ........ relevant. versus 

(Question 13) 

The responses from Practitioners' Questionnaire (Question 4) indicated that a 

corasulleral>Ie number of owner-managed businesses keep cash journals. 

interviewed owner-managers confirmed this The twenty participants' responses 

are summarized below: 

Table 6.13: Journals of first entry used to record transactions in business 

N=lOR=100% 

catc,201rv "cash journal and general journal" was not chosen by participant, 

because the external accountant does the general journal. One participant indicated that 

bank statements and own VAT are the only records from which the outside 

accountant annual statements. Some participants inventory 

and sales records separate systems. Although the systems of most participants do 
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accommodate credit transactions, are those who only have cash journals but 

their debts by controlling invoices specifically. 

Which of the following (more advanced transactions), does your corporation engage in? 

(Question 14) 

Leases/BP Revaluation 

14 4 19 

The only transactions mentioned under the catc;,a;o1ry "other'', were complicated 

freight duties (an importer) and royalties for (manufacturer of swimwear). 

responses of the accountants are once again confirmed, namely that the typical 

owner-managed firm transactions of a complexity which, if disclosed a cash-

reporting system, would tend to distort the proper understanding of the 

Table 6.15: Accounting practices fostering.financial ais,cimrme in the ousme.ss 

N=20 R=100°/o 

Response category Respondents 

The full :~ _ , ___ as maintained at .. 16 

Records_ .., • · ;;; individual contracts 2 

Records needed to calculate profitability 1 

Bank statement scruteny 1 

l 



Univ
ers

ity
 of

 C
ap

e T
ow

n

accounting practitioners had the perception that accounting practices such 

as keeping VAT records are regarded highly by owner-managers for maintaining 

financial discipline an The question was put to the interviewees in a more 

open form and the result was surprising. Six.teen out of the participants said 

without hesitation that would maintain existing even if it was not 

needed for taxation and other statutory purposes. The four participants who disagreed 

were the two building contractors who emphasized that the quotes which they nn=!na11'11'! 

for their are the real backbone of their financial systems, the third 

participant that close of bank statements was adequate the fourth one 

said that keeping sales, purchases expense was adequate. 

practices for maintaining financial discipline and, 

ma:nag:ers did not even mention compliance with accounting standards at all. 

These two questions to shed further on the practitioners' 

perceptions about relative usefulness of different sources of financial information to 

owner-managers and the type of financial actually taken by the owner-

managers. The interview questionnaire prompted of the aspiects listed below. 
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Table The timing of settling debts owed to suppliers 

N=20 R=100°/e 

Response category 

Daily 

Monthly 13 

Seldom 2 

2 

Table 6.17a1: Information consulted before se111m1.e s1upf,'lleir-debts 

N=20R=60% 

statements 10 

2 

Table 6.17a2: Other responses regarding settling supplier­

N=18 R=100% 

Response category 

Paid on 13 

availability 5 

sixteen out twenty participants, of debts is a daily or ...... .., .......... J 

occurrence. Of the eighteen participants who bought on credit, paid on fixed 

terms of thirty days or longer, while the other strictly when was 

available. Ten of the eighteen participants always consulted their bank statements 

before they paid. Past statements were not used. Two participants reported 

they were management accounts before they paid their ow...,,vu• ..... o. 

It is interesting to note that participants who maintain management accounts all 

a comprehensive accounting system Annexure 4, page 20). 
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The timing and amounts of members' remuneration 

Table 6.16b: The timing of members' remuneration 

N=lOR=100% 

Response category 

Monthly 

Seldom 

6 

9 

5 

Table 6.17b: Information consulted to determine distributions to owners 

N=lO R=l20% (Alternatives not mu1tua.Lty eJtCl1l1s1v1e) 

Response category Respondents 

Bank statements 6 

AFS 8 

Budgets 3 

Management accounts 5 

2 

Table 6.16.17b: Other resj001l!Ses regarding distributions to owners 

N=l8R=l00% 

Response category Respondents 

Informed by owners' needs and/or cash 9 
available 
Informed by accrual-basis information 11 

Six of the participants took cash while the majority drew a monthly 

the remaining five remuneration only on an annual basis. 

and 

In of the cases, participants indicated or remuneration was 

determined more by personal need than affordability by the business, resulting in them 

drawing all available This means that their inform the of the business 
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rather than the other way round. participants, however, indicated that they based 

their owners' remuneration decision on accrual-basis including annual 

financial statements, management accounts and/or their advice. Although 

some of them made drawings regularly, the decision regarding how much they should 

draw was on the business can afford. 

Table 6.16c: The timing of inventory purchases 

R=100% 

Response category Respondents 

Daily 17 

Monthly 1 

C!-1~.- 1 -
Never 0 

Table 6.17c: Information consulted before inventory purchases 

R=100% (Alternatives not mutually exclusive) 

Response category Respondents 

Bank statements 3 

AFS 0 

Budgets 1 

u. accounts 0 -
Accountant's advice 0 

Table 6.16.17c: Other responses regarding inventory purchases 

N=19R-100% 

Respond«~DUi I 
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Participants purchases were and must be to satisfy 

demand (and I or to minimum inventory levels). Only three indicated that they 

specifically consulted bank statements before ordering. This makes sense, 

e1Jlllltec:n participants indicated that they purchase on credit. 

Table 6.16d: The timing of acquisition of capital assets 

N=20R=100% 

Response category Respondents 

Daily 0 

Monthly 2 

Seldom 16 

Never 0 

Table 6.17d: Information consulted before acquisition of capital assets 

N=18 R=100% (Alternatives not mutually exclusive) 

Response category - . ts 
& 

Bank statements 4 

AFS l 

Budgets 1 

u. accounts 0 -. . . . 
1 

Table 6.16.17d: Other responses regarding acquisition of capital assets 

N=ts R-100°A. 

Response category Respondents 

Informed 11 

7 

Informed primarily by accountant's advice 1 
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Eighteen twenty participants indicated that they buy capital ............... although 

not regularly. Thirteen of them indicated that the decision to buy capital assets was 

simply on a basis (replacement or expansion activities). Once an 

acquisition is made, the finance implications are being managed as part of short term 

cash management as amounts become payable (see the timing and settlement of debts 

section on page 109). participants indicated they paid where possible 

(consulting statements beforehand). Only one participant indicated that. he 

consulted the fmancial statements, his budget and asked for the accountant's 

advice before choosing a capital asset and the appropriate method of finance. 

Table 6.16e: timing of budgetary activities 

N-20 R-tOOo/o 

Response category Respondents 

Daily 0 

Monthly 3 

Seldom 7 

Never 10 

Table 6.17e: Information consulted for budgetary activities 

R=l 70% (Alternatives not mutually exclusive) 

Response category Respondents 

Bank statements 2 

5 

Budgets 2 

Management accounts 6 

Accountant's advise 2 
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Half the participants did not use ouc1ge1s at all. Most of the ten who did 

budgets have a quarterly, half yearly or yearly routine. indicated that 

use of 

used 

nnanc:ial statements to inform the budget, six used ma:na11:emtent accounts (including 

four who use financial statements and ma:nagement accounts) and only two were 

1nt-i ... m, ... 11 by bank statements. Only one participant indicated only cash mtc>rm:aticm 

was used to prepare budget. This implies that most of the participants who use 

Table timing of members' loan maintenance 

N=20 R=lOOo/o 

Response category Respondents 

Daily 0 

Monthly 0 

Seldom s 
I Never 

Table 6.17f: Information consulted for members' loan maintenance 

R=120% not mutually exclusive) 

Response category 

Bank statements 0 

3 

Budgets 0 

Management accounts 1 

Accountant's advise 2 

The respondents the maintenance of members' loans as a decision-

making area agreed that such accounts needed to be done compliance with 

accounting principles. 
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Table 6.16g: 'l'he timing of employee remuneration decisions 

R=100% 

Response category 

Daily 

Monthly 0 

17 

Never 3 

Table 6.17g: Information before employee remuneration ditu>i.d • ..,ne 

N=17 R=100°/0 (Alternatives not mutually exclusive) 

Response category 

Bank statements 0 

AFS 3 

Budgets 2 

2 

e 0 

All the participants who employees that salary and bonus decisions are 

Only regarded accounting information as this aec1s1c•n 

at 

the were indicated as follows: 
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Table 6.16.17g: 

N=17R=100% 

Response category 

Decision primarily driven by cost 

Decision primarily ,....,.,",_, by accounting 
infonnation 

Respondents 

9 

2 

5 

1 

Employee and salary decisions are mainly driven by industry factors, leaving entity 

with a month to flow problem. 

Table 6.16h: The timing 

N=20R=100% 

Response category 

Daily 

Monthly 

Seldom 

Never 

Respondents 

0 

0 

17 

3 

Table 6.17h: Information consulted before increased credit facilities 

N=18 R=100% (Alternatives not mutually exclusive) 

Response category Respondents 

Bank statements 1 

14 

5 

Management accounts 2 

0 
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Of the seventeen who indicated the requesting or securing of increased credit facilities 

as an all except one indicated it as an annual event. that 

they submit annual financial statements to the bank purpose, while three 

indicated they did not to submission to bank. 

Financial comparisons. 

Table 6.16i: The timing of financial comparisons 

N=20R=100% 
..,. 

category Respondents .. 
Daily 0 

Monthly 8 

Seldom 8 

4 

Table 6.17i: Information consulted for financial comparisons 

N=14 R=100°1. (Alternatives not exclusive) 

Respondents 

0 

AFS 5 

Budgets 1 

Management accounts 8 

Accountant's advice 0 

Sixteen participants indicated that they did fmancial comparisons. Five of them listed 

annual financial statements as a source for such comparisons, m cases 

management accounts were the source. some other cases customized recorcis 

were used for the purpose, because the comparison routine was often monthly . 

.........., ..... ..,.,,that majority of the cases, accrual-basis information was used in 

maKU11g the comparisons. 
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Price increases of products or services. 

Table 6.16j: The timing of price increases 

N=20R=100% 

Response category 

Daily 

Monthly 

Seldom 

13 

1 

6 

0 

Table 6.17j: Information consulted for price increases 

N=ll R=lOOo/o not mutually exclusive) 

Response category 

0 

1 

1 

2 

0 

Table 6.16.17j: Other responses regarding price increases 

N=l 7 R=110% (Alternatives not mutually exclusive) 

Response category 

Decision driven by the market 

Decision driven by cost 

8 

9 

s 

All twenty participants indicated that they increase prices of their products or services, 

only tw.o do it information the system. 

main drivers changes are summarized in Table 6.16.17j above. 
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majority of cases (thirteen out of twenty) price mcreases were made very often. 

Cash flow projections. 

Table 6.16k: The timing of cash flow projections 

N=20 R-100°/o 

Response category dents 

0 

2 

6 

12 

6.17k: Information consulted for cash flow projections 

R=100% (Alternatives not mutually exclusive) 

Response category Respondents 

Bank statements 0 

AFS 1 

Budgets 1 

Management accounts 3 

Accountant's advice 0 

Table 6.16.17k: Other responses regarding cash flow projections 

N=SR-100% 

Response category Respondents 

from accrual-based information 4 

4 

Only eight participants indicated that they sometimes do cash flow projections. four 

this simply a for the of a stand project, U1"1t·hn1,1t 

of information from the accounting while the other four used 

information from accrual-basis for the purpose. 
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Expansion of business. 

Table 6.161: timing of expansion 

N=lO R=100°/e 

Respondents 

5 

0 

Seldom 7 

Never 8 

6.171: Information consulted before expansion 

R-100% (Alternatives not mutually exc::1us:1ve 

Response category Respondents 

Bank statements 1 

2 

1 

3 

Accountant's advise 0 

Table 6.16.171: Other responses regarding expansion 

N=ll ---., .... 

Response category 

Informed by cash-basis information 

4 

Informed by entity unique factors 7 

participants indicated that their firms never expanded. Of the 7'..,.., • .,.,.,, participants 

whose firms have expanded, four based the aec:1s1cm on accrual acc:owlltilltg information, 

one based it on cash information, while the ren:tammg ones explained that the 

extJ1aru:1on was not tteELtea as a rmmc:1a.uty-11m1en decision. 
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Calculation of taxation due. 

Table 6.16m: The timing 

N=20R=100% 

Response category 

Daily 

... .r ... ,..,, . 
C'-1-'!.;-;..-;-

Never 

..... category . 
Bank statements 

AFS 

Budgets 

Management -
Accountant's advise 

AH the participants ,..,..~ ........ ," 

using accruals 

Respondents 

0 

0 

20 

0 

Respondents 

0 

20 

0 

l 

0 

taxation legislation (via outside accountants) 
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Table 6.16n: The timing of valuations 

N=20 R=lOOo/o 

- category -
Daily 

Monthly 

Seldom 

Never 

Respondents 

0 

0 

10 

10 

Table 6.17n: Information consulted for valuations 

R=100% (Alternatives ~ot mutually exc::1us1lveJ 

Response category 

Bank statements 0 

3 

0 

t accounts 1 

Accountant's advise 6 

Six ten participants who regarded business valuation to be an area 

regarded this as a once off activity for which they would consult their 

valuation. remaining participants have valuations three of 

whom used "rule of thumb" ap1>r0:acntes. while the fourth one used an accruals based 

approach. 
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Table 6.160: 

N=20R=100% 

Response category Responden 

Daily 1 

Monthly 1 

Seldom 8 

Never 10 

to time. They all saw it as a needs-driven instead of a finance-driven decision. 

Marketing 

Table 6.16p: The timing 

N==20R==100% 

Response category Responde 

Daily 

Monthly 

Seldom 

Never 

r,1c·vcn of the participants had marketing .. ~,, .. ,. ..... 

financial decision-ma.king area at all 

4 

2 

5 

9 

again they not see it as a 
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Table 6.16q: The timing of debt collection 

N=20R=100% 

Response category 

3 

4 

2 

11 

participants have only cash sales 6.11.12, 106) and one of them makes 

use of invoice factoring. remammg participants have a debt collection system. 

All the system itself was important (which is an accrual-basis by 

nature). 

Most of the perceived areas of financial decision-making by owner-managers listed by 

by the owner-managers 

interviewed. intelViewees, however, felt that marketing, recruitment 

employee and bonus pnce purchases of inventory, cnc11ce 

and financing of capital assets are most often dominated by non-financial factors, 

leaving them a position of no choice other than to incur the related transactions and 

to face the consequences in the form of short-term cash flow management. The .......... '""'"'£ 

one ranking by the accounting statements as, the perceived prime 

source of financial though, was put much perspective 

interviews. This emphasised that owner-managers often find that non-fmancial factors 

as demand for products and unavoidable replacement of capital assets dictate 

cash flow in an ongoing juggle to match inflows and outflows. 

lntelViewees indicated further that activities such as budget preparation, cash flow 

projections, setting amounts of members' remuneration, maintaining loan 
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accounts, compliance with SARS and doing valuations are dependent on accrual-basis 

information. 

(Question 18). 

Table 6.18: Annual .r,:tr.at~vtc reflection 

N==20 R==100% 

Response category 

Reflect at 

No reflection exercise 

17 

3 

One of the from Practitioner Questionnaire regarding the actual sources 

being used owner-managers for financial decision-making (5.4, 85) was that 

cash-basis was associated by owner-managers with decisions, while 

the irregular decisions seemed to be associated with accrual-basis information. The 

interpretation of Questions 16 and of the semi-structured interviews added the 

perspective that owner-managers feel forced into the mOde of constant short-term 

management as result of perceived unavoidable events such as needs driven 

replacement of capital assets. At the same time, some interviewees indicated that they 

do advantage from both annual financial statements 

and management accounts to do proper budgets, maintain loan accounts, determine 

atlii:>rdlablle members' remuneration etc. 

One of the practitioner res1oontSes to Question 16 of the practitioners' Questionnaire 

page 20) that one of the most important functions annual 

financial statements was that of annual to look holistically at the bu!~mc~ss. 

while quite a few practitioners perceived owner-managers to be totally ignorant 

regarding annual financial statements. 18 of the semi-structured .... T"""""''"'v"' 
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was meant to determine whether 111t~~:eweei:i carried out such an annual reflection and 

if so, whether they found it ................... 

re21arm~ the annual reflection as an 

absolutely essential exercise to give a broad direction to the business. Three of them 

re11tect1on parallel to their budgeting cases the external accountant 

reflection. In other cases the members' nre:terrea to do it on their own. In most 

cases financial statements were the 

do you use them? (Question 19) 

Table 6.19: Distinguishing parts of financial statements 

N=20R=l00% 

Response category 

Understand only income statement 

Understand both the income statement 
sheet 

statement, balance 
flow statement 

tand any one of the 

Respondents 

10 

6 

l 

3 

accountants' perception of usefulness statements to the owner-

managers, the income statement was ranked first, balance second and cash flow 

statement third. The confirmed the importance of the statement. The 

added perspective, though, was that the income statement was often only 

understood statement. With perspective of where the bank statement actually fitted 

in (as a day to 

be compared 

measurements over a 

mana(ltemient tool) it was now clear that cannot really 

income statement and cash flow statement, do 
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Only one interview respondent claimed to understand fl.ow statement. This also 

confmned the various comments made by accountant respondents (Question 12, 

76 - 77), the cash fl.ow statement was not understood by clients. 

Most interview respondents were fairly comfortable with income statements, while 

understanding of balance sheets appeared to be on their acc:ow!lti.Iltg 

literacy and the assistance of their external accountants. number three ranking for 

~·.1.u1.u'"'i'" of the cash statement by accounting practitioners made sense the 

context own understanding of it. 

friendly enough to understand prooerlv? (Question 20) 

According to the responses to the Practitioner Survey, approximately seventy of 

the respondents perceived financial statements as simple, user-friendly and useful for 

financial decision-making pw:po1~es. The table below summarises the semi-structured 

interview resoo1!1dcnts assessment of simplicity and user-friendliness in response to 

Question 20: 

Table 6.20: Understandability of accrual-basis 

N=lOR=l00% 

Response category Respondents 

pie and user friendly enough 10 

8 

No opinion 2 

Four of the ten interviewees who indicated yes, reiterated they did not quite 

...... ,, ...... ~,. .... ,,, the balance and cash fl.ow statement irrelevant. 

Amongst the suggestions for improvement, were the following: 

• for improved cash orientation 

need for an additional "one explanatory statement (3 participants) 

• improvement of terminology. 
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Table 6.21: Needs of small business ignored in AFS 

R=100% 

Respondents 

flow senseless, ucua.u'"'" 

difficult 
Needs a better link to the position 

2 

2 

3 

resa:>0ruse to Question 21 two respondents again alluded to their inability to 

understand the cash flow statement, while another 

portrayal was preferable. 

thought some form of cash 

This study shows fmancial reporting is the preferred 

of reporting, the point of view of both accountants and owner-managers, but 

is also evidence that cash flow statements are not understood by owner-managers. 

Iuvoiced work or cash paid? (Question 23) 

questions were not of the Questionnaire. high ranking of 

bank statements as a source of information for owner-managers by practitioners, 

however, raised the whether owner-managers prefer to in cash terms. 

The following table summarises the responses of the interview respondents: 
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Table 6.22: Most meaning/Ul basis for sales 

N=20R=100% 

Response category 

Invoiced work 

Cash received 

Table 6.23: meaning/Ul 

N=20R=958.4 

Response category 

Invoiced work 

I OllSh received 

activity, even though the cash had not yet 

is quite possible that a transaction might 

Respondents 

15 

5 

paid or 1"Pl':•l'!'IV•¥1 

cancelled before the 

some 1>u1;mc,ssc's it 

had changed 

hands. It made sense that a business owner-manager would rely more 

sttc>naJLY on cash flow (e.g. the real estate agent, respondent number 18). 

It is also noted that an owner-manager associating sales and with cash flow, 

may find it hard to the essence accounting. 

Y.Q.YlJlll!filW~ (Question 24) 

Any other comments on indicators of financial performance? (Question 

interview respo11ae:nts confirmed the exact ranking of the accounting practitioners 

regarding the listed four performance indicators with the bank balance and turnover 

by most (and most often), while profit figures were often and 

surplus figures almost not used at all. 
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Table 6.24: Timing/or use of peiformance indicators 

N=20R=100% 

Daily/weekly Once/twice Job/ Never 
a year transaction 

context 
Bank balance 16 0 0 0 

8 7 0 2 

e 0 4 5 1 

Cash 0 1 0 0 
s !us/deficit 

The low score of the cash swplus I deficit can be understood in the context of the 

exi:stmta rc:oonm12 structure of entities not emphasizing Three respondents 

4 

3 

10 

19 

specm.cal.IY mentioned that they perceive the profit statement to close to 

a monthly indicator, mentioned in respo1t1Se to Question 19 that a customized statement, 

the so-called movement statem1ent, was prepared for purpose. 

resi><>n<lent (see 

Annexure 4, 41 ), it became clear that less frequent use not deem an indicator 

unimportant, for eight of the respondents who profit or loss 

income statement as performance indicator, also made use of the bank balance or 

turnover. Ten 
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•• 

Table 6.26: Clarity on affordability of owners ' remuneration 

N=20R=100% 

Response catesory Respondents 

Clear and based on a personal 8 
cash available roach 
Clear but on a cash available 9 

roach 
Not relevant, because personal needs 3 
inform erations 

Many accounting practitioner respondents indicated that the fimineial statements should 

clearer on this aspect. 

sev·entieen •nt•"""'"""'"' respondents claimed that they did know how much they 

draw from the business, while three of them mentioned that the question does not apply 

to them, because personal informed business the desired 

capacity at which it should operate rather than vice versa. Nine of the twenty interview 

res100111Ses to Question (Table 6.16.17b, page 110) indicated that meinbers 

remuneration was on a spur moment oec1s1c•n instead of accrual-basis 

profitability. 

The agreement amongst the interviewees that they know how 

may therefore rest on grounds (determined by availability), 

to draw, 

emphasizes the importance of an annual reflection (in accruals terms) to base drawings 

The practitioners concern about clarity financial statements regarding 

affordability of members' remuneration, is therefore understandable. 
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owners of the corooration? {Question 

acc:owlltm1g practitioners responded that a considerable number of owner-managers 

were the two lower level values, survival and supporting current life-

style. The summary below shows that the respondents confirmed 

perception of the practitioners: 

Table 6.27: Nnan<~tal values of owner-managers 

N=20 R=125% not mutually exclusive) 

Response Survival Supporting current Financial growth 
u ries lire 

Respondents 6 8 11 

page 88) marked more than one value. practitioner respondents (Table 

1 lrPUTIC!P three Of the 1Tifl5°V111/!Wf!e!IO: same and explained harder times the 

business tended to sometimes slip back to lower values. 

The accounting practitioners perceived to most valued by ownei~-m.amlster 

while the m.ajority of interviewees thought of the owners to be very 

important. Some interviewees actually confirmed this to be an important 

consideration not to grow their bu1;inc:ss1:s much. The interview 

responses were as follows: 
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Table 6.28: values of owner-managers 

R=155% (Alternatives not mutually exclusive) 

Autonomy 

6 11 

Table 6.29: Need for simplification of financial statements 

N==20 R=100% 

14 

Yes No opinion 

Respondents 10 4 6 

In their response to above question (table 5.26c, page 93), some accounting 

practitioners emphasised that simplicity in the financial could compromise 

usefulness to 

managers. 

sake of owner-

resipanses by the interviewees confirmed the same tension. participants agreed 

that financial statements should be simpler, following were also 

raised: 

• Education is a better of simplification. 

• additional statement may be the answer. 

• accountant who is a better way of simplification. 

• Complete statements are required for other purposes. 

A compromise solution to the problem would be that a user-friendly additional 

financial statement 

decisions on accrual-basis financial statements. 
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The practitioner responses UAu.1"'"""" that a minority of close corporations sometimes 

subjected themselves to a audit, because the owner-managers believed that it 

improved the credibility statements. Of the fourteen close corporations 

sample, only one indicated that an audit was sometimes conducted, for the 

"'V"""J."'•" purpose of invoice tac1tonng. 

6.3 Summary of conclusions based on all research results 

The nnc1mi~ of the semi-structured ,..,.,.,.......,., ... u;" 

actually confumed those of the accounting oniteti1tio11er questionnaire. 

indicates to what extent 

Issues addressed 
sub-question, and 

sub-question 

Recording systems 

Are the accounting 

recording systems 

owner-managed 

primarily 

based? 

Question 
number in 
accounting 
practitioner 

questionnaire 

4 

Question 
number 

semi­
structured 
interview 

13 

Conclusions 

Many owner-managed 

ent1.t1es indeed keep primarily 

cash recording systems, but 

many creditors and 

,,,., .. ,...,., ..... J<J1uma1s. General 

added by external 

accountants to convert the 

information to accrual 

basis. 
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Issues addressed in Question 
sub-question, and 

sub-question 
(continued) practitioner 

questionnaire 
(continued) 

8; 15; 16 

of 

decisions 

are made 

by owner-

Question 
number 

semi-
structured 
interview 

(continued) 

16; 18 

(continued) 

Accountants and owner-

managers alike, that a 

variety of decisions with 

financ:ial implications are 

indeed taken. Many 

decisions such as recruitment 

of staff and inventory 

acquisition are driven by non 

financial factors forcing the 

owner-managers into 

short-term cash management. 

aeJ:>enuei1t on accrual-basis 

information (including 

a.1.w1YA.l :financial statements) 

as budget preparation 

and profitability based 

mc::mo'c::Il:i remuneration crop 

up frequently but are 

1w111'M'trlrsant for the 

entity. 
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Issues addressed Question Question Conclusions 
sub-question, and number in number (continued) 

sub-question accounting semi-
(continued) practitioner structured 

questionnaire interview 
(continued) (continued) 

The role of accrual-basis 

annual financial statements 

as a basis for a strategic 

annual reflection by owner-

managers is strongly 

confirmed by owner-

managers. The usefulness of 

such strategic reflection may 

be enhanced by 

simplification of financial 

statements. 

17; 18; 19 22; 24; 25 

of 
are frequently 

(cash or 
but some owner-

accrual) 
that for 

performance 
more purposes, such 

indicators valued 
as budgets, do 

and understood by 
need to resort to 

owner-managers? 
performance indicators as 

well. 

Turnover, on nvcu"""'""' 

work as opposed to 

receipts, is Well 11nl1P.l'!~tnl'H1 
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Issues addressed in 
sub-question, and 

sub-question 
(continued) 

Sources of 
information 

What are the 

sources of 

inti>rm:atl<m used by 

decision-

their 

Question 
number In 
accounting 
practitioner 

questionnaire 
(continued) 

7; 9; 10; 13; 14 

Question 
number 

semi­
structured 
interview 

(continued) 

18 

Conclusions 
(continued) 

by owner-managers. Profit, 

is also an ae<~IUlllM>as:ts 

measurement, is used less, 

but is well understood 

those owners-managers 

Bank statements are used on 

an ongoing basis for cash 

flow management. 

Depending on the nature of 

the business and the financial 

literacy of the owner­

managers, budgets and 

~mals management 

~unts are used by some. 

Aremal-basis &.mlual 

financial statements are still 

viewed as very valuable by 

for an 

annual reflection, primarily 

on financial oeirtbirmimce. 
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Issues addressed in 
sub-question, and 

sub-question 
(continued) 

Do owner-managers 

find accrual-basis 

fmancial statements 

understandable? 

Which specific 

financial statements 

are best appreciated 

by OWI1ter-I1t1an8l)ters 

for financial 

decision-making 

pw:poses? 

Question 
lllll&llUllJl!E:C in 
accounting 
practitioner 

questionnaire 
(continued) 

10; 11; 12; 

20;21 

9; 10; 11; 12 

Question 
number 

111emi-
111tructured 
interview 

(continued) 

19• 20· 21· ' ' ' 

Conclusions 
(continued) 

22; 26 Many owner-managers 

appear fairly comfortable 

with the accrual-basis income 

statement and, to a lesser 

19 

extent, balance 

sheet. However, many of 

them feel very uncomfortable 

with cash flow statements. 

The bank is 

important to them, but only 

as a day to day 

management device. 

Owner-managers find income 

statements useful. The 

usefulness of balance 

depends on owner-mangers' 

financial literacy and the 

assistance of the accountant. 

They do not cash flow 

statements useful at all. 
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Issues addressed in 
sub-question, and 

sub-question 
(continued) 

Transaction 

complexity 

owner-managed 

ena.nes have 

transactions of a 

complexity which, 

if disclosed in a 

cash-basis reporting 

svst:em_ would tend 

proper 

understanding of the 

transactions? 

Do owner-managers 

have a 

which might 

better served by a 

cash basis than an 

accrual 

Question 
number In 
accounting 
practitioner 

questionnaire 
(continued) 

5 

20;21 

Question 
number 

semi­
structured 
interview 

(continued) 

14 

26;27;28 

Conclusions 
(continued) 

Many owner-managed firms 

have transactions of a 

complexity if 

disclosed in a cash-basis 

to distort the proper 

understanding of the 

transactions. 

Many owner·-m~maJ;ters 

to operate in a shorter term 

horizon, focusing on 

nersonta.I and business 

financial survival. The quest 

for survival poses a real 

danger of "overdrawing" 

with a impact on 

sustainability of the business 

operations. A cash-basis 
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Issues addressed In 
sub-question, and 

sub-question 
(continued) 

Does compliance 

with sophisticated 

accounting 

standards contribute 

materially to the 

fostering 

financial 

the 

entities? 

Sin}plification 

Do accounting 

practitioners support 

the deviation from a 

strict basis 

in the financial 

statements of 

owner-managed 

enterprises? 

Question 
number in 
accounting 
practitioner 

questionnaire 
(continued) 

6 

24;25;26 

Question 
number 

structured 
inteniew 

(continued) 

29 

Conclusions 
(continued) 

system may enhance such a 

to the 

detriment of the enterprise. 

Accounting records are 

important for maintaining 

financial diS«~ipline. 

emphasis, though, is on basic 

practices adding value to the 

day to day decision-making 

not on compliance with 

accounting standards. 

Practitioners do support 

deviation a strict 

but are afraid 

that oversimplification can 

cause the information to be 

less useful problem 

may perhaps resolved by 

an additional nmmc1at 

statement (more user-friendly 

than a cash flow statement) 
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) Conclusions 
(continued) 

the transition between cash-

basis and accrual-

basis financial reporting. 

6.4 Fmal conclusions 

What are the financial information 

entities and how are these financial information needs best served through different 

accounting the and reporting of financial information? 

study has focused on which are not .., .... , ........ ;, accountable. It 

. confirmed that grounds for simplification of financial as suggested by the 

IWG, indeed owner-managed namely: 

• SARS and the bank (and sometimes creditors), as promn:1ent: 

users, often rely on information outside the annual nnanc:uu statements. 

• Limited internal accounting ext>ertise. 

• Simplicity of many transactions. 

The also demonstrated clearly that annual financial statements are only one 

many sources of financial decision-making for owner-managers. Owner-managers are 

intimately aware of cash movements in the therefore use bank 

statements often, because of them operate in a survival (or serving the 

current life style) mode. It can said that owner-mana~ers resolve solvency and 

liquidity on a daily basis. phenomenon incorrectly creates impression 

that they are interested in cash flow information. Ironically, the statement of cash 

flow, as component of financial has as the least appreciated by 

owner-managers. is partly the case because they do not understand the format 

(traditionally the method), but because they associate cash-basis 
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information with day to day cash ma:nai1:em.ent instead of a source of information 

for a strategic reflection. 

Although it was from interviews that entities had very knowledgeable 

internal accounting owner-managers in general demonstrated some 

understanding of accrual-basis accounting. They preferred to measure purchases and 

in terms of the activity performed and not cash flow and have a general 

appreciation of the income statement as an for measuring financial 

performance. This observation is line with finding (Page, 1984) that the 

directors of private see assessment of profitability as the most important 

use financial statements. Furthermore, many owner-managed entities do have 

trmWK:tioins (like depreciation) not properly flow, ne<:ess:ita1:ing 

accrual accounting for proper understanding. Turnover, one of the most appreciated 

performance indicators 

cases with assistance of accountants. Some describe 

experience". Annual financial statements, therefore, are not 

seen as reporting on the outcome many decisions 

often, but are 1na1eea 

during the year. Many of 

these decisions are taken on a or a needs basis. 

accrual-basis financial statements. Many do feel though 

there is a need simplification of annual financial statements. reflects the spirit 

of the IWG recommendations, namely that basic accrual '""'uw:.1.u1JLK is suitable, but that 

the presentation of tm.1:mc1.a1 statements must be rethought to the needs of users. 

findings are sub1ect to the limitati011$ explained in (Delineations of the 

namely: 

• accountants• opinions were based on and 

• semi-structured were only co1t1dll1cte:d with enn.ues accessible via their 

accountants. 
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7. RECOMMENDATIONS AND FURTHER RESEARCH 
REQUIRED 

7.1 Recommendation 

Cash-basis accounting simply does not all important transactions, 

therefore an accrual system is important view of the reliance of many owner-

managers on financial statements for an annual to observe result 

decisions taken during the year. The intimate knowledge of owner-managers about the 

day-to-day of their puts away from detailed disclosure 

(in the spirit of accounting standards) and towards reflection on the big picture of the 

bus:me:ss to best serve the owner-managers' interest. 

Simplification may be a tool to educate owner-managers on limitations of cash-

basis issues of strategic importance, such as basing owners' 

remuneration on profitability and doing budgets considering impact of previous 

accruals, by emphasizing the nni:,act of accruals on a cash performance measurement. 

In 

outside users of financial statements, it is recommended that simplification take the 

route of an additional, user-friendly financial statement. 

7.2 Further research required 

This study did not what the exact nature of such simplification of annual 

financial statements for qualifying entities should be. Further research could 

conducted to test the appropriateness 

by this study are: 

• A one-page supplementary statement focusing on change in total assets and 

liabilities, income and expenses, and an abridged cash flow statement. 
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• A statement of cash flow, reconciled to an accrual basis, emphasising the 

impact accruals. 

literature revealed that the cash basis and simple accroal-bl!Sis of accounting can 

provide good quality components of profit. Most of the on differential 

reporting is done by means of perception giving evidence of stakeholder 

pretercmc1~ based on experience and conventional practice. cost-benefit of 

°""uu•J.l.UI to sophistication in accounting basis (and refinement in measurement and 

recognition criteria) should not be determined by consensus but should 

be assessed by conceptually based criteria developed by further 'l"IP!Q.1'1!i:11n~11 

7.3 

The quest differential and limited :financial statements is well 

acknowledged in the literature. approach, though, is to define differential 

reporting with to a model of full disclosure. This has 

demonstrated that owner-managers as users of :financial statements do indeed take 

advantage of their unique position to detailed records other 

information financial decision-making. Financial statements for owner-

.l..IMIJLJ.a)lr;,..,A purposes should state main of financial and 

financial performance change in financial position as simply as possible, but also 

The study therefore calls a fresh at format of presentation of :financial 

statements the owner-manager environment. Cash flow information, if included, 

should presented in a direct format; otherwise it should rather excluded. 
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ANNEXURE 1 
QUESTIONNAIRE TO BE COMPLETED BY PRACTITIONERS 

Page 1 of 10 

Please answer the following questions pertaining to your close corporation clients. 

1 How long have you been a practising member of CFA (SA)? 

(Tick only the applicable box) 

Less than one year 

One to five years 

Longer than five years 

2 How many members does the typical close corporation client have? 

(Tick the most applicable box) 

One 

Two to five 

Six to ten 

3 Are the members of your typical close corporations active in the business? 

(tick the most applicable box) 

All are active. 

Most are active. 

Few are active. 

4 Which journals of first entry are typically used by your close corporation clients: 

(Tick yes or no) Yes No 

Only cash journals/ cash book 

cash journals and general journal 

a comprehensive set of journals 
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5 Which of the following (more advanced) transactions, do your close corporation clients 
engage in: (Please tick the applicable box) 

foreign exchange 

leases/ hire purchase 

revaluation of assets 

depreciating assets 

other? (please specify) 

Often Sometimes Never 

I I 

6 How good are each of the following practices, in your view, to help fostering financial discipline 
in close corporations: (Tick the applicable box for each listed practice) 

keeping records to complete VAT returns 

keeping records to complete annual financial 
statements 

compliance to GAAP in the financial statements 

Another? Please specify below: 

Very 

Good 

Good Bad Very 

bad 
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7 What, in your view, are the important sources of financial information used by owner-managers of 
close corporations for taking decisions in the corporaton. 
(Tick the applicable box for each source listed) 

bank statements 

accounting records (e.g. journals and ledgers) 

management accounts prepared more than 
once a year 

annual financial statements 

budgets 

another? Please specify. 

Very Important Less Not 

important important important 

8 What kind of decisions do you associate with the sources of financial information you have indicated 
as important above? Distinguish routine (regular) decissions from irregular decisions if applicable. 
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9 Which of the following financial statements do you typically prepare for your close corporation clients? 
(tick only the ones' you typically prepare for them) 

balance sheet 

income statement 

cash flow statement 

statement of receipts and payments 

statement of changes in net investment of 
members 

another statement (please specify) 

1 O How useful, to the owner-managers of the close corporation, do you rate the financial statements 
(indicated in the previous question)? 
(Tick the applicable box for only the financial statements typically prepared) 

balance sheet 

income statement 

cash flow statement 

statement of receipts and payments 

statement of changes in net investment of 
members 

another statement (please specify) 

Very 

useful 

Useful Less 

useful 

Not 

useful 

11 Do you regard financial statements of close corporations in their current format as: 
(Tick yes or no) Yes No 

simple enough to be properly understood by 
owner-managers 

user friendly 

useful for management purposes 



Page 5 of 10 

12 Are there certain obvious aspects of financial statements which, in your view, do not consider the 
specific needs of smaller businesses ( eg terminology used etc.)? 

13 Who, in your experience, are the users of the annual financial statements of close corporations? 
(Tick only the ones which apply to your clients corporation) 

the owner-managers 

the bank 

suppliers (creditors) 

SARS 

Another party? Please specify below: 

14 To what extent, in your view, do the users (which you specified above) find the financial statements 
of the corporation useful in their current format? 
(Tick the applicable box for each listed user of financial statements) 

the owner-managers 

the bank 

suppliers (creditors) 

SARS 

Another party? Please specify below: 

Very 

useful 

Useful Less 

useful 

Not 

useful 
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15 Do you think the financial statements of close corporations are used for the following purposes: 
(Tick the applicable box for each listed use of financial statements) 

to make investment decisions 

as a planning document eg. as a basis for 
future budgets 

to make financiing decisions 

to determine the affordability of owner(s) 
remuneration 

Another purpose? Please specify: 

Often Some­

times 

Seldom 

16 Elaborate about the type of decision actually made using financial statements. 

Never 

17 How are the following indicators of financial performance rated by owner-managers in 
your view? 
(Tick the applicable box for only the indicators which you deem to be applicable) 

turnover/ sales 

the bank balance 

profit ( or loss) per income statement 

a cash surplus ( or deficit) 

another financial performance 
indicator? Please specify below: 

Very 

Good 

Good Bad Very 

bad 
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18 How often, in your view, do owner-managers actually use the indicators of financial performance 
(as rated above). 

19 If you indicated before that cash surplus ( or deficit) figures and/or profit ( or loss) figures 
are valued as indicators of financial performance; indicate how useful you regard each of 
the following types of surplus ( deficit) and profit (loss) figures. 

a cash surplus resulting from all cash 
receipts less all payments 

a cash surplus resulting from cash receipts of 
operating nature less payments of operating 
nature 

cash generated from operations 
per cash flow statement 

profit determined according to tax legislation 

profit determined according to GAAP 

another version of cash surplus (deficit) 
or profit (loss)? Please specify. 

Very 

useful 

Useful Less 

useful 

Not 

useful 

20 How important is it, in your view, is it that financial statements confirm the ability of the business to 
to afford the owners' remuneration (salaries, interest on capital, member's salaries etc.)? 
(Tick only the applicable box) 

Very Important Less Not 

important important important 

21 Do you think existing financial statements can be clearer on this aspect? 
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22 Which one of the listed three financial values are mostly nurtured by the owner.managers 
of close corporations in your view? 
(Tick only one of the three) 

survival of the corporation 

to support the current lifestyle of the owner(s) 

to grow financially (beyond the needs of the 
owner(s) 

23 Which other values (not necessarily financial) values are nurtured by owner-managers 
of close corporations in your view? 

stability of the corporation 

autonomy of the corporation (independence) 

Other values? Please specify below: 

24 If you had a free hand to redesign the financial statements of close corporations from scratch, to 
what extent would you support the following suggested changes? 
(Tick the applicable box for each suggestion listed) 

The financial statements should: 

reflect only cash transactions 

predominantly reflect cash transactions, but 
also selected accruals (eg. providing for tax 
payable) 

reflect tax values as far as possible 

be in full compliance with GAAP 

reflect only GAAP, appropriate to the 
corporation 

restrict complicated transactions to notes 

Another suggestion? Please specify below. 

Fully 

support 

Support Some No 

support support 



25 Elaborate on the aspects of financial statements in which you support change. 

26 Do you think it is necessary to simplify financial statements for smaller businesses at all? 
Motivate. 

27 Are the financial statements of your close corporation clients audited? 

{Tick only the applicable box} 
Annually Some- Never 

times 

Page 9 of 10 

28 To what extent, in your view, would the following possible benefits of an annual audit apply to this 

corporation ? 
{Tick the applicable box for each listed possible benefit} 

Fraud detection 

to make financial statements more credible for 
outsiders 

Any comment in this regard? 

Very Applicable Less Not 

applicable applicable applicable 

I I I I I 



29 How important, in your view, is an unqualified audit report? 
(Tick only the applicable box) 

Very Important Less Not 

important 

Please motivate your choice 

30 Would you like feedback on the analysis of this questionnaire? 
(Tick only the applicable box) 

Yes 

No 

If yes, please supply some or all of the following information: 

Name 

e-Mail address 

Telephone 

important important 
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ANNEXURE 6 
Page 1 

Hypothetical entity illustrating that conceptually, "life earnings" equals entity cash 
flows before distributions to owners. 

FINANCIAL POSITION Last year Accrual-basis 1st J'.ear 

2009 2008 2007 2006 
Assets 0 311 281 266 
Land 0 100 100 100 
Plant 0 25 50 75 
Supplies 0 32 20 12 
Trade receivables 0 154 111 47 
Cash in bank 32 

0 311 281 266 

Equity 0 37 29 24 
Memb.contribution 0 20 20 20 
Retained earnings 0 17 9 4 

Opening Ret. earnings 17 9 4 0 
Profit for the period 70 48 40 29 
Distributions (87) (40) (35) (25) 

Liabilities 0 274 252 242 
Loan 0 116 160 190 
Bank overdraft 0 56 10 
Trade payables 0 35 22 10 
SARS 0 27 25 17 
Distributions payable. 0 40 35 25 

0 311 281 266 



Performance statement 

Revenue 
Services rendered 
Profit on disposal of land 

Expenses 
General expenses 
Depreciation 
Interest expense 

Profit before tax 
Taxation expense 

Profit for the period 

..;;;L.;;.a.;;.st;..;:y:...;e..;.a_r ___ A_c;..;c;...r.;..u.;...al_-b.;...a;...s;...is,;___...;;1;;;;;s;;;;;t ;;::;;Ye;;;;;a;;;;;r;.. Page 2 
2009 2008 2007 2006 

290 230 210 150 

~~C:J~ 
189 
152 
25 
12 

101 
(31) 

70 

155 
114 

25 
16 

75 
(27) 

48 

145 
101 
25 
19 

65 
(25) 

40 

46 
(17) 

29 187 

Reconciliation between Profit for the Qeriod and entity cash flows 

Last year Accrual-basis 1st year 

2009 2008 2007 2006 
Profit for the period 70 48 40 29 
Profit on disposal of land (50) 
Interest expense 12 16 19 9 
Depreciation 25 25 25 25 



Operating activities 
Profit before tax 

Profit on disposal of land 
Interest expense 
Depreciation 

Operating profit 
Supplies 
Trade receivables 
Trade payables 

Cash generated from operations 
Interest paid 
Tax paid 

Investing activities 
Disposal / Expansion 
Replacement 

Entity cash flows 

Financing activities 
Members contribution 
Distributions 
Loan repaid / taken up 

Net cash flow 
Op. cash + equivalents 
Cl.. cash + equivalents 

Note 

2008 
169 
101 
(50) 
12 
25 
88 
32 

154 
(35) 
239 
(12) 
(58) 

319 

(263) 
(20) 

(127) 
116 

56 
{56} 

0 

Accrual-basis 
Cash flow statement 

2008 2007 2006 
33 13 22 
75 65 46 

16 19 9 
25 25 25 

116 109 80 
(12) (8) (12) 
(43) (64) (47) 
13 12 10 
74 49 31 

(16) (19) (9) 
(25) (17) 0 

33 13 (178) 

(79) (55) 210 

G G Q] 0 
4 0 

(46) (42) 32 
{1 O} 32 0 
(56) (10) 32 

1 Distributions classified as a financing activity to achieve owners' cash flows as . 

one total. 

2 Bank overdraft assumed to be normal part of cash management. 

Page 3 
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Note 

1 

2 
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