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Abstract

This study seeks to examine the accounting practice of small and medium sized enterprises and
its effect on access to finance in Addis A haba. It identifies the sector as the key to unlocking the
economic potentials of the country. However, the sector is constrained by a number of factors
which include among others minimum or poor accounting practice and difficulty in accessing
credit facilities. For the achievement of the objective of the study quantitative research approach
particularly survey design were used and the data obtained were analyzed using descriptive

statistics and ordinary least square regression,

The study revealed that the majority of the studied firm has no Jormal accounting practice. The
study also revealed that the major sources of finance available Jor the establishment and
expansion of SMEs in Addis Ababa are personal saving, microfinance, money from friends or
relative, iqub and less from banks. The result of ordinary least square regression evidences that
variables such as capital manager education level and age of the firms are the significant
determinants of firms' accounting practices whereas the problems significantly associated with
access fo bank credits are the demand Jor collateral accounting practice or formal accounting

information and age of the firm.
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CHAPTER ONE

INTRODUCTION

1.1 Background

Small and medium sized enterprises are an important ingredient for stable and equitable
growth in any national cconomy. Ethiopia takes the development and expansion of
SME’s as the main way to solve many of the social problems. Addis Ababa (capital city
of Ethiopia) is a city with alarming socio-economic problems. The unemployment rate is
estimated to be about 21.4% of male 36.1% of female. The total average of
unemployment is 28.75 % (C.S.A 2006). There is various housing shortage and
investment has been low. At present various reforms and developmeﬁt activities are being
carried out. One of these is the promotion and development of SME’s in the city. The
program has been started seven years (2002/03 G.C) ago to enhance the promotion of the
sector, emphasizing on employment creation through the development of SME’s (Addis
Ababa city trade and investment office 2010). Yet despite specific global efforts to
strengthen the SME sector, these businesses face a number of stifling financial and
regulatory barriers, particularly in developing countries. In Ethiopia one of the main

problems of SME’s may be their aceess to finance and accounting practices.



Since the 1960s to date, SMEs have been given due recognitions especially in the
developed nations for playing very important roles towards fostering accelerated
economic growth, development and stability within several economies, They make-up the
largest proportion of businesses all over the world and play tremendous roles in
employment generation, provision of goods and services, creating a better standard of
living, as well as immensely contributing to the gross domestic products (GDPs) of many
countries (OECD 2000). Over the last few decades, the contributions of the SMEs sector
to the development of the largest economies in the world have beamed the searchlight on
the uniqueness of the SMI:s: and this have succeeded in overruling previously held views

that SMEs were only “miniature versions” of larger companies (Al-Shaikh 1998).

However, it appears that considering the enormous potentials of the SMEs sector, and
despite the acknowledgement of its immense contribution to sustainable economic
development, its performance stil] falls below expectation in many developing countries
(Arinaitwe 2006). This is because the sector in these developing countries has been
bedeviled by several factors militating against its performance, and leading to an increase
in the rate of SMEs failure. These factors include the unfavourable and very harsh
economic conditions resulting  from  unstable government policies; gross under
capitalisation, strained by the difficulty in accessing credits from banks and other
financial institutions: inadequacies resulting from the highly dilapidated state of

infrastructural facilitics; astronomically high operating costs; lack of transparency and



corruption; and the lack of interest and lasting support for the SMEs sector by

government authorities, to mention a few (Oboh 2002, Wale-Awe 2000).

Despite the importance of financial reporting, management accounting and control
practices, it is unfortunate to find that these practices are often inadequate and lacking |
among SMEs. Except for yearly taxation returns and some form of profit and loss
statements, other statements such as balance sheet, cash flow statement, fund statement,
production report, variance report, are infrequently used. These rather limited usage of
financial and management accounting reports could be attributed to SMEs’ inability to
employ professional managers with functional specialization especially in the financial
area due to their limited financial resources, Without adequate, effective and timely
financial reports and analysis, the SMEs are losing out on the benefits from those
practices such as improved monitoring of financial health and progress, improved ability
to anticipate fortunes or failures, better assessments of financial risks and greater ease in
financial planning and control. Most importantly, in the context of SMEs requiring extra
capital to grow, regular financial reports can provide indications on their ability to
produce steady cash flows and to service debt. It has been established that the use of
appropriate financial reporting and management accounting practices could be one of the
determinants of company survival particularly SMEs (Gorton, 1999; Holmes, 1991). To
ensure the contribution of SME’s (o the cconomy the enterprise should perform
efficiently, which is effective through practicing accounting system and having an access

to finance. In Ethiopia these enterprise may not practice accounting or not practicing



formal accounting system and has no well developed access to finance. The aim of this

paper is to examine the accounting practice of SME’s and its effect on access to finance

in Addis Ababa.

1.2 Statement of the problem

[t appears that considering the enormous potentials of the SMEs sector, and despite the
acknowledgement of its immense contribution to sustainable economic development, its
performance still falls below expectation in many developing countries (Arinaitwe 2006).
SMESs frequently lack access to institutional credit (World Bank 1978), causing them to

encounter high financing costs and hj gh failure rates (Byron & Friedlob 1984).

The possible reasons for SME failures include among others 1) the poor management
and/or administrative skills of the owner/manager, 2) insufficient capital invested by the
owner, 4) an over-reliance on external borrowings, and 5) poor record-keeping, and etc.
(Brooks, Collings & Gonzales 1990). Poor record keeping and inefTicient use of
accounting information are a major cause of the above according to Berryman (Berryman
1982 quoted in Siop 1997, Walton 2000, Wichmann 1983, World Bank 1978). The
inefficient use of the accounting information to support their financial decision-making
and the low quality and reliability of financial data are part of the main problems of

SMEs (Ubonratchat hanee University 2000).



Accounting information signals that decisions are needed, and provide information useful
to making decisions (Gibson 1963 quoted in Thomas & Evanson 1987; Report of the
study group on the objectives of financial Statements, American Institute of Certified
Public Accountants. 1972 quoted in Lothian 1976). Accounting information is used to
assess the profitability of alternative courses of action, measure performance, and
evaluate the position of enterprises in term of profitability, liquidity, activity and
leverage. It can be used to improve SME performance, especially financial decisions.
Different capital structures cause different degrees of financial risk. Different alternative
financial plans affect SMI:s’ performance differently. Thus, proper accounting is a key to

small business success (Wichmann 1983).

SMEs lack of access to capital and high interest rates charges are partially the result of
incomplete (or no) accounting records, and the inefficient use of accounting information,
Poor record keeping and accounting information make it difficult for financial institutions
to evaluate potential risks and returns, making them unwilling to lend to SMEs (World
Bank 1978). As a result, SMEs pay high interest rates or fall back on the middlemen or
moneylenders, whose loans are costly and often restrictive (Institute for Small and
Medium Enterprises Development). The misuse and inaccuracy of accounting
information causes SMI:s to inaccurately assess their financial situation, and make poor

linancial decisions, as well as leads them to face with the high failure rate (Byron 1976).



While the performance levels of small businesses have traditionally been attributed to
general managerial factors, such as manufacturing, marketing and operations, accounting
systems may have a strong impact on small business survival and growth. The literature
on financial and accounting practices is scarcer than long term investment and financing
decisions (Howorth, 1999, 2003; Peel and Wilson, 1996), yet it occupies the major share
of a financial manager’s time and attention (Gitman, 2000). A large number of business
failures have been attributed to inability of financial managers to plan and cont‘rol
properly the current assets and the current liabilities of their respective firms (Dodge and
Robbins, 1992; Ooghe, 1998). In particular, the small firms may face serious problems

due to the operating conditions and specific characteristics.

The main factors that contribute to success or failure of small business are categorised as
internal and external factors. The external factors include financing (such as the
availability of attractive financing), economic conditions, competition, government
regulations, technology and environmental factors. The internal factors are managerial
skills, workforce, accounting systems and financial management practices. SMEs often
face problems with regard to access to finance which is associated with accounting
practices. The problem the enterprises faces are that associated with accounting practices
includes; it is very difficult to give information on their income and expenses (they do not
know whether they have lost or profited from their business activities), in presenting their

financial position, management decisions and this leads problem on access to finance.



These problems evidence the need to undertake extensive research on the accounting

practice of SME"s and its effect on access to finance.

1.3 Objective of the study

The general objective of the study is to construct an empirical study of the accounting

practice and its effect on access to finance of SME’s in Addis Ababa.

L3.1 Specific objective of the study

Specifically the study has the following aims:

Determining Whether SME does maintain formal accounting practice.

Examine the determinants of the accounting practice of the SME.

Examine the determinants of the access to credit of the SMEs.

Identify the source of credit available to SMEs and the types of finance used.

1.4 Significance of the study

Taken as a whole, this study examine the accounting practice of SME and its effect on
access to finance, in order to provide meaningful insight and contribute to efforts aimed

at expanding SME in the city and transforming sma[lv. enterprises to medium sized

s
)

enterprises. Therelore it believed that the study performed will have the result of

strengthening the relationship between SME’s and banks by specifically identifying the



main barriers between them, provide knowledge to SME about the importance of
accounting practices, it fill the research gap in the area and provides the basis for further

research.

1.5 Scope of the study

The study is delimited to the Addis Ababa city SME’s accounting practices and access to
finance of the firm. The scope of this study spread across SMEs in Addis Ababa

specifically business included are service, retail and wholesale.

1.6 Limitations of the study

During the study time some of the limitations were faced by the researcher. To cite the
limitations; absence of complete and organized information about the enterprise from
sub-city, shortage of time to carry out research, difficulty to get the address of the

enterprises to be studied and there was many challenges to get the required data from

some firms.

1.7 Organization of the paper

The rest of the paper is organized as follows: Chapter two reviews of the literature,

chapter three is research methodology, chapter four provides some results and discussion
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of descriptive analysis. Chapter five is all about econometric estimation, regression

results and discussions. Chapters six concludes and provides recommendation.



CHAPTER TWO

REVIEW OF THE LITERATURE

The previous chapter presents the background of SME’s and the objective of the paper,
which is to examine accounting practices of SME and its effect on access to finance. This
chapter presents the theoretical literature including definition of SME’s; empirical

evidence on accounting practice of SME’s and access to finance and research gap.

2.1 Theoretical perspective

Development strategists have advocated the progressive use of small and medium
enterprises (SMEs) to accelerate the pace of economic growth especially in the
developing countries of the world (Daodu, 1997). Most African countries are basically
agrarian societies with the majority of the populace engaging in agro-related activities
such as farming, livestock rearing, agro forestry and fishing (Osinowo, 1997). With little
capital to invest, it seems obvious that the process of industrialization should be based on
the development of the SMEs to link agricultural production with manufacturing
activities. This requires specific incentives to assist in the development of the SMEs sub-
sector, which include among others easy accessibility to credit, provision of
infrastructural facilities, industrial extension services and development of production
capacity based on locally developed or adapted technology and locally designed

equipment and spares (Ekpenyong, 1992; 1997).
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The need to promote a vibrant industrial sector has continued to be a major concern of
most governments worldwide especially the developing countries like Ethiopia. The
reasons for this are centered on the prospects that a developed industrial sector will boost
manufacturing production, increase employment generation and efficiency in the sector.
Similarly, modern manufacturing processes are characterized by high technological
innovations, the development of managerial and entrepreneurial talents and improvement
in technical skills which normally promote productivity and better living conditions of
the people. The effect of this is that productivity level will be enhanced, a sustainable
level of eclonomic growth will be achieved with the prospect of economic diversification
and increased exports. The economy will have the potential of being competitive in the

global market (Olorunshola, 2002).

The Small and Medium Enterprises play a critical role in both developing and developed
countries. The East Asian countries miracle was partly as a result of a vibrant SMEs sub-
sector, which triggered the up-surge in exports and subsequent development of the
industrial sector ( Stiglitz 1996). For example, the New Industrialized Countries (NICs)
like Singapore, Taiwan, South Korea, Malaysia, Indonesia and China among others, were
able to achieve economic growth through the activities of SMEs which later contributed
to the transformation of the Large-Scale enterprises. The Republic of China over the
years, despite her large population, has been able to generate employment and income for

her teeming population through the activities of the SMEs.
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The importance of SMEs sub-sector cannot be overemphasized. The sub-sector
contributes significantly in achieving various socioeconomic objectives, which include
employment generation. contribution to national output and exports, fostering new
entrepreneurships and providing a foundation for the industrial base of the economy
(Inang and Ukpong, 1992). In low income countries with Gross National Product (GNP)
per capita of between US$100 and US$500, SMEs account for over 60 per cent of GDP
and 70 percent of total employment; in middle income countries, the SMEs produced
close to 70 percent of GDP and 95 percent of total employment; and in OECD countries,
SMESs constitute the majority of firms and contribute over 55 percent of GDP and 65

percent of total employment (Basu, et. al., 2005).

In attempting to conceptualize SMEs in Ethiopia, some points need to be stressed. First,
there is no generally accepted definition of small or medium, Secondly, small businesses
are generally quite responsive to their environment and our environment changes fast.
Changes in the cnvironment therefore affect what constitutes a small business at a
particular point in time. Thirdly, what the definition aims at Is to set some limits (lower
and upper) that will assist in achieving the set purpose. Such limits can be in terms of
level of capitalization, sales volume and number of employees.

A clear definition may be uselul in a particular national context but it may not be
practical to attempt a universal definition. An attempt is made to present some definitions

of SMEs to demonstrate the divergence in definition across countries.
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Therefore there is no universal definition of SMEs since the sector is diverse and flexible
that resists any narrow categorization, The definitions given to SME’s and applied vary
from country‘to country and also mean different things to different people, even within
the same country. The definition of SME is based on five main parameters; labour,
capital, loan size, fixed asset and annual sales turnover. Organizations often use one
criterion to define SMEs. The size limit is one of the most common definitions in
developing countrics. Some countries use one criterion to define this sector while others
may have definitions with multiple criteria. For example South Korea defines SME on
the basis of 'capital or assets', while Canada defines this term on the basis of *number of
cmployees’ and ‘gross sales or taxable income'. This also appears to be true in the case of
Ethiopia. This lack of consistent definition has eventually led to be confusion and failure
to distinguish between one segment and another and has significant implications on the

structure of interventions and promotional support that could be provided to the section.

To see some of the definition as an example; to support and develop these businesses, the
European Union has introduced a new definition of SME valid from January 1, 2005.
SMEs are defined by three main criteria: the number of employees, annual turnover in

millions of Euros and total value of assets in millions of Euros.
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Table 2.1 European Union division of SME’s

Size [ Number of | Turnover in EUR Balance sum in
employees EUR
Medium enterprises | 50 -249 Max. 50. mil. Max. 43 mil.
LSmal] enterpriscs 10 -49 2 mil.-10 mil. 2 mil.-10 mil.

Source: http://www.czechinvcst.org/deﬁnice-msp

Together with these indicators a SMEs should also fulfill a criterion of independence,

which means that no other subject should participate in its basic capital or voting rights

by more than 25 percent. Diflerences between a small and a big enterprise are as a rule

defined not only by the above mentioned quantitative criteria, but also by qualitative

criteria. The borderlines between small and large enterprises also depend on different

conditions in individual regions and they also change with time. Basic differences

between a small and medium enterprise and their interactions can be traced in several

spheres. The differences are in:

(1) Organizational and Iegal forms and in-house structures,

(2) Relation between owners (entreprencurs) and companies management,

(3) Possibilities of sales and application of marketing strategies of small and large
companies

(4) Capital availability and approach to outer sources of financing,

14



In the developed or industrialized countries like United State of America and Canada,
small business is defined in terms of annual turnover and the number of paid employees.
In 1987 for example, the manufacturing sector of the United State of America has as
small scale business when the number of employees is between 20 and 49, while the
medium employ between 50 and 499 employees in the manufacturing sector. In the UK
that same year, small business is said to employ between 1 and 99 employees and
medium scale 100 to 499 employees in the manufacturing sector. In 1990. Japan level of

employment in the small scale ranges between 20 and 49 and medium as 50 to 499 in the

manufacturing sector (Ekpenyong, 1997).

In the New Industrialize Countries, the definition of SMEs also varied and is mostly
based on the number of employees and the value of assets. In Taiwan, the small scale
business was defined as a business with less than 5 employees and the medium as the
business with between 10 and 499 employees in 1991 in the manufacturing sector, The
South Korea defined small scale enterprise in 1988 as any business that employ 5 to 19
and medium scale enterprises as employing between 20 and 199 without sectoral
specification. In Bangladesh a micro firm employed less than 20, while small firm
employed from 20 to 99 in the manufacturing sector without mentioning of medium scale
enterprises in 1986. In Bolivia, a small scale employed 1 to 9 and medium scale 10 to 99

employees in 1992 (Hallberg, 1999).
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[n Philippines. small industry is defined qualitatively, in terms of employment or asset
size. Qualitatively, small scale industries are manufacturing and/or industrial service
enterprises in which the owner manager(s) are not actively engaged in production but
perform the varied range of tasks involved in guidance and leadershi p without the help of
specialized staff. The employment size is 5 to 99 employees and the asset size of
p250,000. In 1986, the definition was drastically changed to cover all enterprises except
agricultural farms which have assets of p500, 000 to pSmillion (US$25,000 to

US$250.000) (Ekpenyong. 1995).

In Ethiopia there is no clear definition of SME’s, Only paid up capital is used for the
categorization of business as micro, small and large. Small size enterprises are those
enterprises with paid up capital of above Birr20, 000 and not exceeding Birr 500,000
excluding high tech constancy firms (Manufacturing enterprises) and other high tech
establishments(Addis Ababa MSME’S 2010). But there is no categorization of business
above small scale enterprises as medium and large enterprises in the country. For the
purpose of this paper the working definition by International Labor Organization (ILO)
and United Nations Development Programme (UNDP) for SMEs and large enterprises is
used. The working definition by 11O and UNDP for SMEs and large enterprises indicates
that: employing less than 5 employees including the owner is a micro enterprise;
employing 5 to 20 employees is a small enterprise; employing 21 to 99 employees is a
medium enterprise; and employing above 99 employees is a large enterprise (UNDP,

2001).
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The size distribution of firms in today’s developed economies is very different from that
in developing ones. In the poorest countries, on average almost two thirds of workers are
employed in very small (micro) enterprises that is, enterprises with less than five
employees and most of the rest work for large enterprises with more than one hundred
employees. Small- and medium-size firms have little presence in these economies and
together employ less than 10 percent of the total workforce. By contrast, in the richest
countries more than two thirds ol all employees work for large enterprises, the bulk of the
remainder work for SMEs, and only a very small fraction for micro enterprises
(Snodgrass and Biggs 1996). Although large firms account for the lion’s share of
aggregate economic activity in developed countries, SMEs play a more significant role in
these economies than their proportion of total employment might suggest. Not only do
they make up the vast majority of firms, but they dominate many sectors of economic
activity and have been an ongoing source of new products and of technological

innovation more generally.

One possible explanation for the relative absence of SMEs in poor cconomies is the
difficulty of obtaining access to finance, Large firms in these countries can secure
financial assistance because they have assets that can serve as collateral for loans,
because their directors also serve on the boards of financial institutions, and/or because
they receive special government backing. Other enterprises, however, have to rely largely

on their proprietors’ financial resources, which are likely to be limited, and on retained
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carnings, which, given the general poverty of the populations that they serve, cannot be
large. Without outside sources of funds, therefore, such firms are condemned to start and

remain very small.

Financial inclusion, or broad access to financial services, is identified as an absence of
price and non price barriers in the use of financial services. Improving access, then,
means improving the degree to which financial services are available to all at a fair price.
[tis easier to measure the use of financial services since data of use can be observed, but
use is not always the same as access. Access essentially refers to the supply of services,

whereas use is determined by demand as well as supply.

As SME’s are important ingredients for stable and equitable growth in any national
economy, mostly in developing countries these businesses are with many problems and
their contribution is not such much as that of rich countries. One of the main problems is
poor accounting practices. Therefore the researcher is also motivated to examine the

problem of poor accounting practices of SME’s in Addis Ababa.

2.2 Empirical evidence

Rescarches have been carried out on the accounting practice and the access to finance of
the SME’s. So this part of the paper presents the empirical evidence on the idea of the
paper. The empirical evidence below is presented consecutively based on the concept of

evidence.
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2.2.1 Accounting practices

The empirical evidence about the accounting practice of SME is organized in terms of
evidence such as: record keeping. financial accounting. financial management and cost

and management accounting.

Record keeping: A study involving more than 1,000 SMEs in Australia, found that
majority of the respondents (85.7%) has a computer-based in-house general ledger
accounting system (McMahon 1998). Larger enterprises tend to statistically use more of
computer-based general ledger accounting system compared to smaller enterprises.

Study examined private limited companies in the UK found that 57 per cent of the
respondents had a computerised accounting system and 25 per cent had a partly
computerised system suggesting moderate level of sophistication of accounting system
(Collis and Jarvis 2002). Similarly other study found that SMEs that are concerned with
procedural controls activities and use financial plan as part of their preparation for startup
are more likely to employ computerized accounting system (Gorton 1999). In addition to
their internal accounting stalf, SMEs often employ outside professionals to provide
accounting advice. It has been found that the most frequently form of outsourced
accounting services are for (axation purposes and preparation of accounting reports

(Collis and Jarvis 2002, McMahon 1998).
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Studies conducted in Nigeria and UK with a sample size of forty-five (45) questionnaires
each between the UK and Nigeria and conducted two (2) Semi-structured interviews each
between the UK and Nigeria. Out of the forty-five (45) questionnaires administered each
in the UK and Nigeria, thirty five (35) was returned in the UK and thirty (30) returned
from Nigeria. The study conducted by having the variable that was measured with the
question: “Do you agree that Poor Accounting and Book Keeping practices lead to SMEs
fatlure in your country?” and the results showed that 68 percent and 57 percent of the
respondents in the UK and Nigeria respectively agreed that it influenced SMEs failure.
This reflects that in both countries, the respondents quite agree that poor accounting and

book-keeping practices influenced SMEs failure, Kamla-Raj (2009).

Financial accounting related: In Australia, there have been a large number of empirical
studies conducted on SMEs such as (McMahon and Davies 1994), (McMahon 1998).
These studies investigate the types of financial reports produced by SMEs, the frequency
of their preparation and their perceived usefulness for management purposes. The
findings indicate that f[inancial reports for SMEs are prepared predominantly by external
accountants at annual intervals, and they normally comprise just the balance sheet and the
profit and loss statement. The content and presentation of financial reports appear to be

greatly influenced by taxation and corporate statutory reporting requirements.

Other Studies were conducted in various countries to examine the usefulness of

accounting reports within the context of SMEs, for examples McMahon (1998) in
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