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The Accounting Information Needs of the Indigenous Entrepreneur

Abstract:
Accounting is a well established discipline and its teaching is similarly well-established.  The background of small-scale entrepreneurs in lesser developed countries, though, is not well represented by the contingency factors of the developed world.  Indigenous entrepreneurs and the microfinance institutions that lend to them have an important, but reduced, need for accounting information systems.  It is the challenge of this paper that an accounting reporting model specifically designed for the environment is necessary and that it be backed up by appropriate teaching materials.
The Accounting Information Needs of the Indigenous Entrepreneur

Introduction:

In 2012 Cost Management devoted an entire issue to microfinance institutions.  One of the clear messages from the articles published there is that managing the information flow from clients is one of the essential aspects of good microfinance planning and microfinance management.  In this paper we will make some suggestions as to how clients and potential clients of microfinance institutions can organize their accounting information to provide appropriate backup to support microfinance loans and support their own entrepreneurial activities.

There are organizations operating in LDCs that are the offshoots of multinationals: they do not have a problem because they will import systems that are complete from the parent company, however appropriate or inappropriate those systems are for the LDC environment.  They will not be potential clients for microfinance institutions.
There are medium-sized organizations operating in LDCs who are large enough to be able to hire a qualified accountant: they do not have a problem, as the accountant will bring his knowledge and expertise to bear on the company’s operations.  While they may not be the traditional clients of microfinance institutions, according to Waweru and Spraakman (2012), microfinance institutions may operate more effectively by lending to a mix of poor and not-so-poor clients, so they may one day be relevant.
Then there are large numbers of entrepreneurs in LDCs who do not fit into either of the above categories.  Their knowledge of accounting information systems (AIS) is likely to be negligible.  However, their need for AIS is both acute and chronic.  In addition, their access to AIS information resources is slender or non-existent, and they lack the time and inclination to remedy this.  However, if they are to succeed, they will need some sort of competent AIS, and if they are to borrow from microfinance institutions, they will need AIS to support their loan applications and to manage their loan payments.
One solution is to import the AIS model of the developed world holus bolus, and expect it to fit this novel situation.  That is fundamentally misguided.  The situation is different, so the solution must also be different.
The AIS model of the developed world is predicated on number of common background factors, among which we would include:

· A pool of sophisticated managers and other employees who could be expected to have a wide (though not necessarily deep) understanding of basic business and economic concepts;

· A wide range of educational resources (courses, textbooks etc) that are readily available and designed specifically for the contextual factors of their environment;

· A legal requirement for the keeping formal organizational records and preparing periodic financial reports to support taxation and statistical purposes;

· An environment dominated by the information needs of businesses in general, but manufacturing in particular;

· An environment typified by the needs of the medium to large organization.

Most of these factors are absent in the case of the indigenous entrepreneur in an LDC.  They tend to be small businesses, engaged in subsistence farming, retail or service rather than manufacturing.  They tend to be run by individuals with lots of savvy, but not necessarily any business background or education.  All too frequently they would regard record keeping as a waste of time and the production of periodic reports downright threatening.  Their situation is so different from that used as the background for the teaching materials that are in common use in the developed world that some serious revision is called for.
The authors have, between them, a wide experience of living working and teaching in East Africa and Southern Africa.  The views in this paper reflect those experiences.  They may, or may not, be generalizable to other parts of Africa or to other LDCs.
Courses in accounting tend to replicate course in accounting for the developed world.  While some textbooks have been adapted to deal with specific non-US environments, few, if any, have been explicitly produced with the needs of the LDC in mind.

In keeping with the underlying theory and perspective of international accounting (see, for example, Nobes and Parker, 2012) that approach is questionable: if the environment is different it may be necessary that the accounting is different: if the accounting is different, it cannot be taught through the same courses or textbooks.  (This is a particular example of the contingency approach (Otley, 1980, for which see later in this paper).  Although International Financial Reporting Standards (Weicek & Young, 2009) are in process of becoming the norm for the formal advanced sector in LDCs, it will be many years before they have any relevance to smaller entrepreneurs.
Many of the better textbooks have adaptations to fit them better to particular non-US markets.  A good example would be the “Horngren et al” Cost Accounting text (2012), which exists in its original US edition as well as a Canadian edition, an Australian edition, a South African edition and an International edition
Some teaching materials have been created specifically with particular groups in mind: Rutherford, for example, has published a basic financial accounting text in Pidgin, for use in the Pacific islands.
Hazeltine et al and Rutherford and Parkinson (1982, 1983) have produced three volumes of Malawi Management Case Studies, some of which have an accounting dimension and which are aimed at smaller entrepreneurs.
The last eight years has seen the emergence of the Global Business School Network. The initiative brings together business schools in Europe, USA, Asia and Africa with the view of developing local business cases. It is hoped that such cases will be helpful in training business students in LDCs of Africa, since they comprise material that reflects the local needs of businesses. 

Theoretical Framework
Contingency theory provides an explanation of why accounting systems vary between firms of different sizes and those operating in different countries (Otley, 1980; Innes and Mitchell, 1990; Fisher, 1995; Drury, 2000 and Waweru, Hoque and Uliana 2004). According to Otley, (1980:413):
“The contingency theory of accounting is based on the premise that there is no universally appropriate accounting system applicable to all organisations in all circumstances. Rather a contingency theory attempts to identify specific aspects of an accounting system that are associated with certain defined circumstances and to demonstrate an appropriate matching.”

According to Innes and Mitchell (1990) and Fisher (1995), the specific circumstances influencing accounting practices comprise a set of contingent variables which may include but are not limited to: (1) the external environment, (2) the technology, (3) the organisation structure, (4) the age and (5) the firm’s competitive strategy and mission.  These contingencies are regarded as important determinants of the design of the most appropriate accounting system (Figure 1).  
Figure 1: Contingency framework








An understanding of practice therefore lies in the identification of the set of influential structural characteristics within which accounting systems are designed and used. Drury (1996) draws attention to the fact that the contingency theory, which is both descriptive (in explaining why organisations have adopted a particular system) and prescriptive (in explaining the type of accounting system that ought to be operated in a particular set of circumstances), provides a theoretical framework that may help to explain existing practices. However contingency theory literature fails to point out whether the so-called contingency variables affect accounting directly or through the organisational structure. 

The external environment consists of certain factors, which may affect the organisation, but over which the organisation has little or no control. These factors may include economic factors, political/legal factors, and social/cultural factors. These factors exert influence on an organisation and may shape its structure and process, including its information systems (Ming-te and Farrel, 1990). When studying information systems development in developing countries Ming-te and Farrel (1990) identified six major macro-economic environmental differences between developing and developed countries. These include: (1) economic and social conditions, (2) national infrastructure conditions, (3) education conditions, (4) political/legal conditions, (5) cultural conditions and (6) management practices. 

A good example is the wide technological gap that exists between developed and developing countries (Ming-te and Farrel, 1990). Since technology usually dictates the manufacturing process and hence the information needs of the organisation, the two worlds are expected to have different types of management accounting systems. There is also evidence to suggest that the structure of the organisation affects the manner in which budgetary information is used by an organisation (Drury, 2000). Innes and Mitchell (1995) also report that an important factor limiting the implementation of more sophisticated accounting systems is their prohibitive costs. Since large organisations have more resources to develop new accounting techniques, their systems are expected to be different from those of smaller companies. Companies operating in developing countries have lower resources at their disposal (in view of the economies in which they operate) than those operating in developed countries.
“Merchant (1987) and Otley (1991) say that the main purpose of a performance measurement system for organizations is to construct a set of measures, which, if achieved, will result in the organization achieving its desired objectives.” (Waweru & Spraakman, 2012).
One approach is to focus on the expressed information needs of users:  users in this context would include the entrepreneur; the taxing authority and suppliers of external finance
The users information needs need would be those that reflect wealth (i.e. the balance sheet) and changes in wealth (i.e. the income statement) and risk (cash flow prediction).

The taxing authority would be a reflection of the concept being taxed: for example if turnover is taxed through a sales tax, then turnover records would be necessary: if income is taxed, then an income statement is necessary, if wealth is taxed then a balance sheet is necessary.

The providers of finance presents a less tractable question: small scale entrepreneurs are unlikely to attract equity investment, as such, and unlikely to qualify for loans from the formal banking sector, they are, however, likely to qualify for loans from the microfinance sector, so the question resolves to  what are the expressed information needs of microfinance institutions (MFIs).

There is an extensive literature on the management of MFIs, and the Performance Measurement Systems (PMSs) used are reasonably well known and understood.  There is far less known about their clients’ PMSs, but a few things can be inferred.

Marakkath & Ramanan (2012) report that MFIs measure their own risk exposure by measuring the value of loans that are more than 30 days past due. 

Bumacov (2012) in discussing MFIs measurement of credit risk, reports:

 “…micro borrowers usually operate in the informal or semi-formal sectors.  Consequently there are no reliable income statements or proof of a certain turnover.  The main quantitative measures, which indicate the viability of the income-generating activity, have to be estimated, and the only way to do this is to send the loan officer to the premises of each and every applicant.  The representative of the MFI will have to investigate, touch, count the cash and assets to assess the daily turnover.  The procedure may be repeated randomly to have a better estimation.  In spite of their relatively low financial literacy, borrowers learn fast and know that showing cash is good for getting credit.  Many would borrow from relatives or neighbours on the project evaluation day to show to the loan officer as proof of an abundant turnover.” 

As an intermediate group we can also consider the peer groups that support MFI loans.  These individuals may share joint responsibility for the loan, so they will have information needs to assess and limit their own risk exposure. 
“Crucial MFI economic attributes are derived from group solidarity.  Lending to an individual where a group guarantees repayment creates joint liability.  The group members tend to be neighbours and friends who are in a good position to observe the behaviour of the borrower and thereby reduce information asymmetries Stigliz, (1990) described this group lending as “peer monitoring” which is an “incentive-monitoring system in the presence of costly information”.  The group members are also responsible for the loan if the borrower defaults, which is a further incentive for the group to monitor the borrower…In effect a joint liability contract reduces moral hazard and adverse selection by using the group to provide information (to reduce information asymmetries) and  force the borrower to adhere to scheduled repayments.” (Waweru & Spraakman, 2012).
So, the central theme of this paper is what should be the focus of the AIS/PMS for the small-scale entrepreneur in an LDC.  To do so we would run through the main topics of the accepted  financial accounting, management accounting and finance models and see which ones we would eliminate, which ones we would keep and which ones needed tweaking before being candidates for keeping.

Planning:

Firstly planning is an essential aspect of business, and its formalization in terms of the ability to develop a strategic plan and a realistic budget based on the strategic plan is necessary to support an application for credit.  Indeed, the need for microfinance credit may be a highly desirable check on potential entrepreneurs going into unsustainable projects.

Recording:

Organizations need records.  The small-scale entrepreneur is no exception (although this may differ in the level of details).

Financial Accounting:
Topic





                         Disposition:

The users and uses of accounting information:


keep

The accounting model:  assets = liabilities + equity

keep
Accrual accounting:
asset and liability valuation:

keep



The income statement





keep

The balance sheet






keep

Cash management and the cash flow statement:

keep

Simple ratio analysis: (profitability, liquidity & efficiency)
keep

Debits and credits, journal entries




discard

Statement of comprehensive income:



discard

Consolidations:






discard

Management Accounting:

Strategic planning:






keep

Budgeting:







keep

Fixed and variable cost analysis, breakeven, operating

leverage & risk






keep

Sales volume variances:





keep

Flexible budgeting:






keep

Simple cost variances (materials, labour, overhead):

keep

Pricing







keep

Job order costing, process costing:



discard

Activity-based costing:





discard

Complex variances (e.g. sale mix, input mix & yield)

discard

Effect of absorption costing on inventory valuation:

discard

Incremental analysis:





discard

Finance:

Equity finance, debt finance financial leverage & risk:

keep

Capital project appraisal:





keep

Stock Market analysis:





discard

Though not of direct relevance, this approach is similar to one of the critical cost reduction strategies used by ASA, one of the big three MFIs in Bangladesh, who are said to espouse “…a simplified and easy accounting and record-keeping process” Khan & Ashta, (2012).

Delivery of the infrastructure to process this information system is problematical, but the SaaS (Software as a Service) approach where sophisticated programming is hosted “in the cloud’ and available to users for a relatively small rental fee (Ashta, 2010) would seem to be a step in the right direction.
In addition to the above, it might be a great idea for the small-scale entrepreneur to consider using the Balanced Scorecard (BSC) (Kaplan, 1992).  Because the BSC is widely used to manage MFIs, it is a natural extension for it to be used by their clients.  It assists the clients in knowing what their financiers are looking for and enables them to manage their affairs towards meeting their needs.  Use of the BSC in MFIs is indicated  from the work of Garengo et al (2005).
This is, then a much stripped-down version of the business education curriculum.  There is no textbook that restrict itself to these topics.  There are few educational materials or courses that are set up to teach to such a syllabus.  It is a challenge.

On the bright side, educational institutions in LDCs are now, for the most part, staffed with teachers from a local background.  In many institutions there is a research and publication expectation.  While some have been captured by the western research paradigm and have developed highly respectable research profiles, many find that the challenges of attempting to publish in US and UK journals in the face of competition that is operating from a more advantaged position, in an insuperable barrier.  For these academics the creation of a teaching syllabus and teaching materials specific to their local environments represents a viable and useful publishing opportunity.
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