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Abstract. This paper examines factors that impact the frequef financial
statement preparation among a sample of 312 SMiscifally, the study
examines the relationship between how often firdratatements are prepared
and (1) whether the financial statements are usedhake decisions and (2)
owners’ confidence in the reliability of their fineial statements. Financial
statements provide important information that stiooé used to help guide
decisions. The findings showed that the frequentyfimancial statement
preparation was directly associated with whetherfihancial statements were
used to make decisions and inversely associatddomiters’ confidence in the
reliability of their financial statements. Additially, the results showed that the
frequency of financial statement preparation waseally associated with
gender and size of community in which the firm Wasated. The results should
be useful for owners of SMEs and providers of smwito SMEs to better
understand which factors affect how often finanstatements are prepared and
to provide business development assistance.
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1 Introduction

Financial statements allow stakeholders to usdablaifinancial information to gain
a better understanding of and manage their firnthdlgh the use of financial
statements can help stakeholders and owners métiez becisions, owners of small
firms often are poorly equipped to use financiatesnents effectively. In this case,
even reliable and timely financial statements asaifficient, if owners do not know
how to interpret and use them. More current andirate information should enable
owners to make better informed decisions. Owneirgyuseir financial decision must
have confidence in their reliability (Van Auken,dX).

The use of financial statements is closely linkedahd supportive of the firm's
strategic goals, because decisions made withoatrdetp their financial impact can
lead to a confused company focus and financiatetist(Horngren et al., 2009). The
importance of poor decisions, many of which aredly associated with financial
management, is evident from the high discontinudaitere rate among small firms
(van Praag, 2003). Owners of small firms often lsttkng finance skills and may not
fully understand the impact of their decisions. Bhtisions often create extensive
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operational problems and threaten their firm’s iligb(Timmons and Spinelli, 2004).
Instead, firms should use financial statement méttion to evaluate the impact of
their decisions (Breen et al., 2004) and manage thesiness operations efficiently
and effectively (Shields, 2010). Effective use afrrent financial statements is
especially important considering that poor finahagianagement is a leading cause of
financial stress and business failure (Carter aad ¥Xuken, 2005; Coleman, 2002;
Headd, 2003; Wiklund and Shepherd, 2005).

Interpretations of financial statement informatican be influenced by owners’
perceptions of their firms’ potential. Accurate amdely information is required, but
effective usage also requires valid assessment hef financial statements.
Entrepreneurs generally are optimistic about tfiein’s financial potential, which
can lead to inaccurate analysis, interpretatiom&] assessments of their firm's
potential and impact of decisions in a way that icenease the financial distress and
the probability of failure (Landier and Thesmar090 Smith, 2011). While external
assistance with interpreting financial statemenighinhelp owners make better and
more informed decisions (Breen et al., 2004), Godoala et al. (2004) reported that
owners of small firms tend not to seek externalficial advice.

This paper investigates the factors that are asmtiwith the frequency of financial
statement preparation by owners of SMEs. Spedificdhe paper examines the
association between the frequency of financiakstent preparation and whether the
financial statements are used to make decisionsedisas the extent that owners
believe their financial statements are reliablethBssues are critical, especially
considering that financial statements affect adlkeholders, yet most research on
financial statements and their use has focusedie Ifirms, with few examples of
studies of how SMEs use financial statements inimgaklecisions (Shields, 2010).
The important information in financial statementsiginbe incorporated into any
firm’s operational and strategic decision-makinggasses though, because ignoring
or misusing that information can harm all areaghaf firm: unreliable operations,
ineffective marketing, and an inability to hire dified personnel (McMahon, 2001;
Timmons and Spinelli, 2004). More frequent pregaraprovides the opportunity for
owners to have access to more current informatimm fivhich to base their decisions.

2 Research issues

The background of the entrepreneur and firm charmtics are key determinants of
decision making tactics (Avery et al., 1998; Chaganal., 1996; Watson 2002). For
example, business owners who don't have good finhimformation about the likely
impact of their decisions on their firms may makeices that create risk and reduce
potential returns (Van Auken, 2001). Romano andaRaga (1994) and Romano,
Tanwwski and Smyrnios (2001) recognized that denishaking in small firms is
complex and involves many factors, whereas Busemitz Barney (1997) noted that
limited experience and overconfidence often leamlsnppropriate decisions, in
which case small firms are particularly vulnerabdethe impact of poor financial
decisions because of their limited resources. Ttierinational value of financial
statements provides the basis for many of the §irdecisions. Sian and Roberts
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(2009) reported that owners’ understanding of fai@nstatements varies widely,
such that many owners are confused by the infoomatihe complexity of the
statements makes them less useful to SME owners, wstead rely on their
accountants to explain the information to them.

2.1  Owner’s use of financial statements to make dis@ons

Several papers report that owners want better nmdtion and the quality of

information they obtain determines the effectivenes their decisions (Berger and
Udell, 1998; Bruns and McKinnon, 1993). Traditionfshance theory assumes
rational decision making, but behavioral financeoabcknowledges the potential
influence of overconfidence and optimism on decisi¢Barberis and Thaler, 2002;
Ritter, 2003). A lack of financial skills can sidresaneed for owner training on how to
use financial statements (Berger and Udell, 199&s@r and Ittner, 2008). However,
owners with a stronger finance and accounting backyl are more likely to use
external accounts for advice because they underdfaem importance of accurate
statements (Cassar, 2009; Sian and Roberts, 2009).

Holmes and Nichols (1988) also note that the usanmiual financial statements is
associated with firm characteristics and demograptitor example, the frequency of
financial statement preparation varies with theafseutside funding and venture size
(Cassar, 2009). Small firms may also tend to be Hsancially sophisticated
(McMahon, 2001; McMahon and Stanger, 1995). Theglyause financial statements
when making decisions (Halabi et al., 2010).

Sales, often used as a proxy for firm size (Camted Van Auken, 2005), may help
determine the complexity of a firm’s operations dinéncial reporting needs. Berger
and Udell (1998) suggest that smaller firms arearforancially opaque, but become
more financially transparent as they grow. Themfoowner use of financial
statements should vary with sales. Higher saledyitnigher resource needs, greater
financial exposure, and the need for more finanititdrmation. Lower sales may
motivate owners to devote more attention to th@@ated financial impact on their
firm.

This reasoning leads us to predict:

H1: The frequency of financial statement preparati® directly associated with
whether financial statements are used to makeidasis

2.2 Owners’ confidence in their financial statemers

The frequency of preparation may be an indicatoamfowner’s confidence in the
reliability of their financial statements. Firmsatthave financial statements prepared
more often likely are more sophisticated and hawgeater understanding of their
importance for decision making (Cassar, 2008, 2008 reduction of uncertainty,
especially in competitive environments, is diredlsociated with the frequency of
financial statement preparations. Small firms thave their financial statements
prepared less frequently may not perceive a befrefih the reports. These firms
likely fail to recognize the benefits of more timdinancial information, are not
willing to incur higher costs, and feel less contdibie in using the information they
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would obtain. Owners may believe that unreliabtaficial statements are not a good
use of the firm’s time or resources.

Confidence in the reliability of financial statemtermay be affected by various
factors. For example, whether firms have employedso are sufficiently
knowledgeable about financial statements may impaetnature of interaction and
explanations between the owner and the hired exBentllbone et al., 1993), which
in turn may make owners more comfortable with tise of financial statements.
Level of revenue, which can serve as a proxy famfisize and, perhaps,
sophistication can be associated with use of figdrstatements. Changing levels of
revenue also alter the firm’'s perspective on isouece constraints and needs (Byers
et al., 1997). Neeley and Van Auken (2010) confihatt the level of revenue affects
small firms’ decisions, and Busenitz and Barney9{@)9suggest that organizational
size affects decisions, in that larger firms hawerenresources and information on
which to base their decisions. In turn, accuraté emrent financial statements are
critical to understanding how revenue levels affemiall firms, because they must
plan for associated resource demands. These effactsombination, lead to the
following hypotheses:

H2: The frequency of financial statement preparaiinversely associated with the
owner’s belief in the reliability of the financiatatement.

3 Methodology

3.1 Sample and questionnaire

The questionnaire was developed during the fallff0. In addition to findings from
focus group discussions, questionnaire developmvastbased on prior research into
small firm financing decisions, including Van Auké2005), Carter and Van Auken
(2005), Busenitz et al. (2003), Kuratko, Hornsbiyd aNaffiziger (1997), McMahon
and Stanger (1995), Petty and Bygrave (1993), ang @992). After pretests and
further revisions, the final questionnaire comptigeo sections: (1) demographic
information and (2) information associated with tbhee and understanding of
financial statements. The first section asked nedpnts about the characteristics of
their firms, including its age, organizational sture, type, total assets, and revenue
and the gender of the owner. The second sectiomséat on their use of financial
statements, including the frequency of financiateshent preparation, confidence in
the accuracy of the financial statements, confideirc ability to interpret their
financial statements, and whether the financialestents were used when making
decisions.

The sample consisted of small firms located in atlsgestern US state and was
designed to represent the structure of the regfollowing stratified sampling

principles in finite populations. The southern tidrthe state was initially segmented
into districts. The population of firms included 8MEs located in these districts, and
then the owners of ten small firms within eachrilisivere contacted to ask for their
participation in the study. If the business owneclohed, another business from the
district was contacted. Nonresponse bias thus dhoot be an issue, because
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non-responding organizations were replaced by aingitganizations. The sizes and
ages of the final sample did not differ from theoral sample at the .01 level.

Owners served as the respondents for this studguecof their importance as
decision makers, and because their perceptionsessiaptegic behavior (O’Regan
and Sims, 2008; Van Gils, 2005). A total of 312 alde questionnaires were
obtained. Geographic specificity offered severalamtlages. First, it facilitated our
data collection—a benefit that is especially refdgvim the context of the regional
differences that might exist among owners of stiatls. Second, using data from a
single state minimizes the number of extraneousabkes. For example, various
states have different educational programs, diffelevels of support for small firms,
and variations in banking practices associated fuithancial statement requirements
(Carter and Van Auken, 2005).

3.2 Variables

Dependent variable The dependent variable measured owners’ frequesfcy
financial statement preparation. Respondents iteticchow often their income
statement, balance sheet, and cash budget weraredefl = never, 2 = monthly, 3 =
quarterly, 4 = annually). These responses wereegathinto a new variable,
“frequency,” that included the very highly corredtfrequencies of preparation of the
four financial statements..

Independent variables The first independent variable in the regressamalysis
pertained to whether the owner used financial statés when making decisions. The
variable took a value of 1 if financial statemewtse used in decision making and 0
if not.

The second independent variable, called “relighilitvas constructed from two
qguestions that had highly correlated responses. né@svwere asked about their
comfort in their ability to use financial statemenbd make decisions. The variable
was calculated at the (arithmetic) mean value ofien®’ ranking (1-7 scale, 1 = not
comfortable, 7 = very comfortable) of their ability interpret an income statement,
balance sheet, cash budget, expense forecastalrsdfsrecast. These five variables
were combined into a single variable, because refgrds’ rankings were highly
correlated. The second variable used to consthet “reliability” variable was
owners’ confidence in the accuracy of their finahatatements (1-7 Likert Scales,
1=confident and 7=not confident).

Control variables. The two control variables used in the study wggreder and size
of community in which the firm operated. Both cahtvariables were found to be
associated with financial management issues inique\studies.

Gender. A number of studies (Carter et al., 2003; Chagantal 1995; Coleman and
Robb 2009; Neeley and Van Auken, 2010; Van Auke®Q52 indicated gender
differences relative to a variety of small firmdimcial issues. Women are more risk
averse than men (Borghans et al, 2009). Otheregfuidund that women approach
entrepreneurship differently than males, includiisly tolerance and management of
risk, and demonstrate less confidence in entreprehg than males (Kirkwood,
2009; Langowitz and Minniti, 2007). These issuey head to gender differences in
issues associated with financial management.
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Community size Van Auken (2005) found that firms located in demalsized
communities may be less sophisticated and inforntledn firms in larger
communities. Glaeser (2007) reported that locatigpact entrepreneurship in several
ways. Several authors (Figueredo et al., 2002; Eesath, 2002) emphasized the role
of entrepreneurship relative to location, but adsophasized the disadvantages of
small many firms that are located in remote loceio

4 Analysis

The results were initially summarized using unigtgistatistics to identify respondent
characteristics. Percentages for categories wécalated for the educational level of
the owner, gender, type of business, total asaetsrevenue.

The Spearman correlations (Table 2) between thepimadent variables assessed the
significance of the relationships between the adrdand independent variables. The
Spearman correlations coefficient estimation isoa-parametric technique based on
ranks rather than the value of responses. We usisdnbn-parametric technique
because of our uncertainty about the populatiotrilligion. Because no significant
correlations appeared among the independent vasiabiulticollinearity was not a
problem.

Table 1. Spearman correlations between variables (n = 312)
Used to Make

Variables Gender Community Size Decisi Reliability
ecisions
Gender 1.0
Community size 0.107 1.0
Used to make 10.020 0.083 1.0
decisions
Reliability -0.093 -0.0210 -0.277 1.0

Regression analysis is commonly used in entreprehigu research, because it
appears to be the most suitable method for undetistg the relationship between
dependent and independent variables. It is espec@évant for analyzing how the

dependent variable changes as the independentbleasaifts. We thus used two
regression models: a generalized least squares| wbéa owners’ comfort in using

financial statements was the dependent variableadagit regression model when the
owner’s actual use of financial statements wasl#pendent variable.

Generalized least squares analysis examined thgorghip between the frequency
of financial statement preparation (dependent t#janever, monthly, quarterly,

yearly) 1-7 Likert scale ranking) and gender, ssfecommunity ( <5000, 5001 —

10,000, 10,001-25,000, 25,001 — 50000 and >50,00@)ether financial statements
are used to make decisions (yes/no), and religlifituse (confidence in accuracy of
financial statements (1-7 Likert Scale, 1= very faant and 7= not confident) +

comfort in ability to interpret financial statemen{l-7 Likert Scale, 1= very

comfortable and 7=not comfortable).

The regression model was follows:
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FSP = a+ biGender #,CS +bsUsed +hsRel

where:

FSP = frequency of financial statement preparations

Gender = gender of respondent

Used = whether financial statements were used t@rmacisions

Rel = owner comfort in using financial statementsowner comfort in

interpreting financial statements

5 Results

5.1 Sample characteristics

Table 2 shows the percentage of respondents byargteless than one-half of the
respondents’ highest educational level was highoaichJust over half of the
respondents had a bachelors or graduate degreait Ao-thirds of the business
owners were male. Almost one-half of the firms weoeganized as sole
proprietorships, followed by corporations (17.19% gartnerships (16.8%). About
37.9% of respondents were retail and about 42.1%¢ service firms. Approximately
33.6% of responding firms had total assets grehter $100,000. The distribution of
other firms among the various size categories \wasas. The total revenue of about
39.1% was greater than $100,000, and the distobutif firms among the various
other categories was similar.

Table 2.Characteristics of responding firms (n = 312)

Educational level Percent
High school 43.4
Bachelors degree 35.7
Graduate degree 16.1
Other 4.8

Gender
Female 34.6
Male 65.4

Legal structure
Sole proprietorship 49.3
Partnership 16.8
S-Corp 7.1
Corporation 171
LLC 9.6

Type of business
Retail 37.9
Services 42.1
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Agricultural 5.1
Manufacturing 6.8
Other 6.8
Total assets
< $10,001 17.7
$10,001-$25,000 10.5
25,001-50,000 11.2
50,001-75,000 14.8
75,001-100,000 11.2
$100,000 33.6
Revenue
< $10,001 15.9
$10,001-$50,000 26.5
$$50,000-$100,000 18.2
>$100,000 39.1

5.2  Regression analysis

The regression results in Table 3 (F = 10.65, gt at 1%; R2 = 25.11) show the
association between frequency of financial statérpegparation and (1) gender, (2)
community size, (3) whether financial statementsieged in decision-making and (4)
respondent assessment of their financial statemadiability. The coefficient for
whether financial statements are used to make idesis(coefficient=1.009,
significant at 1%) is directly associated with tllequency of financial statement
preparation. The more frequently financial statet®@ne used to make decisions, the
more frequently the financial statements are peghatonversely, the less frequently
financial statements are used to make decisiores,ldbs frequently the financial
statements are prepared. This finding provides @uppr H1 — frequency of financial
statement preparation is directly associated whkther financial statements are used
to make decisions.

Table 3.Least squares regression analysis with frequenéyafcial statement preparation as
dependent variable (n = 312)

Variables Coefficient
Intercept 6.543 ***
Gender - 0.770 ***
Community size 0.476 ***
Used to make decisions 1.009 ***
Reliability - 0.772 **=*

Notes: F = 10.65 *** - *** Sjgnificant at 1%

Financial assessment of decisions is often a deissae, because of the potential
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financial risk exposure. Firms that have their ficial statements prepared more
frequently may better understand the informatiorsle of the financial statements
than firms that have their financial statementgpgred less often. Firms recognizing
the informational value of financial statements haboly use them when making
decisions. This finding reflects recognition of thalue and importance of the
financial statements when making decisions.

The coefficient for reliability (coefficient = -072, significant at 1%) is indirectly
associated with the frequency of financial statemaeparation. The higher the
reliability ranking indicates less frequent statemgreparation. The lower the
reliability ranking indicates more frequent prepima of statements. This finding
provides support for H2 - the frequency of finahsi@tement preparation is directly
associated with whether financial statements agd ts make decisions.

Owners who are more confident in the reliabilitytbéir financial statements may
have the sophistication to understand the relevaricgood financial statements.
Financially sophisticated owners would be exped¢tedemand financial statements
that are reliable while less sophisticated owneag not understand the importance of
reliable financial statements. Financially sophkestied owners would require that their
financial statements be reliable so they could theefinancial information to aid
decision making.

The two control variables used in the regressiorevgender (coefficient = -0.770,
significant at 1%) and community size (coefficien0.476, significant = 1%). These
results indicate that firms owned by females hawarfcial statements prepared more
often than firms owned by males. The results alsmasthat size of community in
which the firm is located is directly associatedhafrequency of financial statement
preparation. Firms in larger communities have faiahstatements prepared more
often than firms in smaller communities.

6 Discussion

Financial statements provide some of the most kasicimportant information when
making decisions. Good financial decisions aredigeged on reliable financial

information and an ability to understand financtdtements. Ineffective decisions
can lead to poor financial management and, ultipatistress/failure (Headd, 2003).
Effective use of financial statements when makiegisions can lead to improved
financial management and position the firm to remaiable. Even with reliable

information, being able to understand and interpiieincial statements is a
prerequisite for effective decision making.

Understanding what factors affect the frequenciir@ncial statement preparation is
important because of the information value of fitiah statements. Firm decisions
have the potential to improve success or lead itaréa Financial risk, especially

important to evaluate, can be evaluated using @igdrstatements. Better financial
information is possible through more current ankitvinancial statements, and better
financial information can lead to better qualitycb@ons.

The findings of this study provide greater insighito what factors influence how
often small firm prepare financial statements. Tegpendent variable used in the
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study was the frequency of financial statement ar&ion. Financial statements were
selected because of their important role in tharfaial management of small firms
(Carraher and Van Auken, forthcoming; McMahon, 200Immons and Spinelli,
2004).

Two of the most important consideration affectirfie tfrequency of financial
statement preparation is whether they are used dakendecisions and owners’
confidence in their reliability. The finding showdldat both factors were associated
with the frequency of preparation. The positiveoagsion between frequency of
preparation and whether the financial statementse wesed to make decisions
suggests that owners recognized the informationevalf the financial statements.
More frequently prepared financial statements @elwmore current information that
can be used to better assess risk exposure amslaecbnsequences. Owners who
have financial statements prepared less frequaharently do not recognize the
informational value contained in the financial repaand associated potential value
of the information when making decisions. Of cour8ee frequency of financial
statement preparation does not guarantee goodiaesisy owners (Shields, 2010;
Timmons and Spinelli, 2004). The quality of theinalysis of the financial
information and their effective implementation guigotal issues affecting decision
quality (Carraher and Van Auken, forthcoming).

The results also show that frequency of finanditiesnent preparation was associated
with owners’ believe in financial statement relidii(comfort in using/confidence in
accuracy). The relationship indicated that finahstatements were prepared more
frequently if owner had less confidence in thelratglity. This finding is consistent
with Carraher and Van Auken (forthcoming), Neeleyd &/an Auken (2010) and
Busenitz and Barney (1997) who emphasize the irapog of good financial
information in a timely manner. Better and moreatde information can be obtained
from more current financial statements.

Owners who have financial statements prepared nfr@guently may be more

financially sophisticated and more fully understatitt informational value of

good/current financial information.  On-the-othemd, owners who are not
confident in their statements may simply opt to sppénd time and money on having
their statements prepared. Alternatively, theseneye may simply not be very
sophisticated and not recognize the informationalu& of current financial

statements.

Having confidence in the reliability of financialatements and high frequency of
preparation suggests that owners understand therfamze of financial information.

Carraher and Van Auken (forthcoming) found thatfiemce of financial statements
was directly associated with using them to makesitet. Owners may still rely on

advisors to draw conclusions about the informatiothe financial statements while
using their own judgment and analysis. On the §iige, they may be not having
confidence in the reliability of their financial adéments apparently limits the
frequency of preparation (e.g. why have them pregdthey are not reliable) This
sequence matches behavioral finance theory, inhwtiécision makers form beliefs
that influence their practice (Barberis and Tha?&Q2; Ritter, 2003).

The results also found that frequency of financihtement preparation was
negatively associated with gender in that frequesfdinancial statement preparation
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was more common among male-owned firms than femateed firms. Gender was
previously associated with small firm financial d#en in studies by Neeley and Van
Auken (2010), Cassar (2009), Carter et al. (2083), Coleman (2002).

The results also showed that frequency of finanskatement preparation was
positively associated with community size. Finahstatements were prepared more
frequently by small firms located in larger comntigs than in smaller communities.
Van Auken (2000) reported that firms in smaller commities may be more isolated
and have less access to resources, and that smallif larger communities had a
better understanding of financial management isstlen firms in smaller
communities. Lang, Calantone and Gudmundson (188lgve that small firms must
rely on external expertise, often not availablsnmall communities, when developing
business strategies. A better understanding ohfila issues would likely lead to
more frequent preparation and use of financialestants. Conversely, a weaker
understanding of financial issues would likely l¢adless frequent preparation and
use of financial statements.

7 Conclusions

This analysis of the factors associated with howeroffinancial statements are
prepared is based on a sample of 312 SMEs locatadsouthwestern US state. Few
studies previous have examined the financial sta¢snand their use among owners
of SMEs. This article therefore is important, caesing the critical role of financial
statements for stakeholders and the financial itnpa®wners’ decisions on firm
sustainability.

Owners who use financial statements to make decisiso have their financial
statements prepared more often but have less emtidin the reliability of their
financial statements. The financial statementsadse prepared more frequently by
women owners and by firms in smaller communitieisese findings may be due to
owners needing more current financial statementsnwinaking decisions, but also
because owners who are not confident in their irdrstatements would not want to
waste time with unreliable information. Training émsure that owners understand
financial statements can affect how the financidbrimation is used in decision
making. A better understanding of the informatiovelue of financial statements will
likely lead to more frequent preparation. Finangttements more likely to be
prepared more frequently if the owners better ustded the information value and
use the financial information for making decisi@sswell as having confidence in the
reliability of their financial statements.

The results of the study should be useful for ownefr SMEs and providers of
services to SMEs. Financial statements provide itapb information that should be
used, both by external evaluators and internadhyhelp guide decisions. Both owners
and providers of services can use the informationrtderstand which factors affect
their use of financial statements. Such an undedgtg of what factors have this
influence may improve the process by which finanstatements get incorporated
into decisions.

The limitations of this study provide avenues fanttier research. The study could be
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expanded to other areas of the world to explorerihces by region, ethnicity, type
of business, etc. The issue of frequency of firmstatement preparation, use of
financial statements and firm performance couldbbéh interesting and useful in
practice. The data was collected at a single goitime. A longitudinal study could
provide further evidence regarding what other feciofluence how and how often
financial statements are prepared, especially fa@esociated with a firm’s maturity
as well as over the business cycle.
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