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Abstract

It is accepted that SMEs are major contributors to global employment and GDP. Similarly, SMEs’ reliance on bank
finance to maintain financial and operational sustainability is also globally accepted. In 2008, the Company’s Act of
South Africa was amended to scrap the statutory audit requirement for qualifying entities, with the aim of alleviating
the administrative burden of SMEs and increase their sustainability potential. As sound as this strategy may have been,
a grey area arose in that banks may still insist on audited financial statements. This study investigates the question as to
whether South African banks still consider audited financial statements as key in evaluating SME bank finance applica-
tions. This was done by analyzing the major banks’ requirements per their policies and follow-up discussions with loan
officers. Contrary to expectations, the historic focus per audited financial statements was considered of much less im-

portance than progressive future-oriented management statements and reports.
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Introduction

“Double, double toil and trouble; fire burn, and
cauldron bubble” the witches cackled in Shakes-
peare’s Macbeth (Shakespeare, 1985, 4.1:10).

If we did not know any better, one may be excused for
thinking Shakespeare was bemoaning the plight of the
small and medium enterprises (SMEs) of old. The
SMEs drive for sustainability is a topic of substantial
interest to contemporary academic management re-
searchers and practitioners. In the South African con-
text, the Global Entrepreneurship Monitor found that
the entrepreneurial activity (often the SME domain) in
South Africa has dropped by 34% in the 10 years lead-
ing up to 2014 (GEM, 2014). This research also found
that entrepreneurial confidence is very low compared
to the rest of Sub-Saharan Africa. This translates into a
perception that entrepreneurs are often not confident
that they can successfully start a sustainable business
in South Africa, which does not inspire much confi-
dence in South Africa’s SME market.

According to the Bankseta (n.d.), in order for SMEs
to be sustainable in the contemporary global market
environment, they have to be able to:

¢ attract and retain skilled managers and personnel,
¢ access to their intended markets;

¢ Dbuild customer relationships;

¢ access to the best-suited technologies;
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& access to sufficient production capacities;

¢ Dbe attentive to their role in social and economic
development;

4 access to finance and credit.

An interesting point to ponder when scrutinizing the
above is that attracting skilled personnel, gaining
access to markets, accessing to technologies and
having sufficient production capacities are all de-
pendent on the SME having adequate access to
finance, which may lead us to assume that access to
finance may well be the major constraint faced by
contemporary SMEs.

The above is reiterated by Ayyagari et al. (2012) and
Beck et al. (2005) who all consider the ability of
SMEs to grow and be sustainable to be very much
dependent on their access to finance. Banks, however,
have historically often regarded SMEs as of a higher
risk profile than larger corporations, especially when
it comes to granting finance (Mazaroll, 2012; Haynes
et al., 1999). Therefore, when applying for bank
finance, SMEs historically underwent a more rigor-
ous scrutiny process, which entailed mitigating such
risk by requiring audited financial statements in order
to extrapolate the required risk assessment tools when
applying for finance (SAICA, 2010). As such, audited
financial information has historically been used to
provide banks with better assurances of reliance on
business information.

In the contemporary South African business envi-
ronment, the advent of the new Companies Act, No.
71 of 2008 (referred to as the Act hereafter) has
brought about the abolishment of the statutory audit
requirement for qualifying companies (typically then
SMESs) and has introduced the new concept of the
‘independent review’ (Act, 2008). According to
SAIPA (2011), an independent review is an en-
gagement by which an accountant external to the



entity provides a limited assurance review on a set
of financial statements. Under current legislation,
qualifying entities have the option to choose be-
tween either i) an independent review or ii) a con-
ventional audit. This has caused a dilemma for
SMEs. Choosing the independent review route will
save them a substantial amount on auditing fees, but
might jeopardize their access to bank funding. The
flip side of the coin is to bear the cost of a more
expensive audit fee in the hope of improving their
chances of accessing to bank funding. As important
as bank funding may be to SMEs, the cost of an
audit, compared to the cost of an independent re-
view, will surely be a major consideration when
deciding which route to follow.

Abdor and Quartey (2010) and Bankseta (n.d.) esti-
mate that more than 90% of formal business entities
in South Africa are SMEs, while contributing up to
57% of the national GDP and as much as 61% of
employment. Taking i) the value that SMEs contri-
bute to South Africa’s economy into account, ii) the
fact that South Africa is currently struggling with
unemployment, and iii) the plight of the SME to be
sustainable, it is evident that having adequate access
to funding needs to be taken very seriously (Clay-
more, 2016; Bernstein, 2016).

1. Literature review

1.1. Defining the SME concept. Even though the
concept of Small and Medium Enterprises (SME) is
globally acknowledged, there does not seem to what an
SME actually is. Notwithstanding, in terms of its cha-
racteristics, Malhotra et al. (2007) refer to independent
business entities that have a manager/owner structure,
while also expressing the opinion that the number of
employees is the most common way of defining
whether an entity is classified as an SME or not. Ma-
hembe (2011), in turn, comments that SMEs are de-
fined either with reference to the number of em-
ployees, or to the value of annual turnover, or a com-
bination thereof. Consequently, the World Bank (2002;
2004) classifies SMEs as business entities with a max-
imum of 300 employees, less than U$15 million in
annual turnover and less than U$15 million in assets.

In a South African survey by Fin Mark (2010),
SMEs were defined as business entities with an
owner who is at least 16 years old, generates an
income through small business activities and em-
ploys fewer than 200 employees. Falkena et al.
(2001) extend this definition within a South African
context by adding a turnover not exceeding ZAR' 50
million. Even though it is evident that different eco-
nomic regions may have their own definition of

'ZAR being South African rand and the local currency. At the time of
writing the exchange was approximately U$1 = ZAR13.40.
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what an SME is, what does remain constant is the
fact that the intended thing being defined remains
the same, i.e., a business entity that is smaller than
the so-called big companies and corporations. For
the purpose of this paper, SMEs will be viewed as a
business entity that is a closely held business entity,
i.e. with a manager/owner organizational structure
with fewer than 200 employees.

1.2. The economic role of SMEs. Economists and
business experts agree that SMEs are very often key
drivers of economic growth through job creation,
increased exports and imports, and increasing pro-
duction volumes (Mahembe, 2011; Ayyagari et al.,
2007). Furthermore, SMEs internationally seem to
have a standard pattern of involvement in econo-
mies, for example:

¢ SMEs in Japan employ approximately 69% of
the domestic workforce and contribute approx-
imately 60% to the GDP (Robu, 2013).

¢ SMEs in the European Union employ up to two-
thirds of the domestic workforce and contribute
up to 52% to GDP (Robu, 2013).

¢ SMEs in the UK employ approximately 60% of
all private sector employment and contribute
47% to all private sector turnover (FSB, 2016).

¢ SMEs in Canada employ up to 70% of the total
private workforce, while contributing between 25
and 41% of the GDP (Industry Canada, 2013).

¢ SMEs in the USA employ approximately 58%
of the private workforce and contribute approx-
imately 65% to the GDP (Robu, 2013).

¢ SMEs in South Africa account for as much as
91% of formal business, contribute up to 57% to
GDP and employ close to 61% of the domestic
workforce (Abor & Quartey, 2010).

It is, therefore, obvious that the sustainability of the
SME sector should be of paramount importance to
policy-makers, economists and academics globally. A
flourishing SME sector should ultimately contribute to
stimulated economic growth and job creation. The
inverse, however, is also true. If SMEs are not enabled
to be sustainable, the economic repercussions on the
(un-)employment and GDP levels can be crippling. If
financing is considered to be one of the most important
factors impeding SME growth, economic policy and
regulations must endeavor to make access to funding
less inhibiting to SMEs.

1.3. The importance of bank finance. Malhotra et al.
(2007) state that literature on corporate finance indi-
cates that the lack of finance is a key obstacle to com-
pany growth. Wattanapruttipaisan (2003) extends this
viewpoint to an SME perspective and states that access
to finance is one of the main reasons why SMEs often
struggle. According to Mills and McCarthy (2014),
bank loans (as a form of finance) have always been of
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crucial importance to SMEs. Research also indicated
that more than 80% of SMEs regard banks as their
primary source of business funding (NFIB, 2012; Ma-
hembe, 2011). However, although bank finance seems
to be the most preferred source of SME financing,
Mazanai and Fatoki (2012) found that only approx-
imately 30% of SME financing applications are even-
tually approved.

1.3.1. Accessibility of bank finance: an SME per-
spective. In interviews with various accounting
firms, the ICAEW (2009) found that partners were
often of the opinion that their SME clients found
access to finance difficult. The severity here of was
described as from fairly difficult to the belief that
banks just were not lending anymore. There is a
saying that the bank will loan you as much money as
you want as soon as you can prove that you do not
need the loan. Although this statement may be con-
sidered as facetious, the OECD (2009), nonetheless,
considers access to finance as one of the most sig-
nificant challenges for SMEs’ sustainability.

¢ From a global perspective, the overwhelming
consensus is that SMEs are indeed facing tough
credit conditions (European Union, 2002). Mau-
dos (2013) endorses this view by providing the
following international data:

¢ In Portugal, 45% of SMEs considered banks
as being reluctant to provide credit, while
38% of Irish SMEs shared this viewpoint.

¢ In Spain, as much as 27% of SMEs indicated
that access to finance is their most serious
problem, while more than 57% considered the
banks as being reluctant to provide credit.

¢ In Greece, as much as 31% of SMEs indi-
cated that access to finance is their most se-
rious problem, while 49% considered the
banks as being reluctant to provide credit.

¢ Although not as severe, 10% of German
SMEs and 13% of French SMEs indicated
that access to finance is their most
serious problem.

¢ From a South African perspective, accessing
finance is also one of the main constraints
listed by several surveys and SME studies
(Mahembe, 2011; Berry et al., 2002; Fatoki &
Garwe, 2010; Chimucheka & Rungani 2011).
Research conducted by Fatoki and Asah
(2011) indicated that 91% of SMEs surveyed
stated that they needed external finance from
a commercial bank for i) working capital
(40%), ii) to invest in fixed assets (57%), and
iii) for business acquisitions (3%). Notwith-
standing such needs, only 39% successfully
applied for finance.
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From the above statistics, we can gauge that financ-
ing constraints are not unique to certain countries or
even demographic areas, but is, in fact, a global
phenomenon.

1.3.2. Availability of bank finance: A bank perspective.
While SMEs may be of the opinion that banks are
simply not making finance available, bankers blame 1)
SME owners for a lack of demand for credit products
and ii) the regulators for requiring more stringent crite-
ria when approving SME loans (Wiersch & Shane,
2013). As such, it may very well be that banks make
less credit available because they themselves are strug-
gling to raise funds and are also taking some strain due
to inter-bank lending constraints (OECD, 2009). Not
only has the recent global economic crises com-
pounded SME sustainability difficulty by creating a
drop in demand for goods and services across the
board, but also placing strain on bank finance availa-
bility by tightening credit terms. This has caused
access to funding in the SME market space to become
very tight (SBA, 2011).

Mills and McCarthy (2014) confirm this trend when
they argue that banks are often either too strict when
considering funding applications or are outright unwil-
ling to provide funding. In defence of the banking
sector, one can argue that the high failure rate of SMEs
may be a reason why access to credit is difficult, as the
risk profile of SMEs is somewhat tarnished (Mazanai
& Fatoki, 2012). There are of course several other
reasons why SMEs may find access to finance harder,
which, according to Malhotra et al. (2007), include 1)
the unpractical policies in the financial sector (e.g.,
higher interest rates), ii) the lack of SME-related exper-
tise at banks, iii) the inherent higher risks associated
with SMEs, and iv) information asymmetries, such as
no statutory requirement for audited financial state-
ments. These reasons are supplemented by Mazanai
and Fatoki (2012) who identify i) high administrative
costs of small-scale lending, ii) asymmetric informa-
tion, iii) high risk perception, and iv) lack of collateral
as key reasons why banks may be reluctant to give
loans to SME:s.

1.3.3. The SME finance gap. A key reason for the
discrepancy between what SMEs seem to be claim-
ing and what banks are rebutting with could be attri-
buted to a finance gap. Simply put, it implies that
there are a number of viable SMEs that are unable to
obtain funding from banks. This financing gap, ac-
cording to Mazanai and Fatoki (2012), can be as
large as 80% in OECD countries and as large as
90% in non-OECD countries. Asymmetry of infor-
mation is a key aspect impeding SMEs in accessing
bank finance (Stiglitz & Weiss, 1981). This implies
that banks have to evaluate applications without
understanding the dynamics of an SME’s business



model and performances, leaving them to make best
guess evaluations in such applications. Obviously,
with banks not being in the risk-taking business, it
will lead to decisions under moral hazard and ad-
verse risk conditions (Mazanai & Fatoki, 2012).

Turton and Herrington (2012) and Mahembe (2011)
state that South African SMEs have constrained
access to the financing they need. A survey done by
FinMark (2010) indicates that although an average
of 84.4% of SMEs applied for bank loans, only
33.3% of these loans were successful. This data
supports the perception that there is a real, signifi-
cant finance gap in South Africa.

1.4. The relevance of audits in SMEs accessing
bank finance. /.4.1. To audit or not to audit? The
preceding discussions have established that access
i) to finance is of paramount importance to ensure
SME sustainability, ii) that problems related the-
reto is a universal problem, iii) that bank financ-
ing, per se, is a crucial part of the SME financing
culture and iv) that there is a perception that
banks are too strict in their lending criteria.
Banks, on the other hand, seem to be of the opi-
nion that unsuccessful financing applications are
to be blamed on various external factors that in-
fluence their risk assessments and analysis of the
applicant’s information. With the abolishment of
the statutory audit requirement for qualifying
companies in South Africa the question that needs
to be answered is whether this will further in-
crease the problem of asymmetric information and
thereby further impede an SME’s chances of ob-
taining access to financing.

Research conducted by Berger and Udell (2006)
concluded that banks are very active users of finan-
cial statements and will more often than not require
financial statements when considering an application
for financing — be it audited, reviewed or at merely
compiled by suitably certified/licensed accountants.
Nevertheless, there seem to be conflicting view-
points on the aspect of the value banks may or may
not attribute to audited financial statements.

¢ On the one hand, it is argued that the role of an
audit is to give the users of the financial statements
a reasonable assurance that the information is pre-
sented reliably and fairly. Collis et al. (2013) state
that financial institutions in South Africa often re-
quire audited financial statements when consider-
ing a loan application. Wignaraja and Jinjarak
(2015) also found that audited financial statements
had a mostly positive effect on bank loan applica-
tions, while Tsaia and Huab (2009) and Kim and
Elias (2008) found that audited financial state-
ments had a positive effect on the interest rates at-
tached to approved finance applications.
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¢ In somewhat conflicting findings, Wright and
Davidson (2000) indicate that the auditor’s attesta-
tion did not have an effect on the bank’s decision-
making process. Furthermore, Kim and Elias
(2008) found that during interviews with senior
lending officers, audited financial statements were
often not required. Although this may be because
smaller banks may fashion their loan criteria on a
more personal, soft approach, i.e., knowledge
about the owner and the business, the fact remains
that audited financial statements were not required.
In contrast, larger banks may tend to focus more
on hard information, i.e., information that can be
verified somehow. Studies have further found that
the attestation report only comes into play when it
indicates a situation in direct contrast to healthy fi-
nancial statements (Guiral-Contreras et al., 2007).

1.4.2. The value of an audit. Berger and Frame (2005)
raise the point that one of the reasons larger business
entities may find access to finance easier is because
their information is not regarded as opaque, as is the
case with smaller business entities. An important
reason for this is because larger firms have access to
audited financial information on a regular (statutory)
basis. SMEs, on the other hand, tend to suffer from
opaque information, which places them in the preca-
rious position of providing the lenders with enough
information to requirements. Therefore, due to SME
information often being regarded as opaque and
asymmetric, banks may be more reluctant to approve
loan requests if audited financial statements are not
provided. Because the information is regarded as
third-party reviewed, a loan officer may regard au-
dited financial information as of greater importance
when checking for reliable information (Le, 2012;
Kim & Elias, 2008; Feschijan, 2008).

Taking it one step further, research conducted by
Wignaraja and Jinjarak (2015) and Mahembe (2011)
found that business entities using external audit re-
ports were more likely to have credit available and
have a better chance of successfully applying for
loans. Furthermore, a survey done by IFAC (2010)
confirmed that lenders highly value audited financial
statements and regard the audit function as key in
reducing information asymmetry. In further support
of the audit importance within this context, one of
the methods used by banks to evaluate a loan appli-
cation is called financial statement lending, in which
loans are evaluated primarily based on the financial
statements of the borrower. This obviously requires
trustworthy financial statements, which audited fi-
nancial statements as such provide. For SMEs with
transparent financial information, this method pro-
vides some distinct advantages, and the opaque in-
formation dilemma is nullified quickly and reasona-
bly cost-effectively (Berger & Udell, 2004).
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The above arguments support the premise that audited
financial statements may be advantageous to SMEs.
As sound as this reasoning may be, the changes to the
auditing landscape brought about by the Act would
have forced banks to adapt and modify their approach
to SME lending practices.

2. The purpose of the paper

With the advent of the independent review and the
abolishment of the statutory audit requirement for qua-
lifying companies in South Africa, banks may become
more stringent in their evaluation of bank finance ap-
plications to compensate for the perception that unau-
dited financial information may be less reliable than
audited financial information. In evaluating finance
applications, therefore, banks may i) request more
information to be presented, ii) justify the perceived
risk by raising interest rates, iii) attach stricter finance
terms, iv) require more collateral, or v) even decline
the finance application outright. All of the above ac-
tions may have far-reaching ramifications as far as the
sustainability of SMEs is concerned. It is, therefore,
crucially important for South African SMEs’ own-
ers/managers to understand whether the choice be-
tween an independent review and a conventional audit
may have any potential negative ramifications as far as
accessibility to bank finance is concerned. SMEs may
very well be caught between a rock and a hard place in
that if it decides not to audit its financial statements,
the SME might end up with devastating cashflow chal-
lenges. The inverse is also possible and an SME might
choose to audit its financial statements at great cost,
but have a bank that does not place much value on
whether the financial statements are audited or not
when assessing credit applications. One might sum-
marize the problem SMEs face by asking: “To audit or
not to audit, that is the question”.

3. Research method

Within the context of South African SMEs, and in light
of the aforementioned, this paper’s research problem
focuses on whether it is prudent for SMEs to have their
financial statements audited or not. The purpose of this
investigation was to determine the value that South
African banks place on audited financial statements
when considering funding applications from SMEs. In
order to establish this, the informational requirements
from four of the biggest banks in South Africa were
analyzed. According to data published in 2014, these
four banks represented 82% of the banking market
share of South Africa at the time (The Banking Asso-
ciation of South Africa, 2014). Loan application infor-
mation applicable to SMEs were obtained from banks’
websites, supplemented by hard copy applications avail-
able from the banks themselves. The information re-
quired for an SME to apply for a loan in terms of these
loan applications was subsequently scrutinised, and
clarified by discussions with applicable loan officers.
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The remainder of the article will, therefore, reflect
on whether audited financial statements hold any
advantage to South African SMEs in applying
for bank finance, before providing some conc-
luding remarks.

4, Results

It was indicated earlier that banks will often request
updated financial statements or management ac-
counts when assessing an application, and even re-
quire audited or reviewed financial statements.
However, it is not clear whether these requirements
are actually a make or break consideration in lend-
ing decisions by banks.

From a South African perspective, the following
table provides a summary of the essential responses
of the banks to the proposed application as far as the
financial information required.

Table 1. Bank requirements in consideration
of SME finance application

Description Bank1| Bank2 Bank 3 Bank 4
Audited financial state- No No No No - pos§|bly
ments for new clients
Indepgndently reviewed Yes Yes Yes Yes
financial statements
Cashflow statement Yes Yes Yes Yes
No - unless [No—unless  [No —unless
financial financial financial
Management statements | Yes
statements |statements  |statements are
aredated |are dated dated
Business plan Yes Yes Yes No
Financial information of Yes  |Ves Yes Yes
directors/members/partners
Security required Yes Yes Yes Yes
In consideration of the above information,

the following:

¢ Audited financial statements: none of the banks
insisted on audited financial statements as a
prerequisite.

¢ Independent review financial statements: although
the banks required financial statements, there was
no insistence on audited financial statements and
independent review statements were accepted.

¢ Cashflow projection: all the banks required
cashflow projections.

¢ Management statements: all the banks required
the most recent management statements.

¢ Business plan: three of the four banks re-
quired, indicating that this was something
deemed of value.

¢ Financial information for directors, members
and/or partners: all the banks indicated that the fi-
nancial position of stakeholders is an important
consideration.

¢ Security requirement: all the banks required
adequate availability of suitable collateral.



Therefore, it may be deduced that South African banks
have become more risk adverse and are leaning away
from relationship lending and more towards a risk-
based lending strategy. If one scrutinizes the above
requirements more intently, one finds that historic
information (i.e., audited financial statements) is less
prevalent than current and future information (i.e.,
cashflows, management accounts and owner security).
For an SME to have a bank consider its funding appli-
cation favorably, it will have to be able to indicate i)
that adequate security is in place, including the finan-
cial position of key stakeholders, and ii) that repay-
ment of loans can be reasonably guaranteed from an
anticipated cashflow perspective.

Concluding remarks and future research

South African policy-makers have attempted to ease
the regulatory burden of SMEs by abolishing the
statutory audit, which placed a burden on SMEs in
terms of fees, accounting systems and timeframe
pressures. This change in the Act, as well intended
as it may be, had the potential of creating a damned
if you do, damned if you don’t situation. SMEs
could easily get caught up between what the new
Act requires as far as financial reporting is con-
cerned versus what financial institutions may require
as far as access to finance is concerned.

This paper focused on the potential impact on
SMESs’ accessibility to bank finance in light of doing
away with the statutory audit for qualifying entities.
In investigating this potential impact, both a liteture
study and empirical investigation were conducted. A
review of relevant published research indicated the
following key points:

¢ SMEs play a crucial role in the economy of
most countries throughout the world.

¢ Even on a global scale, access to finance is a
major concern for SMEs, and they mostly rely
on banks as an important source of external
funding for their operations.

¢ Banks seem to have tightened their lending cri-
teria, and have historically favored audited fi-
nancial statements as supportive when consider-
ing related SME fund applications.

Notwithstanding the above indications, the results
section of this study indicates that audited financial
statements may have lost its appeal as a key reliance
criterion for banks when assessing finance applica-
tions. The investigation into the banks’ requirements
indicated the following:

¢ Banks currently view historical information, as
provided in the audited financial statements, of
lesser value in comparison to the current and fu-
ture anticipated performance of the SME. This is
seen in the emphasis placed on current man-
agement accounts and cashflow projections.
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¢ The ability to provide adequate security also seems
to carry more weight than the historical informa-
tion portrayed by financial statements. Conse-
quently, the requirement for key stakeholders to
declare their personal financial position as part of
credit application processes is needed.

Seen in light of the above, it may be argued that,
after the 2008 credit crisis, banks have perhaps be-
come more risk adverse and will almost to a fault
only lend money if enough security has been made
available by the applicant, including its sustainabili-
ty vision, not its historical successes.

From the above, we can infer that banks have adapted
to the requirements of the Act and no longer insist on
audited SME financial statements, and do accept inde-
pendently reviewed financial statements. Armed with
this knowledge, SMEs can now make more informed
decisions as to whether they want to bear the financial
burden of an audit engagement. Although cases may
differ from bank to bank, and from client to client, the
overall consensus from banks seems to be that audited
financial statements are no longer a prerequisite for a
successful loan application. It seems, against expecta-
tions, that audited financial statements are no longer
the boogieman causing SMEs to lie awake at night.
Although the question of how to access bank funding
still remains for most SMEs, at least to audit or not to
audit is not the question anymore.

This research acknowledged that the problem of
accessibility to finance is a global SME problem and
the invaluable contribution SMEs have on global
employment and GDP levels. This being said, it is
important to bear in mind that the approach of banks
towards the value of audited financial statements in
terms of SME financing applications was restricted
to a South African perspective. Banks in different
countries may have different views on the value of
audited financial statements.

The research was also localized on bank funding
applications. The conclusions drawn may, therefore,
not be applicable to other avenues of SME funding.
As such, the research in no way tries to indicate that
an audit has lost all value to SMEs. The value of an
audit may still be found in various other applica-
tions, such as providing accurate management deci-
sion-making, potential tax-saving benefits, preven-
tion of theft and corruption in an organization, and
the structuring of equity transactions.

The research also looked at the problem a bank
perspective. Future research can been undertaken to
investigate the same problem from an SME perspec-
tive — it may be that what the banks preach in terms
of the requirements may not be what they practice
when SMEs apply for funding.
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