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Purpose:
The purpose of this study is to investigate the impact of the prohibition to capitalise any
development cost in SMEs, as required by IFRS for SMEs (section 18.14), on SMEs’

managers’ decisions on investments in development activities.

Methodology:
The methodology applied in this study is represented by an experimental approach
structured in simulations built with Microsoft Excel. The empirical results are then

interpreted with the support of two-way mixed ANOVA in SPSS.

Theoretical perspective:
This study is based on economic consequences theory, as well as previous studies that
investigate the effects of certain accounting regulation.

Empirical foundation:
The empirical findings were collected through simulations sent out to 79 Master’s students
in Accounting and Finance enrolled at LUSEM in 2016/2017, out of which 25 answered the

simulation. These 25 responses represent the empirical foundation of this research.

Conclusions:

Based on statistically significant findings, this study concludes that an accounting regulation
which mandates the expensing of development costs decreases the tendency of managers to
spend money on development projects and causes them to prefer investments in PPE rather

than in development activities.



‘The art is not one of forgetting but letting go. And when everything else is gone,

you can be rich in loss’

(Rebecca Solnit)
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1. INTRODUCTION

1.1. Background
With the intention of having a significant future benefit (ACCA, 2015), companies,
regardless of how small or big they are (Hong and Lee, 2016), tend to spend part of their
money on research and development (R&D) activities. The importance of R&D for
companies is well explained by Ganapathy (2014). He believes that R&D is the trigger of
companies’ innovation and each failure of innovations is needed to finally succeed. In other
words, R&D can be used for accelerating organisations’ growth (Ganapathy, 2014) hence
economic growth (Lev et al, 2008). This process will lead to an increased society’s standard
of living (Lev et al, 2008). Therefore, we assert that R&D is an important topic to be further

researched.

The contribution of small and medium-sized enterprises (SMEs) in the innovation process
is seriously underpinned by policy makers. SMEs are a paramount part of the economy, and,
only in Europe, they account for around 99% of all enterprises and employ an increasing
number of persons (ec.europa.eu, 2017). This means that SMEs are columns of any economy

in terms of output, employment and technological change (Ortega-Argilés et al., 2009).

Various studies have shown the involvement of SMEs in the invention arena: as a matter of
fact, start-up companies, young entrepreneurs, university spin-off and small highly
innovative firms have sometimes altered entire industries, producing incredible
technological discoveries with a substantial impact which would normally be expected by
larger global corporations (Ortega-Argilés et al., 2009). It has even been argued that to
survive in the global competition and to tackle with technology development and product
variety expansion in the new manufacturing environment, SMEs must continuously engage
in product innovation (Laforet, 2008). In this way, SMEs will cope with the everyday more

persisting pressure due to globalisation (Ortega-Argilés et al.,2009).

The relative relevance of SMEs in consideration of larger companies has not been neglected
by the International Accounting Standard Board (IASB) that, since 2004, has been active in
the creation of a global set of financial reporting standards functional to the needs of SMEs.
The standpoint for this initiative is that full-IFRS (International Financial Reporting
Standards) are too complex for SMEs, so simplified standards with different cost-benefit

considerations were needed (IASB, 2015).



One of the most debated provisions contained in the IFRS for SMEs’ booklet (2015) is,
indeed, section 18.14, disciplining the accounting treatment of R&D investments. While
treating research costs as expenses is a globally accepted accounting policy, because of their
exploratory purview which may or may not lead to future benefits, the mandatory expense
of development costs is more controversial. This emerges clearly by 2012’s comment letters
in response to IASB’s Request for Information. The Request for Information was part of
IASB’s review of IFRS for SMEs concluded in 2015. The objective of the Request for
Information was to seek the opinion of all the interested parties, such as those who have
been applying the IFRS for SMEs, users, national standard-setters, professional bodies and
regulators on whether amendments to current standards were necessary or not (IASB,

2012).

In total, IASB received 84 comment letters and 73 of them expressed an opinion on
development costs. The question posed by IASB in its Request for Information was the

following;:

‘Should the IFRS for SMEs be changed to require capitalisation of development costs

meeting criteria for capitalisation (on the basis of on the criteria in IAS 38)?

(a) No—do not change the current requirements. Continue to charge all development costs

to expense.

(b) Yes—revise the IFRS for SMEs to require capitalisation of development costs meeting
the criteria for capitalisation (the approach in IAS 38).

(c) Other—please explain.
Please provide reasoning to support your choice of (a), (b) or (c)’
(IFRS Request for Information, 2012).

Option A was selected by 31 respondents, option B by 16 respondents and option C by 26

respondents.

Overall, no view has clearly prevailed and many notable institutions such as ACCA (2012)
(the global Association of Chartered Certified Accountant), EFAA (2012) (European
Federation of Accountants and Auditors for SMEs), EFRAG (2012) (European Financial
Reporting Advisory Group), FRC (2012) (Financial Reporting Council, the accounting
standard-setter in the UK), ICAEW (2012) (the Institute of Chartered Accountants in



England and Wales) and IFAC (2012) (International Federation of Accountants) proposed
to allow at least an option for capitalization of development costs. These institutions
motivated their stance pointing out the importance of development costs for many SMEs,
having a major impact on financial statements. The inclusion of an option is even seen as
beneficial for many jurisdictions, which may be incentivized to adopt IFRS for SMEs: several
countries in Europe are indeed allowing the capitalization of development costs for SMEs at
a national level. Moreover, advocates of the third option deemed that cost-effectiveness
considerations are not marginalized: permitting a choice allows those entities that do not
wish to incur the on-going costs of assessing the viability of a project to choose to expense
development costs, while companies engaging in significant development activities are often
able to assess the viability of projects and should, therefore, be allowed to capitalize. It is
argued that, by allowing capitalization, the information value of the accounts will be
increased: the mandatory requirement of expensing may fail to represent the story of the
business. In general, requests to investigate the topic more closely have arisen, to
understand whether the benefit of a mandatory expense (simplicity, increased

comparability) outweighs its costs.

Even the opinion of the SME Implementation Group (SMEIG) has been ignored. SMEIG is
an advisory body to IASB which supports and monitors the implementation of IFRS for
SMEs; its members are appointed by trustees of the IFRS foundation and are selected for
their knowledge of and experience in financial reporting for SMEs (SMEIG, 2014). In their
Report Paper, issued in 2013, they stated the following: ‘a slight majority of SMEIG
members recommend allowing SMEs an option to either expense (current treatment) or

capitalise development costs’ (SMEIG, 2013, p. 12).

1.2.Problematization
Described the relevance of R&D for SMEs and outlined the debate around the accounting
treatment of development costs (see background), we argue that it is important to analyse
the economic consequences of the current regulation issued by IASB, which mandatory

requires the expensing of development costs.

Economic consequences of accounting have been firstly identified by Zeff (1978). We have
already delineated that, in the case of IFRS for SMEs, several institutions submitted their

comment letters to express an opinion on the standards promulgated by IASB. This is very



similar to what Zeff (1978) recognised almost 40 years ago: the active intervention of third
parties in the standard-setting process. The interferences of managers, governments,
investors and creditors in the regulatory arena are motivated by the economic consequences
of the accounting pronouncements, which will have an impact on their well-being.
Therefore, Zeff (1978) argues that standard-setters should not neglect the economic
consequences because accounting absolves a social function that goes beyond pure technical
considerations. In contrast, Ruland (1984), who differentiates two standard-setting
approaches, neutral/faithful representation, and economic consequences, concludes that
regulators should not make any decision based on those consequences. However, both Zeff
(1978) and Ruland (1984) agree that accounting regulation will always have economic

consequences, described by Ruland (1984) as ‘social welfare effects of accounting’ (p. 226).

A study that supports their common ground, digging into economic consequence issues, has
been presented by Blake (1992). He differentiates three causes of economic consequences of
accounting: compliance/analysis costs, mechanistic consequences and judgemental
consequences. The similarity of these three causes is that they are triggered by the action of
actors. Compliance/analysis costs are generated by managers’ cost/benefit considerations,
mechanistic consequences are prompted by regulatory bodies’ enforcements and
agreements of companies with third parties such as banks and lenders, and judgemental

consequences are motivated by decisions taken by users of accounts.

When issuing accounting standards for SMEs, it appears that the main preoccupation of
IASB has revolved around compliance/analysis costs. The standard-setting body argues
that, allowing capitalization of development costs will increase policy option for managers,
resulting in a more complex set of rules than full IFRS. Moreover, they found their decision
on the consideration that SMEs will have difficulties to show whether the criteria for
capitalization are met (IASB, 2015): this means that cost of compliance for companies will
increase (IASB, 2015 and Blake, 1992). However, various commentators of this initiative,
through their comment letters, highlighted additional economic consequences possibly
arising by a mandatory imposition to expense development costs, going beyond
compliance/analysis considerations. For example, Ernst & Young (2012) believes that SMEs
that develop intangible assets find capitalisation of development costs useful when
presenting financial information; additionally, the current treatment (expensing

development costs) is viewed as a barrier to entry to smaller firms which are forced to lower



their profitability in contrast to larger counterparts allowed to defer the expense by applying
full IFRS (University of the Witwatersrand, 2012). Several commentators are therefore
concerned that the current rule will discourage SMEs to invest in research and innovation,
and this can represent a real danger: Asheim (1996) argues that, nowadays, competition is
played through innovativeness rather than productivity growth, so far that the economic

advantage of local economies often depends upon the ability of SMEs to make innovation.

An important study, which attempted to show the economic consequences in our area of
focus, i.e. R&D investments, has been performed by Cooper and Selto (1991). Investment
decisions of managers are tested in a multiperiod laboratory experiment targeting MBA
students, and findings suggest that standards allowing the capitalization of R&D are not only
beneficial for managers but for the society as a whole, given the greater amount of R&D
activities carried out when capitalization is taking place. However, we are of the opinion that
one of Cooper and Selto’s (1991) main assumptions is not always holding and could,
therefore, circumscribe the validity of their conclusions: specifically, we contest Cooper and
Selto’s (1991) presupposition of self-interested managers, which seeks to maximise single

period’s net income to get a higher compensation, even in start-up conditions.

We dissociate ourselves from such a claim: it has been widely described that, compared to
bigger companies, SMEs often present a governance structure dominated by
owner/managers, which eliminates the borders among entrepreneur’s innovativeness and
ideas with that of the firm (North and Smallbone, 2000; Varis and Littunen, 2010). This is
a feature that deeply differentiates SMEs from larger corporations, where managers often
have a compensation package based on reported income, a practice which is implemented
to overcome the stewardship problem (Beyer et al., 2010). So, while it is possible to affirm
that, in bigger companies, capitalization will be preferred by managers, because income
smoothing will maximise their current expected utility and personal return (Cooper and
Selto, 1991), we believe that this will not be the case for SMEs. Small firms are often cash-
limited, small entities managed by the owners (Nader et al., 2012). This feature of
complementarity between owners and managers led us to believe that SMEs, especially in
start-up conditions, will not present managers with a compensation package based on

reported income.

Instead of worrying about their personal return, SMEs’ managers will be more interested in

company’s survival and, especially, company’s ability to get loans, a crucial element for



SMEs prosperity and innovation (European Commission, 2016). According to Aziz and
Lawson (1989), companies have to sustain their income in order to survive. Relevant
indicators that are presented by Aziz and Lawson (1989) regarding going concern of a
company are strong operating cash flow, more investment in capital assets and high
capability of fulfilling their debt obligations. Moreover, the same financial indicators are
considered by lenders or financial creditors, who are the most important SME’s stakeholder,
because they act as loan providers (Deaconu et al., 2009). Specifically, Deaconu et al. (2009)
describe liquidity, solvency and long term investment as variables considered by lenders
when assessing creditworthiness. Accordingly, a study that is grounded on managers’
compensation package (Cooper and Selto, 1991), is not really relevant for SMEs. As a matter
of fact, basing studies on strong supposals such as stewardship theory, as done by Cooper
and Selto (1991), is typical of positivistic studies, which are always driven by an underlying

theory, often agency theory (Artsberg, 2017).

A different approach has been followed by Godfrey and Warren (1995), who are basing their
study on firms’ contracting equilibrium. Indeed, they view accounting standards as an
exogenous event which may affect company’s relations with third parties. Their reasoning
fits with Blake (1992) contractual consequences and, in the end, Godfrey and Warren (1995)
are able to show the impact of accounting on firm’s relations with relevant stakeholders.
What we derive from Godfrey and Warren’s (1995) study is the importance of external
parties as consideration for managers’ decisions, in contrast with Cooper and Selto (1991),
who base managers’ choices on self-interest in terms of their compensation package. Even
in our case, following Godfrey and Warren (1995), relationships with stakeholders are likely
to play a role. In particular, an influential position is occupied by financial creditors, who
are SMEs’ most important counterparties (Deaconu et al., 2009). Access to finance is a key
concern for SMEs and is considered fundamental for their growth and innovation (European
Commission,2016). Managers’ decision making, which comprehends R&D investments, will
be therefore influenced by their possibility to get credit lines from external parties.
Consequently, when accounting regulation mandates companies to expense development
costs, they will have more trouble to maintain their financial performance. Their
opportunities to get loans and, in turn, the amounts of R&D activities performed, will be

hence affected.



All in all, the various studies we mentioned before show that accounting is never neutral
(Arnold and Oakes, 1998) and that there will always be economic consequences because of
certain accounting regulations (Ruland, 1984). However, as far as we know, there are no
previous studies that specifically target small and medium companies and the effects of

accounting on R&D for SMEs.

Nowadays, not only it has been widely ascertained that innovation is the ‘elixir of life for
firms regardless of their size or attributes [and that] growth, success and survival, all
depend on the ability of firms’ to innovate on continual basis’ (Varis and Littunen, 2010, p.
129). SMEs, in particular, are also believed to have a higher propensity to innovate than
larger firms. It is because they are more dynamic, flexible, they present fast adaptability to
new challenges and are more responsive to changes in customer demands and variations in
economic conditions (North and Smallbone, 2010). It is, therefore, important to investigate
the effects of the provision contained in section 18.14 of IFRS for SMEs, which prohibit the

capitalization of development costs.

1.3.Research Purpose
The aim of our study is to investigate the impact of the prohibition to capitalise any
development cost in SMEs, as mandated by IFRS for SMEs (section 18.14), on investment
decisions in development activities. The effects of this imposition will be shown in

comparison to whether companies were allowed to capitalise such costs.

The decision-making behaviour of SMEs’ managers, rather than being dependent upon
earning maximisation (Cooper and Selto, 1991) is ascribed to considerations about
company’s survival and possibility to get loans (Deaconu et al., 2009), an important driver

for SMEs’ growth and innovation activities (European Commission, 2016).
Therefore, our research will investigate the following question:

What are the economic consequences on investment decisions in development activities

consequent the imposition to expense development costs for SMEs?



1.4.Research Structure
The balance of this paper is organised as follows. The next chapter, Theoretical Background,
identifies previously conducted researches in the field of economic consequences of
accounting; these prior studies are contextualised into our area of focus: the effects of the
prohibition to capitalise development costs mandated by IFRS for SME on managers’
decision making. Chapter 3, Method, describes the experiment we built to investigate our
research question, and includes the formulation of our hypotheses. Chapter 4, Results and
Discussion, presents the findings of our research determined by applying our chosen
statistic model: two-way mixed ANOVA. Then Chapter 5, Summary and Conclusions, briefly

sums up our research and points out our concluding remarks.



2. THEORETICAL BACKGROUND

The concept of economic consequences has been firstly introduced by Zeff (1978) and,
specifically, economic consequences are defined as ‘the impact of accounting reports on the
decision-making behaviour of business, government, unions, investors and creditors’
(p.56). This article is extremely relevant because it gives a generally accepted definition of
economic consequences subsequently employed by many researchers, and can thus be
considered as crucial for the development of research in the field of economic consequences

of accounting.

Zeff (1978) puts the accent on the external forces interfering in the standard-setting process,
especially managements and government representatives. Their intervention in the
standard-setting process is not related to traditional accounting questions of accounting
measurement and fair presentation but is driven by their interest in the economic
consequences of accounting pronouncements. Zeff (1978) recognizes various accounting
topics in regards to which economic consequences have been invoked: issues such as leases,
foreign currency fluctuations, domestic inflation and, indeed research and development
costs have particularly been under the limelight and accounting academics ‘busily
investigates the empirical validity of claims that these or other accounting standards may

be linked with the specified economic consequences’ (Zeff, 1978, p. 60).

Zeff (1978) concludes that standard-setters are faced with a dilemma. It is questioned
whether their decisions should rest only on technical considerations or whether they should
also listen to the concerns of third parties, which have to cope with the economic and social
consequences of accounting pronouncements. At one point, Zeff (1978) states that: The
issue of economic consequences has changed from one having only procedural implications
for the standard-setting process to one which is now firmly part of the standard-setters’
substantive policy work’ (p. 61), therefore suggesting that the FASB’s (Financial Accounting
Standards Board, the accounting standard-setter in the US) activity is not neglecting

economic consequences.

This is surprisingly different than what Ruland (1984) argues. He differentiates between two
opposite accounting policy making approaches, the former calling for neutrality and faithful
representation, the latter more focused on the achievement of good economic consequences.
While Zeff (1978) argues that FASB started to contemplate economic consequences, Ruland
(1984) takes FASB as the most notable advocate of the faithful representation approach.



Given that Ruland (1984) considers the two approaches as opposites, one excludes the other.
Notwithstanding, Ruland (1984) agrees that third parties lobby against standards perceived
to negatively affect their interests, advocating that social welfare is influenced by accounting

standards.

Going beyond the scope of our paper, we will not dig into standard-setting theories and will
not attempt to explain how standard setting bodies operate and reach their decisions;
however, a common observation raised by Zeff (1978) and Ruland (1984) which grounds our
research is the conclusion that accounting standards will have an impact on various parties,
implying that ‘accounting representations, be they faithful or not, will have consequences’

(Ruland, 1984, p. 225).

An attempt to develop a system to comprehensively study the economic consequences of
accounting regulation has been done by Blake (1992). In line with Zeff (1978) and Ruland
(1984), he explains that economic consequences arise because accounting numbers ‘trigger
off a mechanism that affects the economic position of the reporting entity’ (Blake, 1992, p.
306)

The author classifies economic consequences referring to their perceived causes, and three
major categories are identified: compliance/analysis costs, mechanistic consequences and
judgemental consequences. The first category encompasses cost/benefit considerations
carried out by managers because changes in accounting requirements will impact
companies’ costs of compliance with the new regulation. Mechanistic consequences and
judgemental consequences go further and embrace other areas pertinent to determine
economic consequences of accounting. Firstly, mechanistic consequences refer to those
economic consequences issues arising because the figures showed in the company’s accounts
will affect the economic position of the reporting entity in its relation with other parties
(Blake, 1992). They are of two kinds: regulatory, when the mechanism is imposed by a
regulatory body, and contractual, when the mechanism is based on a contract between the
company and some other parties, such as banks or lenders. Secondly, judgemental
consequences regard economic consequences issues arising because of decisions that are
taken by the users of accounts. They are distinguished between micro level (change of
conducts of individual users of accounts) and macro level (when a consistent range of users
is affected and therefore economic consequences will impact the political, economic and

social climate (Blake, 1992)).

10



The beauty of this model is tested referring to twenty examples of economic consequences
issues related to the accounting standard-setting activity of the Accounting Standard
Committee (ASC) in the United Kingdom and the Republic of Ireland. Even if not all
consequences are emerging in each single case, the usage of Blake’s (1992) model should not
be discouraged: indeed, the analysis of the author ‘identifies the full range of potential
causes and thereby sensitises interested parties to this rich variety of factors’ (p. 313).
Blake’s model can, therefore, constitute a reference to identify the economic consequences
emerging in a specific context under examination, or even to draw the attention to certain

economic consequences rather than others.

Arnold (1991), for example, concentrates her attention on regulatory consequences,
specifically those originated by a government’s initiative based on accounting numbers able
to affect the ‘economic position of the reporting entity’ (Blake, 1992, p. 306). A relation
between government, industry and accounting policy has been examined in the U.S. hospital
industry. The role of the state comes into play through Medicare, a programme established
in 1965; this plan provides health insurance coverage to the aged, and the legislation
introducing Medicare allowed a reimburse to hospitals in relation to ‘all reasonable costs

incurred in providing services to Medicare patients’ (p.122).

Arnold (1991) argues that the accounting methods used by hospitals to measure costs
implicate relevant economic consequences, because the accounting calculations are the basis
to determine ‘the amount of Medicare's cash payments’ (flowing from the state to the
hospital industry) ‘and therefore the distribution of public monies to the private sector’
(p.122). While conducting her study, Arnold (1991) does not want to neglect government’s
action, which, as she describes, has been largely ignored by previous researchers. This
implies that Arnold (1991) studies the economic consequences using a perspective that go
further than the traditional classical economic theories exposed by Holthausen and
Leftwich’s (1983), which, as Tinker et al. (1982) explain, fail to examine the effects of
accounting on the distribution of income and wealth within a broader social context’
(Arnold, 1991, p. 123). In the interest of reaching her goal to examine the effect of accounting
in a more comprehensive way, Arnold (1991) combines statistical and historical
methodologies, focusing on hospitals engaging in mergers and acquisitions. It is observed
that this practice, by increasing the book value of assets, consequently rose the return-on-

equity payments from Medicare. The economic consequences are then showed: stimulated

11



investment in the hospital industry and the development of a pattern of merger, acquisition
and consolidation to continuously enhance the cash flow benefits of assets. The historical
analysis conducted by the author, thus, shows that the development of hospital
conglomerates has been stronger than ever in a period when cost-based reimbursement

constituted a substantial portion of hospital revenues.

It is possible to conclude that the role of the state and, particularly, its use of accounting can
have important economic consequences, as in the above-described case. More researches in
industries, not only public such as Health Care but also private, are then desirable, given
that ‘the role of accounting in relation to the interaction between state and industry

remains largely unstudied’ (Arnold, 1991, p. 137).

We believe that Arnold’s (1991) strong contribution in the economic consequences research
area is her departure from positive accounting theory. She criticizes positivistic studies,
especially those based on agency theory, for too many apriori assumptions (Arnold, 1991), a
problem that is recognizable in several papers focusing on the economic consequences of
accounting: as suggested by Davis et al. (1982), the choice of the underlying theory will sway
researchers’ focus, and a strong standpoint such as the positive theory of accounting can
dangerously impact researchers’ findings. In other words, the authors make researchers
aware that the chosen perspective of analysis will affect not only the solutions that will be

found as accurate but also which aspects are studied.

The reliance on theories, such as agency theory, is a typical feature of the American research
tradition (Artsberg, 2017). It is often shown in contraposition with the European tradition,
characterised by a more open-minded approach. This second school of thought implies that
observations from different perspectives will occur to step over the boundary between theory

and practice (Artsberg, 2017).

We argue that positive accounting theory will not fit in every situation and ascribing
managers’ behaviour to self-maximisation interests would sometimes lead to distorted
conclusions. For example, Cooper and Selto (1991) describe the economic consequences of
capitalising or expensing R&D expenditures hypothesising utility maximizers managers,
evaluated on the basis of periodic accounting net income. This means that managers will
prefer to capitalise R&D costs rather than expensing them to reduce current R&D expenses,

leading to higher current profits and, consequently, higher compensations.

12



Cooper and Selto (1991) conduct their analysis in a multiperiod laboratory experiment; the
target of the experiments are MBA students, and they are divided into two categories:
capitalising group and expensing group. The findings show that, in such a simplified
experimental setting, the accounting treatment will influence the behaviours. More in detail,
‘[subjects] in the capitalising groups chose relatively more R&D projects and spent more
on R&D than those in the expensing groups’ (Cooper and Selto, 1991, p. 241). The paper
shows that a certain accounting treatment can cause suboptimal decisions: when R&D costs
are to be expensed, the investment in R&D projects will be reduced or excluded, meaning
suboptimal long-run firm performance (Cooper and Selto, 1991). Even if the authors claim
that ‘the same effects could be present in natural settings’ (Cooper and Selto, 1991, p. 241),
it should be pointed out that this conclusion cannot hold in every situation. As shown by
Cooper and Selto (1991), this study could help, for example, to predict the effect of SFAS No.
2 promulgated in 1974 in the U.S., which ‘mandated the expensing of R&D expenditures by
US. firms’ (p. 227). In that case, an analogy between their assumption of profit
maximisation motives driving management behaviours is likely to exist even in practice and,
as a matter of fact, their prediction of declining R&D expenses has been confirmed by several

studies, such as Horwitz and Kolodny (1980), Elliott et al. (1984) and Selto and Clouse
(1985).

However, their assumption that managers, especially in start-up conditions, will prefer to
capitalise R&D to increase their earning-based compensations, is contestable and is not
relevant to our focus research in small medium enterprises (SMEs). To make it clearer, we
believe that Cooper and Selto’s (1991) study investigates behaviour of bigger companies,
where separation between ownership and control is a common practice which may cause
owners to link managers’ compensation to companies’ profits, in order to overcome the
stewardship problem (Beyer et al., 2010). SMEs and start-ups, on the other hand, are often
small entities without separation between management and ownership (North and
Smallbone, 2000; Varis and Littunen, 2010) and we believe that the manager-owner
decisions will be guided by considerations far from maximising single period personal

return.

These other considerations are further explained by Deaconu et al. (2009). They identify
SMEs’ stakeholders by studying comment letters written by interested actors (accounting

professions, academics, auditors and companies) for IFRS for SMEs in 2012. Their findings
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lead to the conclusion that the most important stakeholders are financial creditors who
provide loans to SMEs, followed by shareholders, public authorities and managers,
respectively. Furthermore, Deaconu et al. (2009) identify the interests of each of these
stakeholders. In the case of financial creditors, the most important stakeholders, the authors
explain that their interests lie in the financial position of SMEs, which essentially is
represented by companies’ liquidity, solvency and long-term investment. Accordingly,
instead of focusing on their compensation package, managers in SMEs will pay more
attention to firm’s financial performance in order to get funding. The relevance of lenders
and the dependence of SMEs upon external financing has been highlighted even by the
European Commission (2016), which states that access to finance is one of the most

important concerns of most SMEs.

Another way for lenders to assess the financial health of companies who ask for loans is by
considering their going concern. Aziz and Lawson (1989) describes several indications for
potentially non-bankrupt companies. Companies that ‘generates higher operating cash
flows, invests more in capital assets, pays out more taxes and capable of carrying out more
debt’ (p. 60-61) are deemed to be healthier and more able to meet their financial
commitments. These aspects will become companies’ considerations when making decisions
and, of course, such decisions will be affected by the accounting regulation. In our study,
relevance is assumed by development costs which, depending on their accounting treatment
(capitalizing or expensing), will have a different impact on company’s financial performance
and, consequently, company’s capability to get loans: loans that are essential drivers for

SMESs’ growth and innovation (European Commission, 2016).

This last point, i.e. the power of accounting to influence firms’ relationships with third
parties, has been clearly shown by Godfrey and Warren (1995). Their study takes place in
Australia, and Firms’ responses to the introduction of Australian Accounting Standard 17,
Accounting for Leases (AAS 17, 1987) and Approved Accounting Standard ASRB 1008,
Accounting for Leases (ASRB 1008, 1987) are the focus of the paper. Their content is likely
to originate economic consequences: both standards make mandatory the capitalization of
financial leases, ‘thus bringing the finance leases of many firms on balance sheet and
increasing reported leverage’ (p. 201). The empirical analysis conducted by the authors

showed that ‘firms reduced their reliance upon finance leases and increased their reliance
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upon non-lease debt and shareholders’ funds’ (Godfrey and Wa