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ABSTRACT 

This study is concerned with investigating the significance of 
information contained in the cash flow statements of Libyan investment 

companies. A Variety of Libyan investment companies' have been 

investigated Specifically, there are three major objectives of this study: 
(1) to analyse to what extent the alternative methods of cash flow 

statement preparation assist in evaluating the operating activities of 

companies by investors. (2) To investigate the purpose of preparing cash 
flow statements in Libyan investment companies (3) To find out to what 

extent the cash flow information helps present and potential investors 

and creditors in their decision-making. 

To accomplish the objectives of this study, both quantitative and 

qualitative approaches are employed. Firstly a questionnaire survey was 

undertaken with officials at the Libyan Investment Companies. Secondly, 

two groups of interviewees were approached. Eight interviews were 

conducted, 4 with investors and 4 with preparers. 

The findings revealed that the Libyan investment companies prefer the 

direct method of reporting cash flows above the indirect method of 

reporting cash flows they preferred the direct method because the direct 

method was perceived to help them to make decisions about the 

allocation of scarce resources. The direct method was also perceived to 

help them in making predictions about the outcomes of past, present and 
future events. The results show that the cash flow statement has 

advantages such as providing information about liquidity and providing 
information about cash receipts and cash payments. It provides 
information which enables the users to estimate future cash flows if 

prepared under the direct method. The results also reveal that the cash 
flow statement helps decision makers to take decisions concerning the 
financial requirement. 
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CHAPTER ONE 

INTRODUCTION TO THE STUDY 

1.1 Introduction 

This chapter provides an overview and describes the structure of this 

thesis. Nine sections are contained in this chapter. Section 1.1 

introduces the chapter. Section 1.2 provides background to the research 

and the context. Section 1.3 presents the research objectives and 

questions which establishes the purpose of the study. Section 1.4 

justifies the research study. Section 1.5 discusses the research 

methodology. Section 1.6 outlines the contribution of the research 

findings while Section 1.7 outlines the structure of the thesis. 

1.2 Background to the Research 

The financial statements include the cash flow statement to provide 

information about a company's cash inflow and outflow for a period of 

time if the direct method is used. The growing importance in reporting 

cash flow data internationally can be seen from the IASC issuing IAS7 

(revised 1992), which took effect from 1 January 1994 and superseded 

IAS7 "Statement of Changes in Financial Position" issued in July 1977. 

The objective of IAS7 (revised 1992) is to provide information about 

the historical change in cash and cash equivalents by means of a cash 

flow statement. The cash flow statement is classified under three 

standard headings cash flow from operations, investment, and financing 

activities. The direct method shows each major class of gross cash 

receipts and gross cash payments within operations. The indirect 
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method adjusts accrual based net profit or loss for the effects of non- 

cash transactions within cash flow from operations. 

The meanings of cash and cash equivalents presented on statements of 

cash flow are defined in IAS7 as below: 

"Cash comprises cash on hand and demand deposits. 

Cash equivalents are short-term, highly liquid investments that are 

readily convertible to known amounts of cash and which are subject to 

an insignificant risk of changes in value" (IASC 2000: 111). 

Cash flows on the cash flow statement must be identified with three 

main activities of enterprises as required by FAS No. 95 (and IAS 7). 

These are cash flow from operating, investing and financing activities. 

(Nurnberg 1993), that is, enterprises derive the cash used for investing 

activities and settlement of outstanding financial obligations in an 

accounting period from internal and external sources. Internal cash 

resources originate from the net cash generated from current operations. 

External cash resources come from financing activities such as 

borrowing and receiving cash from the sale of equity shares (Wallace et 

al, 1997). 

Operating activities are the main activities involved in the revenue 

producing activities of the company and other activities that are not 

investing and financing activities. Investing activities involve the 

acquisition and disposal of long-term assets and other investments 

except short-term investments. Financing activities are activities that 

result in changes in the size and composition of the equity capital and 

borrowings of the enterprise (IASC 2000). 
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1.3 Research Objectives and Questions 

This research aims to evaluate the extent to which Libyan investment 

companies rely on the information provided by Cash Flow Statements, 

and focuses on sector differences. 

To achieve the aim of the research this study sets the following 

objectives: 

9 To analyse to what extent the alternative methods of Cash Flow 

Statement preparation assist in evaluating the operating activities of 

companies by investors. 

" To find out what differences extent between the ways different 

sectors treat the information provided by Cash Flow Statements. 

" To assess the impact of the Cash Flow Statement on investment 

decisions of Libyan investment firms. 

" To investigate to what extent the cash flow information helps present 

and potential investors and creditors in their decision-making. 

Research Questions 

This study aims to answer the following questions below. 

1. What methods of Cash Flow Statement preparation do Libyan 

companies use? 

2. Should Cash Flow Statements be reported for external and/or 

internal purposes? 

3. What impact does cash flow information have on investment 

decisions of Libyan investment firms? 
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1.4 Justification for the Research 

Cash Flow Statements are important sources within financial statements, 

as suggested by the Financial Accounting Standards Board (FASB 

1978). Moreover, cash flows are involved in various economic decision 

contexts such as liquidity and solvency evaluation and performance 

evaluation, 

Many studies have investigated the ability of Cash Flow Statement data 

to predict future cash flows. In addition, most research has been 

undertaken in the USA and UK. There has been no published research 

undertaken in Libya. (Aloud 2005). 

Libyan investment companies have doubts regarding the usefulness of 

cash flow statements, as there is little evidence on the usefulness of the 

Cash Flow Statement, in the case of Libya (Aloud 2005). This makes 

users of financial statements unwilling to use cash flow information in 

their decisions. Libya is a developing country with a unique political 

system based on the "Third Universal Theory" of the Green Book which 

was produced by Muammar Al Gadhafi in the 1970. (president of Libya) 

This current research focuses exclusively on the information provided 

by Cash Flow Statements in Libyan investment companies, and fills a 

gap in the literature. The investment in Libya is important to the 

economy, as it represents a significant revenue base for the future of the 

country (Otman and Karlberg, 2005). 
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1.5 Methodology 

Research approaches were categorised into two types namely: 

qualitative and quantitative. In fact, much of the debate on the choice of 

research methods has tended to concentrate on and revolve around the 

choice between qualitative and quantitative methods. In this research the 

two approaches were chosen to achieve the main aim of the research. 

The questionnaire was designed according to the model that contains 

the three main factors: methods of Cash Flow Statement preparation, 

purpose of preparing Cash Flow Statements and the effect of cash flow 

information on investment decisions. The questionnaire appears in 

English translation in Appendix (4). The first section serves to identify 

the details of the respondents and provides demographic data, such as 

their gender, their classification such as general manager, director of 

department, internal auditor, Accountant, their experience, the 

qualifications of the respondents, and other information related to the 

type of company. 

The objective of the second section is to measure and evaluate the 

extent to which Libyan investment companies rely on the information 

provided by Cash Flow Statements. This section contains three parts to 

measure the objectivity. The first part attempts to measure methods of 

Cash Flow Statement assessment used by Libyan investment 

companies. 

The second part attempts to measure the purpose of preparing Cash 

Flow Statements. The third part attempts to measure the impact of cash 

flow information on investment decisions 
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Interval scales are used when the respondent is asked for responses in 

the form of a rank ordering as the evidence is put into categories. The 

numbers assigned indicate the ordering of the categories (Remenyi et al 

2002). In this questionnaire, they were asked to circle one of the five 

boxes on a five-point scale that ranged in agreement from (1) strong 

disagreement to (5) strong agreement. Therefore, an interval scale is 

found to be suitable for this study. A Likert-type scale is employed in 

this study. This type of scale suggested that every statement in the scale 

has the same attitudinal value, weight or importance in order to reflect 

an attitude towards the issues examined by the scale (Sekaran 2003). 

The questionnaire was piloted with the supervisory team and a number 

of colleagues from the academic community. 

Comments and suggestions were incorporated in the second version of 

the questionnaire. Finally, the questionnaire was translated into Arabic 

and, along with an English version, was given to a translation expert for 

comments. 

The interviews (semi-structured and unstructured interview formats) 

were used as questions were designed to obtain open answers. 

Interviews were conducted in order to approach some issues that could 

not be captured properly or analysed through a quantitative approach. In 

general, this can be approached more easily by one-to-one discussion. 

Preparers and investors are represented in the sample of interviewees 

and are expected to provide information in private meetings. They are 

expected to explain issues related to the significance of information 

contained in the Cash Flow Statements of Libyan companies based on 
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the three factors (methods of Cash Flow Statement preparation, 

purposes of preparing Cash Flow Statements and the effect of cash flow 

information on investment decisions) 

The interview research builds upon the general objectives of the 

research. Thus, testing the views of investors in a Libyan Investment 

Company and the views of preparers regarding the issue of methods of 

Cash Flow Statement preparation was the first general objective. 

Examining the views of investors and preparers, related to the purpose 

of preparing cash flow statements, was the second general objective of 

the research. The last general objective related to the effect of cash flow 

information on investment decisions. 

A letter explaining the objectives of the study and ensuring the 

anonymity of responses was sent in advance to the respondents. The 

themes of the questions were given in advance as a reminder to the 

interviewee about the meeting and also to allow the interviewee time 

and scope to prepare for the meeting. Telephone calls one day before 

the meeting were also made to confirm the interviews. 

At this stage, two groups of interviewees were approached. Eight 

interviews were conducted, 4 with investors and 4 with preparers, as 

these two groups have a direct influence on the issues related to the 

significance of information contained in the cash flow statements. 

The collected data from interviewees is analysed by using key 

information. These procedures were continued in seeking the themes 

and patterns in the data. Concepts underlined in the analysis were 

analysed according to the research framework. Also new themes or 
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concepts that were highlighted in the interviews were handled in a 

flexible way and considered in relation to the research's framework. 

This involved grouping together answers from the different interview 

transcripts by topic per the interview guide and allowing the guide to act 

as a descriptive framework for analysis. Once answers had been 

grouped by topic, they were analysed using key information. 

For the analysis and interpretation of the data, however, this step mainly 

depends on the orientation of the researcher and the objectives of the 

study that focused on methods of Cash Flow Statement preparation, 

purpose of preparing Cash Flow Statements and effects of cash flow 

information. 

Finally, to highlight the contents of the interviews, the grouped and 

summarised answers were compared and contrasted, showing the degree 

of agreement/disagreement between the interviewees. Their quotations 

have been used in order to bring out their thoughts and ideas about the 

discussed topics. 
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1.6 Structure of the Thesis 

This research study contains seven chapters. 

Chapter one: presents the research background and purpose of the 

research, explains the objectives and questions of the research and 

provides a summary of the research methodology. It also stresses the 

significance of the study in terms of the contribution to knowledge. 

Finally, the structure of the thesis. 

Chapter two: highlights the Libyan social, political, economic and 

legal systems, the state of accounting education. This chapter also 

provides a brief history of the Cash Flow Statement and benefits of cash 

flow information; the chapter discusses the objective and scope of IAS7 

Cash Flow Statements. 

Chapter three: critically reviews' the literature related to the Cash 

Flow Statement. However, the methods of Cash Flow Statement 

preparation are examined. The chapter presents the purpose of preparing 

Cash Flow Statements and the effect of cash flow information on 

investment decisions. Finally, a number of previous studies conducted 

in this area are reviewed. 

Chapter four: Discusses the methodology and methods used to carry 

out this research. The research objectives, study sample and population 

and hypotheses were presented. As the study employed two methods of 

data collection quantitative and qualitative methods (survey and 

interviews), these two methods were discussed in details. Other 

methodological issues will also be discussed in this chapter. 
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Chapter five: analyses the findings of the survey. The primary data 

collected through the questionnaire will be presented in this chapter. 

The chapter analyses and summarises the questionnaire data that was 

collected from officials in the Libyan Investment Companies. However, 

the major aim of the chapter is to examine the study hypotheses, using 

the relevant statistical tests namely, Analysis of Variance (ANOVA) 

and to discuss the study hypotheses. 

Chapter six: The data collected from the eight interviews with 

Preparers and investors in Libyan Investment Companies are analysed 

and interpreted in chapter 6. This chapter aims to provide in-depth 

evidence about the main issues that this study attempts to address. 

Chapter seven: addresses three issues; namely, the summary of the 

study chapters, focusing on the findings of the study, recommendations 

of the study, some guidelines and directions for future research and 

limitations of the study. 
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CHAPTER TWO 

THELIBYAN BACKGROUND 

2.1 Introduction 

In order to gain a better understanding of the Libya context, this chapter outlines the 

economic, political and social systems in Libya. A brief historical background of 

the country is followed by an exploration of the environment and its accounting 

practices. An account of Libyan accounting education is also provided. Finally, the 

Libyan investment structure is reviewed. 

2.2 Historical Background 

Libya is an Arab state which has a strategic geopolitical location in North Africa, as 

it links Eastern with Western Africa and Southern Europe with the rest of Africa. 

The total area of Libya is nearly 680,000 square kilometres, although more than 90 

per cent of the land is desert. Libya has a population of almost five and a three 

quarters million, with about 51 per cent males and 49 per cent females (UN, 1991: 

34 and Central Bank of Libya report 2005). The Islamic religion and Arabic 

language are two elements that characterise Libyan culture. The country has been 

subject to many foreign occupations, including the Ottoman Empire's long 

occupation (1551-1911) and European tutelage (1911-1951). Early Libyan history 

was influenced by foreign conquerors, including the Phoenicians, Greeks and Italian. 

However when Libya became an independent State in 1951 the UN agreed to 

sponsor a technical aid programme that emphasised the development of the 

country's agriculture and education systems. Foreign powers, notably Britain and 
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the United States, provided development aid. The aid programmes were a result of 

allowing the UK and the US to maintain and use military bases in Libya over a 

period of 20 years starting in 1953 (Wright, 1981; Otman and Karlberg 2007). 

Steady economic improvement occurred, but the pace of this development was slow, 

and Libya remained an underdeveloped country which was heavily dependent on 

foreign aid. This situation changed after 1959 when research prospectors from Esso 

(later renamed Exxon) confirmed the location of major petroleum deposits in Libya 

(Wright, 1981; Vandewalle, 1998). Further discoveries followed and commercial 

development was quickly initiated by concession holders. The discovery and 

exploitation of oil turned the country into a wealthy nation with the potential for 

extensive development. On September 1,1969, the political system of the country 

changed as military and civilian officers seized power. The initial proclamation of 

the Revolutionary Command Council (RCC), declared the country to be a free and 

sovereign State, called the Libyan Arab Republic. Among the RCC members was 

Muammar Al Gadhafi, who served both as Prime Minister and Defence Minister. 

Gadhafi, who is referred to as "the leader, " produced in the 1970s a book in three 

parts known" as The Green Book, which utilised the Third Universal Theory to set 

forth his political, economic and social programmes. Moreover, from this date a 

new system was introduced to Libyan policies. 

In line with its intended populist and socialist character, in 1977 the official name of 

the country was changed to "The Socialist People's Libyan Arab Jamahiriya (Wright, 

1981: 191), although throughout this research, the country is referred to as "Libya". 

Since Libya became as socialist state, to be governed by the people, authority has 
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been transferred to the General People's Congress (GPC). 

In 1993 the UN imposed sanctions on Libya to encourage the Libyan government to 

hand over two suspects of the Lockerbie airline bombings in 1980 in Scotland. 

During 1999 the UN sanctions which included a ban on military sales air 

communications and certain oil equipment were suspended. The bans, which had 

severely impacted on the Libyan people, became the main driver for Libya's 

modernisation of the oil and gas industry. As a result of bans the Government (GPC) 

introduced a series of liberalisation measures. The general purpose of these 

measures was to cut back on public expenditure and to gradually bring to an end the 

funding that contributed to such expenditure. The Government also promoted 

private investor initiatives in different sectors (Vandewalle, 1998). The first set of 

reform measures, approved in 1987 and 1988, allowed the construction of self 

management or collective ownership businesses. Other developments included the 

issue of regulations governing the privatisation of selected public enterprises and 

the lifting of restrictions on private wholesale trade. 

In September 1992, a privatization law was passed to regulate the private sector 

businesses in the national economy and to open up a number of public-sector 

enterprises for privatisation. The law's key goal was to regulate. And improve 

private sector investments. The law identified the economic sectors in which the 

private sector and individuals could invest. These sectors include production, 

distribution and service activities in industry, agriculture, transport, commerce, 

finance, tourism and the private practice of professionals. The law authorized the 

establishment of privately funded businesses, a long with family and individual 
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activities. On the basis of a proposal presented to the General People's Committee, 

the law permitted the sale of publicly held enterprises to private ownership. In 1997, 

the State issued Act Number 5, which concerned Foreign Capital Investment 

Encouragement. The Act encouraged foreign investments in areas that would result 

in a transfer of modem technology, a multiplicity of income resources, which would 

contribute to the development of products, so as to help Libya enter into 

international markets. Little progress, however, has been made in this area. The 

sanctions were lifted after the Libyan Government reached a settlement with the 

families of the Lockerbie victims in 2003. On 19th December 2003 Libya, Britain 

and the United States announced a deal whereby Libya would abandon its weapons 

of mass destruction (WMD) in return for improved relations. Thereafter, the United 

States also rescinded its ban on travel to Libya and authorized U. S. oil companies 

with pre-sanction holdings in Libya, to negotiate for their return to the country once 

economic sanctions were lifted fully (Otman 2005). 

Libya's cooperation led to relations warming with the US and in April 2004, when 

the US economic sanctions against Libya were ended, a written statement from the 

White House Press Secretary stated, "U. S. companies will be able to buy or invest 

in Libyan oil and products. U. S. commercial banks and other financial service 

providers will be able to participate in and support these transactions (Otman 2005). 

Since then, the Libyan Government, with its new relationship with European 

countries and USA, has attempted to play a higher profile role on the world and a 

number of international companies have invested in Libya. In an attempt to give a 

greater role to the private sector in economic activity, the past four years have 
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witnessed a continuation of the privatisation policy of some manufacturing and 

service companies (Central Bank of Libya, 2006) 

2.3 Libyan context 

The history of financial accounting in Libya is short. The first recognised body to 

govern accountancy in Libya can be traced back only to independence from the 

Italian occupation in 1952. The body was called the State Accounting Bureau 

(SAB). The SAB was established by Law No. 31 in (1955) under the responsibility 

of the Ministry of Treasury. The Law was amended to guarantee the independence 

of the SAB and became responsible directly to the Ministries' Council of Libya 

under the Audit Bureau of 1966 law. 

As a consequence of the Al-Fath September Revolution (AR), the structures of the 

government have changed to consist of an executive branch and a legislative branch 

represented by the Revolutionary Command Council (RCC). According to article 

No. 1 of the SAB Law 79 of 1975, the SAB is "an independent agency affiliated to 

the RCC and its purpose is to apply effective control over the public funds". As the 

RCC transferred its authority to the GPC in 1977, the SAB has become responsible 

directly to this new legislative body. 

In 1988, a new body called the Institution for People's Control and Follow-Up was 

created as a result of the merger between the SAB and the Central Institution for 

General Administration (CIGA) by Law No. 7, and thereafter renamed as the 

Institution of People's Control and Follow-Up (IPCFU) in 1996. The main 

objectives of the IPCFU, initially, were to provide the auditing services and 
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administrative control of all the state agencies, departments, organisations aided by 

or in receipt of loans from the government, and any other corporation to which the 

state was holding more than 25 per cent of the capital. The purposes of the audit 

services were to ensure that these state agencies and their organisations were 

operating according to the financial regulations and guidelines set up by their 

relevant secretariats (ministries) and were meeting the social and economic 

objectives. The IPCFU's responsibilities have been extended to include the auditing 

services of foreign companies and joint ventures operating in Libya, with the 

purpose of ensuring that these companies operated in accordance with Libyan laws 

and regulations. 

2.4 The accounting profession 

Many developing countries were subjected to long periods of colonisation by 

developed countries. Therefore, colonisers were responsible for administering the 

country's affairs and implementing their laws and systems. Libya was not an 

exception. Western international accounting firms, mainly from Great Britain and 

the USA, were responsible for the commencement and development of the 

accounting system and profession in Libya. This continued to be the case even after 

the country's independence, as the lack of locally qualified and expert accountants 

reinforced the dominance of western companies. Bait-El-Mall et al (1973: 2) stated 

that 

"Accounting principles and auditing standards in Libya follow those of Britain- a 

derivative of British rule after the Second World War. Large firms and government 
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advisers were British, and, until the First of September Revolution in 1969, the 

director of the State Accounting Office, J. H. Newbegging, was a British Chartered 

Accountant ". 

The discovery of oil in the 1960s led to the development of the economy and 

provided the country with enough money to establish and develop economic 

activities. Therefore, the demands for accountants' services have increased. In 

addition, more reliable information has become of interest to stockholders such as 

investors, creditors, and managers as well as state agencies. The limited number of 

locally qualified accountants accordingly led the government to place no restriction 

on Libyans to work as professional accountants provided they held an accounting 

qualification (Buzied, 1998). Furthermore, foreign accounting firms started to open 

branches in Libya. According to Bait-El-Mall et at (1973) a few years prior to 1973, 

all public accounting firms were branches of foreign firms. Further, those foreign 

accounting firms were controlled largely by foreign head offices. As a result of the 

Nationalisation Act, post 1969, and the lack of regularity in accounting and auditing 

standards and practices, there was an urgent need to set up a professional body, to 

take the responsibility for developing a general framework of accounting. 
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To meet the is demand, Law No. 116 was issued in 1973. This is the first ever 

recognised law to govern accountancy and related areas. The law covers: 

i. the establishment of the Libyan Accountants and Auditors Association (LAAA), 

ii. registration of accountants; 

iii. Operation of the profession; 

iv. fees and pensions and contribution fund; 

v. obligations of accountants and auditors and 

vi. penalties and general and transitional provisions. 

The LAAA was established in June 1975 with the following objectives: 

- To organise and improve the conditions of the accounting profession and to raise 

the standards of accounting and auditors professionally, academically and 

politically; 

- To recognise and participate in conferences and seminars related to accounting 

internally and externally and to keep in touch with new events; 

- To establish a retirement pension fund for its members; 

- To increase co operation between its members and to protect their rights and 

- To take action against members who violate the traditions and ethics of the 

profession. 

2.5 The Libyan Commercial Code 

The Libyan Commercial Code (LCC) was issued in 1953 and has been amended a 

number of times. It covers rules on corporation books and records keeping and 

financial reporting. The LCC version 1972, Article No. 58, requires that each 
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enterprise must have at least the following books: 

(i) a journal, 

(ii) an inventory book and 

(iii) balance sheet book. 

However, before being used, the books must be notarised by the Court of First 

Instance. According to the statement made by the government in 1972, Article 

No. 570 corporations (joint stock companies) are required to keep the following 

records: 

i. a register of members; 

ii. a register of bondholders; 

iii. a minute book of members' meetings; 

iv. a minute book of director's meeting; 

v. a minute book of statutory auditor's meetings; 

vi. a minute book of executive committee's meetings and 

vii. a minute book of bondholders' meetings. 

Further, the provisions of LCC states that every corporation's board of directors is 

responsible for preparing a balance sheet and a profit and losses account once a year. 

Article 573 of LCC details the items of assets and liabilities that must be reported in 

any corporation's balance sheet. The financial statements are to be reported to the 

general assembly of shareholders for approval (Libyan Government, 1972 Article 

572). A copy of an approved balance sheet and profit and loss account must be 

submitted to the Commercial Registrar (CR) within thirty days of its approval. This 
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is to be accompanied by the director's report and auditing board report (Libyan 

Government, 1972, Article 583). 

2.6 Tax Law 

The first tax law used in the country was the Italian tax law in 1923. After 

independence, the new government asked for technical help from the UN to reform 

its economy, and continuation of the 1923 Italian tax law was one of the UN's 

recommendations (Bait-El-Mall, 1981). In 1968, the government had used the 

Italian tax law, which was used before independence, with modification to suit the 

Libyan environments. This law became the first unified tax law to be implemented 

in Libya (El-Sharif, 1981). Before the last version of the present tax law in early 

2005, there was a second attempt to establish a tax law to suit Libya in 1973. 

According to Bit-Al-Mall (1981: 51), the new tax law No. 64 1973 shows no 

significant differences from the previous one. 
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2.7 Libya's Economic Environment and its Accounting Practices 

Hagigi and Williams (1993) point out that those countries which have different 

financial reporting practices, are determined by factors such as its accounting 

principles, tax regulations, economic conditions, legal setting, sociological 

considerations and environmental characteristics. Therefore, numerous 

environmental factors can influence the development of accounting practice 

presented in the international accounting literature. It has been argued that there are 

different patterns of accounting application and practice in different parts of the 

world. Moreover, Briston (1990: 215) argues that "each country is different and has 

different needs. The purpose of accounting is to serve society. As a consequence, 

accounting is likely to be influenced by the different political, economic, social and 

religious environments in which it operates". Also, Hofstede (1993) states that there 

are numerous theories that only partly apply outside the borders of their countries of 

origin. In this respect, Mueller (1968) suggests four elements of differentiation: 

1-State of economic development: national economies often vary in terms of the 

extent of their development and nature, ranging from the developed to the 

developing economies. 

2-State of business complexity: national economies can vary in terms of their 

technological and industrial know-how, which can create differences in both 

business needs and business output. 

3-Shade of political persuasion: national economies can vary in terms of their 

political systems, ranging from the centrally-controlled economy to the market- 
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oriented economy. 

4-Reliance on some particular system of law: national economies often vary in 

terms of their legal systems. They may rely on either a common-law or code law 

system; or they may have protective legislation, such as unfair trade and antitrust 

laws. 

2.8 The Influence of Culture 

Research indicates that another cause of variation between national accounting 

systems is cultural differences. Cultural differences between nations are identified 

as an important influencing factor on reporting and disclosure behaviour with regard 

to financial statements. One of the prominent researchers on cultural differences is 

Hofstede's (1980,2001) cultural framework is built on the premise that people from 

around the world are guided by different attitudes, beliefs, customs, morals and 

ethical standards. Societies are based upon different traditions, rituals, and religions; 

and promote different views regarding family, work, social, and personal 

responsibilities. Hofstede's framework was originally comprised of four dimensions. 

The first dimension - individualism/collectivism - is widely acknowledged as a 

defining element of culture. In individualistic societies people are expected to look 

out after themselves, whereas in collectivist societies there is a greater emphasis on 

group welfare and loyalty. Individualists value independence and self-expression, 

and tend to believe that personal goals and interests are more important than group 

interests. In contrast, collectivists tend to view themselves as members of an 

extended family or organization, place group interests ahead of individual needs, 

and value reciprocation of favours and respect for tradition. The second dimension - 
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uncertainty avoidance - represents the extent to which people feel uncomfortable or 

threatened by ambiguous and uncertain situations, and thus create belief systems 

and institutions in order to promote conformity. Societies with higher levels of 

uncertainty avoidance place greater value on security (e. g., financial, social), feel a 

greater need for consensus and written rules, and are intolerant of deviations from 

the norm. In contrast, individuals with low uncertainty avoidance rely less on 

written rules and are more risk tolerant. A third dimension - masculinity/femininity 

- refers to the extent to which a society embraces predominately male or female 

values. A masculine society places greater value on success, money, and personal 

accomplishments, whereas a feminine society places greater emphasis on caring for 

others and quality of life. In a masculine society individuals are more aggressive, 

ambitious, and competitive; whereas individuals in feminine societies are more 

modest, humble, and nurturing. A fourth dimension - power distance - reflects the 

degree to which a society accepts that power in organizations is distributed 

unequally. 

Individuals in societies characterized by higher levels of power distance tend to 

follow formal codes of conduct and are reluctant to disagree with superiors. 

Individuals in societies that are lower in power distance, on the other hand, do not 

feel as constrained by perceived or actual differences in status, power, or position. 

According to Tsang (2004) different national cultures have different ways of 

structuring the organisations and motivating employees, which can impact on 

individual elements of the organisation's performance. Hamid et al. (1993: 132) 

stated that culture "may be taken to refer to all those social, political and other 
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factors which influence individuals' behaviour... as such, religion is admissible as a 

cultural factor". In respect of Libya, Aghila (2000) points out that family, religion 

and language have a significant effect on the attitudes and behaviour of people both 

in Libya and in Arab society in general. 

In Libya, the family operates as a small society, with its members being assigned to 

a hierarchical order, according to age and generation. Authority and leadership are 

the preserve of the father, grandfather, or eldest son (El Fathaly, 1977, cited in 

Ahmad, 2004). The approach is supported by the Islamic faith and Arab custom, 

which acknowledge a status hierarchy (Bjerke and AI-Meer, 1993), in which 

authority is practised frequently by leaders at the community level and at the family 

level by the father. 

Furthermore, as in other Arab countries Libya is characterised by the extended 

family, clan, tribe and village, which play an important role in the community's life 

and in people's relationships with one another (Agnaia, 1997). In addition, personal 

relations and family contacts can play a greater part in gaining business and career 

promotion than practical experience or academic qualifications. Loyalty to the 

family, clan, and tribe along with the emphasis placed on regionalism and 

sectarianism, occasionally outweigh loyalty to a profession and sometimes the law 

(Agnaia, 1997). 

Lewis (2001) argues that if culture influences accounting practices, then so does 

religion, if only because religion influences cultural values. The Islamic tradition 

places ethical/social activity ahead of individual profit maximization. Speculative 

investments, such as margin trading, are not allowed because Islam bans 
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transactions the involve uncertainties. Partnerships are a common form of business 

organization. That is, Islam recognizes and encourages commerce. Although it 

requires business activities to be conducted in compliance with principles enshrined 

in the Sharia*. What is lawful (Halal) and unlawful (Haram) for various aspects of 

business activity is prescribed. The Sharia's prescriptions include all areas of 

trading activity. It advises the nature of allowable traded goods and services, as well 

as the mores of business conduct (Hamid et al. 1993). 

"According to Hamid et al. (1993) the Quran (the revealed words of God) and Sunnah (Contains God's inspired acts; sayings 

of the Prophet Mohamed) are the material sources of Islamic Law. Together, they are referred to as the Sharia. 
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Archambault and Archambault (2003) maintain that these factors limit stock market 

development. Trust underlies relationships, thereby reducing the need for 

accounting as a means of financial reporting and disclosure. Therefore, businesses 

in Islamic nations may disclose less information. However, Goodrich (1986) found 

no association between accounting principles and socioeconomic factors. One of 

these socioeconomic factors investigated was the Catholic culture. 

As most of the Libyan population are Muslim, Islam plays a very important role in 

the community's life and in people's relationships with each other. Furthermore the 

revolutionary system is committed to Islam and has on a number of occasions 

clearly reaffirmed Islamic values. For example, in November 1973, the new law 

appeared which emphasised the Islamic Sharia in all facets of the Libyan legal 

system. 

Following the revolution in September 1969 and consistent with the Muslim faith, 

all alcoholic beverages were forbidden. Bars and nightclubs were closed, and 

"provocative" entertainment was banned. The use of the Muslim calendar was made 

mandatory. This was evident, even through legislation such as the Libyan Tax Laws 

encouraged companies operating in Libya to be involved in some charitable 

donations. For instance, the companies are granted a tax privilege for making 

donations to an officially recognized charity and for contributing to their 

employees' pensions. According to the relationship between labour and their agency 

in Islam, Allah's Messenger (peace be upon Him) said that "give the hireling his 

wages before his sweat dries" 

*AI-Tirmidhi Hadith, Hadith 888, Narrated by Abdullah Ibn Umar. 
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Furthermore, Islamic societies may exert pressure on organizations to be involved 

in charitable activities. In this context Al-khater and Naser (2003) suggest that 

religious groups might be seen as an active pressure group in the Islamic world. 

These groups may have a predisposition to invest in businesses that pay Zakat* and 

other charitable donations. 

Therefore, it is important for institutions to demonstrate to the public that they 

contribute to the well-being of society, just as other business enterprises do. Thus, 

this might support the argument that in a society concerned with social issues, user 

groups (i. e. stakeholders) may exert more power, possess greater legitimacy, and 

have their claims viewed with greater urgency. As societal values can influence 

managerial values, decision makers (i. e. managers) in societies that are 

characterised as having a strong interest, or concern with social issues, may be more 

cognizant of stakeholder claims and consequently attach greater importance to them. 

2.9 The Influence of Political and Economical Environment System 

Political and economic systems can influence organisations and people's behaviour 

in numerous ways. It has been argued that political or governmental stability affects 

accounting in a number of ways. In societies where accounting rules are set by the 

government and where major changes in the people governing the country are 

frequent, accounting procedures may undergo similar changes (Alhashim and Arpan, 

1992, cited in Saleh, 2001). They also assert that it is natural to see that 

governmental instability tends to result in economic instability. 

* Zakat, meaning alms, is one of the five pillars of Islam 
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Economic instability, such as inflation and changes in exchange rates, places 

certain demands on accounting. Under such circumstances, accounting 

conservatism increases as a result of the general uncertainty about future economic 

and political trends. Belkaoui (1985) hypothesised that as political and civil 

violations and repression increase, the extent of disclosure and reporting by 

businesses diminishes. The degree of political and civil freedom in a country is 

generally assumed to depend on the degree of political rights and civil liberties 

evident in the political and civil structure (Gastil, 1990). According to Lin (1993 

cited in Mashat, 2005) violations of political rights and civil liberties associated 

with various forms of political structure, tend to restrict political and civil freedom 

and may then act as an obstacle to full and fair disclosure. 

Goodrich (1986) found a significant correlation between political systems and 

accounting practices. "Political factors, like political system types and international 

organizational membership, are significantly linked to the accounting groups. " 

Goodrich (1986: 23). Deese (1998) argues that economic freedom may be related to 

economic development and, therefore, corporate disclosure (Salter, 1998). Williams 

(1999) also revealed a positive association between the level of political and civil 

repression and the extent of social and environmental information disseminated in 

the annual reports of Asia-Pacific companies. 
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The Libyan economic and political system is based on what is termed "the Third 

Universal Theory", which is based on the 'Green Book' authored by Muammar Al 

Qathafi. He argued that all previous theories undertake the economic problem from 

either the perspective of ownership of any of the elements of production, or from 

that of the wages for production. Their attempts to resolve the problem of 

production failed due it being based on 'a wage system'. This system divests 

workers of any right to the products being produced, whether a society or a private 

establishment. In his Green Book, Al Qathafi also emphasised that the freedom of 

an individual could be marginalised or even result in potential slavery and 

exploitation where their needs are totally controlled by others, which could create 

conflict. According to the Third Universal Theory the objectives of the new socialist 

society is to create a happy society through freedom. This can only become reality 

after satisfying man's material and spiritual needs, and that, in turn, happens through 

the liberation from the control of others. Satisfaction of these needs has to be 

achieved without exploiting or enslaving others as this contradicts the aspirations of 

the new socialist society. 

Thus, a citizen in the new socialist society can secure their material needs through 

being self-employed, or by being a partner in a collectively-owned establishment. 

Alternatively they can render a public service to society which repays the service by 

providing for their material needs. Therefore, it is proved, economic activity is 

driven by the satisfaction of material needs. Once these needs have been met then 

the activity should cease, as the wealth of the world is considered limited. 
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Any excess gained by one person will be to the detriment of another person's share; 

further the concept of amassing a surplus for the sole purpose of creating profit is 

contrary to the new socialist ideals. Allowing private economic activity to amass 

wealth beyond an individual's needs and employing others to secure savings is 

considered the very essence of exploitation. Additionally, the new system 

emphasises the importance of workers' full rights by promoting the concept 

"Partners not Wage-earners". 

However, in AI Qathafi' Green Book, he also emphasized that wage-earners who 

improved their wages may still be a type of slave, adding that the natural order of is 

"those who produce, consume". An explanation was also given that from ancient 

times until now the economic factors of production are composed of. raw materials, 

which are the instrument of production and employees. He further argued that the 

natural rule of equality is that each of the factors has a share in the production 

process and should any of them be withdrawn, there production will cease. He 

further claimed that as each factor is fundamental, they are all equal within the 

production process. For this reason they all should have equal rights to what is 

produced. 

Within Libyan organisations, the structure is managed by what is termed `the 

People's Committee'. Members of this committee, including the head of the 

company, are chosen from within the company, with each individual employee 

having the right to be a member. Thus, employees have opportunity to contribute at 
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the top of the hierarchical structure. Social relationships amongst colleagues can be 

a strong factor in this process, rather than educational qualifications or period of 

experience. Thus, all Libyan organisations should address issues that are related to 

employees' rights and their protection. In particular, economic activities have to be 

decided upon within the boundaries of society's values. That is, the employees must 

be dealt with as partners, rather than as wage-earners. On the other hand, public 

organisations, which are considered to be owned by society, seek to provide the 

basic services and goods to the citizen, rather focusing on the maximizing of profit. 

2.10 Libyan Accounting Education 

Education has been recognised as a key element in political and socioeconomic 

development. Many African nations have, since independence, based their 

education systems on their colonial background and the wider political, economic, 

social and cultural setting (Ghartey, 1993). Accounting education is a part of the 

wider education system of the country it serves. Libya's education had two periods 

of development. The first period was before independence, when no formal 

accounting education or training existed for the local population (Kilani, 1988; 

Buzied, 1998). For example, Stanford Research Institute (1969, cited in Ahmed, 

2004) concluded that during the period of colonisation, more than 90 percent of 

Libyans were illiterate. Very few Libyans had been given the opportunity to study 

at university or to qualify for a recognised profession at the time of independence. 
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In the second, post independence period, the accounting system was divided into 

two levels: pre-university and university levels. It is of note that accounting 

education was first offered at university level in 1957, by the Accounting 

Department in the Faculty of Economics and Commerce at the University of Libya 

(now called Garyounis University)* . The accounting department has been an 

influential force in accounting education in Libya since its foundation. In the period 

1957-1981 it was the only faculty to offer accounting education at university level. 

The growing demand for accountants and accounting services in the early 1980s 

increased the need for accounting education at the higher education level. As a 

result, other universities also began to offer accounting programmes between 

the 1980s and early 1990s. 

The accounting education curriculum from 1957 to 1976 was strongly influenced by 

the British education system, as Libya was administered by Britain from 943 to1952. 

Indeed, many accounting faculty members were educated in the UK before they 

came to Libya to teach. The academic year was a nine-month year, with a bachelor 

degree being offered over a four year period (Garyounis University, 1972). Since 

1976, the accounting programme offered by the Faculty of Economics and 

Commerce at Garyounis University has moved to the American model. The new 

system is based on two sixteen-week semesters instead of a full nine months 

academic year (Garyounis University, 1976). 

-------------------------------------------------------------- 

"The University of Libya was founded in Benghazi in 1957, with a branch in Tripoli. In 1973 the two campuses became the 

Universities of Benghazi and Tripoli, and in 1976 they were renamed as Garyounis University and EI-Fatah University. 
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In both systems, the programme focuses heavily on financial accounting topics, in 

particular on the technical or mechanical aspects of accounting, dealing with 

external reporting, taxation and external auditing. The only difference between them 

is that the old system was British orientated, while the new one is orientated 

towards America. Little attempt has been made to put together an accounting 

education system that addresses Libya's environmental needs (Buzied, 1998). 

Regarding postgraduate level study, a Masters programme was offered by the 

Department of Accounting at Garyounis University in 1988*. The programme is 

organised into three components: core subjects, electives and a dissertation. The 

majority of the faculty members are Libyan graduates from the US or the UK. And 

hence, most of textbooks are either American or British (e. g., Drury, 1983), or 

Arabic books translated from American and British books (e. g., Hajaj and Saeud, 

1989). Some are written by Arabic authors (e. g., AI-Nage, 1992, cited in Saleh, 

2001) who have graduated from the US, the UK or Egyptian universities. 

No university in Libya offers a PhD programme in accounting. Staff members with 

a PhD have all obtained their PhDs abroad (mostly the UK and US); and are either 

foreigners or Libyans who have been educated in these countries. The lack of a PhD 

programme is one of the main factors that have contributed to the slow development 

of accounting education and research in Libya (Ahmad and Gao, 2004). 

------------------------------------------------------- 

The programme has also offered by Postgraduate Studies Academy in Tripoli and the Faculty of Accounting- at al-Jabal al - 

Gharbi University in Gahrian since the 1990s with almost the same textbooks and a similar curriculum of those of Garyounis 

University. 
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2.11 The Libyan Investment structure 

The Libyan Arab Foreign Investment Company (LAFICO) is a Libyan wholly 

owned company which was established on 04th February 1981 under the law No. 6 

issued by the general people's committee. With an authorized capital of 500 million 

Libyan Dinar (LD) which is equivalent to 1.5 billion American dollars. On 31 

December 1999 the company's paid up capital had reached an amount of 

371,609,900 LD. LAFICO is an independent company in its management and 

activities. LAFICO's headquarters is located in Gharian city which is located at the 

top of the west mountains (100 Kms) south of Tripoli. 

LAFICO is one of the largest foreign investment companies in Libya. LAFICO has 

a large network of overseas companies, branches and offices which represent 

LAFICO globally. The main investment business of this company is done between 

this company and other world wide companies in many different sectors (industrial, 

commerce, agriculture, services). The main purpose of the company is to initiate 

new projects or take over existing ones, in order to achieve profit. 

Thus LAFICO has a large network of overseas companies, branches and offices 

which represent LAFICO all over the world. 
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CHAPTER THREE 

THE CASH FLOW STATEMENT 

3.1 Introduction 

A cash flow statement is a financial report that shows incoming and 

outgoing cash during a particular period (often monthly or quarterly). 

The statement indicates how changes in the balance sheet and income 

statement affected cash and cash equivalents and breaks the analysis 

down according to operating, investing, and financing activities 

according to IAS7. As an analytical tool, the CFS is useful in 

determining the short-term viability of a company, particularly its ability 

to pay bills. 

Cash flow is not a new concept. Up to the 18"' the century, CFSs were 

the main reporting system. There was relatively little importance 

attached to accounting allocations and profit measurement since most 

transactions were conducted and recorded in cash terms (Sharma 2001). 

However, the industrial revolution precipitated business growth and 

continuity, which required more funds than the business generated. The 

complexity and number of transactions increased giving rise to the need 

for periodic financial statements measuring profit and financial position. 

The financial statements include the CFS to provide information about a 

company's cash inflow and outflow when using the direct method. 

The growing importance in reporting cash flow data internationally can 

be seen from the International Accounting Standards Committee (IASC) 

issuing IAS7 (revised 1992), which took effect from 1 January 1994 and 

superseded IAS7 "Statement of Changes in Financial Position" issued in 
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July 1977. The objective of IAS7 (revised 1992) is to provide 

information about the historical change in cash and cash equivalents by 

means of a CFS. The CFS is classified into three standard headings cash 

flow from operations, investment, and financing activities. In the USA, 

the Financial Accounting Standards Board statement (SFAS 95) requires 

companies to include the cash flow statement in the financial statements 

of a company. This information is helpful in predicting a companies 

cash inflow and outflow as long as the past reflects the future. They 

adopted a similar approach to IAS7. 

The assumption is that it facilitated investment and credit decisions 

related to the company. 
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3.2 Cash Flow Statement: A Historical perspective 

CFS appears to have received little or no support from accountants until 

the early 1960s. At that time there was little concern over the use of 

`cash flow' data in the financial analysis- cash flow being interpreted as 

`profit plus depreciation. (. Winjum, J. o, 1972). In 1961 AICPA 

recognized the importance of funds statements by publishing an 

Accounting research study (ARS) NO 2 "Cash flow analysis and fund 

statements". Before that, accountants had prepared funds statements 

primarily as a management report. The Accounting Principles Board 

(APB) responded in October 1963 by issuing APB Opinion NO. 3 "the 

Statements of Sources and Application of Funds", which recommended 

that on a supplementary basis. Because of the favourable response of the 

business community to this pronouncement, The APB issued Opinion No. 

198, "Reporting changing in Financial Position" in March 1971. This 

opinion required that a statement of changing financial position be 

presented as a basic financial statement and be covered by the auditors 

report. 

In 1981 the Financial Accounting Standards Board (FASB) reconsidered 

funds flow issues as part of the conceptual framework project in 1976. 

At this time the FASB decided that cash flow reporting issues should be 

considered as a Standard. Subsequent deliberation resulted in Statement 

of Financial Accounting Standard (SFAS) no. 95, `Statement of cash 

flows' in November1987. (Weygandt, 1998: 1936) 
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3.3 Cash Flow Statement in Libya 

The Libyan Accounting and Auditors Association (LAAA) issued the 

Libyan Accounting Standards Board in 2006 a standard (2) on cash flow 

statements. The standard defines cash flow and sets out the lay-outs of 

cash flow statements. The standard succeeds recommendations from the 

Libyan Accounting and Auditors Association (LAAA) 

Definition of cash flow 

Cash is cash in hand and deposits repayable on demand with financial 

institutions. Cash equivalents convertible into known amounts of cash 

without notice, are treated as cash. Normally, short term investments 

repayable within three months from the date of the advance are classified 

as cash equivalents. Cash and cash equivalents in foreign currencies are 

normally treated as cash. Only the cash effect of transactions is included 

in the cash flow statement. 

Gross or net method 

The cash flow should be reported on a gross basis. There are exemptions 

for cash flow related to 

- Financial items with high turnover rate, large amounts and short terms 

- Cash flow reflecting activities outside the company 
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Classification 

The LAAA requires that the cash flow statement should be classified 

into 

- operating activities 

- investing activities 

- fmancing activities 

Method used 

The LAAA equalises the direct and indirect method, but recommends the 

direct method. Most companies use the direct method. Reconciliation to 

operating profits should be provided in both cases. 

Treatment of foreign currency cash flow, extraordinary items, interest 

and dividends, and tax on income 

Cash flows arising from transactions in a foreign currency are recorded 

by using the exchange rate at the date of cash flow. Cash flows from 

extraordinary items should be disclosed separately under the ordinary 

classification. Interests and received dividends should be classified under 

operating activities, and paid dividends should be classified under 

financing activities. Taxes on income are for practical reasons classified 

under operating activities. 

Other matters 

Companies are recommended but not required to separate cash flows on 

investing activities between expansion and compensation. 
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3.4 Funds flow statement Vs Cash Flow Statement 

Funds flow statements and CFSs have served as a fundamental part of 

the financial statements. In 1961, the AICPA issued ARS No. 2, "Cash 

Flow Analysis and the Funds Statements" which recommended that a 

funds statement covered by the auditor's opinion be included in 

companies' financial reports. 

According to paragraph 5 of Preface to Statements of International 

Accounting Standards [approved by the IASC Board in November1982 

for publication in January 1983 and supersedes the preface published in 

January 1975 (amended March 1978)], "the term financial statements' 

covers balance sheets, income statements or profit and loss accounts, 

statements of change in financial position, notes and other statements 

and explanatory materials which are identified as being part of financial 

statements" (IASC, 2000: 32) As per paragraph 7 of framework for the 

Preparation and Presentation of Financial Statements (approved by IASC 

board in April 1989 for publication in July 1989), "A complete set of 

financial statements normally includes a balance sheet, an income 

statement, a statement of change in financial position (which may be 

presented in a variety of ways, for example as a statement of cash flow 

or a statement of fund flows) and those notes and other statements and 

explanatory materials are an integral part of the financial 

statements ". (IASC : p. 43-44) 
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As per paragraph 4 of the previous IAS 7 (October 1977), statements of 

change in financial position, the term ` funds' referred to cash, cash nand 

cash equivalents or working capital (IFAC, 1992: p. 813). Funds provided 

or used in operation of an enterprise should be presented in the 

statements of changes in financial statement separately from other 

sources and uses of funds. Unusual items, which are not part of ordinary 

activities of the enterprise, should be separately disclosed (IASC: Para 

21). But many users of financial statements considered the practice of 

reporting fund flows as confusing because too much information is 

compressed in the statements of change in financial position, and 

because no single definition has been established. (Mosich and Larsen, 

1982; p. 935) In order to develop a conceptual framework for financial 

accounting and reporting, the FASB issued in December 1980, a 

discussion memorandum" reporting Funds flow, Liquidity and Financial 

Flexibility" which was issued for the following reasons. (1) For 

assessing future cash flow. 

(2) Current practices regarding the reporting of funds flow information 

were not entirely satisfactory. As a result of deliberation, FASB issued 

SFAS NO. 95 `Statements of Cash Flow' in 1987. The statement 

requires the inclusion of a CFS rather than a Statement of Change in 

Financial Position when issuing a complete set of financial statements 

which was made effective for annual periods ending after July 15,1988. 

The major requirements of the statement were of the following two areas. 

The statement must focus on cash receipts and payments and must 

explain the change in cash plus cash equivalents. 
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3.5 Classification of cash flows: 

Cash flows are to be classified according to operating, investing and 

financing activities. 

The basis of such classification is derived from financial theory, which 

states that an enterprise derives the cash used for investing activities and 

settlement of outstanding financial obligations in an accounting period 

from internal and external sources. Internal cash sources emanate from 

the net cash generated from current operations and perhaps disinvesting 

and depletion of cash resources at start of the period. External cash 

sources come from financing activities such as borrowing, and receiving 

cash from the sale of equity shares to existing and new shareholders. 

(Wallace et al 1997) 

3.6 Objective and Scope of IAS 7, Cash flow statements 

Information about the cash flows of an enterprise is useful in providing 

users of financial statements with a basis to assess the ability of the 

enterprise to generate cash and cash equivalents and the needs of the 

enterprise to utilize those cash flows. The economic decisions taken by 

users that require an evaluation of the ability of an enterprise to generate 

cash and cash equivalents and timing and certainty of their generation. 

The objective of IAS 7 is to require the provision of information about 

the historical change in cash and cash equivalents of an enterprise by 

means of a CFS that classifies cash flows during the period from 
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operating, investing and financing activities. An enterprise should 

prepare a CFS in accordance with the requirements of LAS 7 and should 

present it as an integral part of its financial statements for each period for 

which financial statements are prepared. Users of an enterprise's 

financial statements are interested in how the enterprise generates and 

uses cash and cash equivalents. This is the case regardless of the nature 

of the enterprise's activities and irrespective of whether cash can be 

viewed as the product of the enterprise, as may be the case with a 

financial institution. Enterprises need cash for the same reasons, however 

different their principal revenue- producing activities might be. 

They need cash to conduct their operations, to pay their obligations, and 

to provide returns to the investors. Accordingly this standard requires all 

enterprises to present a CFS. 
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3.7 Benefits of Cash Flow Information 

The information in a CFS helps investors, creditors, and others to assess 

the following aspects of the firm's financial position. 

(a) Such statements serve as a mechanism for predicting the ability to 

generate future cash flows for the investors, creditors and others. 

(b) This enables managers or management to plan coordinate and control 

financial operations in an effective manner. 

(c) It gives an indication of the relationship between profitability and 

cash generating ability thus of the quality of the profit earned. 

(d) It furnishes information to the management regarding the entities 

ability to pay dividends and meet obligations. 

(e) Analysts and other users of financial information often, formally or 

informally, develop models to assess and compare the present value of 

the future cash flow of entities. Historical cash flow statements could be 

useful to check the accuracy of past assessment. 

(f) It is free from manipulation and is not affected by subjective 

judgments or by accounting policies. 

(g) Such statements identify situations when a business has made huge 

profits but has run out of money or it has sustained loss but have enough 

cash availability. 

(h) The extent of cash generated from operational activity and external 

finance in order to meet capital, tax, and dividend requirements can be 

obtained from such statements. (Lee, 1972) 
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(i) It aids in the evaluation of risk, which includes both the expected 

variability of future returns and probability of insolvency or bankruptcy. 

(Hendrickson, 1982: 237) 

(j) Such statements reveal the capability of an enterprise to pay its short 

term obligations as and when due to the lenders. 

(k) A CFS in conjunction with a balance sheet provides information on 

liquidity, viability, and adaptability. The balance sheet is often used to 

obtain information on liquidity, but the information is rather incomplete 

for this purpose as the balance sheet is prepared at a particular point in 

time. 

(1) It may assist users of financial statements in making judgments on the 

amounts, timing and degree of certainty of future cash flows. 

(m) This statement provides information that is useful in checking the 

accuracy of past assessment of future cash flows and in examining the 

relationship between profitability and net cash flow and the impact of 

changing price. (IAS 7: Para 3& 4). 

(n) Information on cash flows classified by three groups of activities 

(Operating, investing and financing) that allows users to assess the 

impact of those activities on the financial position of the enterprise and 

the amount of its cash and cash equivalents. This information may also 

be to evaluate the relationship among those activities. (IAS 7: Para 11). 

(o) This statement is of special importance in assessing future cash flows, 

quality of income operating capability, financial flexibility and liquidity, 

and information on financing and investing activities. Using cash flows 

from operating activities from the CFSs, different ratios such as liquidity 
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ratios, solvency ratios, and profitability ratios (Azizuddin and Bala, 2001: 

p. 14). 

3.8 Presentation of Cash flow statement under IAS 7 

3.8.1 Cash and cash equivalent: 

The definition of cash and cash equivalents are central to the preparation 

and interpretation of CFSs. Cash consists of cash on hand and demand 

deposits, coins and notes of an organization. (Cooper and Ljiri, 1984) 

Cash equivalents are short-term, highly liquid investments that are 

readily convertible into known amounts which are subject to an 

insignificant risk of change in value. According to the definitions of 

paragraph 6, of IAS 7 cash comprises cash on hand and demand deposits; 

usually `cash on hand' includes currency, notes, and coin in the cash box 

of the enterprise. It also includes bonds, negotiable money orders, postal 

orders, and undeposited checks, and bank drafts. 

Demand deposits refer to deposits in current accounts in banks and other 

financial institutions that may be withdrawn without notice usually 

subject to deduction of outstanding cheques. Thus cash equivalents - 

(1) Are short-term investments but the `term' `short' is not clearly 

specified, although a period of three months and less is suggested to take 

as a short-term period. 

(2) Are highly liquid investments. Here `liquid' means having a situation 

where cash equivalents are available in sufficient amounts to meet 

obligations due for payment. 

(3) are investments that are both: (a) readily convertible, to known 

amounts of cash and (b) subject to an insignificant risk of change in 

46 



value. According to SFAC No. 95, the risk categorically refers to risk of 

change in interest rate. The short-term investment is so near their 

maturity that they represent insignificant risk of changes in interest rates. 

Examples included treasury bills, commercial paper, and money market 

funds purchased with cash that is in excess of immediate needs. 

However, although by definition, cash equivalents refers to short term 

highly liquid investments, they are usually held for the purpose of 

meeting short term cash commitments rather than other purposes. For an 

investment to qualify as a cash equivalent it must be readily convertible 

to a known amount of cash and be subject to insignificant risk of change 

in value. Therefore an investment normally qualifies as a cash equivalent 

only when it has a short maturity of, say three months and less from the 

date of acquisition. Equity investments are excluded from the cash 

equivalents unless they are, in substance, cash equivalents, for example 

in the case of preferred shares acquired within a short period of their 

maturity and with a specified redemption date (Para 7). 
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3.8.2 Preparation of cash flow statements 

IAS 7 requires cash flows to be classified into operating, investing, and 

financing activities. 

3.8.3 Cash flows from operating activities 

Cash flows from operating activities are in general the cash effects of 

transactions and other events relating to operating or trading activities. 

Net cash flow from operating activities represents net increases or 

decreases in cash resulting from operations shown in the income 

statements in calculating profit from operations. 

IAS 7 permits a choice between two possible methods for reporting net 

cash flow from operating activities. 

" The direct method whereby major sources of gross cash receipt and 

gross cash payments are shown. 

" The indirect method starts with profit before tax and adjusts it for 

non-cash charges and credits to reconcile it to the net cash flow from 

operating activities 

3.8.4The format and the classification of cash flow statements 

Although there is general agreement between different accounting 

standard setters across the world on the objectives of CFS, there are 

differences between these regarding the format and the classification of 

CFS. In this section the format of CFS in the UK will be reviewed in 

detail, including the main differences between it and other countries. 
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According to UK FRS1 (1991, revised in 1996) the CFS should contain 

the following headings: 

1. operating activities 

2. return on investments and servicing of finance 

3. taxation 

4. capital expenditure and financial investment 

5. acquisitions and disposals 

6. equity dividends paid 

7. management of liquid resources 

8. financing 

The UK IAS 7 indicated that the last two headings could be merged 

together under a single heading but subheadings should be given for each 

one. It also required the first six headings be reported in the above 

sequence. The explanation of the above headings is mentioned below: 

Operating activities 

Cash flows from operations are the cash produced from the normal 

activities, in either operating or trading activities. Normally, this cash is 

represented in operating profits. This also includes (1) provision whether 

it is considered as part of operating profits or not, and (2) dividends 

received from associated companies where the results are included as 

part of operating profit. 
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There are two methods in preparing operating cash flows: direct and 

indirect. Operating cash flows under the direct method represents the 

difference between mainly cash receipts from customers and cash 

payments to suppliers and to and on behalf of employees. Under the 

indirect method operating cash flow equals operating profit after 

excluding the effect of any non-cash transactions. These non-cash 

transactions represent changes in provisions like depreciation and 

amortisation. The ASB does not consider the reconciliation between 

operating profits and net operating cash flows as part of the CFS and 

should be given a separate heading if it is reported in it. The ASB also 

requires all companies to disclose this reconciliation as a note whether 

they follow the direct or indirect method in preparing operating cash 

flows. 

Returns on investments and servicing of finance 

Any cash representing the financing activities of a firm should be 

reported under this heading. Interest received and dividends received 

should be reported, except that reporting under operating cash flows 

make up the main sources of cash inflow from returns on investments 

and servicing of finance. Cash outflow mainly results from interest and 

dividends paid for non-equity shareholders such as preferred 

shareholders. 
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Taxation 

This item is for any tax paid to and received from the relevant tax 

authority. 

Capital expenditure and financial investment 

This item includes cash flows related to buying or selling any fixed 

assets other than that included in `acquisition and disposal'. It also 

includes cash flows from the repayments of reporting entity's loans to 

other entities or sales of debt instruments of other entities other than 

reported under `acquisition and disposals' or `management of liquid 

resources'. Loans made by the reporting entities and payments to acquire 

debt of other entities, other than cash equivalents is included as well. 

Acquisition and disposals 

Cash flows are those related to the acquisition or disposal of any trade or 

business, or of an investment in any associate, joint venture or subsidiary 

undertaking. 

Equity dividends paid 

All dividends paid to equity shareholders excluding any advance 

corporation tax. 

Management of liquid resources 

Includes cash flows related to changes in cash equivalent accounts. 
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Financing 

Issuing shares or any other equity instrument and bonds or any other debt 

instruments are the main source of cash inflows. Payments to reacquire 

an entity's shares to redeem loans are the main source of cash outflows. 

Comparing UK FRS1 (1991, revised in 1996) with other countries 

reveals many differences, the main differences are: (i) differences in 

defining cash; and (ii) differences in classification of some components 

of CFS. These differences might explain why the number of main 

headings in CFS varies between countries. For instance in the US, CFS 

contains three main headings: operating, investing and financing cash 

flows. However, in this section the following points will be highlighted: 

1. the definition of cash; 

2. the components of operating cash flows; 

3. preparing operating cash flows; 

The above points are chosen because of the following reasons: (i) the 

main aim of CFS is to clarify the source of change in a firm's cash; and 

(ii) operating cash flows is the main concern for most analytical research 

and represents the main component of CFS. 
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3.9 Definition of cash 

Comparing the definition of cash among different countries reveals 

significant differences. For instance FRS 1 defines cash as cash in hand 

and deposits plus cash equivalents, which are highly liquid investments 

that are convertible to known amounts of cash and that have short term 

maturities (usually less than three months). 

The Canadian Institute of Chartered Accountants (CICA) defines cash as 

cash and cash equivalents which includes highly liquid investments net 

of short term borrowings. The Australian Accounting Standards Review 

Board (AASRB) defines cash as cash and cash equivalents which are 

defined as `highly liquid investments which are readily convertible to 

cash on hand at the investor's option and which an entity uses in its cash 

management function on a day-to-day basis; and borrowings which are 

integral to the cash management function and which are not subject to a 

term facility'. Finally, the International Accounting Standards 

Committee (IASC) in International Accounting Standard No. 7 (IAS 7) 

adopted the FASB definition for cash (Donleavy, 1993, pp. 144-158). 

It should be noted that the narrowest definition of cash can be found in 

FRS 1. Actually in the original version of FRS 1 (1991) the definition of 

cash was cash and cash equivalents but because of confusion about the 

definition of cash equivalents the ASB changed the definition in its 

revision in 1996 and reported a change in cash equivalents as part of 

CFS under ̀management of liquid resources'. This confusion in defining 

cash equivalents can be seen in the above paragraph between countries 
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such as between FASB and CICA. The ASB justified changing the 

definition of cash as follows: - 

1. Avoiding an arbitrary cut-off point in the defining of cash equivalents; 

2. Distinguishes cash flows arising from accumulating or using liquid 

resources from those for other investing activities; 

3. Provides information about an entity's treasury activities that were not 

previously available to the extent that the instruments dealt in, fell within 

the definition of cash equivalents; 

The FRS 1 definition may provide more accurate information to investors 

and creditors about a firm's ability to meet its obligations. Donleavy 

(1993, p. 161) in his comments on differences between countries in 

defining cash states that: 

"The narrower the definition of cash, the sharper focus on liquidity" 
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3.10 The usefulness of CFS: Academics' Perceptions 

The difference between earnings and cash flows is the difference in 

timing of recognizing revenues and expenses. Earnings recognize 

revenue as a firm provides services or sells products and recognizes 

expenses as receiving services or buying materials. On the other hand 

cash flows recognize revenues (expenses) as cash receipts (cash paid). 

Earnings recognition of revenues and expenses is based on the matching 

principle which implies that in order to measure the performance of a 

firm during a specific period all expenses that generate revenue should 

be reported together in the same period even though a cash transaction 

may not happen. 

Lee (1987) criticized the accrual system and called for adopting a cash 

flow system. His criticisms can be summarized in the following points: 

1. There is no specific meaning for earnings. Earning's figures 

summarize all the activities of a company that can be measured in 

monetary terms. The meaning of this figure depends on the methods of 

capital maintenance and valuation used. 

2. The above problem affects the ability of earnings (or its related ratios) 

as a financial indicator of a company's financial position and 

performance. Different accounting procedures lead to different profit 

numbers for the same event and period. 

3. Financial reporting is based on aggregating cash and non-cash items. 

The latter is determined subjectively. The proper accounting and 
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reporting system that can reduce non-cash items, which is unlikely to be 

the current system based on cost allocation. 

4. Although different users have different interests, they have one 

interest in common, which is a firm's liquidity. This can be satisfied by 

providing information about the change in cash and cash equivalents. A 

cost allocation based system does not provide this information. 

According to Lee, a CFS can overcome or at least minimize the 

deficiencies of the accrual system. The advantages of the CFS from 

Lee's point of view are the following (Lee, 1987; Lee, 1982) 

1. It is relevant for all accounting users as it provides information about 

the change in cash and cash equivalents which is, eventually, the main 

concern for accounting users. 

2. It is easily understandable by non-accountants because it is based on 

cash flow and sales price. This is supported by Tweedie's (1977) results. 

Tweedie (1977) asked first-year accounting students about their own 

thinking of accounting concepts. Most students' answers referred to cash 

flow rather than matching and the recognition principle. Moreover, they 

thought of sales price rather than replacement price. 

3. Although the CFS may not be free from arbitrary judgments, it 

minimizes any possible manipulation as it depends on actual cash and 

sales price. 

4. It reflects the actual economic facts without any distortion. 

5. Providing information about the ability of a firm to survive and to pay 

its obligations are the main objectives of fmancial reporting. The CFS 

provides information about the entity as a going concern. 
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Finally, the FASB assertion which is in order to predict future cash flows, 

future earnings should be predicted first had been criticized. It had been 

argued that recording cash receipts and payments are the foundation of 

book entries, which are then arbitrarily adjusted by the accrual system to 

produce financial reports (Donleavy, 1994). 

However, the CFS has also been criticized. Eggington and Rutherford 

claim that cash flows suffer from arbitrary allocation and eventually 

manipulation. For instance, debtors can be encouraged to pay by giving 

them large cash discounts. Donleavy (1994) quoted from Eggington that: 

"Timeliness is crucial to accounting information; the interpretation of 

this year's figures cannot wait next year's results. More seriously, cash 

flow is simply not a measure of corporate performance in the way that 

earnings or profit are " 

It is interesting to note that Lee shared Eggington and Rutherford's point 

of -view. Moreover, Lee (1987) admitted that cash flow has problems 

similar to those of other forms of reporting. He classified these problems 

into three points as follows: 

1. Measurement problems: although the CFS summarises the actual cash 

transaction in specific time, personal judgment plays needs to be made 

when segmental reporting is prepared. Allocating items into ordinary and 

extraordinary items is also an arbitrary decision. Finally, classifying 

some items as operating cash flows or other forms of cash flows is also a 

personal judgment. 
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2. Disclosure problems: the problem relates to disclosing cash flow 

figures. The CFS contained different terms which might be 

misunderstood by users. For instance, short and long-term liabilities, 

capital expenditure, and cash equivalents. Also the amount of 

information that should be disclosed in this statement is an unsolved 

problem. 

3. Usage problem: the CFS, as with other reporting forms, is not directly 

usable. Adjustment should be made before analysing it. This problem 

mainly related to classification and allocation problems. 
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CHAPTER FOUR 

THE LITERATURE REVIEW 

Cash flow statements distinguish between cash flows arising from 

operating, investing and financing activities. Even though net operating 

cash flow is the key component of this statement, the other two elements 

provide potentially important information to users. 

In order to position the current study and provide a historical perspective 

and aid future research, this chapter critically reviews the existing 

literature under each of these headings. 

" Methods of Cash Flow Statement preparation 

0 Purposes of preparing Cash Flow Statements 

0 Cash Flow Information 
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4-1 Methods of cash flow statement preparation: 

Two methods of presenting (in CFSs) -information of cash flows from 

operating activities: direct and indirect. Direct means to report in a 

straight-forward manner by revealing how much cash and cash 

equivalents came in from customer collections and how much went out 

in the form of payments to suppliers, employees, and other outside 

entities for goods and services. Indirect means not to follow the trading 

or operational sequence but to arrive at the net cash flow from operations 

by working backwards from net income. However, unlike the national 

pronouncements, IAS 7 (revised 1992) permits two formats of presenting 

each of the two methods. 

However, the indirect method has also been criticised on two grounds 

(Henderson and Peirson, 2002). First, the detail is unnecessary and may 

confuse users. Second, the addition of expenses, such as depreciation, to 

calculate cash flows from operations suggests that expenses are a source 

of cash. 

According to Lee (1997), the indirect method provides no additional 

information compared with a funds flow statement and therefore, it may 

not be as useful as the direct method. 

Another problem of using the indirect method is that it is possible that 

disclosure of only net cash flows may conceal important operating, 

investing and financing activities. For example, a company may have 

had few debts settled and few new loans during a reporting period. If the 
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cash flow statement shows only net cash flows, it would disclose a 

balance in that debt account as an inflow or an outflow of cash. If the 

cash flow statement shows gross cash flows (ie direct method), it would 

show both a source of cash and a use of cash (Henderson and Peirson, 

2002). 

Analyses both of the direct method and/or indirect method of presenting 

operating cash flows in different countries have been described in the 

accounting literature. The debate as to whether companies should use the 

direct and/or indirect approach for their cash flow reporting is still a 

matter of discussion for some countries (Wallace et al., 1997). On the 

usefulness of the direct or indirect methods of cash flows reporting 

(Jones et al., 1995; Jones and Ratnatunga, 1997; Jones and Widjaja, 1998; 

Jones, et al, 1998; and Clinch, et al, 2002). These researchers have found 

that a variety of users prefer the direct method that assists them (together 

with other data) in making their decisions. For example, Jones et al., 

(1995) examined ratings of the direct versus indirect method by 

managers and other internal users of company reports and found wide 

spread support for the direct method of reporting cash flows. Jones and 

Ratnatunga, (1997) found strong support for reporting cash flows under 

the direct method by lenders and other users despite the direct method 

being considered more complex, costly and time consuming. Loan 

officers compared to financial analysts preferred to use direct cash flow 

information for their decision making (Jones and Widjaja, 1998). Clinch 

et al., (2002) revealed a strong association between the direct method of 

cash flow reporting (cash collection from customers, and cash paid to 
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suppliers and employees) and return on equity for industrial and mining 

firms in Australia. This study extends the existing literature by analysing 

perceptions of usefulness in terms of both internal and external users. 

The findings show that for managers, shareholders, and suppliers, the 

direct method helps them to understand cash flow data, satisfies their 

needs for decision making purposes and is relevant and reliable. On the 

other hand, employees and customers believe only slightly that the direct 

method is superior to the indirect method of reporting cash flow. 

Wallace et al., (1997) describe this as a `normative' approach as 

opposed to a pragmatic approach. Countries like Canada, the UK, and 

the US have chosen a pragmatic approach and permit entities to choose 

between the direct and indirect methods. 

Wallace et al (1999) highlight the advantages of both the direct and the 

indirect methods. The main advantages of the indirect method are: ease 

of implementation: provides a clear picture about the differences 

between accounting income and CFS: minimizes management 

manipulation, and articulates CFS with other statements. On the other 

hand the direct method has the following advantages: understandable for 

non-accounting readers: users can compare similar types of receipts and 

payments across companies, Krishnan and Largay (2000). They 

compared the ability of past operating cash flows calculated using the 

indirect method and past operating cash flows calculated using the direct 

method in predicting future operating cash flows. They found that using 

the direct method in preparing operating cash flows enhanced the ability 

to use past cash flows in predicting future cash flows. 
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4-2 Purposes of preparing Cash Flow Statements: 

Much of the literature has stressed that the prime purpose of reporting 

cash flow. Day (1986), aimes to explore the following two issues: (1) the 

usefulness of all information in annual reports and accounts to 

investment analysts, and (2) the forecasting process used by investment 

analysts. Her sample contained 15 firms of stockbrokers. Her 

methodology was based on interviewing analysts and asking them to 

start analysing a company's accounts. Analysis of the results revealed 

that cash flow data is an important item for 11 analysts out of 15. The 

results also revealed that the majority of analysts aimed to forecast 

earnings per share. Nine of the analysts aimed to forecast cash flow to 

enable them to examine the expected changes in debt level which 

eventually helps them to assess the interest charge. 

Reacting to the overwhelming adoption of a standard dealing with cash 

flow statements by the major standard-setting countries (Canada (1985), 

New Zealand (1987), USA (1987), South Africa (1988), UK (1991) and 

the IASC (1989)) within such a short period of time, Wallace and Collier 

(1991) carried out a `multi-country comparison' and found that there 

were significant differences in the definition of cash and cash equivalents. 

The cash equivalents are short-term, highly liquid investments that are 

readily convertible into known amounts of cash and which are subject to 

an insignificant risk of change in value. Using the annual accounts of 20 

large non-financial listed companies selected from Canada, New Zealand, 
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USA and South Africa - they found considerable variation in the 

positions when defining cash resources used in cash flow statements. 

In conclusion, the authors observed that as cash was not a unitary 

construct, the definition of cash had not proved simple... The most 

significant finding is that `cash' is not always `cash' in CFS, whether 

viewed from the perspective of pronouncements in national accounting 

standards or the perspective of cash flow information published in 

financial statements from across the world. The authors went on to state 

that the findings conflicted with the belief that the financial activities and 

performance of an enterprise would emphasise cash measurements 

because cash is more likely to be an objective reality compared with the 

`conceptual' nature of accruals. 

Hussey and Bence (1992) interviewed 21 investment analysts with a 

specific interest and responsibility in the health and household sector and 

found that majority of them preferred cash flows statements and 

perceived it as an improvement over funds flow statements. 

Hung et al., (1995) examined the pros and cons of the cash flow 

statements and funds flow statements with an attempt to study the 

viewpoints of the Hong Kong financial statements users towards the 

usefulness of the cash flow statement. The results showed that there is a 

general trend towards cash flow reporting. Funds flow statements have 

been largely criticized because of ambiguous definitions and objectives, 

lack of comparability and poor indication of liquidity. Cash flow 

statements remedy this deficiency to a large extent. Their results also 

demonstrated that cash flow statements provide better financial 
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information to aid in evaluating a company's liquidity, solvency and 

financial flexibility. Financial statements users in particular the 

investment analysts and bankers perceived it as a better reference 

document for decision makings 

Bahnson et al., (1996) looked at non-articulation' in cash flow statements 

and found many unexplained differences between expected operating 

cash flows and the amounts actually reported in cash flow statements 

Using a sample of 9,757 US companies financial statements, the findings 

cast doubt on previous research undertaken using operating cash flows as 

this key variable was based on the assumption of articulation. However, 

the study discovered that articulation did not hold. The authors suggest 

that the FASB can greatly improve accounting practice by requiring 

companies to use the direct method for reporting operating cash flows. 

The authors concluded by stating that their analysis illustrated that the 

FASB' conclusions were based on untrue premises about the simplicity 

of the indirect method and the complexity of the direct method. By 

requiring the direct method, the FASB will produce benefits for all 

parties involved with or affected by financial reporting. 

I Non-articulation is a phenomenon where unexplained differences exist between balance sheets and cash 

flow statements - in the sense that changes in the current asset and liability account balances presented on 

the former are often reported in the latter at significantly different amounts. 
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Barker (2001), aimed to answer the following question: how do 

institutional investors use accounting information? His sample was made 

up from analysts and fund managers in big UK companies. He used three 

methods in this sequence: observations, which aimed to collect primary 

data about the work and the methods, used in the analyzing process. 

Questionnaires aimed to clarify and quantify the findings of observations. 

Finally he conducted one-hour interviews to analyze in-depth issues that 

were raised in the first and the second processes. 42 companies 

participated in the questionnaire process while 32 analysts were 

interviewed. The number of fund managers who participated in the study 

was 16. 

The results of the study were presented under two main headings: use of 

financial statements, and valuation methods used by analysts and fund 

managers. The results regarding the use of financial statements revealed 

that a profit and loss account is more important than other accounting 

statements. However, analysts and fund mangers considered the cash 

flow statement very important as a complementary statement especially 

since it provides information about the liquidity of a firm and it helps 

them to assess the quality of earnings. The results also revealed that 

operating cash flow is the most important sub-heading in the cash flow 

statement. Analysts and fund managers considered it as an alternative 

measure of earnings. They also preferred the indirect method rather than 

direct method in preparing operating cash flows. It can be noted that 
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analysts and fund managers in the UK used cash flow statements in the 

way recommended by the Accounting Standards Board (ASB). 

Boyd and Cortesa-Danile(2000/2001), examined how to use the CFS to 

improve credit analysis. They distinguished the information on a 

company's operating activities provided under the accrual and the cash 

basis of accounting, the income statement and the CFS Cash flow from 

operations, they said, can give the analyst a better understanding of the 

quality of the firm's earnings, and is generally subject to less distortion 

than net income. They also considered reporting income on an accrual 

basis to provide a superior method for measuring profit than does the 

matching of operating cash receipts and payments, and that the cash 

effects of earning activities provide useful information to the financial 

analysts. The latter is provided in the section on operating activities of 

the cash flow statement. They described the direct method as 

approaching the income statement from top to bottom, by making 

adjustments beginning with revenues and then expenses, working its way 

down the income statement. The indirect method approaches the income 

statement from the bottom, making adjustments to net income. 

"Regardless of the method used, the end result is the same. Both 

approaches aim to answer the question: How was cash generated and 

used? " of the two methods of preparing the CFS, they preferred the 

direct method. They did not investigate whether credit analysts actually 

use the information provided by the CFS, and whether the preference of 

the direct over the indirect method is justified. 
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Perceived decision usefulness of cash flow information to investors and 

analysts has been investigated by both Jones et al., (1995) and McEnroe 

(1996). The inconsistencies and ambiguities in cash flow statements 

released by US firms has been investigated by Nurnberg (1993), 

Bahnsonl et al, (1996), Nurnberg and Largay (1996). 

McEnroe (1996) surveyed the attitudes of US financial analysts, 

investment advisors, accounting professors and accountants (public and 

private) towards certain cash flow statement disclosures that extended 

beyond the requirements of the various international Cash flow 

pronouncements. Two hundred respondents from each of `Financial 

Analyst' `investment Advisors' and Accounting Professors' groups and 

800 respondents from `Accountants' were randomly surveyed in the 

study. McEnroe (1996) found that in general the financial analysts and 

investment advisors were significantly more receptive toward the role of 

CFS in external financial reporting than were the other two groups. Both 

the financial analysts and the investment advisors were supportive of the 

proposal for the disclosure of accounting number "operating cash flow 

per share" in annual reports. The study recommended that, at least in the 

US, the Securities Exchange Commission and the FASB should allow 

more latitude in the reporting of CFA and permit this disclosure. 

Wallace et al., (1999) the authors examined the characteristics and 

comprehensiveness of disclosure in cash flow statements published in 

the 1995 annual reports of UK firms and their relationships with selected 

firm-specific characteristics. Based on the data from a sample of 200 

firms, the results suggested that the comprehensiveness of cash flow 
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reporting was an increasing function of firm size (however defined) and 

the percentage of total revenue from foreign sources and a decreasing 

function of return on sales. Also, that cash flow reporting 

comprehensiveness was not associated with net cash flow per share, 

liquidity leverage, and the number of foreign enterprise. 

Kwok (2002) investigated bank loan officers' use of financial 

information and reports in particular cash flow information and the cash 

flow statement, in making lending decisions. Subjects were drawn from 

four groups of frequent users of financial reports- bank loan officers, 

auditors, financial analysts and accounting academics. Each subject was 

presented with the annual reports of two loan applicant companies to 

make two independent lending decisions based on the information 

provided in the cash flow statement. One of the companies was presented 

in the direct format, while the other was presented in the indirect format 

The indirect format of cash flow statement was used as a surrogate for 

the funds flow statement. Results show that, while cash flow was the 

second most used financial information, the majority of the subjects 

obtained this information from financial statements other than the cash 

flow statement, notably, the balance sheet. In terms of financial report 

usage, notes to the financial statements, rather than the cash flow 

statement was most frequently used. No subject made use of the 

incremental information provided in the cash flow statement presented in 

the direct format. The results suggested that loan officers do not use the 

cash flow information provided by the cash flow statements, but rely on 
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the accounting information provided in the accrual-based financial 

reports. 

Charitou and Venieris (1990) provided evidence from Greece about the 

importance of cash flow data. They examined the relationship between 

operating earnings, working capital from operations and cash flow from 

operations. They found that operating net income and working capital are 

correlated measures of profitability, while cash flow from operations was 

a better measure for liquidity and solvency. They reported that cash flow 

from operations could provide an indication of the liquidity and solvency 

problems of the failed firms several years before bankruptcy. Their main 

conclusion was that cash flow from operations provides information to 

investors and management and was different from the information that 

may be found in earnings. 
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4-3 Cash Flow Information 

A number of studies have examined user needs and financial 

information uses. The former do not suggest that users were seeking 

information relating to CFS and liquidity, but rather that they preferred 

data on company profitability, quality of management and future 

expectations. However, those surveys have not specifically addressed 

CFS. In contrast, Lee's(1981b) survey did focus on CFS by investigating 

the views of professionally qualified accountants on whether they 

favoured the introduction of CFS in financial reports (Lee, 1981b). 

Generally the results showed that respondents were equally divided: 45% 

indicated that CFS should be introduced as an addition to the present 

external reporting system and 41% were opposed. 

McEturoe (1989) partially replicated Lee's (1981b) study by surveying 

US audit partners. He found a greater percentage of respondents were in 

favour of the inclusion of a CFS in the annual report (75%) than Lee's 

study (45%). This result perhaps reflects the increasing discussion of 

CFS in the US during the 1980s and the move by the FASB to make the 

publication of CFS compulsory. Much of the research examining 

financial information uses has been conducted by Lee and Tweedie, 

(1977). Their earliest study (1975) found that private and institutional 

shareholders considered the income statement to be the most important 

financial statement. Respondents revealed little interest in liquidity. 
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Lee and Tweedie's (1977) more extensive private shareholder study 

found profitability data to be of particular relevance to 52% of 

respondents whereas only 7% categorized liquidity data in the same way. 

Additionally, 46% of respondents stated that they read the income 

statement thoroughly, whereas only 18% read the funds flow statement 

thoroughly. Note however, that "these results must be taken in the 

context of the time at which the research was undertaken that is 1975. 

The funds statement had only recently become a professional 

accountancy requirement in the UK" (Lee, 1983: 105). 

Lee and Tweedie (1981) extended their research by examining the views 

of institutional investors and stockbrokers. Using interviews, they found 

that, despite their additional expertise and available resources for 

financial analysis, these `expert' users gave results similar to the private 

shareholders: profitability was regarded as a much more significant 

financial indicator than liquidity (Lee and Tweedie, 1981: 73). Similar 

results were obtained in Arnold and Moizer's (1984) study of methods 

used by UK investment analysts to appraise share investments. 

These studies revealed that interest in corporate liquidity was clearly 

secondary to that of profitability. However more studies have shown 

greater interest in CF information. Day's (1986) project, investigating the 

use and usefulness to investment analysts of the information contained in 

annual reports, found that 11 out of 15 analysts interviewed, considered 

CF data to be useful and important. 

Epstein and Pava's (1992) survey of US shareholders showed that a 

majority of investors found the CFS useful (50%). While investors found 
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the income statement and the balance sheet more useful than the CFS, 

they did find that the income statement was used less since the 

introduction of the CFS when compared with results from an earlier 

(Epstein's 1975) study. However, whilst their study reported that the 

CFS is both read and used, it did not question respondents as to the 

reasons for their use. 

Anderson and Epstein (1995), using a survey of Australian shareholders 

based on the Epstein and Pava (1992) study, found that the directors' 

report was the most thoroughly read section of the annual report 

followed by the profit and loss statement and chairman's report. Only 

24% of respondents indicated that they read the CFS thoroughly. 

(Jones et al, 1995) has revealed significant support for CFS by 

representatives of 210 public companies. If found that these preparers 

regarded CFS as having greater decision usefulness than funds 

statements. However this study reported managerial perceptions and 

internal company viewpoints of CFS rather than the actual views of 

external users. These results need to be confirmed against the responses 

of external users who use financial statements regularly and in a number 

of different decision contexts. 

Results from these studies show consistency in some significant areas. 

Respondents generally regarded annual financial reports as important 

sources of information; though each section was not regarded as being of 

equal significance. Income data were regarded as a primary information 

source with liquidity data (at least in the earlier stages) being largely 

ignored, or being regarded as `secondary material' when analysing 
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corporate results. Hence these earlier respondents do not appear to 

display the same level of acceptance of CF information as displayed in 

the academic and professional literature. Even though the Lee (1981b), 

McEnroe (1989) and Jones et al. (1995) studies show more support for 

CFS, their survey population was confined to professional accountants 

and preparers. Hana (1991) examined the incremental information 

content of cash flow and accruals announcements and the effect of firm 

sizes default risk and industry membership upon the strength of any cash 

flow relationship. He found that balance sheet proxy cash flow variables 

capture different or noisier information than do statements of change in 

financial position (SCFP) proxy variables. 

The Epstein and Pava's (1992) and Anderson and Epstein's (1995) 

studies, whilst providing some empirical evidence as to shareholder use 

of CFS, did not investigate reasons for their use. the usefulness of CFS 

in their decision-making. The academic literature reported a strong 

demand for CF data by financial analysts, financial institutions and the 

like, during the 1980s. This would lead one to expect such ̀expert' users 

to support CFS even more strongly than shareholders and preparers. This 

study sets out to determine if this is in fact the case. In addition it seeks 

to determine whether specialist users agree with the claims made in the 

literature as to the need for CF information. 

Yap (1997) identifies four possible contributing factors of demand for 

cash flow information: (i) the limitations of conventional accrual 

accounting, (ii) dissatisfaction with the funds statement, (iii) relevance 

for users' decisions, and (iv) changes in the reporting environment. To 
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determine the extent to which investors and creditors agreed with these 

factors in favour of publishing cash flow data, a survey was conducted of 

workers in the finance industry in Australia. The results support the 

claims made in the academic and professional literature as to the need for 

cash flow information. Cash flow statements have become important 

sources of information for users. They have not, however, replaced the 

conventional income statement and balance sheet. All three financial 

statements are considered to be complementary. 

Haw et al., (2001) investigated the relative and incremental information 

content of earnings, operating cash flows, and accruals in the emerging 

capital market of China. The issue is tested by regressing stock returns 

on the levels of earnings and their components. Based on a sample of 

1516 firm-years for listed Chinese firms during 1995-1998, their results 

demonstrate that earnings have relatively little impact on the information 

content of operating cash flows. They also found that discretionary 

accruals provide incremental information beyond that contained in 

nondiscretionary accruals, consistent with the argument that 

discretionary accruals improve the relevance of earnings in reflecting the 

fundamental values of the listed Chinese firms. 

Prior studies that focus on mature capital markets like the United States 

or United Kingdom examine whether accruals add information to 

operating cash flows to improve earnings' ability to explain returns and 

whether discretionary and nondiscretionary accruals are priced 

differently. Some researchers document that both operating cash flows 

and accruals have incremental information content over each other and 
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they are priced differently by the market (e. g., Bowen, Burghstahler, & 

Daley, 2006; Cheng, Liu, & Schaefer, 2005; Dechow, 2002; Wilson, 

2004,2006). On the contrary, other studies find little evidence of either 

component having incremental information content (e. g., Bernard & 

Stober, 2003). Recently, Subramanyam (2006) finds that the market 

prices discretionary accruals, possibly because the discretionary 

component improves earnings' ability to reflect fundamental value. 

Beaver and Engel (2006) and Walhen (2001) report that discretionary 

accruals have incremental information content in commercial banks' 

loan loss disclosures. 

These studies focus on mature markets, such as in the United States. The 

role of accrual accounting has yet to be studied in the emerging capital 

market of China. Privately owned Chinese firms are at a young stage and 

are less known to investors. The accounting standards and practices in 

China are evolving slowly. Financial reporting and capital market 

systems, too, are relatively primitive and the quality of auditing is 

generally perceived to be low, compared to the mature markets of the 

United States and United Kingdom (Abdel-khalik, Wong, & Wu, 1999; 

Aharony, Lee, & Wong, 2000) where accounting systems are more 

sophisticated and investors relatively well informed. Some critics argue 

that accounting information in emerging capital markets like China may 

not be reliable or useful to investors. 
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The following table provides a detailed summary of the previous literature. 

They are presented in chronological order: 

Table 4.1 summary of previous studies. 

Author(s) Finding indicated that: methodology 

Lee and Tweedie The study discovered that articulation did not interview 

(1981) hold. The authors suggest that the FASB can 

greatly improve accounting practice by 

requiring companies to use the direct method 
for reporting operating cash flows. 

Lee Generally the results showed that respondent Questionnaire 

(1981b) were equally divided 45% indicated that CFS method 

should be introduced as an addition to th 

present external reporting system an 41% wer 

opposed 

Day Analysis of the results revealed that cash flow interview 

1986 data is an important item for 11 analysts out 

of 15. 

McEnroe He found a greater percentage of respondents Questionnaire method 
(1989) were in favour of the inclusion of a CFS in 

the annual report (75%) This result perhaps 

reflects the increasing discussion of CFS in 

the US 

Charitou and Venieris Their main conclusion was that cash flow interview 
(1990) from operations provides information to 

investors and management and was different 

from the information 

Wallace and Collier They found considerable variation in the Observation 
1991 positions when defining cash resources used method 

in cash flow statements 

Epstein and Pava's The shareholders showed that a majority of Questionnaire 
(1992) investors found the CFS useful 
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Author(s) Finding indicated that: methodology 

Jones et al, Revealed significant support for CFS by interview 

(1995) representatives of 210 public companies. If 

found that these preparers regarded CFS as 

having greater decision usefulness than funds 

statements 

Bahnson et al The study discovered that articulation did not Questionnaire method 

1996 hold. The authors suggest that the FASB can 

greatly improve accounting practice by 

requiring companies to use the direct method 
for reporting operating cash flows. 

McEnroe Found that in general the financial analysts Questionnaire method 

(1996) and investment advisors were significantly 

more receptive toward the role of CFS in 

external financial reporting than were the 

other two groups. 

Jones and Ratnatunga found strong support for reporting cash flows 

(1997) under the direct method by lenders and other 

users despite the direct method being 

considered more complex, 

Wallace et al Reported the advantages of both the direct Questionnaire method 
1999 and the indirect methods 
Krishnan and Largay They found that using the direct method in interview 

2000 preparing operating cash flows enhanced the 

ability to use past cash flows in predicting 
future cash flows 

Barker The study revealed that operating cash flow is Questionnaire and 
2001 the most important sub-heading in the cash interview 

flow statement 
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\uthor(s) Finding indicated that: methodology 

3oyd et al This study preferred the direct method Analytical tools 

? 001 

Haw et al The study demonstrates that earnings have Observation 

2001 relatively little impact on the information 

content of operating cash flows. 

Clinch et al Found a strong association between the direct Descriptive 

2002 method of cash flow reporting (cash 

collection from customers, and cash paid to 

suppliers and employees) and return on equity 
for industrial and mining firms in Australia. 

Kwok The cash flow was the second most used interview 

2002 financial information, the majority of the 

subjects obtained this information from 

financial statements other than the CFS 
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4-4 Motivation for the current research 

The literature using cash flow data highlights the diversity of research in 

this area. A key finding of the review is that most researchers find CFS 

important within the context of their research. However, used in the 

majority of previous research, has been arrived at by adjusting accruals 

reported accounting numbers. 

Of importance to this study is the lack of research in seeking the 

perceptions of users of CFSs in the Libya. There has been limited 

perceived decision usefulness of cash flow statements in the UK and the 

US. The current research will examine the significance of information 

contained in the CFSs. 

To summarise there is a gap in the CFS literature on the significance of 

information which this study addresses. The research seeks to fill in this 

gap through a longitudinal investigation the significance of information 

contained in the cash flow statements in Libyan investment companies. 

The study provides an opportunity to contribute knowledge from the 

perspective of a developing economy in a North African country. 
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Finally, the specific focus on the significance of information contained in 

the cash flow statements will add to and extend the knowledge. 

Therefore this study to achieve the follows objectives: 

" To analyse to what extent the alternative methods of cash flow 

statement preparation assist in evaluating the operating activities of 

companies by investors. 

" To investigate the purpose of preparing cash flow statements in 

Libyan investment companies 

9 To investigate to what extent the cash flow information helps present 

and potential investors and creditors in their decision-making. 
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CHAPTER FIVE 

THE RESEARCH METHODOLOGY 

5.1 Introduction: 

This chapter outlines the research methodology employed in the study. 

The next section discusses the research strategy. The study has used both 

quantitative and qualitative methods; therefore, the philosophical 

assumptions that guide the research are discussed in order to justify the 

methodology of the study. The research methods adopted (interview and 

questionnaire survey methods) are then discussed with detailed 

procedures of each. 

5.2 Research strategy: 

Burns (2000: 3) defined research as "a systematic investigation to find 

answers to a problem". Sekaran (2003: 5) defined business research as 

"an organised, systematic, data-base, critical, objective, scientific 

inquiry or investigation into a specific problem undertaken with the 

purpose of finding answers or solutions to it". It can be noticed that the 

two definitions have the same meaning in terms of finding answers and 

solutions to specific problems. 

It can be argued that social research is a method of understanding and 

making connections between actions, experience and change. In this 

sense, Gilbert (1993) explains that good social research should include 

three main ingredients: the construction of theory, the process of data 

collection and the design of methods for gathering data. Therefore, the 

first element is the research strategy that is available to the researcher 
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and the tactics for the work in hand. However, the research strategy 

could be a general plan of how to answer the research questions. It 

should include clear objectives that are derived from the research 

questions (Remenyi et al 2002). Remenyi et al (1998) argued that setting 

and choosing a research strategy that accompanied the tactics of the 

research is considered as the most important step in the initiation of the 

research work. They added that the researcher should first decide if the 

research is theoretical or empirical. Remenyi et al (2002) differentiate 

between strategy and tactics. However, the first refers to the overall 

approach adopted while the second one is about the specific details of 

data collection and analysis, therefore, the existence of the research 

strategy would allow researchers to ensure a conceptual framework for 

their studies. 

5.3 Research paradigms: 

Collis and Hussey (2003) used the term paradigm to the progress of 

scientific practice based on people's assumptions about the world and the 

nature of knowledge. They identified two main research paradigms; 

positivist and phenomenological paradigms. The philosophies behind the 

two paradigms are different. These differences are summarised by 

Cassell and Symon (1994: 2) when they mentioned "the assumption 

behind the positivist paradigm is that there is an objective truth existing 

in the world which can be revealed through the scientific method where 

the focus is on measuring relationships between variables systematically 

and statistically". While Hollway (1991) argued that the quantification is 
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at the heart of social sciences' claim to scientific method. The key 

concerns are that measurement has to be reliable, valid and generalizable 

in its clear predictions of cause and effect. 

5.4 Positivistic paradigm: 

Denscombe (2001: 299) defined positivism as "an approach to social 

research which seeks to apply the natural science model of research to 

investigations of the social world". This approach assumes that there are 

clear patterns and regularities, causes and consequences in the social 

world, just as there are in the natural world (Denscombe 2001). More 

recently, Bryman (2004: 11) defined positivism as "an epistemological 

position that advocates the application of methods of the natural 

sciences to the study of social reality and beyond". The above two 

definitions highlighted the idea of applying the methods used in the 

natural sciences in social sciences. Easterby-Smith et al (2002) argue 

that the main idea of positivism that the social world offers extremes and 

therefore its properties should be gauged through objective methods 

rather than being inferred subjectively through sensation, reflection or 

hunch. 

According to the positivists, this approach provides the basis for 

explanation, permits the anticipation of phenomena, predicts their 

occurrence and therefore allows them to be controlled. However, 

explanation includes the process of establishing causal 

relationships between the variables by establishing causal laws and 

linking them to a detective or integrated theory (Collis and Hussey 

2003). 
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Scott (1997) suggested that positivists believe that there are no 

meaningful differences between natural and social sciences 

methodologies. In line with this argument Collis and Hussey (2003) 

suggested that positivism is founded on the assumption that studies 

conducted in human behaviour should be conducted in the same way as 

studies carried out in the natural sciences, so it attempts to place social 

research in the same realm as scientific research. 

However, positivism was criticised by some authors. It was argued that 

establishing a relationship between variables depends on defining these 

variables. They explained that it is not possible to treat subjects as being 

separate from their social environments and they cannot be understood 

without examining the perceptions they have of their own activities 

(Remenyi 1998 and Mashat 2005). Furthermore, Collis and Hussey 

(2003) also criticised positivism in terms of researchers' objectivity, in 

particular, the part of what they observed. It is argued that researchers 

introduced their own interests and values to the research. 

5.5 Phenomenological paradigm: 

Collis and Hussey (2003) refer the term phenomenology to the science of 

phenomena. They explained the word phenomenon is derived from the 

Greek verb to appear or show. Allan (1991: 893) defined a phenomenon 

as "a fact or occurrence that appears or is perceived, especially one of 

which is the cause in question". 

It is argued that the phenomenological paradigm to research needs to be 

contrasted with the positivistic methods. In contrast with positivists- 

0 
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beside the basic belief that the world is socially constructed and 

subjective-, the phenomenologists do not see the world as consisting of 

an objective reality. According to the phenomenological paradigm, 

researchers mainly focus on the meaning rather than facts, to try to 

understand what is happening, look at the totality of each situation and 

develop ideas through induction from evidence (Remenyi et al 2002). 

However, Cohen and Manion (1987) considered it as a theoretical point 

of view that helps in studying the direct experience taken at face value 

and one that sees behaviour as determined by the phenomena of 

experience rather than by external, objective and physically described 

reality. Therefore, Remenyi et al (1998) pointout that the 

phenomenological paradigm is increasingly accepted among business 

and management scholars and considered to be suitable for this type of 

research. 

The phenomenologist believes that the world can be modelled, but that 

should not be in a mathematical method, they believe that a verbal, 

diagrammatic, or descriptive model could be acceptable (Remenyi at al 

1998). 

The phenomenological paradigm is described as a qualitative method 

that stresses the subjective aspects of human activity that focuses on the 

meaning rather than measurement of social phenomena. It is suggested 

that this approach is described as the descriptive/interpretive method and 

stipulates that every event should be studied in a unique incident in its 

own right (Remenyi et al 1998, Collis and Hussey 2003; Mashat 2005). 
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5.6 Quantitative research method: 

One of the most important benefits of quantitative research is the 

requirement that the sample used in the study reflects the attributes of the 

population under study. The findings produced by the study relate to the 

whole population and therefore, the conclusions drawn could be 

pertinent to the population (Sarantakos 1998). This attribute of social 

sciences is known as representativeness. Beside the representation issue, 

quantitative methods have the advantage of using standardized 

measurements. This argument was supported by Patton (1990: 14) when 

he mentioned "quantitative methods entail the use of standardized 

measures so that the varying perspectives and experience of people can 

fit into a limited number of predetermined response categories to which 

numbers are assigned". 

In this study, to test the research hypotheses, a quantitative research 

method will be employed in form of a questionnaire survey. 

5.7 The questionnaire survey: 

As explained above, the main objectives of the research are to highlight 

the views and perceptions of officials at the Libyan Investment 

Companies. 

For exploratory purposes, in this type of research, empirical work is 

considered to be important. Therefore, the researcher used the 

questionnaire survey method as a questionnaire was determined to be the 

most efficient and economical method of collecting data. Saunders et al 

(2000: 278) considered questionnaires as a general term to include all 
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techniques of data when respondents are asked to respond to the same set 

of questions in the same order. In the same vein, Collis and Hussey 

(2003: 173) argue that questionnaires are related to positivistic and 

phenomenological methodologies. They defined a questionnaire as "a list 

of carefully structured questions, chosen after considerable testing, with 

a view to eliciting reliable responses from a chosen sample. The aim is to 

find out what a selected group of participants do, think or feel". In the 

same context, Sekaran (2003: 236) defines a questionnaire as a 

"preformulated written set of questions to which respondents record 

their answers, usually within rather closely defined alternatives". 

Sekaran (2003) viewed the questionnaire tool as the most efficient and 

important one in collecting data when the researcher exactly knows what 

type of information he needs and how to measure the study variables. 

The next section will review the types of questionnaires in general and 

the ones used in the study. 

5.8 Types of questionnaires: 

In order to collect the data needed for the purpose of testing the research 

hypotheses, the researcher conducted a survey covering the officials at 

the Libyan Investment Companies. Haimon (1998) explains that the 

processing of survey data through advanced analytical methods has been 

one of the foremost means of social investigation. However, the idea of 

conducting a survey starts with the desire to measure some 

characteristics of a population. Thus, a survey can be useful to describe a 

population and constructing models for analysis. For this reason the data 

88 



gathered through a questionnaire can be used for both descriptive and 

analytical uses. 

Gilbert (1993: 95) states that a "sociologist also regards surveys as an 

invaluable source of data about attitudes, values, personal experiences 

and behaviour. Researchers use face-to-face or telephone interviews or 

postal questionnaires". Jankowicz (1995) argues that researchers carry 

out a survey to get views of what people think, believe, value or feel, in 

order to discover these views for their sakes, or to support an argument 

that they are presenting. 

There are some alternative ways to conduct a survey. Among these 

methods are telephone interviewing, mail questionnaires and self- 

administered questionnaires. Each of these methods has advantages and 

disadvantages; therefore, the following sections will highlight these 

methods and reflect the advantages and disadvantages of each one: 

5.9 Telephone interviewing: 

The telephone interview costs approximately half what a face-to-face 

interview costs (Dooley 1990). Czaja and Blair (1996) explain that 

telephone numbers can be selected in different ways. It could be done 

through random selection from a phone book or created by using an 

existing telephone number and dropping one or more of the last four 

digits and substituting random numbers. 

Advantages include: 

" Random digital dialling sampling of general population. 
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" It gives the researcher better chances of accessibility to 

interviewees when compared to personal interviews. 

" Lower cost than personal interviews. 

9 Shorter data collection periods. 

" In terms of research administration, it has the advantage of easy 

administration when compared with a mail survey. 

" It needs smaller staff to conduct the survey. 

Disadvantages include: 

" It is less reliable in the case of sensitive questions. 

9 Non-response associated with random-digit-dialling sampling is 

higher than personal interviews. 

" Telephone interviewees may produce more missing data on 

income questions. 

9 If the questions are long and complicated, respondents will face 

some difficulties. 

5.10 Mail questionnaires: 

This type of questionnaire requires the researcher to send questionnaires 

and covering letters by mail to the population. Researchers usually 

provide participants with a prepaid envelope. This type of questionnaire 

is considered to be the most common method as many researchers use it. 

Sarantakos (1998) point out that the main characteristic of this method is 

that respondents offer data with limited interference on the part of 
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research personnel. The main advantage of this type is the low cost and it 

saves time compared to other techniques such as interviews and self- 

administered questionnaires (Hakim 1987, Sarantakos 1998; and Sekaran 

2003). Other advantages of mailed questionnaires could be categorised 

as follows: 

9 Can offer a considered and objective view on the issue, i. e. give 

the respondent the opportunity to consult their files and 

colleagues as many respondents prefer to write rather than to talk 

about certain issues. 

" Can be completed at the respondent's convenience, in other words, 

at their homes and at their own pace. 

9 Can promise a wider coverage, considering that researchers can 

approach subjects more easily than other methods. 

" The use of mailed questionnaires may reduce the possibility of bias 

that is caused by the presence or attitude of the interviewer. 

There are some disadvantages of mailed questionnaires (for example see 

Sekaran 2003, Collis and Hussey 2003; and Saunders et al 2003). 

However, they identified the following disadvantages: 

" Researchers will not be confident that the right person has 

responded to the questionnaire because the respondent's identity 

and the conditions, under which the questionnaire was answered, 

are unknown. 

" The possibility of a low response rate and, as a result, it would be 

very difficult to establish representativeness of the sample 
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