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THE SMALL AND MICRO ENTERPRISE AUDIT IN TANZANIA: IS IT WORTH THE
EFFORT? EVIDENCE FROM AN EXPLORATORY STUDY

Kitindi, E.*

Abstract: The audit of small and micro-enterprises has, for a long time, been of concern to many academics
and practitioners alike. Arguments have abounded as to whether the small enterprise audit was worthwhile
or not. Though both views existed, it was apparent that small enterprise auditors did face problems in the
small audit, albeit in different forms and magnitude. Some countries allow small enterprises to go unaudited.
In the UK, a financial reporting standard for smaller entities has been promulgated in an attempt to mitigate
some of the problems.

This paper presents findings of an explorarory study conducted in Tanzania in relation to problem met
by small and micro-enterprise auditors. The study was motivated by the fact that, whereas elsewhere the
small audit problem is apparent and being dealt with in various ways, in Tanzania there is an apparent lack
of knowledge to any problems and their effect on the auditor’s work. The study thus sough, inter alia, to
confirm the existence of small audit problems, the nature of their incidence, and their impact on the audit
work. This was done by soliciting responses to 2 number of potentia audit problems. The results suggest that
most of the problems investigated did not occur frequendy although some were significant to the auditor’s
work. A tentative conclusion is that, though small enterprises in Tanzania have similar characteristics to

those elsewhere, the incidence of SME audit problems is perceived differently in the country.
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INTRODUCTION

General Introduction

Enterprise financial statements are meant to
enable people obtain an understanding of
enterprises state of affairs. The detailed scrutiny
of accounts and financial statements of
enterprises through auditing is generally
accepted as a means by which their truth and
fairness can be determined. One need for such
a scrutiny is to form an opinion on the accuracy,
reliability and the fairness of representations in
the financial statements. The main objective of
auditing is to enable the auditor to report on
the truth and fairness of the financial position
shown by the balance sheer, of the profit or
loss shown by the profit and loss account, and
of any other infgrmation required to be
disclosed in the financial statements.

Section 132 of the Companies Ordinance
(Cap. 212) of the Laws of Tanzania requires
that all companies registered under the
Ordinance appoint an auditor at each annual
meeting to hold office until the next annual
general meeting. The annual general meeting is
important for large enterprises as it provides
the shareholders an opportunity to meet and
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deliberate on issues concerning their
investment. Enterprises without a diversified
ownership rarely [i'nave the need for annual
general meetings. Typically, these are relatively
much smaller in terms of number of employees,
assets owned and turnover. The ownership of
small and micro enterprises (SMEs) is usually
concentrated in a few ﬁands a single person, a
family, or a small group of people with common
interests.

A major reason for hiring audit services in
large firms is to help control the conflict of
interests among firm managers, shareholders,
and bondholders (Chow, 1982). Other reasons
include complying with institutional
requirements, operational efficiencies and for
internal control purposes in those cases where
the auditor is considered less likely to collude
with employees of the client company. With
small and micro enterprises, other than for
institutional and leid requirements, the motives
for purchasing auditing services are rooted in
their desire to acquire credit form banks.
Bankers make use of audited financial
statements in their lending decisions (Kitindi
1997). It is this aspect that also makes is
necessary for sole ro’FrietorshiR to have their
accounts audited. The provisions of the
Companies Ordinance (Cap. 212) do not cover
sole traders because they are not limited liabilicy
companies. Nevertheless they are subject to
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auditing for bank loans’ purposes.

Voices have been raised elsewhere to the
effect that the audit of SMEs poses problems
to auditors that are into experienced with large
enterprises. This is due to nge difference in scje
on which SMEs and large enterprises operate,
and which is often reflected in tEeir respective
audit requirements. While appreciating the need
for preparing accounts, SME proprietors
Fenerally consider the auditing function as
raving marginal benefits. However, auditing has
an_important role for large enterprises as it
reflects on the stewardship of the company
management.

The Tanzanian economy comprises a
substantial number of small, medium-sized and
micro enterprises. However, the accounting
profession in the country has apparently not
Eiven adequate consideration to differences

etween SMEs and large enterprises. The
profession has put forth several standards and
guidelines for both accountants and auditors,
SME:s are apparently doomed to obtaining only
qualified opinion reports.
is paper presents and discusses the
findings of an exploratory study whose main
objective was to obtain an understanding of the
nature of the problems encountered by SME
auditors in Tanzania. Specific objectives of the
study were to determine the common
characreristics of the SME audit problems in
Tanzania, to determine the frequency of
occurrence of the small audit problems, and to
test whether the problems have a significant
impact on the aucEt work.

APPROACH OF THE PAPER

After this introductory section, a brief discourse
on accounting internal controls and the internal
control system is given. Thereafter, a review of
some pertinent literature on the subject matter
is provided, after which the procedures adopted
in gathering and anlysing the data are
enumerated. Empirical findings are detailed out
after the methocfology. Conc%:sions and some
recommendations are made at the end.

Auditing and the Internal Control Structure

In the conduct of audits, auditors often rely on
the existence of internal controls in determinin

the extent and magnitude of tests to perform.
Internal control is the system of financial and
other controls established by management to

ensure the business of the enterprise is
conducted in an orderly and efficient manner,
adherence to management policies, safeguard
the assets and secure the completeness of and
accuracy of the records. This is an important
matter for the auditor because of cost
implications. Often, if existing internal coptrols
are reliable, and if they have been operating as
desired on a consistent basis, the auditor can
choose to reduce substantive tests and perform
instead more compliance tests. Since the former
involve more detailed testing, the small
enterprise auditor will be interested in keeping
the cost of the audit at an affordable level to the
client, who may not be in a position to meet
the cost of an expensive audit. )

However, the auditor is also 'intereSted in
reducing the possibility of litigation. Users of
financial statements usually refer to the
professional opinion of the auditor on the
assertions made in the statements. Litigation
can occur in case a user who placed reliance on
audited statements incurs a loss which other
wise he would not have incurred. The auditor
therefore has to satisfy himself that he has
sufficient evidence to formulate an opinion,
something that is difficult with small enterprises
due to the close involvement of the manager in
the day to day activities of the business.

Other that the dependence on internal
controls, auditors are guided by auditing
standard, which prescribe the basic principles
and practices tgat they, as members of a
profession, are expected to following the
conduct of an audit and apply whenever an audit
is carried out. In addition, financial reporting
standards guide the preparation of financial
statements for reporting purposes, and auditors
are required to ensure that the accounting
standards are adhered to in the preparation of
the statements t_heg are auditing, Thus the work
of the audito- will be determined by the auditing
and financial accounting standards, and tho
internal controls instituted by the client. The
existing standards therefore impact on the
conduct of audit within a country.

LITERATURE REVIEW

Application of Auditing Standards to Small
Audit Engagements

A review of the literature indicates that audit
problems posed by SMEs have an early origin.
Three decades ago, Morgan (1966) stated that
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the size of operations and the small number of
employees in small enterprises posed a problem
in designing a system of internal control for
such enterprises. This called for ingenuity and
creative thinking that could make the most of
the restricted conditions under which the
enterprise operates. Internal controls are the
primary means by which owners of enterprises
can reasonably assure themselves of controrover
their assets and resources. Their link to auditing
arises due to the fact that auditors often rely on
the existence of an effective system of internal
controls to make decisions on audit tests.

According to Grollman and Colby (1978),
SME interna%controls are different because they
are affected by special problems inherent
therein. These problems symbolise the
characteristics of the typical SME which include
litcle or on segregation of duties due to the small
number of employees, simple record keeping,
limited intcrnnr controls and the potential for
management override (IFAC 1998). These
characteristics of small enterprises are said to
intluence the auditors work.

The announcement of the release of new
auditing standards in the UK spurred a flurry
of literary activity in the seventies. It was felt
thac application of the new standards to SMEs
would be difficult and would result in 2 majority
of these enterprises receiving qualified audit
reports as a matter of routine, thereby rendering
the audit work and the resultant report useless,
Most of the literature at that time focused on
whether the small enterprise should have an
audit, an audit review, or no audit ar all.

There were strong views that the small audic
should be abolished or made non-mandarto
(Gemmel 1977, Davison 1979 and English
1979). This position was probably inspired by
consideration of the view of the expected users
of financial statements from SMEs. It is
generally accepted that users of financial
statements include current and prospective
investors, banks and other loan creditors, trade
creditors, government, trade unions and/or
employees, and the general public. This cliche
is usually used in relation to corporate financial
statements, where the nature of the enterprise
and irs operations usually qualnfy it to be
categorised as a large enterprise. Large
encerprises have a diverse ownership because
the shares are open to the publ}C~ D.UC.IO {hls
openness to the public and the wide distribution
ol shares, the shareholders entrust the

management of the affairs of the enterprise to
a board of directors and management. It would
be rare indeed for shareholders of a public
company to be involved in the day activities of
the firm. -

In contrast, shareholders of SMEs are
usually few: often, an individual, perhaps with
the spouse, and occasionally, a couple or so other
persons. Here, an owner-manager situation
occurs, and this owner-manager dominates over
the affairs of the enterprise. The difference
berween large and small enterprises as regards
users of financial statements is that, whereas in
the former the shareholder is considered an
external user, in the latter the owner is not
external. For all practical intents, the only
external users of financial statements from SMEs
are the banks and credit grantors, including
trade creditors, and credit rating agencies. For
tax purposes, however, the government is
interested in financial statements of all
enterprises, large and small. N

However, there was equally strong opposition
to the abolishment of mandatory audits of small
enterprises. It was argued that the small
enterprise audit should be maintained; that it
was a price that companies are relied upon by
some users, who will need to be assured that
the accounts do give a true and fair view
(Sherwood 1979 and Mottershead 1979).

Shaw (1978) opposed the suggestion that
audit reviews be performed instead of fully-
fledged audits. He argued that a thin line
separated review work and audit work. First
the review procedure would not validate or
enhance the status of the financial report or the
degree of accountability being rendered by the
company concerned. Secondly, the two, that is,
an audit and a review, were likely to be confused
with one another. This, according to Shaw
(1978), is dangerous and undesirable as people
might mistake a review as an assurance, which
it is not. He was of the opinion that either
audits are maintained, or there is none at all,
and that in the case of some companies beinﬁ
exempted from the statutory audit, it could sti
take place to meert the requirements of a major
lgndgr, or a government agency or an individual
significant investor.

Application of Accounting Information

Reporting Standards to SMEs

In the US, concern was on the applicabilicy of
generally accepted accounting principles

(GAAPs) to  SMEs and their effect on SME
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audits. It was argued that the accounting and
auditing pronouncements by the Financial
Accounting Standard Board (FASB) and the
Auditing Standards Board (ASB) respectively had
not given adequate consideration to the routine
activities of accountants of SNEs (Lund 1979,
Benis 1979), and that SMEs were beinﬁ
overburdened by excessive administrative an
accounting costs in order to comply with
irrelevant rules, a reference to GAAPs (Chazen
and Benson 1978). Spencer, Stiner and Grant
(1979), while agreeing with their compatriots
in the US, had differing views, with Spencer
favouring similar audits for both small and large
enterprises and the other two a modification in
audit approach for small enterprises, Campbell
(1981) investigated the possibi ity of institutin
separate accounting standards for sma
enterprises in respect to earnings per share,
deferred income taxes, leases, and inflation-
a<li:justed information on the decision processes
of loan officers, who are major users of
financial statements of SMEs. Her results,
corroborated later by Bushong (1995), were
that, except for leases, standards with respect
to the others could be modified or abandoned
without any impact in the decision processes
of bank officials. These findings tent additional
support for the modification of standards
applicable to SMEs,

Initial atcemprs in the eighties to resolve the
issue of accounting exemptions for smal|
enterprises in Ireland and the ITK were resisted
somewhat by the re lating bodies there. In
Ireland, it was felt thar accounting standards
existing at that time were not particularly
burdenso_mc on small companies and the
concept of dual standards was generally disliked
(Barker and Noonan, 1996). Carsberg er al.
(1985) suggested that, in the case of the UK
there was no justification for exempting all
companies below a certain size F

. rom all
accounting standards, although consideration

could be given to the exemption of SME; ip
those cases where standards had minor
Importance to them.

O’Brien (1995) and Hunt (1995
a cost-benefic view in Ireland,
described in the context of the di

bed i Isproportionate
beneh; which users of SME financia| statements

when compared wigh the

) advocated
Costs were

rom the statements. They argued thar the
standar_ds lrzrosed t00 much compl;
on their small cliens,

In the USA, Raibom (1981) investigated the
criticisms of small enterprise auditors that
pronouncements of the ASB were not
responsive to their needs. She found that maEY
auditors were seemingly unclear as to the
definition, purpose, and need for compliance
tests in small business audits. Tth.also hag
difficulties in defining, documenting, an
relying on owner manager control to reduce
substantive testing. Although other problems
were encountered, auditors had more problems
with regard to internal accounting controls. X

Apparently, SMEs may be plagued wit
inadequate and/or inaccurate accounting
records. However, according to Raiborn
(1982:25), the inadequacy of internal accounting
controls and the absence of corroborating
evidence to support management I'CPfese"taci
tions in their own are minor problems compare 4
to the difficulty in justifying an unqualifie
opinion. This was a reiteration of the belief that
a small enterprise audit is likely to result in a
qualification, an undesirable outcome if o0
often,

However, on the basis of Barker and Noonan
(1996), SME compliance to accounting
standards was a big problem, imposing t00 grel? :
a burden on the practitioners, and that ¢ .
removal of the audit requirement was the m‘?sl
favoured way in which the burden of ﬁnanclat
reporting could be mitigated. Perhapsl“s(;
surgrisingly, but interesting nevertheless,
Raiborn (1982) found thar auditors in the h
tended to ignore cerrain standards ‘when It i;}’
meet with difficulty or uncertainty in a%)A);\S%
generally accepted ‘auditing standards et
in SME audigs, They also tended to Interpr n
standards according to the client’s of thc"(i)“;n
best advantage, or to apply certain standar 'lfhis
3 manner that places form over substance. 1’
was clear indication of unacceptable wor k .bemg
performed by small enterprise audltorsé
Standards set the minimum level of performanc
to be met and a departure from the standar
may not be desirable. . ien

A reason that could lead to such a situatio
is the familiarity that the small enterprise alld“g;
eventually has with the owner. Auditors of SM
usually know the dominant owner (Grotiman
and Colby, 1978). This is more so if the auditor
also writes the books of accounts of the client.
In the latter case, a conflict of interest can arise
because the auditor would be auditing his own
work, which would make him lose objectivity
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(Simunic, 1984). Although it was earlier shown
thar the effect of client size did not significantly
atfect the perception users had of the auditor’s
independence (Pany and Reckers, 1980),
provision of both accounting and auditing
services is bound to have an impact on auditors
independence. :

A modification of standards applicable to
SMEs appears to be the only solution to
problems faced by auditors. Such modification,
or exemption, would reduce the cost of
enforcing adherence to standards by SMES. It
would also lead to a more effective conduct of
audict work by reducing or eliminating most of
the problems that auditors faced in such
engagements. Of importance would be the
reduced lirigation risk that auditors would have
to face by not issuing a qualified audit report.
It is worth noting that, in the case of the UK, a
financial reporting standard for smaller entities
(FRSSE) was released in November of 1997
(Wilkin 1998), and which is updated, the update
to be effective in March of 1999.

METHODOLOGY

Design and Administration of the
Questionnaire

The questionnaire was designed to capture the
frequency of occurrence and the importance of
the audit problems. Five-point Likert-scales
were used to indicate frequency, ranging from
scale point 1 - ‘Never’ - to scale point 5 -‘Usually’,
and to indicate importance ranging from scale
point 1- ‘Unimportant’ - to scale point 5 -
‘Extremely Important’. The questionnaire-was
administered becween July to August 1998. The
questionnaire from the last respondent was
received by November 1998.

Sampling

The sampling frame was a list of Authorised
Auditors registered with the NBAA as at June
1998 and obtainable from the NBAA Head
Office in Dar es Salaam. Respondents
comprised both audit firms and individual
auditors. The list had 50 individuals and 91
firms registered.

A sample comprisin% 46 auditing firms was
selected on the basis of information on their
physical address and accessibility. This was
necessary as the questionnaire was to be hand
delivered to the respective offices. The list of

registered individual auditors was analysed
further to exclude those who were represented
in the selected firms. Two individual auditors
known not to be affiliated to any audit firm
and therefore not included in the sampled firms
were added to the sample. Finally, ten other
firms that were not physically accessible were
added to the sample. The questionnaire was sent
to these ten by post, The total sample thus
comprised of 58 potential respondents located
in Dar es Salaam, Mwanza, Shinyanga and
Arusha. Except for the individuals purposefully
selected, all other selections were on a random
basis.

Data Collection

Primary darta for the study was collected by
means of a structured questionnaire. The
questionnaire was mostly hand-delivered to each
of the audit firm and individuals taken in the
study, except for ten questionnaires that were
dispatched through the Fost. Responses were
encouraged by physical follow-up with the study
subjects as well as telephone calls were
occasionally made to encourage to encourage
responses.

Secondary dara was extracted from literature-
obtained from various sources including the
NBAA and TAA head offices, and from libraries
and training institutions.

Data Analysis

Dara collected from the study was quantified
and analysed. Descriptive data was analysed by
use of descriptive statistics. Frequency of
occurrence of the problems was determined on
the basis of frequency means computed from
the numerical score points for each problem-
question in the form of a five-point Likerr scale.
The numerical scale points for frequency of
occurrence were multiplied by those of
importance of the problem to obrain compound
significance means. Individual significance was
determined by the highest two numerical scale
points (4 and 5 in cac%l case). When combined
a significant combination would be either of
frequency or importance attaining a minimum
mean score of 4, and the problem being
discernible, i.e. either a2 minimum of rare
_frcquency of occurrence or a minimum of slight
importance (2 scale points in each case). The

minimum combined numerical scale points
were thus 8.



4 The African Journal of Finance and Management Vol.8No.2

audits. It was argued that the accounting and
auditing pronouncements by the Financial
Accounting Standard Board (FASB) and the
Auditing Standards Board (ASB) respectively had
not given adequate consideration to the routine
activities of accountants of SNEs (Lund 1979,
Benis 1979), and that SMEs were bein
overburdened by excessive administrative anﬁ
accounting costs in order to comply with
irrelevant rules, a reference to GAAPs (Chazen
and Benson 1978). Spencer, Stiner and Grant
(1979), while agreeing with their compatriots
in the US, had differin views, with Spencer
favouring similar audits f%r both small and large
enterprises and the other two a modification in
audit approach for small enterprises, Campbell
(1981) investigated the possibi ity of institutin
separate accounting standards for smaﬁ
enterprises in respect to earnings per share,
deferred income raxes, leases, and inflation-
adjusted information on the decision processes
of loan officers, who are major users of
Hnancial statements of SMEs. Her results,
corroborated later by Bushong (1995), were
thar, except for leases, standards with respect
to the others could be modified or abandoned
without any impact in the decision processes
of bank officials. These findings tent additional
support for the modification of standards
applicable to SMEs,

Initial attempts in the eighties to resolve the
issue of accounting exemptions for small
enterprises in Ireland and the LTK were resisted
somewhat by the reﬁulating bodies there, In
Ireland, it was felr that accounting standards

existing at that time were not particularly

burdcnso_me on small companies and the
concept of dual standards was generally disliked

(Barker and Noonan, 199¢). Carsberg et al.
(1985) suggested thar, in the case of the UK,
there was no justification for exem ting all
companies below a certain sjze rom al|
dccounting standards, although consideration
could be given to the exemption of SME; ip
those cases where standa

. rds had minor
importance to them.
O’Brien (1995) and Hune (1995) advocated

a cost-benefit view in Ireland. Costs were
described in the contexr of the disproportionate
benefit which users of SME financjal statements
are said to derive

rom the statements, T €y argued thart the

standards imrosed too much compliance cost
on their small cliengs,

In the USA, Raibom (1981) investigated the
criticisms of small enterprise auditors that
pronouncements of the ASB were not
responsive to their needs. She found that maﬁ)’
auditors were seemingly unclear as to the
definition, purpose, and need for compllancg
tests in small business audits. They.also had
difficulties in defining, documenting, an
relying on owner manager control to reduce
substantive testing. Although other problems
were encountered, auditors had more problems
with regard to internal accounting controls. N

Apparently, SMEs may be plagued wit
inadequate and/or inaccurate accounting
records. However, according to Raiborn
(1982:25), the inadequacy of internal accounting
controls and the absence of corroborating
evidence to support management representa-
tions in their own are minor problems Comp.:}re
to the difficulty in justifying an unqualiied
opinion. This was a reiteration of the belief tha
a small enterprise audit is likely to result in a
qualification, an undesirable outcome if t00
often,

However, on the basis of Barker and Noonan
(1996), SME compliance to :.1ccounnnagt
standards was a big problem, imposing too grei.‘e
a burden on the practitioners, and that ¢ ;
removal of the audit requirement was the mq:l
favoured way in which the burden of ﬁnanc:) )
reporting could be mitigated. Pcrha}[:sl:ss’
surErisingly, but interesting “e"?"he
Raiborn (1982) found that auditors in t chc
tended to ignore certain standards .whcn lt iné
meet with difficulty or uncertainty in EI(FEI;?AYAS)
generally accepted auditing standards rpret
in SME audigs. They also tended to Int€ Pwn
standards according to the client’s of thelrc?s in
best advantage, or to apply certain StandarThis
a manner that places form over substance. bein
was clear indication of unacceptable work be rsg
performed by small enterprise audito c(;.
Standards set the minimum level oFPerforngr
t be met and a departure from the stan
may not be desirable. - arion

A reason that could lead to such a s“uz. or
is the familiarity that the small enterprise au l\:ltEs
eventually has with the owner. Auditors of S n
usually know the dominant owner (Grotima r
and Colby, 1978). This is more so if the audito
also writes the books of accounts of the client.
In the latter case, a conflict of interest can arise
because the auditor would be auditing his own
work, which would make him lose objectivity
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problems. The resulting mean scores on the
frequency of occurrence of four problems in
small client audits that occurred at least
occasionally are summarised in Table 3.

Table 3: Summary Means for Frequency of Occurrence of
Small Audit Problems

Question No. Response

%
48.3

Frequency
Mean

1. Acceprance of managenet 3.3
representations as audit
evidence when complete-
ness of recorded trans-
actions cannot otherwise

—beverifieds |1 _

2. lnsufficient documentation | 48.3

__owner/manger controls; _|__

3. Assignment of more 41.4 3.1
experienced personnel to

theSMEaudic __ {4 __

4. Reliance on owner/manager | 37.9
controls to restrict extent of
substantive auditing
procedures

On the basis of the results, auditors have to
rely on management regresentations as audit
evidence due to inability to verify the
completeness of recorded transactions. This
problem was mentioned by 48.3% of the
respondents as occurring frequently. On the
average, the tr.cquency mean score pf 3.3
suggests that this Problem occurs occasionally.
Similarly, insufﬁcncntly_ documented owner-
manager controls cause difficulty for the auditor
intending to compliance test such contrgls.

Again, 48.3% of the respondents said the

roblem occured frequently. On the average,
Eowevcr. this problem occurs occasionally, with
a frequency mean score of 3.2. Another problem
that occurs occasionally is the need to assign
more experienced audit personnel to the SME
audit compared to a large audit. Only 41.1%
of the auditors suggested that it is a frequently
encountered problem. The frequency mean was
3.1. Finally, 37.9% of the auditors indicate that
they are frequently able to rely on owner-
manager controls in the SME to reduce the
extent of substantive audit procedures. The
frequency mean for this problem was
nevertheless 3.0, suggesting that on the average
the problem was encountered only on occasions.

Generally, the low frequency means suggest

that the frequency of occurrence of the audit

roblems mentioned is not high. High
Frequency would have been the case ifga
particular problem was able to score a frequency
mean of 4.0. The remaining 19 problems rarely
occurred or never did. Apparently, auditors do
face problems in the SME audit, but not often.

Significance of SME Auditing Problems

Given the low means obrained for frequency of
occurrence, it was considered necessary to
determine the significance of the problems to
the auditors. This was achieved by combinin
information of frequency of occurrence an§
importance of the problem to the auditors.
Of the twenty-three problems posed to the
auditors, only nine were significant, receivin
significance means of 8.0 and above. Table %
summarises the questions that atrained a
significant mean in their order of significance.

Table 4: Summary of significant audis problems reported by

respondents
Problem Significance
Mean
1. Insufhicient documentation of 11.4
—owner-managerconrolss __ __ _ |
2. Acceptance of management 11.2
representations as audit evidence
when completeness of recorded
transactions cannot otherwise
—beverifieds ] __
3. Assignment of more experienced 10.7
__personnel to the SME audit;
4. Difficulty in communicating the 101

contents of representation letter
__as required by TSAS No. I;
5. Compliance testing of accounting 9.1
controls when a preliminary
evaluation determined that reliance
—could not be placed on the system;
6. Reliance on owner/manager controls
to restrict extent of substantive
—auditing procedures;
7. Difficulties in applying analytical KY
review procedures in planning the
—audic,_

— e b t— —

8. Difficulties and uncertainities
encountered in relying on internal
accounting controls over sales,

—accounts recievable and cash feceipts;

9. Difficulties and uncertainities
encountered in relying on internal
accounting controls over payroll.
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FINDINGS

Survey Respbnse Rates

The total number of questionnaires collefctseg
Was 29, representing a response rate o

percent. A summary of response rates is shown
in Table 1. ’

Tﬁble 1: Summary Questionnaire Response Rates

he response was enhanced by the fact thar

most of the questionnaires were admmlstc;red
and followed-up in person. Of the mailed
questionnaires,

only four questionnaires, or 40
Percent of the rorta] mailed, were received,

Characteristics of SMEs

From a lis of eight characteristics, the auditors

fesponses are summarised in Table 2.

Table 2: Summary characteristics of the typi
client,

cal small audis
Characterissic No. l
1. Concetratiop, of ownership or Operadonal | 24 82.8
_‘:‘l‘"ii“-""c or a_fcw_i"@i@]:‘;_ ~—d
2. Limited Segregation of funcrions within | 21 [72%
the Fecounting system becayse of the
small numbey of employecs;
‘--‘- -ﬁ“h---
3. Managemen, Personnel or employees 20 [69.0
- ’Lvew&d_acowgs knowledge; N
4. Record keeping ofien informa ang 19 655
Uocumencation of transactions js 5s,
_"j&icsaa&_~_‘~~~~_-_
5. Grear nlmnagcmcnt Potentia) overrides | |5 517
Inter i ;
—inte == 2EPuning congrol " -1 __
6. Managemep, doesn’t o unable o 14 48,3
hire employees wigl, 3ccounting
¢Xperience or training ;
- Jl." —r l"&"i‘“ﬂ“i ~ -4
7. Admnmstmuvc and clerjcy] staff haye 12 14;,
C3Y ACCess 1o gecre,
8‘[‘6#*“&%’&‘*** ‘---—
. bnacuve or mueﬂ’ectlv? policy—makjng 12 143,
ody {e.g. Board of Dltectots)
Ov 9
sm:{ISO/O of tlllp responden s believe thar thej,
owners:li\l: t clj ts ha\{e ONcentration of
~Wnersh Operation, contro| jp
W indjvid ek
trere s |;

uals. | c:vcnft%'u Percent chink
Segregation o Nctions wich;

- - n

the accoupg; System in the pical SME, These

cs have IMporgan, implications

. \rst Chara‘
for the work of the auditor. Th:t:li manage-
creristic leads to an owner-dO_’P‘“knowledge of

ent. In the absence of specific | reliabilicy
i?le o.wner's character and mtcg?i:)):’\ablc. Lim-
of internal controls may be ques;he other hand,
fted segregation of functions, ?nhe illars of in-
is a direct violation of one of t itLFation where
ternal control. It may lead to a s will perform
employes or the cvner.manager will perfor
utl;es thart are inco-mpatlble."l’ t::est employee
nal control requirements. A dis ‘:’o commit an
or owner-manager is thus able
cover up irregularities. el or employees
at management personn ing knowledge
of SMEs have limited accounti ogndents- This
Wwas supported by 69 % of the ECSPO er interna
probal?ly explains the lackE‘s) ) f ;,51 as the in-
i ntrols in SM inadequate
accounting co ] o and ina X
formal record kee Ing syste s, confirmed by
Ocumentation of transactions, otential prob-
65.5 % of the respondents. Thecl:se is an insuf-
lem for the auditor in thce.lattr:lil e
icient or absence of audit t suggested ¢
51.7 % of the respondents ce within sma
respondents suggested the cxnstc;‘; | for manage-
audit clients of a great potcnttrol& This Pfg
ment override of internal con the extent
vents the auditor from redufi'ncgto uncertainly
substantive tests to pel'fol'rl“ tlilon stage. ding
at the internal control evalua with accoun i
Inability to hire employees crainings c?ve
&xperience or formal accOUI"t't:jgadminnstréll_tcy_
Y ical an . oli
OF access to assets by cleric or ineffective Pfewar
personnel, and an inactive firme e
king body were con wever, MO
making body ses, ho o di
fespondents. In all three ¢ respondc * mall
than forry percent of the rerised thel’
indi hat these traits charac )
indicate tha ollowin
audit clients. with the fo e
These findings concur rises SUgE
characteristics oF small enterp

by IFAC (1998).

. an
rship f
H owneé o
a) There s concentrauol;rgf;l pumber
in a
management in
individuals; ) ina
here are Iimlt'ed mctlc
segregation of duties; c_m] for ma
Ecrc exists a po{emlatrols.
override of internal con

| cont"olsl

ent
nagem
c

1 Audit
Fre uency of Occurrence of Smal
Prollerns

to in
The auditors were aSk:fdwvcan'
frequency of occurrence

the
e th
dit

dicat u
three 2



Kitindi, E.: Small and Micro Enterprise Audit in Tanzania: Is it Worth the Effort? 9

if analytical procedures at that stage is deemed
imporrant. Application of analytical procedures
at the audit planning stage is therefore not a
major problem for auditors.

Difculties and Uncertainlies Encountered in
Relying on Internal Accounting Controls over
Sales, Accounts Receivable and Cash Receipts

Only 20.7% of the auditors indicate that they
are frequently able to rely oil Internal accounting
controls over sales, accounts receivable and cash
receipts. The significance mean of 84 never-
theless points to the fact that reliance on such
controls is important for the completion of the
audit. This is an area that needs adequate
differentiation of duties, and this is a problem
with SMEs.

Difficulties and Uncertainties Encountered in
Relying on Internal Accounting Controls Over
Payroﬁ

Only 31% of the auditors indicate that they are
frequently able to rely on ‘internal accounting
controls over payroll. The significance mean
however is 8.2, which suggests that such reliance
is perceived as having a significant effect on
the audit. The low reliance on controls over
payroll is an indication of the general reco-
gnition of internal control weaknesses in the
SMEs. There is, however, another facet to it;
although the owner-manager knows his/her
employees, the low reliance on such controls
may suggest auditors are cautious with respect
to the intentions of the owner-manager. Hence
reliance is limited to the extent that sufficient
information is available on the character of the
owner-manager.

CONCLUSIONSAND
RECOMMENDATIONS

Conclusions

The Tanzania economy comprises a substantial
number of small, medium-sized and micro-
enterprises. The contribution of these SMEs to
the economy can not be ignored. SMEs are said
to have characteristics that are different from
large enterprises. The results of this study enable
us to conclude that SMEs have the same
characreristics wherever they are operating.
There is no uniqueness of SME characteristics
in Tanzania.

A number of problems have been cited as
affecting somewhat the work of SME auditors
in Tanzania. In general, auditors are expected
to encounter problems of some sort in the
conduct of their assignment irrespective of size
of the client “The issue is whether the problems
have any particular significance on the outcome
of the auditors’ worE. None of the problems
posed to the auditors in this study was
encountered more than occasionally. The second
conclusion then is that, although auditors do
face some Froblems in their conduct of SME
audits, the frequency with which these problems
are encountered is not sufficiently high Most
of the problems rarely occur, or at most are
only occasional. The significance of the
problems arises only due to their importance
in the audit work. This however does not
provide sufficient ground to equate SME audits
to large audits.

Tiese conclusions should be considered as
tentative. The exploratory natare of the study
does not provide sufficient evidence to make
firm conclusions. To do so, a broader study that
will consider broader issues involved in auditing,
and especially small enterprise audits would need
to be undertaken.

Recommendations

One concern that practitioners and others have
is the effect of applying auditing standards as
currently prescribed to the small audit client.
One of the effects of applying the standards is
on the kind of opinion that financial statements
get from the auditors. Due to inadequacies in
the standards, the tendency is for auditors to
play ‘it safe’ by qualifying the statements. A
recommendation of this study is to have the
standards reviewed, possibly with the intention
of prescribing standards that will apply for small
client audits. Most practitioners are of this
opinion, and this is a challenge to the Narional
Board of Accountants and Auditors in Tanzania,
It is also suggested that a broader study be
undertaken that will, among other things, also
identify specific parts of the current standards
that need to be reviewed to cater for small audic
clients. The exploratory nature of this stud
precluded an in-depth investigation of broader
issues involved in SME audits. The proposed
study is also expected to embrace Issues related
to the use of financial statements of small and

micro-enterprises by outsiders to the
enterprises. N
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Insufficient documentation of owner/manager
controls

This problem was encountered occasionally, but
the significance mean of 11.4 for this problem
suggests that it is considered to be important
by the auditors SMES, who as would be
expected, are not in a position to institute
elaborate means of documenting the system of
controls. Since in many cases the owners are
the managers, the need for such documentation
eludes the owner-managers. This insufficiency

of documentation implies that compliance tests
are minimised.

Af:jptance of Management Representations as
Audit Evidence

This problem, which attained the highest
requency of occurrence mean score, is after
combining the scale points relegated to second
place. Ir’s significance mean o 11.2, however,
suggests that auditors do need evidence provide
y management representations. In the absence
of any ocher documentary evidence thjs
apparently, is a logical conclusion.

Assignment of more Experienced Personnel ¢
the SME Audi = o

This is the third most significant audit problem
and was third in frequency of occurrence.
Auditors do occasionally encounger this need
and to them it is of moderae importance, Forty:
one percent reported facing this peeqd
occasionally. It is however of moderate
importance and therefore does not much affect
the completion of the audic work, [
significance mean of 10.7 implies that audiors
do recognise the need to assign senior audjc
staft to the SME audi, but do not necessaril

do $0. Senior auditors do add to the cog; o);
audit, and as has been reported by a respondent
SMEs may not be in 2 position to meer the
;:_osrsf of a fully—ﬂedged audir. :
ew firms would be wil i
were not reimbursable.l "B 10 incur costs thar

Difficulties in Communicatz'ng the Conteny
the Representation Letter of

This problem rarely occurred but th
significance mean of 10.1 is ap 'areutl an
indication thar jp g considerel:i t ntby of
!Mmportance to auditors, This problem i(s) le o
o the requirement thac the clienc signs thcr:eI:tttee(ll'

of representations signifying his confirmation
of assertions made by him to the auditor.
Though the problem of communicating the
contents of the letter to management is not
encountered of term, its high significance
means suggests that it is important that the client
management documents his representations,
and hence, to the completion of the audit.

Compliance Testing of Accounting Contrqbd
When a Preliminary Evaluation Determine
that Reliance Cannot be Placed on the System

Auditors rarely perform compliance tests whin
a preliminary evaluation has indicated that the
system of internal accounting controls cannot
be relied upon, There would be no need becauge
the accounting control procedures will not be
relied upon anyway, even if they are bem%
applied as prescribed. However, the significanc
mean for this problem is 9.1. i.e aqdntor?_
consider compliance testing as be”‘gdf’
importance to the completion of the audit
Under the circumstance, an inconsistency ©
some sort is evident here. If indeed this aspect
was important for the audit, the expectation
should have been more frequent tests perfor Z{n?n
It is likely that the question was answere n
isolation. Compliance tests will be lmPc:ir,tao
in aél audit, but possibly not in the audit
s.

Reliance on Owner-Manager Controls to

Restrict the Extent of Substantive Audsting
Procedyres

Only 37.9% of the auditors feported th":n;hg?;
were frequently able to rely on owner-m diting
fepresentations to reduce substantive au nly a
Procedures, However, this problem has ou it.
sliiht effect on the ability to complete the abi ity
It has 2 significance mean of 8.9, The 12 o
can arise due to a lack of documcntanonen‘
controls, or the potential for managem b
override i.e. a mistrust on the owner-manag er
But it could also be due to lack of proP
guidance in the auditing standards.

Difficulties in 4 plying Analytical Review
Procedures in p, nning the Audit

Only 34.5% of the auditors indicatcl tli]:ay
frequently face problems in applying analy!
Procedures at the audit planning stage- se
significance mean of 8.6 suggests that the u
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EFFECTS OF MERGERS AND ACQUISITIONS TO SHAREHOLDERS’ WEALTH:
EVIDENCE FROM UNITED KINGDOM*

Mutaitina, Oswald R**

Abstract: This paper sets out to empirically analyse the impact of mergers and acquisitions on shareholders
returns. It uses the U.K. data for 60 companies that were involved in takeovers in the period between 1992-
95. The paper assesses stock market response to the announcement of takeover bids for these randomly
chosen successful bids in order to establish whether or not it is indicarive of gains from mergers. The study
finds that there are significant abnormal returns earned by shareholders of the target firms on the month the
merger is announced. In contrast, the returns earned by stockholders of the bidding firms were found to be
modest. Regarding the post-event study for bidding firms, given the predominant paradigm in finance (i.e.,
capital market efficiency), the study shows that takeovers have some impact on the stockholders wealth. The
paper argues however thar despite such negative returns, there no necessary implications of marker inefficiency
based on the speed with which the information about merger is impounded in the share prices of the bidders.

INTRODUCTION

In principle, mergers and acquisitions (M and
A) involve two companies combining together
to form one bigger company than the original
ones i.e., the bidder and the target. Many
studies have shown that mergers and
acquisitions are a major activity within business
in many countries and are said to provide
significant component of growth for many firms
in countries such as the US and the UK (Firth,
1980; and Franks and Harris, 1989). Surely
there must be some motives for the management
of one firm to get involved in a takeover bid.
According to Firth (1980) there are two major
theories of the firm that may help explain why
companies’ management engage in M and A.

These two theories are profit maximisation
and maximisation of management utility. These
studies argue that companies involved in M and
A realise some gains, which lead to increase in
profitability. For example, the first theory tends
to explain the profitability from takeover to
come through synergy as explained by economic
gains, through the increased market power, or
through removal of inefficiencies in the rarget
firm by injecting superior management.!

*  This paper is based on my dissertation work at The
University of Strathclyde, United Kingdom. Many
thanks go to the European Union for their financial
support.

** Graduate School, Institute of Finance Management,
P. O Box 3918, Dar es Salaam, Tanzania.

' This is debatable however, as there are other ways
an old and inefficient management can be replaced;
cg sacking the whole team.

Mergers and acquisitions of firms in the same
industry are therefore justified in terms of the
opportunities such developments create for the
exploitation of economies of scale. For instance,
in many industries costs fall with the size of the
plant being employed. Instead of accessing such
economies of scale by constructing larger plants,
firms find it more feasible to attain such benefits
through mergers and acquisitions. Also mergers
between firms supplying the same market will
increase the level of concentration and the
market power of the firms involved, thereby
creating monopoly rent. In such cases, value
may be created for shareholders at the expenses
of the consumers.

The second theory holds that beyond
achieving a certain satisfactory level of profits,
managers will attempt to maximise their own
self-interests, and these do not necessaril
correspond to maximising shareholders wealr.z:
(Firth, 1980). Jensen and Ruback (1983) show
that overall corporate takeovers generate
positive gains, that target firm shareholders
benefit, and that bidding firm shareholders do
not lose. However, Roll (1986) argues that
managers of bidding firms are infected by
hubris, and so overpay for targets because they
overestimate their own ability to run them. This
implies that managers of bidding firms pursue
personal objectives other than maximisation of
shareholders value. He further argues that
takeover gains may have been overestimated if
they exist at all; and that if there really are no
aggregate gains associated with takeovers, or if
they are small, it is not hard to understand why
their sources are “elusive.” Above all, it is not



