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Chapter 7

SURVEY OF ACCOUNTS

7.1 Introduction

The main objectives of the survey of a sample of SC
accounts were:

1) . to check whether or not certain disclosures in
W

sample companies’ accounts were consistent with
various financial reporting requirements; and

ii) to collect background information for subsequent
postal surveys of directors and auditors of SCs.

Research undertaken by Page (1981) and Carsberg et al
(1985) focused on detailed surveys of SCs’ full accounts.
Robertson (1986a)’s survey extended beyond full accounts

to consider the extent to which SCs took advantage of the

option to file abbreviated accounts and extent of their
disclosures.

The author’s review of accounts, reported in this
Chapter, considered the extent to which sample companies

filed accounts on time because of public perception that
timeliness assisted managerial decision-making on the
part of interested parties. Furthermore, in an attempt
to assess the appropriateness of the stewardship
principle of reporting-by directors to shareholders, the

extent of shareholdings by the directors of sample
companies was reviewed. |

The reviewm of accounts further examined the extent of
audit qualification, disclosure of "additional
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information" in sample companies’ accounts and use of the
option by sample companies to file abbreviated accounts.
Finally, an attempt was made to ascertain the extent of

compliance by the sample companies with Companies Acts
and SSAP requirements.

762 About the author (reviewer)

The author 1is a qualified accountant with 16 vyears
“experience in audit practice.

Prior to his review of accounts in March and April 1992
(and subsequently in February and March 1995), he worked
for more than 5 years as a senior audit manager in a ten-
pgrtn%r firm of Chartered Accountants 1in London,

responsible for a large portfolio of SC audit clients.
He had also served as senior auditor with an

international firm of Chartered Accountants for nearly 7
years.

He is currently practising as a sole-practitioner and his
main area of speciality is in audit of SCs.

7.3 Sample selection

In an attempt to select a sample of SC accounts for
review, the author had three possible options; namely:

1) to visit Companies House:;

ii) to contact a sample of audit firms directly who

could provide the required sample of accounts for
review; or

11i) to seek help from professional colleagues in audit
practice for the above purpose.:
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The first option (i.e. to visit Companies House) was
abandoned because of the costs involved in obtaining the
accounts and also because the intended comparisons of
some sections of both full and abbreviated accounts (of

a sample company which had prepared both sets) would not

have been possible, since a SC is required to file either
its full or abbreviated accounts.

The other two options involved first selecting a random
sample of audit firms who would grant the author
permission to review some of their SC clients’ accounts.
These are considered below.

Selection of audit firms

In considering the second option, a pilot sample of 10
audit practitioners in London (8 ACA and 2 ACCA) was
selected randomly from the Yellow Pages. Senior partners

of the firms were contacted by telephone, informed of the
objectives of the survey and of CUBS’s support for it.
Unfortunately, all the firms declined to participate,

presumably for fear of Dbreaching their clients’
confidentiality.

It was then decided to make use of the third option - to

contact a sample of professional colleagues and their
contacts 1in audit practice to enlist their support.

Although it could be argued that this method of selection
might provide a non-representative sample of audit firms,

it was not felt that this would bias the subsequent
random selection of their SC clients’ accounts.

A total of 40 audit practitioners (32 ACA and 8 ACCA)
from various audit firms in London were contacted by
telephone. Of these, 21 practitioners (18 ACA and 3
ACCA) agreed to allow the author to carry out a review of
their §SC clients’ accounts, subject to complete
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confidentiality being guaranteed.
In contrast to the first option, this one afforded the

author the opportunity to discuss with the audit
practitioners some aspects of SCFR.

Detalls relating to the audit firms’ sample are given
below.

Table 7.1: Number of partners in the audit firms’ sample

Humphrey
In sample Turle 1986
0. % 3
1 (sole practitioner) 11 52 )
2 - 5 8 38 ) 76.8
Over 5 2 10 23 .2
21 100 100

Table 7.2: Number of professional staff (excluding
partners) in the audit firms’ sample

Humphrey &
In sample Turley (1986)
No. % %
Over 25 1 5 23.8
21 100 100.0

As can be seen from the above tables, the majority of
firms were sole practitioners and in most cases, there
were fewer than 10 enmployees in a firn. In fact,
comparing the sample with that of Humphrey and Turley
(1986), the sample had a higher number of "smaller" firms

in terms of number of partners and professional staff,
although precise comparison is difficult.
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Selection of SC accounts

A practitioner from each firm was requested to select at
random five small non-dormant company clients (as defined
by the CA 1985 for filing abbreviated accounts) for the
purpose of reviewing their latest published accounts. No
group accounts were included in the sample. As already

pointed out, although the method of selecting audit firms
could argquably provide a non-representative sample of

audit practitioners, this did not bias the subsequent
random selection of accounts.

In total, 105 SC accounts were reviewed using checklists
to ascertain whether certain disclosures in sample
companies’ accounts were consistent with company law,
auditing and accounting standards requirements.
Furthermore, the checklists were used to gather relevant
information about the sample companies (e.g. principal
activities, annual turnover, directors’ shareholdings,

etc.). A summary of the findings relating to the main
sections of the checklists is presented in the tables in
this Chapter.

The review exercise which took place during March and
April 1992 was carried out in the firms’ premises.
Additional visits were also made in February and March
1995 to gather further information from the sample
accounts. Detalls relating to the sample companies
together with the results and analysis of the accounts’
survey are presented in subsequent sections.

a) Principal activities of sample companies

A review of the directors’ report in full accounts of

the sample companies identified the following
principal activities:
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Table 7.3: Principal activities of sample companies

No. 3

Manufacturing 19 18
Non-manufacturing

- trading 54 52

- property ‘ 15 14

- other>* 17 16

105 100

* including travel agencies, printing, publishing and
window glazing.

b) Annual turnover of sample companies

The  analysis of turnover .of sample  companies as

disclosed in their profit and loss account is given in
the following table:

Table 7.4: Comparison of annual turnover o sample
companies with "general population"

Sanmple companies "general population"
No. % %
£0.25m - £0.5nm 23 21 14
£0.5m - £1m 8 8 12
£1m - £2m 3 3 8
over £2nm 2 2 11
105 100 100

e pepls SN S SR i S Y Al WSS SR L N ]

(Source for "general population" data: "Company size by
turnover according to VAT (including building
societies)", see Appendix C, Table 4 of DTI, 1994:8).
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Comparing the annual turnover of sample companies with
that of the "general population", there is a higher
proportion of companies with annual turnover below £0.5m
in the sample than in the "general population". This may
indicate that the sample companies were relatively
"smaller" than "average". It is worth noting that the

rental income of property companies in the sample is
treated as annual turnover.

It should be pointed out that there were 2 companies with
annual turnover above £2n. Further review of the

accounts of these companies indicated that their balance
sﬁéet total assets before deduction of any liabilities
were less than £0.975m each and their average number of
employees was less than 50.

7.4 The extent of the timeliness of filing accounts

Timeliness of filing of accounts by companies continues
to be of interest because of its perceived effect upon
the usefulness of information filed with the Registrar of
Companies. Private companies are required by the CA 1985

(section 242) to file their accounts with the Registrar

of Companies within 10 months of their accounting
reference date.

It is not possible from the review of accounts to find
out when the accounts are filed with the Registrar of
Companies. However, a review of sample companies’
accounting periods (being the latest accounting period)
was useful to determine the number of companies in the
sample which appeared to be 1late in filing their

following year’s accounts within the statutory time
limit:
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Table 7.5: The latest accounting period o sample

companies ended in the following calendar vear:

No. kS

1988 and earlier years 4 4
1989 7 7
1990 - up to 30 April 1990 9 8
- 1.5.90 to 31.12.90 45 43

1991 410 38
1992 (review in March/April 1992) - -
105 100

Assuming all the latest accounts of the sample companies
had already been filed with the Registrar of Companies,
there were 20 (19%) companies in the sample which were
probably late in filing their following year’s accounts.
The companies with accounting periods ended before 30
April 1990 were likely to have been late in filing their
following year’s accounts because a company with the
latest accounting period ended on 30 April 1990, for
example, should have filed its following year’s accounts
(i.e. for the year ended 30 April 1991) by 29 February
1992. Thus, at the cut off date of 1 March 1992 (just

before review), such a company was considered to be late
in filing its following year’s accounts.

Other studies, for example Page (1981) and Robertson
(1986a), reported that 26% and 30% of their sample
companies respectively had been late in filing their
accounts. Comparing these results with those of this

survey (i.e. 19%) there appears to be an improvement in
the timeliness of filing accounts.

It is worth pointing out that automatic penalties for
late filing of accounts came into force in July 1992
following complaints from users about the lack of up-to-
date information (DTI, 1995:12). It has been suggested
that this would improve both the level of compliance and
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the timeliness of filing (see for exanple DTI,
1991/92:19).

7.5 Directors’ shareholdings in sample companies

The ownership and control of companies by directors is of
great interest when assessing the appropriateness of the
current reporting requirements, which are based on

stewardship principle of reporting by directors to
shareholders.

The directors’ report gives each director’s shareholdings
in the company at the beginning (or at the date of their
appointments if later) and at the end of the financial
vear. The extent of directors’ shareholdings in a sample
company was calculated by dividing the number of shares
held by the directors into the number of shares issued by
the company. On average, directors had total control in
71% of the sample companies and held more than 50% of the
share capital in 93% of the sample companies. The
following table gives the analysis of shareholdings by

directors in the sample companies as compared with those
of SBRC (1992):

Table 7.6: % of shareholdings held by the directors i
the sample companies compared with SBRC (1992)

¥ of directors’ SBRC (1992)
shareholdings sample companies "Al]l™

0. % 2
0 1 1 4.8
26 = 50 4 4 5.8
51 - 75 3 3 11.3
76 - 99 20 19 15.6
100 75 71 58.6
105 100 100.0

(Source: extracted from SBRC (1992), see Cosh and Hughes,
1994:24).
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The above table indicates that the majority of directors
in the sample companies owned and controlled their
companies. Furthermore, by comparing the sample
companies’ results with those of SBRC (1992), it can be
seen that a higher proportion of sample companies (71%)
had directors with full control and ownership than those
(59.6%) of SBRC (1992). For further details of SBRC
(1992), see section 6.3 - ownership and control.

From the above analysis, it is questionable whether the
current reporting requirement, based on the stewardship
principle of reporting by directors to shareholders, 1is
appropriate for all SCs, where directors in the majority
of cases report to themselves as shareholders.

7.6 Audit qualifications in sample companies

Generally speaking, the audit report is designed as a
protection for accounts’ users and it provides some
indication of the reliability of the accounts. Where an

auditor 1is unable to carry out procedures to obtain
sufficient and reliable audit evidence, he should either
qualify or disclaim his opinion.

The review of audit reports of sample companies
identified 21 (20%) which had been qualified by their
auditors. Table 7.7 gives details of the audit
qualifications in reports of the sample companies.
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Table 7.7: Audit report

Sample companies

No., 3
Unqualified 84 80
Qualified for:
- non-compliance with the CA
requirements 3 3
- non-compliance with accounting
standards 4 4
- lack of internal control and
reliance on management assurances 6 6
- insufficient evidence to confirm
a going concern 5 5
- insufficient evidence to verify
assets/liabilities 1 1
- insufficient evidence to verify
cash sales 1 1
- other 1 =
105 100

As can be seen from the table, lack of internal control
and insufficient evidence to confirm a going concern
basis were the most common reasons given for audit
qualifications in the sample companies’ reports.

Comparing the total number of qualified audit reports in

this sample (20%) with those of Carsberg et al (1985)
(32%) and Robertson (1986a) (44%), it would appear that

there has been a fall in the number of qualified audit
reports.

Furthermore, comparing the 6% of sample companies in this
survey (whose latest accounting periods ended in 1989 and
earlier years) which received "small company audit
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qualification" with those of Carsberg et al (1985) (26%)
and Robertson (1986a) (31%), there was a noticeable
decrease in audit qualification which could possibly be
explained by the fact that the o0ld "Example 6" audit

report (i.e. reliance on management assurances) had been
widely used before its withdrawal in September 1989.

7.7 The extent of "additional information" disclosure
The Corporate Report (1975) recommends disclosure of
additional information, such as an "employment report" or
a "value added statement", in the published accounts for
better understanding of the accounts.
The review of the sample companies’ accounts did not
identify any such additional information.
As a result of post-review discussions with audit
practitioners about "additional information" disclosure,
there appears to be a general consensus that the
recommendations of the Corporate Report are more
appropriate to larger companies’ accounts.

7.8 Abbreviated accounts

The CA 1985 requires that all companies prepare full
statutory accounts for their members. SCs, as defined by

the CA 1985, may file abbreviated accounts (consisting of
an abbreviated balance sheet and related notes in
addition to a special auditors’ report and directors’

statements that they are entitled to the exemptions and
that they have taken advantage of them).

It has been argued that abbreviated accounts may be worth
filing "if there is a competitive or other advantage to
be gained by not disclosing particular information" (DTI,
1995:12). Accordingly, the extent of filing abbreviated
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accounts was considered an important aspect of this
survey.

Thirty seven (35%) companies in the sample prepared both
full and abbreviated accounts and the remaining sample

companies prepared only full accounts. Further enquiries
confirmed that only sample companies which prepared
abbreviated accounts availed themselves of the option to
file them (35%) and no company filed both full and
abbreviated accounts. This is comparable with the
average number of SCs which filed their abbreviated
accounts in 1991/1992 (DTI, 1994, Appendix C:Table 1):

Table 7.8: Tvpe of accounts filed by sample companies

Sample companies Populatio
Filed SC abbreviated
accounts 37 35 32.5
Filed full
accounts 68 65 67.5
105 100 100.0

It is interesting to note that in a recent report, the
DTI (1995:12) disclosed that of the estimated 870,000 SCs

on the register in 1993/94, only 308,800 companies filed
abbreviated accounts. The report further refers to the
compliance cost of preparing abbreviated accounts and

argues that so few companies take advantage of the option
to file abbreviated accounts '"because it costs

approximately €100 - €£250 on top of the costs of

preparing full accounts, to convert them to abbreviated
accounts for filing".
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7.9 Compliance with the CA 1985 requirements

The CA 1985 requires disclosure of certain items in the

accounts of SCs. The extent of compliance with these
requirements is of interest because a low level of

compliance may reflect the burden imposed by such
statutory disclosure requirements.

The extent of disclosure compliance was checked for

certain items only in respect of both full and
abbreviated accounts of sample companies.

Two checklists were prepared (one for full accounts and
one for abbreviated ones) from certain requirements of
the Act and used as a guide for appropriate disclosure
requirements where individual (not group) accounts were
prepared; the checklists did not purport to be complete.
For the purpose of this review, more emphasis was placed
on the review of abbreviated accounts, because earlier

research (for example, Carsberg et al, 1985) had
considered full accounts in detail.

The summary of the main findings is presented in the
following tables with minimum comment on them.

Abbreviated accounts

Table 7.9: Compliance with Sch. 8 to the CA 1985
requirements (SC abbreviated accounts)

Minimum requirement by Sch. 8 Number
to the CA 1985. (out of 37)
* No profit and loss accounts 37

* No directors’ report 37

* Special auditors’ report
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- presented 37
- addressed to directors (see note (i) below) 32

- stated that company was entitled to the
exemption 37

- stated that accounts were properly prepared
in accordance with Sch. 8 CA 1985 35

- reproduced in full the text of the

auditors’ report on the full accounts to
shareholders (see note (ili) below) 36

* Balance sheet - abbreviated version

- only format headings with letter or roman
number need be shown 32

- directors’ statement that advantage has

been taken of the exemption conferred by
Sch. 8 36

- directors’ statement that they have done

so on the grounds that the company was
entitled to the exemption 35

* Notes to the abbreviated accounts (Extract)

- accounting policies were same as those in
full accounts 35

- fixed assets movement (only format headings
with letter or roman number - i.e. movements

in tangible fixed assets, intangible fixed
assets and fixed asset investments for the

categories in total) (see note (iii) below) 31

Notes

(1) Special auditors’ reports were addressed to

shareholders in 3 companies and to the company
itself in 2 cases.

(1i) One company did not reproduce in full the text of

the auditors’ report on the full accounts to
shareholders.

(1ii) One company in the sample did not have fixed

284




7.10

assets. The fixed asset notes of abbreviated
accounts in five companies were identical to
their full accounts note which provided more

information than required by Sch. 8 CA 1985.

Full accounts

Table 7.10: - Compliance “with: the CA 1985 requirements
(full accounts)

Number

out of 105

* Directors’ report

- names of directors during financial year 105

- principal act{vities 105
- directors’ share interest . 105
- a fair review of the business 88

* notes to the accounts

- accounting policies note | | 105
- basis of valuation of stocks (see note
below) | 02
- auditors’ remuneration 105
- directors’ emoluments 104
- average number of emplovees 83

(Note: 5 companies had no stocks and 8 companies appeared

to have failed to disclose the basis of valuation for
stocks).

Compliance with Statements of Standard 2Accounting
Practice (SSAPS)

For the purpose of this review a checklist of certain
basic disclosures required by some "basic" SSAPs was
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used, compliance with which should have been evident on
the face of the accounts. The main findings of the

review in respect of some "basic" SSAPs are summarised
below:

SSAP 2: Disclosure of accounting policies

All the companies in the sample disclosed their
accounting policies note. However, this note was not

considered to be complete; for example, 8 companies in

the sample appeared to have failed to disclose the basis
of valuation of stocks.

SSAP 6: Extraordinary items and prior year adjustments
u Five companles in the sample had extraordinary itenms,
correctly shown below profit after tax in the profit and
loss account. However, two of those companies appeared

to have failed to disclose them by way of a note to the
accounts.

Furthermore, there were two prior year adjustments
arising from the correction of fundamental errors in
prior years, which had been corrected against the opening
balance of "retained profit brought forward" 1in the

profit and loss accounts. These items were also
disclosed in the note to the accounts.

SSAP 9: Stocks and long term contracts

Five companies in the sample had no stocks. Eight
companies appeared to have failed to disclose the basis
of valuation of stocks. Furthermore, of 100 companies

which had stocks, 27 companies apparently failed to
disclose the analysis of stocks by category (i.e. raw
material, work in progress and finished goods).

SSAP 10: Statements of source and application of funds

Accounts were reviewed to ascertain whether all companies
with turnover above £25,000 had prepared a fund
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statement. Four companies failed to produce fund

statements, of which only two received a qualified audit
report for this reason.

Furthermore, an attempt was made to identify whether any
company with turnover under £25,000 had prepared a fund
statement. Three companies were found to have produced
fund statements despite the fact that they were exempt
from the SSAP 10 requirement. However, these companies
filed their abbreviated accounts (without  fund
statements) with the Registrar of Companies. Therefore,
it cannot be argued that these companies provided any
"additional information" (see section 7.7) 1in their
published accounts.

SSAP 12: Accounting for depreciation
Compliance with SSAP 12 has been considered in detail by

previous research (Carsberg et al, 1985:73 and Robertson,
1986a:19).

This review considered only the extent of depreciation of
buildings in the sample companies. Sixty eight (65%)
companies in the sample had buildings, of which 37 were
classified as investment properties (see below) which
were exempt from the SSAP 12 requirements for
depreciation (except for properties held on lease when
the unexpired term is 20 years or less (SSAP 19, Para.
10) - this could not be checked from the accounts).

Of the remaining (31) companies which had buildings
subject to SSAP 12 requirements, 9 companies apparently
failed to depreciate their buildings, some on the grounds
that market values exceeded book values. Of these, only
two companies received an audit qualification for non-

compliance with SSAP 12 requirements and Schedule 4 to
the CA 1985.
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These multiple qualifications are treated as non-

compliance with CA requirements (rather than accounting
standards) 1in Table 7.7.

SSAP 19: Accounting for investment properties

SSAP 19 requires that investment properties should be
included in the balance sheet at their "open market

value" (see SSAP 19:para. 11). Of 37 companies (see
above) which had investment properties, two received an

audit qualification for non-compliance with this
requirement.

7.11 Summary and conclusion

The main findings of the accounts review broadly
indicate, within the context of the sample companies

which were considered to be relatively "smaller" than
"average", that:

* a minority (19%) of the sample companies were late in
filing their following vear’s accounts. However, in
comparing this result with those of other studies, it
appears that there is an improvement (i.e. a greater

level of compliance) in filing of accounts within
statutory time limit by the companies;

* in the majority (71%) of the sample companies,
directors and shareholders were identical, with the

effect of bringing into question the appropriateness

of the requirement for directors to report to
shareholders;

the majority (80%) of the companies in the survey had
unqualified audit reports on their latest published
accounts. Furthermore, comparing this finding with
those of other studies (for example, Robertson,
1986a), it seems that there has been a fall in the
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number of qualified audit reports for SCs;

* the sample companies did not disclose any "additional

information" in their accounts;

* only 35% of the sample companies which were entitled
to file abbreviated accounts availed themselves of

this option. It has been claimed that because of
additional costs for preparing abbreviated accounts,
many SCs do not take advantage of this option (DTI,
1995) ; and

* the extent of non-compliance with the CA and the
"basic" SSAPs requirements did not appear to be wide-

spread.

The next Chapter considers the main findings of the
directors’ survey which also provides support for some of
the above findings.
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8.1

CHAPTER 8

SURVEY OF DIRECTORS

Introduction

The main objective of the survey was to ascertain the
views of directors (and shareholders) of private SCs
about certain SCFR issues. In particular, the survey
examined the extent of ownership and control of the
sample companies by their directors (and their families)
in order to assess whether the current reporting
requirement was appropriate for such companies.

The directors’ views about the main advantages and
disadvantages they derived from running their business as
a company rather than as a partnership or as a sole-

proprietor were sought. Furthermore, their opinions
about the main users and the perceived usefulness of

annual accounts, for example, for assessing financial

aspects of other companies, making business and
management decisions, were investigated.

This survey paid particular attention to form and content
of SC accounts by investigating whether "Yone set of
accounts" should replace both full and abbreviated
accounts for SCs. Possible benefits and contents of such
accounts were further investigated.

The accountants’ role in SCs and the importance of their
services were considered. Finally, the survey examined
the sample directors’ attitudes to certain SC audit
issues such as the perceived benefits of annual audit and
possible changes in SC audit requirement.

With these in mind, questionnaires were sent to a sample
of 375 directors of SCs in November 1992. One hundred
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and six analysable responses were received, (a response
rate of 28.3%) which was considered satisfactory for this
type of survey (see 6.5). The "% of respondents" in this
Chapter refers to the percentages of 106 directors who

responded to the questionnaires. The survey was
sponsored by the CUBS and supported by the LSCA.

The sample of directors was selected with help of their
auditors. To do that, a sample of 375 auditors were
randomly selected from the LSCA’s known Practitioner
Members List. They were sent two different sets of
questionnaires with a covering letter requesting that
they complete the auditors’ questionnaires and forward
the directors’ questionnaires to one of their clients’
directors. 1In response to a follow-up to the survey, the
auditors claimed they had selected their clients from
those they considered ‘"reliable" to complete the
dhestionnaires or "interested" in the SC audit debate or
on a random basis from their SC clients.

Further investigation indicated that the majority of the
auditors had, in addition to the LSCA’s covering letter,

sent their own covering letter or a piece of note with
the questionnaires.

It is worth noting that in comparing the above sample
with the general population of SCs, it could possibly be
concluded, with some caution, that sample companies were
"bigger" than "average" in terms of turnover and
employment distributions. Furthermore, the boards of the

sample companies appear to have 'greater" ownership (and
control) of their companies than "average". For further
details of the sample selection see section 6.3.

The major findings of the directors’ survey are reported
in the body of this Chapter, while others are cross-

referenced to the tables in the Supplement to this
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Chapter, which provides the full list of responses to the
Directors’ Questionnaire in Appendix 2. For ease of
cross-referencing, the same notation has been used. For

example, DQ2.3 refers to question 2.3 in the Directors’

Questionnaire and also to directors’ responses in Table
DQ2.3 in the Supplement.

Where appropriate, the findings of this survey have been

compared with Page (1981)’s results, to ascertain the
extent of changes in directors’ attitudes towards SCFR
issues over the last decade.

The cross-analysis of the primary findings and the
testing of the research hypotheses are presented in
Chapter 10, which provide the basis for statistically
valid generalisations about the consistency of these
results. Finally, Chapter 11 provides some comparisons

of the findings of this survey with those of the
auditors’ survey (Chapter 9).

8.2 Respondents

The respondents were considered a good representative
sample of private companies’ directors and shareholders,
as they comprised directors with diverse areas of
expertise, and varying levels of accounting experience,
as well as other areas which are SC oriented. An

overview of the respondents’ profile is provided below.

Their areas of expertise were claimed to be in technical
(19%), commercial (36%), financial (25%), other
professional (8%) and others (12%) (DQl1.3). They also
claimed ¢to have different 1levels of accounting
experience, namely: accountancy qualification (21%),
courses 1in accounting (16%), book-keeping experience

(25%) and 1little or no accounting experience (38%)
(DQ1.5).
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The respondents were mainly aged between 30 and 60 years

old (DQl1.2) and the majority (71%) reported that their
work within the company constituted their main business
activity (DQ1.4).

Further analysis showed that the majority of the
respondents came from SCs with 2 shareholders (DQ2.1) who

were also directors (DQ2.4) of the company, with 47% of
the companies having up to 5 employees and 96% having up
to 50 (DQ2.5). About 80% had an annual turnover under
£2m (DQ2.6).

From the above analysis, it can be seen that the majority
of the companies were "small" as defined by the CA 1985.

Before presenting the findings of the survey, it is
important to consider the level of understanding of the
questionnaire by the respondents. In addition to the
general disadvantages associated with postal
questionnaires (see 6.4), it should be borne in mind that
"...in relation to accounting information it is possible
that misunderstandings are prevalent". (Page 1981:50).

Page (1981) in his survey found that relatively few
respondents claimed any significant experience in
accounting. For example, only 5% of his respondents
claimed to have accounting qualifications, whilst 6% and
27% of the respondents claimed to have attended "courses

in accounting" and have '"book-keeping experience"
respectively.

This survey, however, appears to have recorded a
relatively high number of respondents claiming to have
significant experience in accounting. For example, 21%
claimed to have an accounting qualification. A number of

conclusions may be drawn from the above differences. For
example, the time lag between the two surveys or the
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sample size of this survey, which is considered "bigger™"
than "average", could possibly provide some explanations.

It is fair to assume that a high proportion of the
respondents with accounting experience could distinguish
between the different forms and contents of the accounts
and the main alternatives to SC audit. However, sone

technical questions (e.g. the application of SSAPs to SCs
or audit requirement of different categories of SCs) were
excluded from the directors’ questionnaire as a result of
the pilot study which indicated that a number of
directors appeared to lack full understanding of these
concepts. Furthermore, considering that 38% of the
respondents had little or no accounting experience, the

accuracy of their answers to some of the questions may be
in doubt.

It is worth mentioning that directors’ perceptions are

possibly more important than precise understanding of all
the concepts underlying the questions in this survey.

Finally, the cross-tabulation of answers to the Kkey
questions (see 6.6) failed to reject the hypothesis of
similar responses from prompt and late respondents.
Therefore, there is 1little evidence that the responses
to the questionnaires are unrepresentative of the
opinions and characteristics of directors of SCs as a

whole.
8.3 ownership and control of 8Cs (DQ2.3)

The ownership and control of SCs 1s of interest when
assessing the appropriateness of the current reporting
requirements by SCs. For this reason, the sample
directors were asked about their shareholdings in their
companies. Sixty nine per cent of the respondents (and
their families) claimed that they had total control of
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their companies and held more than 50% of the share
capital (i.e. majority control) in 91% of the companies.
Accordingly, directors (and their families) were minority
shareholders in only 9% of the companies.

It is noteworthy that these findings are similar to those
of the survey of annual returns and accounts of SCs,

carried out nearly ten years ago by Page (1981), viz:

Table 8.1: Percentages of shareholdings held by directors
and their families

¥ of shareholdings held

by directors and their $ of companies
families This Page’s
survey survey
0% - 50% 0 6.1%
51% - 75% 4 5.3
76% = 99% 18 10.,9*%
100% 69 77.7
100 100.0

(* original percentages are grouped for comparison).

The above comparison indicates that despite changes in
the business environment and company law, control of SCs
continues to be in the hands of the directors.
Furthermore, there are three possible resulting points:

- the current reporting requirement, which is based on
the stewardship principle, may not be appropriate for

SCs where the majority of directors report to
thenmselves as shareholders;

- although directors may be shareholders, in some cases

they are not financially orientated and an element of
protection may be required for them; and

- some safeguards are needed for minority shareholders
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not involved in management.

Furthermore, the directors’ survey indicated (DQ2.2) that
non-director shareholders were interested 1in the
companies’ accounts and their audit. This supports the
argument that "...shareholders who are not connected with
the management of a company need reassurance that their
interests are being properly protected" (APC, 1979:para.

13).
8.4 Advantages and disadvantages of incorporation

Adﬁantages of incorporation (DQ2.7)

Directors were asked the main advantages they derived
from running their business as a company rather than as
a partnership or as a sole-proprietor.

"Limitation of liability" was considered by the majority
(54%) to be the main advantage of incorporation. This is
despite the fact that in SCs, directors usually have to

provide personal guarantees to secure the company’s
borrowings. This discounts the argument that "...1in many
small businesses, the benefits of limited liability have

been eroded by the giving of personal guarantees to
lending institutions" (APC (1979), para. 33).

Indeed, comparing this survey to that of Page (1981), the
importance of "limitation of 1liability" is higher now
(54%) than a decade ago (46%). It is worth noting that
Freedman and Godwin (1993) reported that 63.5% of their

respondents claimed limited liability was the main reason
for incorporating.

The following table provides the main advantages of
incorporation as claimed by the sample directors.
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Table 8.2: The main advantaqge of incorporation

% of respondents
This Page’s
survey survey

Limitation of liability 54 46
Tax saving 14 16
Ease of transfer of ownership 10 11
Ability to raise finance 9 12
Rights and duties of share-holders
and directors are defined 5 6
Oother (incl. not answered) 8 9
100 100

"Tax saving" and "ease of transfer of ownership" were
considered by 14% and 10% respectively to be the main

advantage of incorporation.

At the time when this surveytwas carried out, during the
deep recession of 1991/92, the majofity of companies and
in particular SCs had problems in raising finance. This
might possibly explain why the "ability to raise finance"
received lesser importance (9%) than a decade ago (12%)
(Page, 1981).

Disadvantages of incorporation (DQ2.8)

With regard to the main disadvantage of incorporation,
50% of the respondents claimed it was the "need for an
audit", followed by "government form filling" (24%) and
"disclosure of financial information" (13%). The
following table provides the main disadvantages of
incorporation as perceived by the directors.
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Table 8.3: The main disadvantage of incorporation

3 of respondents

This Page’s
survey survey

Need for an audit 50 12
Government form filling 24 44
Disclosure of financial information 13 21
Tax problens 9 10
Other (incl. not answered) 4 13

100 100

Comparison of the above findings with those of Page
(1981)’s survey highlights a number of interesting
points, which are considered below.

There is ‘a significant increase (from 12% in Page’s
survey to 50% now) in the percentage of directors who
considered the "need for an audit" to be the main
disadvantage of incorporation. This might possibly be
due to an increase in the costs of an audit as a result
of audit regulation (see for example, Freedman and
Godwin, 1993). This 1is borne out by 57% of the
respondents who said that "the principal burden of
preparing annual accounts is the fee we pay to our
professional accountants" (DQ3.24) and also by 50% of the
respondents who claimed that "the cost of producing the

full annual accounts outweighs the benefits derived from
themn" (DQ3.24).

Furthermore, this 1is demonstrated in the parallel

auditors’ survey where 59% of the respondents claimed
that "the regulation of auditors under the Companies Act
1989 has resulted in extra costs to auditors which are
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passed to their audit clients". It should be pointed out
that Freedman and Godwin (1993) reported in their survey
that overall 72% of their respondents claimed that the

cost of statutory audit was a disadvantage of
incorporation.

In Page (1981)’s survey, "government form £illing" (44%)
had been considered the main disadvantage of

incorporation a decade ago. However, since the
publication of the "Burden on Business" report in March
1985 by the DTI, which made recommendations for reducing
administrative burdens on companies arising from the
requirements of company law, there has been a significant
reduction in the demands for information from SCs,
resulting in 1less ‘'government form filling" (e.q.
reduction in statistical returns, simplifying the
collection of PAYE/NIC). This could possibly account for
the reduction in the percentage of respondents who
claimed that "government form filling" was the main

disadvantage of incorporation (see Freedman and Godwin,
1993).

Users of SC accounts and their accounting
needs

informatio

Generally speaking, annual accounts are prepared for
shareholders to enable them to evaluate the effectiveness

of the stewardship function of company management. In
addition to shareholders’ use, there are other uses of
annual accounts. In this respect, the sample directors
were asked to rank in order of importance the main uses

of theilr company’s full accounts. The following table
summarises the main findings:
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Table 8.4: The malin uses of SC accounts

% _of respondents

This Page’s
survey survey

Supporting tax computations 35 26
Providing information to banks

(or providers of finance) 28 17
Providing information to

management/directors 19 41
Reporting to shareholders 12 7

Providing information to trade
creditors 3 1

other (incl. employees and not
answered) 3 8

100 100

(Note: Throughout this Chapter, where respondents were
requested to rank items in order of importance, their
responses have been reported on the basis of the number

of first ranks accorded by the respondents, see section
6.7) ®

As can be seen from the above table, "supporting tax
computations" (35%) was considered to be the most
important use of the annual accounts. This was followed

by "providing information to banks (or providers of

finance)" (28%) where banks are generally thought to use
the accounts as a basis for their lending decisions and

as a means of monitoring the continuing security of
advances made.

"Providing information to management/directors" (19%) was
considered to be the third most important use of

accounts. However, in Page (1981)’s survey, providing
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information to management (41%) had been the most
important use of annual accounts. This finding may
possibly indicate that the annual accounts are now less

used by management than before, reflecting an increasing
use of management accounts, which provides more up-to-
date information, with the help of accounting computer
packages. Furthermore, the discrepancy between these
results is probably explained by differences in the size
profiles of the sample companies. As indicated earlier
(see section 8.1), the sample companies of this survey
were "bigger" than "average" in terms of turnover and
employment distributions. Another possible explanation
(not investigated by this research) may be the increased
use of computer packages to produce management accounts
over the last decade. In fact 66% of the respondents
claimed that their decisions are based on management
information rather than the full annual accounts
(DQ3.24). This may be due to delay in production of the
annual accounts which severely 1limits their |use.

Furthermore, statutory accounts do not always give full
details of items in the accounts (e.g. details of bank

accounts and directors current accounts). This 1is

probably going to get worse now under the reduced
disclosure requirements introduced by the DTI (SI 2452)

for SCs’ shareholders accounts (see section 4.10).

Tax authorities (DQ3.11)

As shown above, the tax authorities were considered to be
the most important user of the accounts. Accordingly, it
was felt important within the scope of this survey to
find out what information in the accounts directors
considered to be important for wuse by the tax
authorities. This was based on the belief that as
directors are responsible for preparation of the
accounts, in theory they could be asked by the Inland
Revenue to justify or explain items in the accounts.
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The majority (71%) of the sample directors claimed that
the Inland Revenue was primarily looking for "profit and
loss account items" in the accounts. This was followed

by "trading account items" (48%) and '"balance sheet
items" (44%).

It is worthy of note that an "audit report" (30%) and
"auditors’ reputation" (18%) were not considered by the
sample directors to be very important in the 1Inland
Revenue’s detailed examination of their annual accounts.

Banks and other providers of finance (DQ3.10)

As banks and other providers of finance use accounts as
a basis for taking lending decisions and as a means of
monitoring the continuing security of advances made, it
was considered important within the scope of this survey
to identify what information in the accounts directors

considered important for use by banks and other providers

of finance for the purpose of their examination of the
accounts.

The majority of the directors claimed that banks were
primarily looking for information about "stability"
(58%), "liquidity" (54%), "trends of performance" (54%)
and "interest coverage by profit" (42%) when they
examined their accounts. Other information such as their

"growth" (41%) and "gearing" (36%) were also claimed to
be important for banks.

It is interesting to note that "audit report" (32%) and
"auditors’ reputation" (13%) were not considered by the
sample directors to be very important when banks examined

SC accounts; a finding similar to that of tax
authorities.
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Employees (DQ3.13)

According to the majority of the sample directors, their
employees could not make use of the audited accounts as

a tool for wage negotiations or to assess the prospective
viability of their company.

These findings support the arguments in the APC (1979)’s
discussion paper that in SCs the audited accounts are
unlikely to be used by employees as a tool for wage
negotiations or to assess prospective viability of their

employers’ companies.

It is noteworthy that only 17% of the sample directors
claimed that they made copies of their audited accounts
available to their employees (DQ3.12).

8.6 Usefulness of the accounts

Directors were asked specific questions about how they
perceived the usefulness of annual accounts for assessing
financial aspects of other companies, making business and
management decisions and assessing the creditworthiness
of a new business contact. In addition, the sample
directors’ views of their companies’ main competitors,
and whether their competitors had ever used their

companies’ publicly filed information to their companies’
disadvantage, were sought.

In response to the perceived usefulness of annual

accounts for assessing financial aspects of other
companies (DQ3.4), 27% of the respondents said that they

did not read other companies’ annual accounts. Of the
respondents who actually read other companies’ full
annual accounts, 46% claimed that they were able to
assess realistically the ‘"profitability" of other

companies from their accounts. This was followed by
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their assessment of ‘'capacity to survive" (42%),
"financial trends" (29%) and "investment policy" (25%).

With regard to the perceived usefulness of annual

accounts for business decisions (DQ3.5), a summary of

responses ranked 1in order of importance is presented
below:

Table 8.5: Importance of particular information in annual
accounts for business decisions

3 _of respondents

Profit before tax 28
Net current assets 25
Turnover (1f stated) 15
Cash/fund statement 7
Gross profit S
Total assets | S
Audit report 4
Other (incl. not answered) 11

100

As can be seen from the above table, "profit before tax"

was considered by 28% of the respondents to be the most
important financial factor for Dbusiness decision

contained in the published annual accounts, followed by

"net current assets" (25%) and "turnover (if stated)"
(15%) .

It should be pointed out that as some SCs file
abbreviated accounts, which do not include a profit and
loss account, it appears that "profit before tax" and

"turnover" may not be reqularly used for business

decisions, unless full accounts of such companies are
obtained.
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It 1is interesting to note that "audit report" was
considered by 4% of the respondents to be the 1least
important information contained in the annual accounts
for making business decisions. It is probably fair to
say that despite the least importance accorded to it by
the respondents, "“audit report" usually provides very
important qualitative information about a company (e.g.
whether it is a going concern or whether the accounts
give a true and fair view, etc.). The reason why "audit
report" was not considered to be important may be due to
difficulties in interpreting and understanding its
contents. It is worth noting that the APB has revised
the wording of the audit report with a view to making it
clearer and more understandable. The new detailed audit
report came into effect for accounting periods ended on
or after 30 September 1993.

Another important question raised was to ascertain the

usefulness of annual accounts for management decisions

(DQ3.6). A large number of respondents (29%) claimed
that their decisions about dividends and directors’

remuneration were directly influenced by annual accounts
(see also cCarsberg et al, 1985:42). One possible
explanation for use of annual accounts for making
decisions about how much dividends to pay is provided by
the CA 1981, which requires that dividends may be paid

only out of "distributable profits", determined in
accordance with the annual accounts.

The following table provides a summary of responses
ranked in order of importance of the perceived usefulness

of annual accounts for making the following management
decisions.
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Table 8.6: Importance of annual accounts for management
decisions

% _of respondents

Dividends and directors’ remuneration 29
Cash management 22
Borrowing 14
Pricing | 11
Capital expenditure 8
Staff pay and conditions 6
Other (incl. not answered) 10

100

The other management decision, which respondents claimed
was influenced by annual accounts, was about "cash

management”, However, the respondents accorded less
importance to the perceived usefulness of annual accounts
for making decisions about "borrowing", "pricing",

"capital expenditure" and "staff pay and conditions". It
is worth noting that Carsberg et al (1985:42) have also

found that "Pricing decisions were not influenced much by
annual accounts..."

With reference to the perceived usefulness of annual
accounts for making credit assessment (DQ3.2), the

majority of respondents (64%) claimed that they use
"personal contacts" to assess the creditworthiness of a
new business contact. Similarly 60% and 59% of the

respondents claimed that they use "trade references" and
"bank references" respectively.

It appears that these findings are consistent with the

argument that "...suppliers wishing to investigate the
creditworthiness of the small firm are more 1likely to
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rely on trade references and personal contacts". (APC,
1979:para. 23).

Other main sources used by the respondents for making
credit assessment included the use of credit reference

agencies and requesting to see a new business contact’s
full accounts.

It is worth pointing out that only 4% of the respondents
claimed that they use abbreviated accounts for this
purpose. Indeed the author is aware of examples where
credit 1lines were withdrawn following a review of
abbreviated accounts and were only restored when the

customer sent full accounts which showed that their

reserves were depleted because of payments of 1large
dividends rather than losses.

In addition to the above sources, a search (DQ3.3) may be

carried out directly or through advisers in order to

obtain publicly filed information about a business
contact company. Accordingly, the sample directors were

asked how many times in the last yvear they had had cause
to search in this regard.

Forty seven per cent of the respondents claimed that they
had had cause to search the publicly filed information

during the last year. The full details of responses are
provided in the following table.

Table 8.7: Number of searches undertaken during the
last vear | % of respondents

il 53
18
13
4

1

3
more than 5 8

b WN

100
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The above table shows that a large proportion of
respondents searched the publicly filed information about
a business contact company.

It is often argued that some of the publicly filed
information is undesirable because it provides
information to the competitors and as such is considered
intrusive into the owners’ private affairs, particularly
in respect of SCs. In order to investigate this, the
sample company directors were asked who were their main
competitors (DQ3.8). The highest proportion of
respondents (44%) considered other '"small 1local
businesses" as their main competitors. Accordingly, it
is arguable that disclosure of information to other small
local businesses could not be used to their disadvantage,
as they are all small, and they can all file abbreviated

accounts which do not show their trading and profit and
loss accounts.

It is worth mentioning that "large local businesses"

(35%) and "large national businesses" (32%) taken
together were considered to be the main competitors of

small businesses. It would appear that disclosure of
financial information by SCs is undesirable for their
competitiveness. This might be one of the reasons that
the CA 1981 allowed SCs to file abbreviated accounts
which do not show their trading and profit and 1loss

accounts. (It should be pointed out that the total of

the above percentages does not add up to 100%, because

some respondents had identified more than one main
competitor).

Respondents were further asked whether their competitors
had ever used their publicly filed information to their

company’s disadvantage (DQ3.9). In response, only 6 (6%)
of the directors claimed that was the case. However,

while five of the respondents did not specify how that
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happened, only one respondent claimed that their business
contact used such information to their company’s
disadvantage.

Form and content of SC accounts

The main aim of this part of the survey was ¢to
investigate whether or not the present form and content
of SC accounts should be further simplified. As already
explained, the CA 1985 requires that all companies
prepare full statutory accounts for their members and SCs
(as defined by the Act) may file abbreviated accounts
with the Registrar of Companies. In 1992, the DTI
introduced new regulations (see SI 1992 No. 2452) aimed
at reducing the detailed disclosure requirements made in
the accounts for members of SCs. It is worth mentioning
that earlier, the DTI (1985b) had proposed that
abbreviated accounts only should be prepared by all
"owner-managed" SCs (and/or other categories of SCs),
because the requirement to prepare full accounts had been
deemed to be expensive and unnecessary for such
companies. The ICAEW (1985:2) also recommended that
"...only one set of statements be prepared for both the
shareholders and filing" because they argued that it
"...wWwill reduce the burden of accounting requirements on
small companies and also the associated audit effort".
(ICAEW, 1985:2).

In addition to the above arguments, the LSCA (1992:8)
also argued that "...the distinction between "full" and
"abbreviated" accounts and the occasions when the latter
may be used are not particularly well understood by small

companies...". This survey sought the views of the
sample directors about some of the above and other

related issues  in order to ascertain the extent of
support for the above proposals. As indicated in section
8.2, some of the respondents, for example those with an
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accounting qualification, appeared to have 1little
difficulty in distinguishing between the different forms
and contents of SC accounts. However, as 38% of the
respondents had little or no accounting experience, it is
doubtful whether their answers to the issues raised in
this section were accurate. Nevertheless, it 1is the
perceptions held by the directors that are considered to

“be important to this survey.

With reference to the main proposals put forward by
various bodies, the sample directors were asked about
their views on the preparation of only one set of
accounts for' both shareholders and public filing, and
what they considered to be their benefits and contents.

Interestingly, the majority (77%) of the directors said
that only one set of accounts should be prepared for both
shareholders of SCs and public filing (DQ3.27). With

regard to the first perceived benefit of "one set of
accounts", 47%:{of the directors claimed that it would
"improve the use of publicly filed information". One
possible explanation for this perception might be the
lack of support for abbreviated accounts among directors.

For example, the majority of directors did not consider
that abbreviated accounts were useful for business (71%)

or investment (79%) decisions or for public (82%)
information (DQ3.26).

In considering the second benefit, 70% of respondents
claimed that preparation of "one set of accounts" would
"reduce the burden of accounting requirements on small
companies". In this regard, it is interesting to note
that a large number of respondents claimed that

preparation of full (DQ3.18) and abbreviated (DQ3.26)
accounts was "a waste of time and money". They also
claimed that full accounts were neither intrusive into

the owner’s private affairs nor useful for shareholders.
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As already pointed out, for a SC choosing to prepare
abbreviated accounts for filing, it would incur
additional costs estimated at between £100 and £250. The
estimates are based on the size of the accountancy
practice and 1its Ggeographical 1location (see DTI,
1995:50). Replacing full and abbreviated accounts with
"one set of accounts" could possibly save SCs the above
additional compliance costs.

-

In respdhse ‘to the third perceived benefit, 56% of
respondents claimed that "one set of accounts" would
"reduce the associated audit effort". For example,
auditors need not give two sets of reports - one for full
accounts and one for abbreviated accounts.

With respect to the possible content of "one set of

accounts", the majority of directors indicated that it
should include a shortened directors’ report, a shortened
profit and 1loss account, a full balance sheet and

relevant notes to the accounts but no cash/funds
statement (DQ3.29).

It 1is worth noting that the ICAEW (1985), when it
proposed the preparation of "one set of accounts" to
replace full and abbreviated accounts, recommended the
inclusion of a company’s sales and profit performance in
the abbreviated (shortened) profit and loss account. It
is interesting to note that the majority of the sample
directors considered that "profit before tax" (74%) and
"turnover (sales)" (72%) should be publicly disclosed in
SC accounts, despite the fact that SCs are exempt from
disclosing their profit and 1loss account in their
published abbreviated accounts on the grounds that it

could possibly be used by their competitors to the
disadvantage of the SCs.

From the above findings, it is possible to suggest that
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"one set of accounts" may benefit from the inclusion of
the above information.

It should be pointed out that in 1992, the LSCA (1992:8)
proposed that "...an "annual accounting return" should be
developed for filing purposes and which also could be
used as the basis for meeting the minimum requirements
for accounts for members". More recently, the DTI (1995)
in considering simplification of the accounts of SCs, has
proposed for discussion the preparation of a standard
format of accounts containing five sections, namely: a
reduced balance sheet with relevant notes for filing at
Companies House (section 1), additional breakdown of
items in the balance sheet and notes (section 2), a
profit and loss account (section 3), a directors’ report

(section 4) and supporting figures needed by the Inland

Revenue (section 5), from which relevant section(s) could
be extracted to meet various users’ needs. Generally
speaking this proposal is similar to the proposal of "one
set of accounts" considered in this research. However,
the DTI(1995)’s proposal requires that different
section(s) of the accounts be sent to different users
based on existing requirements (e.g. section 1 to be sent
to Companies House, sections 1 to 4 to shareholders and
sections 1 to 5 to the Inland Revenue), whereas, in this
research, "one set of accounts" was intended to be used
for all purposes by all users.

From the above discussion, one possible trend is

discernible and that is the need to simplify the form and
content of SC accounts.

The accountants’ role in SCs

The SC auditors/éccountants often provide a range of
financial services (e.g. preparation of accounts,
taxation, audit, etc.) to their SC clients. 1In order to
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ascertain directors’ views about the accountants’ role in
SCs, the directors were asked who prepared their
company’s annual accounts and the importance of services
provided by their accountants. Furthermore, they were
asked whether they were satisfied with the services
provided and whether they had changed their auditors

recently.

In response, the majority (53%) of the directors claimed
that their accounts were prepared by the company’s
auditors. Furthermore, 27% of the respondents claimed
that accountants employed by the company, who were not
directors, prepared their accounts. The remaining (20%)

of the directors said that they prepared their companies’
accounts themselves. (DQ3.20).

With reference to the range of services provided by their
accountants, the sample directors were asked to rank them
in order of importance. - The highest proportion (34%) of
the directors considered that "tax advice" was the most
important service.

The following table provides a summary of responses by
the sample directors.

Table 8.8: Importance- of - services provided ¢ €

accountants
3 of respondents
f * T e
Tax advice , IR S 34
Preparation of'abéduntsf v | - 31
Audit of gccqﬁgtéi;;fgﬁ:%f: t_iﬁ} | 23
Business advice . S . o 8
Company secrétéfiél services - 3
Other - O |

L
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As can be seen from the table, "preparation of accounts"
(31%) was ranked more important than "audit of accounts"
(23%). These findings are similar to a number of surveys

(Carsberg et al, 1985 and Humphrey and Turley, 1986)
where traditional accountancy services were ranked
highest.

Other services such as "business advice" (8%) and
"company secretarial services" (3%) were not considered
important for SCs.

In response to the question (DQ3.21) as to whether
directors were satisfied with the services provided by
their accountants, a 1large majority (84%) responded
positively. Furthermore, only 10% of the directors
indicated that they had changed their auditors recently
(DQ3.22). Some of the reasons cited for the changes were
auditors’ fees beihg too high, or auditors were too small

to cope, or the previous auditor had decided not to
become a registered auditor.

DIRECTORS’ ATTITUDES TO SC AUDIT ISSUES

A number of studies (for example, see Humphrey and
Turley, 1986) have argued that directors (and in
particular owner-managers) have different perceptions
about the role of audit l:i.‘*rll their companies. These
perceptions may aid the understanding of the current SC
audit debate from their point of*viéw. In this regard,
the sample directors were, first of all, asked questions
about the audit function and what they considered to be
the main benefits of audit to thei:r companies. Secondly,
an attempt was made to ascertain the extent and reasons
for audit qualifiqétioqs*in their companies,

J . v e » ; SR
Finally, the sample directors’ views about a possible

change of audit requirement for SCs were sought and its

314



8.9

possible effects were ascertained.
Audit function and audit benefits (DQ4.3 and DQ4.2)

In response to the question as to what they considered

the most important function_ of the audit, 29% of the
respondents claimed the most important function was to

report to themselves as directors (DQ4.3). The same
percentage also claimed that it was to report to
shareholders. A summary of the responses is provided in

the following<table.

Tableﬂ8.9f Directors’ opinions about the most lmportar
function of the audit

¥ of respondents

Report&to d{rectors 29

Report to shareholders 29
Report to creditors | 19
To detect fraud 13
Other | 10

100

According to Humphrey and Turley (1986), fraud is often
quoted as an area of misunderstanding regarding the
auditors’ responsibilities. It 1is interesting to note
that only a small minority of the respondents (13%)
claimed that the most important function of the audit was
"to detect fraud". This may, according to Humphrey and
Turley (1986:34), be due to "...size and close control in

many small companies, '[where) the possibility of fraud is
not a major concern of the directors".

The above findings may indicate:that there are a wide
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variety of opinions among directors about the audit
function. This variety of opinion may have some
influence on their views about SC audit issues and may
possibly indicate a lack of understanding of the
auditor’s role.

With reference to the main benefits that SCs may obtain
from the annual at;dit, 30% of the directors said that "to
satisfy the bank’s lending requirements" was the main
benefit (DQ4.2). Another important benefit the directors
claimed was in the area of taxation. The following table
provides a summary of thelr responses about audit

benefits.

Table 8.10: Directors’ opinions about the main benefit of

annual audit

% of respondents

To satisfy the bank’s lending requirements 30
Easier acceptance of tax computations 28
Assurance of efficient financial management 20
N6 significant advantage 20
Other 2

100

It is interesting to note that 20% of the directors
claimed that there was "no significant advantage" to
their companies from having an annual audit.

8.10 Audit report qualification (DQ3.23)

In order to investigate the extent and reasons for audit
report qualification for SCs, the directors’ views on
these were ascertained by asking them whether their

latest published accounts had been qualified by their
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auditors and if so, to indicate the reason for 1its
qualification.

In response, 77% of the directors claimed their companies
had received a "clean" audit report on their latest
published annual accounts. With respect to the remaining
23% of the sample companies, which had had their latest
published annual accounts qualified, the following table
provides the reasons for their qualifications.

Table 8.11: Reasons for audit report c "jcations

Non-going concern 7

Non-compliance with the accounting

standards 4

Non-compliance with the Companies Act 2

Limitation of audit scope due to absence

of internal controls 2

Other 1

Do not know 7
23

As can be seen from the table, 7% of the sample
companies’ audit reports were claimed to be qualified
because their auditors were unable to assess whether they

were a "going concern". Considering that the survey was
carried out during the recession of 1992/93, this finding
may be understandable.

It is worth noting that only 2% of the sample companies’
audit reports were claimed to be qualified because of a
limitation of audit scope due to absence of internal
controls. If the general argument that "lack of internal
control" is the major problem in auditing SCs (see for
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example, Humphrey and Turley (1986) and the auditors’
survey in Chapter 9) then this rather low percentage (2%)
may have been as a result of the withdrawal of "Example
6" audit report in 1989 and/or the APC (1991)’s
recommendations (see section 4.16).

Directors’ attitudes to a possible change of audit

requirement for S8Cs (DQ4.4)

The sample directors were asked to indicate whether, in
their opinion, the statutory audit requirement for SCs
should be retained or abolished subject to a number of
given possibilities. Furthermore, they were offered the
possibility of replacing audit with a statutory review.
Other possibilities, a compilation report for example,
were not offered as the directors were not generally
conversant with these alternatives (see also pilot study
in section 6.4 and section 8.2). However, a compilation
report alternative was considered in the case of the
auditors’ survey (see Chapter 9). Their responses are
grouped under three broad headings, namely: "For audit",

"Against audit" and "For review". These are presented in
the following table.
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Table 8.12°: Directors’ attitudes to change of the_audl

requirement for SCs
% _of respondents

For audit

- there should be no change in the
current audit requirement and
standards for SCs 12

- SCs should continue to be audited
but separate auditing standards
should be developed 21

33
Against audit

The audit requirement for SCs should
be abolishead:

- subject to protection of
minority shareholders 18

- only if all members are directors
and subject to annual confirmation

in general meeting by all members 17
- without any condition/reservation 16
51
For review
SCs should be allowed to opt’for a
statutory review instead of an audit 16
100

As can be seen from the table, the majority of the sample
directors (51%) indicated that they were in favour of the
abolition of the SC audit requirement subject to a number
of possibilities. One possible explanation for favouring
abolition of the SC audit requirement may be the increase
in audit fee as a result of audit requlation introduced
by the CA 1989. 1Indeed, as Freedman and Godwin (1993)
have observed, the strength of feeling among companies

against the mandatory audit has worsened since the
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tightening of auditor regulation under the CA 1989.

Of the 33% respondents who favoured retention of the SC
audit requirement, only 12% favoured retention in its
present form.

Interestingly, 16% of the respondents who opted for a
statutory review instead of an audit were mainly those
with accounting qualifications or experience. It is
worth méntioning that the majority of the sample
directors (56%) claimed that substitution of a statutory
review. for an audit wbuld create confusion, despite the
féct that iess than half the total respondents claimed
this would reduce the overall costs and provide almost
the same assurances as an audit (DQ4.5).

This finding should be treated with caution as the
majority of the directors lacked accounting
qualifications or experience which might be considered
necessary to assist them to distinguish between audit and
review. In this regard, it is worth noting that Humphrey
and Turley (1986:31), in their survey, observed that
owner-managers’ "...knowledge of the nature of the audit
arose mainly from the queries that the auditor raisedr".

Fi:tnally, to ascertain the importance attached to audit by
the sample directors, they were asked whether they would
still consider having a (voluntary) audit for any of the
reasons given in the following table, if the statutory

requirement to have an annual audit of their company’s
accounts was removed.
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Table 8.13: Directors’ actions if statuto audit

requirement was removed
of respondents

Continue to have a (voluntary) audit mainly for:

- shareholders 9
- external users (e.g. the bank) 26
- efficient running of the company 21

56

Choose not to have a (voluntary) audit but
retain a firm of accountants for other purposes 37

Choose not to employ professional
accountants at all 7

100

As can be seen from the table, the majority (56%)
indicated they would continue to have an audit, mainly
for the benefit of shareholders, external users (e.qg.
banks) and efficient running of their companies.
Interestingly, 26% of the respondents cited external
users as the main category for which they would continue
to have an audit. This finding is consistent with the
directors’ views on perceived benefits of the audit (see
section 8.9).

It is interesting to note that 37% of the respondents
would choose not to have a (voluntary) audit but retain
a firm of accountants for other purposes. This may
indicate that at least some of the envisaged savings on
audit fees might be used ‘by SCs in other services
provided by professional accountants. Only a minority of
the respondents would choose not to employ professional

accountants at all if the statutory audit requirement for
SCs was removed.
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8.12 Summary and conclusion

A number of broad conclusions may be drawn from the
survey of directors. First and foremost, the ownership
and control of SCs are highly concentrated in the hands

of directors and their families.

In considering the advantages and disadvantages of
incorporation, "limitation of liability" was considered
the main advantage derived from incorporation, while the
"need for an audit" was the main disadvantage.

With reference to the main uses of published annual
accounts, "supporting tax computation" was considered by
the highest proportion of the sample directors to be the
most important use of annual accounts. It is interesting
to note that low priority was given to the use made by

the companies’ directors, contrary to earlier findings
(Page, 1981).

It emerged from the survey that the directors perceived
the usefulness of the annual accounts 1in a number of
ways, for example, for making business decisions or to
assess the creditworthiness of a new business contact.

With regard to making business decisions, the directors
considered profit before tax, net current assets and

turnover (if stated) the most important financial
factors.

In assessing the creditworthiness of a new business
contact, the majority of directors said they used
personal contacts, bank and trade references. In this

case, a low priority was given to the use of annual
accounts.

With respect to disclosure of -.certain information in the
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accounts, the majority of directors said that '"profit
before tax" and "turnover (sales)" should be publicly

disclosed in accounts.

In considering simplification of the form and content of
SC accounts, the overwhelming majority of directors
supported the view that only "one set of accounts" should
be prepared for both shareholders of SCs and filing with
the Registrar of Companies. With reference to the
perceived benefits of this simplified form of accounts,
the majority of sample directors claimed it would reduce
the burden of accounting requirements on SCs and the

associated audit effort.

The majority of directors were satisfied with the
services they received from thelr professional
accountants. Tax advice was considered the most important

service provided, followed by preparation of accounts and
the audit.

There was a wide variety of opinion among the sample
directors about the audit function, which may possibly
indicate a lack of understanding of the auditor’s role.
However, '"to satisfy the bank’s lending requirements" and
for Yeasier acceptance of tax computations" were

considered the main benefits of annual audit.

The majority of companies in the survey, according to
their directors, had unqualified audit reports for their
latest published annual accounts.

Finally, with reference to possible changes in the audit
requirement of SCs, the majority of directors claimed to
support abolition of the SC audit, perhaps among other
reasons, because of the increased audit fee resulting
from introduction of the audit regulation by the CA 1989.
Despite this, the majority of directors indicated that
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they would continue to have a (voluntary) audit mainly
for external users (e.g. banks) and efficient running of

their companies.

The next Chapter considers the results of the auditors’
survey with particular attention to some of the issues

‘raised in this survey.
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SUPPLEMENT TO CHAPTER 8

ULL LIST OF RESPONSES BY THE SAMPLE DIRECTORS & SHAREHOLDERS

OF PRIVATE SCs TO THE OUESTIONNATRE IN APPENDIX

¥ d
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Table No.

SECTION 1: Personal information

DO1.1 Directors’ status

Are you (or were you during the last three years)

¥ of respondents

i) a director of a small company 28
ii) a shareholder in a small company 1
iii) both of these 77
100

DO1.2: Directors’ age group

Your age group:

o,

i) under 30 > ; 10
ii) 30 - 45 48
iii) 46 - 60 35
iv) above 60 7
100

DO1.3: Directors’ main area of expertise

Which is your main area of expertise

9, esS

1) technical (e.g. engineering, manufacturing) 19

ii) commercial (e.g. buying and selling) 36
i@i) financial 23
1v) other professional (e.g. law) 8
v) other 12
100
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Table No.

DOl.4: Directors’ main business activity

Does your work within <the company constitute your maii
business activity:

¥ _of respondents

i) Yes 71
ii) No 29
100

01.5:  Directors’ accounting experience

What level of accounting experience do you have:

of respondents

_@) accountancy qualification 21
'11) courses in accounting 16
111) book-keeping experience 25

1v) little or no accounting experience 38

100

SECTION 2: Your company

Of shareholders

DO2.1: Directors’ companv - No.

How many shareholders are there in your company

¥ of SCs
_@) 1 - 2 54
.11) 3 - 4 34
1ii) 5 - 6 L ' 5
1v) 7 = 10 2
V) over 10 MR . 5
100
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Table No.

il-..\_..c_

alln -
L
k- .

DO2.2: Directors’ companvy - No, of non-director sharehold

Do you have any shareholders who are not directors of your

company
3 of respondents
i) Yes 41
ii) No 59
100

If yes, do you consider that they take an interest in the
accounts and audit of your company

i) Yes 58
..1i) No | o e 42

DO2.3: Directors’ compan of shareholdinas helcd
directors and their families

What percentage of your company’s share capital is held by the
dlrectors and their families

3

3 of shareholdingsﬁheld by

directors and their families % _of SCs
1) o3 1
1i) 1 - 25% 4
1ii) 26 - 50% 4
iv) 51 - 75% 4
v) 76 - 99% 18
vi) 100% T e eee e 69
100

DO2.4: Directors’ company = No., of directors

How many directors are there in your company

h} *L “'ii+ r ; Epi,h:ﬁﬁ : E gf §gs
i) l - m: oo E J:Et:.h‘ 7
* § 2 :
.J:J:) : IR S 49
iii) 3 n I e 23
1v) 4 vy K 15
e, . . .
v) 5. and more: ;s .+ o L s 6
- e
- —4——4——
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Table No.

DO2.5: Directors’ company = No. of employees

Number of employees in your company

3_of SCs
i) 0O - 5 47
ii) 6 - 10 16
iii) 11 - 20 25
iv) 21 - S0 8
v) 51 - 100 3
vi) over 100 | 1
100

DO2.6: Directors’ company = annual turnover

Your company turnover

3_of SCs

i) €1 - £0.25m 34
ii) £0.25m - £0.5m 12
iii) £0.5m - £1m 24
iv) £1m - £2m 10
V) £2m - £5m 12
Vi) over £5m 8
100

DO2.7: The main advantaqge of incorporatio

What is the main advantage of running your business as a
company rather than as a partnership or as an individual

¥ of respondents

Page'’s

survey
1) limitation of liability . - 54 46
ii) tax saving 14 16
iii) ease of transfer of ownership 10 11
iv) ability to raise finance o 12

V) rights and duties of share-holders and

directors are defined 5 6
Vi) other (incl. not answered) 8 9
100 100
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Table No.

DO2.8: The main disadvantage of incorporation
What is the main disadvantage of running your business as a

company?
¥ of respondents
Page’s
survey
i) need for an audit 50 12
ii) government form filling 24 44
iii) disclosure of financial information 13 21
iv) tax problems 9 10
v) other (incl. not answered) 4 13
100 100

SECTION 3: Small company accounts

D

3.1: The main uses of SC accounts

Please rank in order of importance the following uses of your
company’s full annual accounts

o S e
Page'’s
survey

1) supporting tax computations 35 26
ii) providing information to banks (or providers
of finance) 28 17
1ii) providing information to management/
directors 19 41
iv) reporting to shareholders 12 7
V) providing information to trade creditors 3 1
vi) other (incl. employees and not answered) 3 8
100 100
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Table No.
R

DO3.2: Usefulness of annual accounts for making cred

assessment

How do you assess the creditworthiness of a new business
contact?

% _of respondents

i) personal contacts 64
ii) trade references 60
iii) bank references 59
iv) credit reference agencies 31
v) ask to see their full accounts 20
vi) ask to see their abbreviated accounts 4
vii) other (incl. not answered) 5

DO3.3: Public Search

How many times in the last year have you had cause to
search either directly or through advisers, the publicly
filed information about a business contact company?

O espondents

i) Nil - 53
ii) 1 18
1ii) 2 * 13
iv) 3 4
V) 4 1
vi) 5 3
vii) more than 5 8
100

D03 .4: Usefulness of annual accounts
aspects of other companies

Or assessinc

Which of the following financial aspects of other companies are

you able to assess realistically from their published annual
accounts? S e

0O espondents

i) profitability 46
ii) capacity to survive 42
iil) financial trends 29
iv) investment policy ¢ .. 25
v) none of the above 12
vi) do not read other companies’ reports 27
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Table No.

DO3.5: Usefulness of annual accounts for business decisior

Please rank in order of importance for business decisions the
following information contained in the published annual accounts

of other private companies
3 of respondents

i) profit before tax 28
ii) net current assets 25
iii) turnover (if stated) 15
iv) cash/fund statement 7
V) gross profit S5
vi) total assets S
vii) audit report 4
viii) other (incl. not answered) 11
100

DO3.6: Usefulness of annual accounts fo anagement decislons

Please rank in order of importance the extent to which the
annual accounts influence the following management decisions of
your company

O espondents

1) dividends and directors’ remuneration 29

ii) cash management * 22
iii) borrowing - t | 14
iv) pricing 11
V) capital expenditure 8
vi) staff pay and conditions 6
vii) other (incl. not answered) 10
100

DO3.7: Usefulness of annual accounts for investment decisions

If you personally own.shares in one or more publicly quoted

companies, do you find their accounts wuseful in making
investment decisions

O esponaentcs

i) Yes 15
ii) No 44
iii) No investment in quoted companies 41
100
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Table No.

DO3.8: SCs main competitors

Who are your company’s main competitors?

¥ of respondents

i) small local businesses 44
ii) large local businesses 35
iii) large national businesses 32
iv) other 16

DO3.9°* SCs competitors: use of publicly filed informatjor

To your knowledge has any competitor ever used the publicly

filed information concerning your company to your company’s
disadvantage?

of respondents

i) Yes 6
ii) No 94
100

DO3.10: Directors’ opinions about the bank’s information needs

If the bank examines your company’s annual accounts, what do you
consider it is primarily looking for?

¥ of respondents

i) stability 58
ii) liquidity 54
iii) trends of performance 54
iv) interest coverage by profit 42
v) growth 41
vi) gearing 36
vii) audit report 32
viii) auditors’ reputation 13
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Table No.

DO3.11: Directors’ opinions about the Inland Revenue’s
information needs

If the Inland Revenue examine your company’s annual accounts,
what do you consider they are primarily looking for?

¥ _of respondents

i) profit and loss account items 71
ii) trading account items 48
iii) balance sheet items 44
iv) audit report 30
v) auditors’ reputation 18
vi) other 8

DO3.12: Availabilityvy of SC accounts to their emplovees

Do you make copies of your audited accounts available to your

enmployees?
¥ of respondents
i) Yes 17
ii) No 83

DO3.13: Directors’ opinions about the use of
accounts by their emplovees

ditec

the &

Do you think your employees make any use of the audited
accounts:

¥ of respondents
e No Not
answered
i) as a tool for wage negotiations 6 81 13

ii) to assess the prospective viability of
thelir employer’s company 21 65 14

DO3.14: Directors’ opinions about the level of disclosure ir
modified accounts

In general, do you feel small companies should disclose in their

modified accounts
0O espondents

i) about the same information as at present 60
_ii) less information . 30
1ii) more information . 10

100
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Table No.

DO3.15: Directors’ opinions about the level of disclosure ir
full accounts

In general, do you feel small companies should disclose in their
full accounts

O esponae S

i) about the same information as at present 52
ii) less information 42
iii) more information 6
100

DO3.16: Filinag full accounts instead of modified accounts

Do you file full accounts with the Registrar of Companies even
when you are entitled to file modified accounts?

% of respondents

1) Yes 36
ii) No 64
100

DO3.17: Directors’ opinions about the extent of disclosure of

some _specific items

In your opinion, which of the following figures should be
publicly disclosed in small company accounts?

. ¥ _of respondents

i) profit before tax 74
ii) turnover (sales) 72
iii) wvalue of stock 44
iv) loans from directors 43
v) total directors’ emoluments 35
vi) details of directors’ emoluments 18

DO3.18: Directors’ opinions about full accounts

On the whole, are full accounts for the small company

¥ _of respondents

1) a waste of time and money 57
_%@) useful for shareholders 36
111) intrusive into the owner’s private affairs 22
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Table No.

DQO3.19: Services provided by SC accountants

Please rank in order of importance the services provided to your
company by its professional accountants

¥ of respondents

1) tax advice 34
ii) preparation of accounts 31
iii) audit of accounts 23
iv) business advice 8
V) company secretarial services 3
vi) other 1
100

DO3.20: Who prepares SCs’ annual accounts

Who actually prepares your company’s annual accounts?

% _of respondents

i) company’s auditors 53

ii) accountants employed by the company other 27
than a director

iii) directors 20

100

DO3.21: Directors’ opinions about their accountants’ services

Are you satisfied with the services you receive from your
professional accountants?

of respondents

i) Yes 84
ii) No 16
100

DO3.22: Change of auditors

Have you recently changed your auditors?

_ | ¥ _of respondents
1) Yes | 10
ii) No 90
100
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Table No.

DO03.23: Oualified audit reports and their reasons

Were your latest published accounts qualified by your auditors

% of respondents

i) No 77
ii) Yes 23
100

If qualified, was it because of:

i) non-going concern 7
ii) non-compliance with the accounting standards 4
iii) non-compliance with the Companies Act 2
iv) limitation of audit scope due to absence of
internal controls 2
v) other 1l
vi) do not know 7
23

DO3.24: Directors’ opinions about

Jeneral qguestions

Which of the following statements do you agree with

¥ of respondents

i) the cost of producing the full annual accounts 50
outweighs the benefits derived from them

ii) accounts should be produced and filed sooner 39
after the year end

iii) decisions are based on our own management 66
information rather than the full annual accounts

iv) the principal burden of preparing annual accounts 57
is the fee we pay to our professional accountants

v) the accounting profession should continue to 30
attempt to make accounts more useful to users,

even if the cost of preparing the information
is higher
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