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PREPARATION OF NON-LISTED COMPANIES
FOR EXTERNAL AUDITING
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Ergin Uluslararası Denetim ve YMM A.Ş.

ABSTRACT
External Auditing is become a current issue for non-listed companies through the recent developments
including new draft Turkish Commercial Code, Basel II and IFRS for SMEs, and will add value to all companies. The first section of the current study digs out the external auditing concept and potential benefits.
Following sections deals with the country specific factors and developments that are highlights the external auditing. Fifth section -in line with the aim of current study- makes suggestions towards the preparation process of non-listed companies for external auditing.
1.Introduction
The purpose of external audit is to verify the reliability of financial statements and communicate this
to interested parties. This purpose gains crucial importance especially for listed companies. External auditing is getting more important for non-listed companies due to advancements such as; increasing importance of information as a strategic input, globalization of capital markets and money markets, global
financial crisis.
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2. External Auditing- Theoretical Basis
2.1. Definition and Types of External Auditing
AICPA, defines auditing as a systematic process of objectively obtaining and evaluating the accounts
or financial records of economic units based on established criteria. Major types of audits conducted by
external auditors include the financial statements audit, the operational audit, and the compliance audit.1
Financial statements audit: The review of the financial statements of a company or any other
legal entity, resulting in the publication of an independent opinion on whether or not those financial statements are relevant, accurate, complete, and fairly presented 2.
Compliance audit: Every company sets it`s own plans, procedures, tactics and route to achieve predetermined goals. A compliance audit has as its objective the determination of whether an organization is
following established procedures or rules 3.
Operational audit: An operational audit examines an organization's activities in order to assess
performances and develop recommendations for improved use of business resources. This type of audit
uses a kind of non-accounting data 4. Table 1 summarizes the types of audits based on criteria and user
perspectives.
Table 1 Criterias and Users
Type of audit
Financial Statements Audit
Compliance Audit
Operational Audit

Criteria used
GAAP, IFRS
Related contracts
Budgets, performance measures

Users
Partners, creditors, governmental agencies
Sözleşmeler ile ilgili taraflar
Üst yönetim

Source: Denetimin Kavramsal Çerçevesi, Sigorta Araştırma ve İnceleme Yayınları İstanbul, 2007

1
2
3
4

Ersin Güredin, Denetim ve Güvence Hizmetleri, , Arıkan Basım, İstanbul 2007, s.16
Denetimin Kavramsal Çerçevesi, Sigorta Araştırma ve İnceleme Yayınları İstanbul, 2007 s.18
Melih Erdoğan, Denetim Kavramsal ve Teknolojik Yapı, Maliye ve Hukuk Yayınları, Ankara, 2006, s.5
Maliye Hesap Uzmanları Derneği, Denetim İlke ve Esasları, İstanbul, 1999, s. 8
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2.2. Functions of External Auditing
a-) Informing Function: Information carries importance for all parties that takes place in capital markets. İnforming is the one of the most important function of external auditing. That function gives chance
to investors for making reasonable and objective decisions 5.
b-) Protective Function: errors in recording result false financial statements and results decrease in
the value of portfolios due to wrong investment decisions. External audit protects investors from these
kinds of errors by discovering and correcting them 6.
c-) Deterrent Function: Occurence of conflict of interest between preparers and users of financial statements is always probable. Audit reports deters the potential manipulative efforts of managers, employees and partners at the very early stages 7.
d-) Ekonomik Function: There are many players in the economic system that takes the auditor reports
base for their economic decisions. Through the trust generated by auditing reports, investors invest in the
economy and results an increase in the overall wellfare of country. Specially for the emerging economies
including Turkey openness and transparency of the market is crucial to attract foreign investors. Financial
statements are the fundamental starting point for investment decisions and only with the external auditing
they are useable 8.
2.3. Benefits of External Auditing
The literature investigates the benefits of external auditing as benefits to audited company, benefits
to related parties of audited company and benefits to partners of the company. The reports produced by
external auditors presents the positive and negative issues about the company to the management. Audited
5 Gül Kudret ve Ergun Halil: “Muhasebe Mesleğinde Etik”, Muhasebe ve Denetime Bakış Dergisi, Ocak 2004, s.55
6 Güredin, s.16
7 Usul Hayrettin, Kahraman Kadir ve Bekçi İsmail: “Denetim Raporunun Bireysel Yatırımcı Kararına Etkileri”, Muhasebe
Bilim Dünyası Dergisi, Cilt:4, S.4, Aralık 2002, s.110
8 Kiracı Murat: “Hile Riski Değerlemesinin ve Hileleri Bulmanın Denetimin Etkinliğindeki Rolü ve Türkiye’deki Denetim
Firmalarına Yönelik Bir Arastırma”, Muhasebe ve Denetime Bakış Dergisi, Ocak 2005, s.104
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financial statements are proves themselves as reliable, transparent and true and supports economic decisions.
Financial statements plays important role in the decision process of company`s customers, suppliers
and potential partners. Companies makes decisions and these decisions results the allocation of constraint
economic resources from this perspective they play publicly crucial role in the economy and audited financial statements accompany them.
In an audited company the rights of the partners and sahreholders are well protected 9. Weaknesses,
faults, errors and frauds are discovered 10. Their financial structures are stronger than non-audited companies 11.
3. Current Developments Related to External Auditing
The developments covered in this section of the study are important due to their relation to external
auditing of non-listed companies. These environmental developments motivates non-listed companies
towards change and improvement 12.
3.1. A draft new Turkish Commercial Code
A draft new Turkish Commercial Code which will significantly improve corporate law and will also
introduce new financial reporting requirements, is currently being considered by Parliament. In 2000, a
Commission of 40 experts appointed by the Ministry of Justice started preparing a new Commercial Code.
The draft Code was released in February 2005 for comments. The draft Code require all companies to have
an independent audit conducted according to ISA by auditors or audit firms authorized according to the
9 Eugene A. Imhoff “Accounting Quality, Auditing and Corporate Governance” Accounting Horizons Supplement 2003 s.117
10 Maliye Hesap Uzmanları Derneği, s.39
11 Farooqi-Lind, Raana,A Comparison of Listed Vs. Non-Listed Firm Capital Structure: Evidence from Sweden. Available at
SSRN: http://ssrn.com/abstract=902254
12 Laura Mariani, Patrizia Tettamanzi, Fabio Corno, External Auditing vs Statutory Committee Auditing: The Italian Evidence,
International Journal of Auditing, 2009 (early view version)
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code. Medium and large joint stock companies would be required to use an independent audit firm whereas small joint stock companies may appoint two sole practitioners. Code also requires all companies other
than SMEs to prepare financial statements in accordance with Turkish Accounting Standards (TAS) adopted
by the Turkish Accounting Standards Board (TASB). These TAS are based on, and correspond to, IFRS. SMEs
are allowed to use simplified accounting standards published by the TASB, though they may also use TAS
if they choose to.
3.2. Basel II
Basel II is the second of the Basel Accords, which are recommendations on banking laws and regulations issued by the Basel Committee on Banking Supervision. The purpose of Basel II, which was initially
published in June 2004, is to create an international standard that banking regulators can use when creating regulations about how much capital banks need to put aside to guard against the types of financial
and operational risks banks face.
With adoptation of Basel II external auditing will be a must for SMEs. In line with these new opportunities will arise for external auditing firms and rating agencies and they will play more effective role in
Turkey as well 13. Financial information systems will gain more importance during this process. Companies
with high credit scores will have lower interset rates in the borrowing agreements and this will result an
awareness of institutionalization.
3.3. IFRS for SMEs
There is no consensus on the definition of small and medium-sized enterprises (SMEs) and different
definitions exists. In the Turkish legal framework SMEs are defined with a number of employee not exceeding 250 and\or net sales or total assets not exceeding 25 million TL 14. SMEs are classified as follows
13 İSMMMO Yayın No:120 Meslekte Yeni Bir Boyut; Bağımsız Denetim, İstanbul, 2009, pp.17
14 18.11.2005 tarih ve 25997 sayılı R.G’ de yayımlanan Küçük ve Orta Büyüklükteki İşletmelerin Tanımı, Nitelikleri ve
Sınıflandırılması Hakkında Yönetmelik
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•Micro Business: number of employee not exceeding 10 and\or net sales or total assets not exceeding 1 million TL
•Small Enterprise: number of employee not exceeding 50 and\or net sales or total assets not exceeding 5 million TL
•Medium Sized Enterprise: number of employee not exceeding 250 and\or net sales or total assets
not exceeding 25 million TL.
The International Accounting Standards Board (IASB) issued an International Financial Reporting
Standard (IFRS) designed for use by small and medium-sized entities (SMEs) in July 2009 which are estimated to represent more than 95 per cent of all companies. The standard is a result of a five-year development process with extensive consultation of SMEs worldwide. The IFRS for SMEs is a self-contained standard of about 230 pages tailored for the needs and capabilities of smaller businesses. Many of the principles in full IFRSs for recognising and measuring assets, liabilities, income and expenses have been simplified, topics not relevant to SMEs have been omitted, and the number of required disclosures has been
significantly reduced. 15
By applying IFRS for SMEs all small and medium sized enterprises in Turkey will have effective financial reporting system. SMEs will attract new investors, will have lower interest rated borrowings and will
easily be opened to public in the future 16.
4. External Auditing in Turkey
Authorization to perform tax audits is determined according to the Law on “Independent Accountants,
Independent Accountants and Financial Advisors, and Sworn-In Financial Advisors,” which was enacted in
1989 17. Accountancy services are a regulated activity in Turkey. Law 3568 stratified the profession in
Turkey into three groups with different educational requirements for licensing and specific allowed activities for each group:
15 Zafer Sayar and Mahmut Okur, “KOBİ Finansal Raporlama Standartları Taslağı ve Ülkemizde Uygulanabilirliği”, 26.
Türkiye Muhasebe Eğitimi Sempozyumu, 23-27 Mayıs 2007, Antalya.
16 http://www.deloitte.com/dtt/press_release/0,1014,cid%253D270648,00.html (9 September 2009)
17 In 2008 some changes made in the law specially about the SMs. The title of SM no longer exists.
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• SMMMs, numbering 31,000, may conduct general audits but not tax audits and provide consulting
services in addition to all the services provided by SMs.
• YMMs, numbering 3,500, may conduct tax audits and “certify” the tax financial statements and tax
returns in addition to all the services provided by SMMMs except bookkeeping. YMMs have joint responsibility with the audited company for errors and misstatements in the financial statements they have certified.
5. Preparation for External Auditing
This part of the study is devoted to important headings through the preparation process for external
auditing. The problems faced are also highlighted since they will give some clues about prevention of problems.
5.1. Change in the Accounting Mentality
Introducing with external auditing is a natural result of switching to contemporary financial reporting
implementation for non-listed companies. SMEs 18 in Turkey generally have a tax based accounting mentality. SMEs with traditional accounting implementations can not benefit from functions of accounting, problems with having skillfull human resource and has the lack of sound financial reporting system. 19
The first step towards the external auditing is changing the organizational culture and
understanding the strategic importance of accounting. Accounting departments and managers are the primary responsible parties for that step.
Today`s challenging competition environment forces owners and managers to have knowledge about
accounting, finance and tax issues. Companies do not pay enough attention to accounting because of its
perception of tax related issues. Bankrupcty is unavoidble for the companies which are not able to use
accountants and auditors as management advisers 20.
18 The terms `non-listed firms` and `SMEs` used interchangeably in the study.
19 KOBİ’ler için UFRS taslağı ve Türkiye’de uygulanabilirliği ile ilgili düşünceler, Deloitte, 2007, pp.3
20 Uzay, Ş., “Küreselleşmenin İşletmelerde Muhasebe ve Denetim Uygulamalarına Etkisi”, Türkiye’nin Jeoekonomisi ve
Jeopolitikası – Türkiye Geleceğin Neresinde, Editörler: N. Doğan, F. Kula, M. Öcal, Nobel Yayınevi, , 2007.pp. 166.
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With a contemporary approach accounting is the language of business. Accounting is a source of information and gives the user a strategic point of view towards decision making process 21.
Capital markets are depend on each other and closely linked. İn this environment financial information is the most strategic information. To produce this strategic information in a most effective and efficient way
a sound financial reporting system is a must. 22
To build up such an accounting system, accountants should analyse the sector that the company takes
place and they should build accounting policies in accordance with them. Accountants should wear workers
suit and discover the every step of the process within the company if necessary.
5.2. Forming Internal Auditing System
The primary purpose of the internal auditing is helping organizations achieve their stated objectives.
It does this by using a systematic methodology for analyzing business processes, procedures and activities
with the goal of highlighting organizational problems and recommending solutions. Although internal auditing is a integral part of the management it has a independent mechanism in line with it`s objectives 23.
Internal auditing function increase the external audit quality and decrease the cost of
the audits if it coordinated with external auditing function. Establishing this coordination
should be a step towards preparation process towards external auditing for the companies having internal auditing function. Companies without this function should immediately
establish internal auditing function according to our views.
Coordination of internal and external auditing function will result 24 ;
•The auditing report prapared by internal auditors are good evidences for external auditors.

21 Abdullah Yavaş and Sezai Tanrıverdi, TMSK, 2006, www.malihaber.com.
22 Deniz Umut Erhan, Türkiyede Muhasebe Standartlarinin Gelişimi, Muhasebe Bilim Dünyası (Mödav) "1st International
Accounting Conference on the Way to Convergence”, 2004, pp. 17.
23 ECIIA, (European Confederation of Institute of Internal Auditing) “Avrupa’da İç Denetim”, Konum Raporu, Şubat 2005,
TİDE tarafından Türkçe’ye Çeviri, pp.27
24 Uzay, Ş., İşletmelerde İç Kontrol Sistemini İncelemenin Bağımsız Dış Denetim Karar Sürecindeki Yeri ve Türkiye’deki
Denetim Firmalarına Yönelik Bir Araştırma, Sermaye Piyasası Kurulu, Yayın No:132, Doktora Tezi, Ankara, 1999 pp.68
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•Internal auditing enables externl auditors to easily form auditing procedures.
•Internal auditing gives information about the organizational structure of the company and gives
clues for solving auditing problems.
•External auditors can explore the non-financial aspects of company and effects on financial statements.
•Common planning, exchanging the working sheets will result a mutual confidence and will reduce
the sample sizes and re-takings and will decrease the auditing cost.
5.3. Establishing Audit Committee
Audit Committee is compulsory for listed companies and do not conduct audit activity and have no
direct responsibility about auditing operations. Audit Committee supervises the internal and external auditing process behalf of the management. Audit Committee creates value by forming a bridge between
management and auditors. Selecting the auditing firm, preparing audit contracts, watching and controlling
the auditing process are the duties of audit committee.
Although it is not compulsory, non-listed firms should form Audit Committee; so they
will enable to increase effectiveness and efficiency of external audits and will solve the
audit related problems. Companies will benefit from Audit Committee`s towards adaptating auditing culture.
The roles and responsibilities of Audit Committee related to selecting and monitoring audit firms are
summarized as; 25
•The existence of possible conflict of interest that can be resulted from the employment relations should be analysed.
•Audit firm should only report to the Audit Committee; rotation, evaluation, pricing and performance issues should be handled.
•Audit Committee members should be capable of monitoring the auditing process.
•There should be open and effective communication between Audit Committee and external auditing firm.

25 Denetim Komitesi: Bağımsız Denetimin Gözetimi, Deloitte, 2009, pp.7
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•Denetim komitesi üyelerinin yetkinlikleri bağımsız denetim sürecini gözetme konusunda yeterli
olmalıdır.
5.4. Enlightenment of Auditor
Previous suggestion were including the single steps should be taken by company; this and following
steps should be taken in accordance with auditing firm. Auditing firms evaluate the proposed customers
based on some criterion and accept or refuse them. These evaluations are far from profit considerations.
This evaluation process is crucial since it provides `independency` for external auditing.
Unstructured companies in terms of management and organization, companies with unsufficient accounting systems and unttrustable firms are ususally refused since completing the audit is impossible. To
reach a sound and well functioning external auditing company should be ready for the evaluation and
investigations conducted by auditing firm and should enlighten the auditors about every aspect that they
neeed. Some steps that will be taken by auditor are listed below 26;
•Financial structure of the company must be understood.
•Information must be gathered from the banks, creditors and third parties that are doing business
with the proposed customer.
•The previous auditor should be visited about taking suggestions about accounting policies and GAAP 27.
•Should estimate the audit risk based on potaential conflict areas related to company.
•Should be sure about the fact that company will provide all necessary and requested documents
during the auditing process.
•Should be sure that company will never force the auditor about violation of any rule and norms.
As can be depicted from the above items auditing firm should make a detailed investigation within the company. Company should educate employees about giving the accurate and timely information requested by auditing firm. Some employees can handle that as
a violation of privacy and ressist giving truly information. External auditing philosophy and
benefits to the company should be well communicated in an organizational level.
26 Erdoğan, pp.76
27 Since the auditor is the initial auditor within this study evaluation process must be more detailed.

IX. TÜRKİYE MUHASEBE DENETİMİ SEMPOZYUMU
9 th NATIONAL SYMPOSIUM ON AUDITING IN TURKEY
III. ULUSLARARASI TÜRKİYE MUHASEBE DENETİMİ SEMPOZYUMU
3 rd INTERNATIONAL SYMPOSIUM ON AUDITING IN TURKEY
Parallel Session IV

5.5. Preparing Audit Contract
After selecting audit firm company shoul make negotiation with the audit firm and determine the type
of the audit, purpose, scope, duration of the auditing process. This negotiation should be conducted by the
Audit Committee suggested before. In the negotiation process accounting policies and possible conflict areas
must be discussed.
At the end of the negotiation process issues should be documented and contract must
be prepared. A contract including responsibilities, price and working principles shall prevent
the possible troubles and conflict and should be prepared. Written contract must be included in the preparation process towards external auditing.
5.6. Problems and Suggestions
Problems faced during the auditing process will lead the companies that are preparing for external
audit. A recent survey conducted by auditing firms in Turkey shows that %84 of the auditing firms think
that companies do not pay enough attention and give importance to external auditing 28.
In parallel to this symptom other fundamental problems faced by auditing firms are listed as; taking
external auditing only as a legal must, being family owned business without institutionalization, high degree of shadow economy, taking external audity as a tool for credit analysis, lack of seperation between
owners and professionals, inefficient capital market characteristics, lack of enough budget for external auditing, unwillingness of companies about external auditing and etc.
6. Conclusion
External auditing is not a compulsory concept mandated by regulators indeed it is irrevocable need
for today`s corporate world. Un-audited financial statements are in fact `unexisting` things. When we
analyse the global crisis started at last quarter of 2008 –and still in effect- it is seen that financial state28 Adnan Dönmez and Ayten Ersoy “Bağımsız Denetim Firmaları Bakış Açısıyla Türkiye Bağımsız Dış Denetim Sisteminin
Değerlendirilmesi” Bilig Kış / 2006 sayı 36: pp.85
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ments that are far away from transparency and reliability are the primary suspects29 . As these circumstances mandates reliable, true and fair financial tables can be achieved by auditing 30.
Besides these macro level benefits external auditing function also results micro level benefits to audited companies as well. Accounting is a decision making tool for companies and this function can be maintain by only reliable financial information. In line with these International Financial Reporting Standards
and International Standards on Auditing are crucial tools for business world.
Examination of non-listed companies within the Turkey shows that companies faces problems about
accounting systems. That`s why auditing firms generally gives advisory services about establishing sound
and proper accounting systems.
Non-listed companies should start serious organizational culture change process towards external
auditing. System failures and shortcomings about accounting and documentation should be repaired immediately. Re-organization of the accounting department must be realized. As discussed in detail in the study
a supportive environment for auditors within the company is crucial and essential step towards external
auditing. With the help of all these recommendatitions companies will have sound, cost effective and qualit auditing process.
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