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ACCOUNTING AND THE CAPITAL MARKET 

The economic strength of a nation may be measured by the 
value of its accumulated wealth and by the rate at which this increa-
ses through savings and investment. In primitive societies, the 
savers and users of capital were largely the same although some 
exchange of capital goods for consumer goods occurred through 
barter. There was no financing problem. As the industrial movement 
accelerated, the need for more inclusive means of financing became 
urgent. 

The capital element in a developing country is one of the most 
important factors for economic development. The sources of ma-
jority of investment funds are savings accumulated in the economy. 
If development is to occur, however, these savings must be chan-
neled into feasible investment projects. 

The arena in which the holders of savings and the investments 
interact can be defined as the capital market. Some may doubt the 
feasibility of a capital market in a country where the level of savings 
is at a very low level. The adequacy of these savings for significant 
economic development may also be debated. The crucial point is 
whether the accrued savings are made available for economic deve-
lopment purposes. 

The following can be listed as the essential elements of an 
active capital market : 

1. Presence of wide variety and number of alternative instru-
ments of investment. 

2. Highly organized and effective distribution and trading fa-
cilities (broker-dealers and stock exchange). 
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3. Availibality of adequate, accurate and consistent informa-
tion regarding the circumstances and operations of corpo-
rations whose securities are traded. 

4. Existence of an impartial but professinolly competent re-
gulatory agency which oversees both the accuracy and 
authenticity of information furnished to the investing public 
and fair dealing within and without the financial community, 
represented by broker-dealers and exchanges. 

It is the effective combination of these factors which underlies 
the entire process of security analysis and evaluation and in the 
final outcome it creates public confidence. 

In developing countries, investors seem disinclined to provide 
the capital needed in an expanding economy. In part, this may be 
because external reporting in developing nations often provides 
little reliable information relevant to investment decisions. Mahon 
(1965: 35) describes this situation by saying: 

«While in most of these countries standards of auditing and 
ethics (including that of independence) have been stated, enforce-
ment of these concepts upon the profession is still in the formative 
state. In these countries the accounting profession is neither firmly 
established nor has it yet achieved a status which gives it a compel-
ling voice in financial and reporting practices. The credibility of 
financial statements has not been generally established. The public 
simply not being conditioned either to expect or to demand reliable 
statements». 

Enthoven (1965: 14) noted the important social role of accoun-
ting in the development process of a capital market with the follo-
wing statement : 

«Corporate reporting and disclosures of information to the 
financial community play an important part in building investor 
confidence and interest in stimulating the development of capital 
markets. Proper financial disclosure of a firm's status and opera-
tions and information about its projects, would greatly enhance the 
often so badly needed public confidence». 

These statements clearly indicate that accounting can play an 
important role in creating a favourable investment climate which is 
vitally essential in the development of a capital market. 

The question whether a Turkish capital market colud be further 
developed has recently been the subject of animated discussion 
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both in economic and financial circles. For nearly ten years, as-
pects of legal, economic and financial problems relating to the 
improvement of the capital market in Turkey have been discussed' 
In these discussions both foreign consultants and Turkish experts 
stressed the important role of accounting in the development of 
such a market in Turkey and they indicated that the existing accoun-
ting and auditing pratices are inadequate and insufficient to achieve 
these objectives. 

The following statement is typical of those made by both Turks 
and visiting foreign experts (Lawson and Robbins (1965: 65-93) and 
De Maris (1967: 1-8) during almost all discussions of the problems 
of improving the existing capital market : 

«These changes (necessary to create a capital market) include 
enactment of a law establishing standars of accounting practice and 
procedure ,and a 'crash' program to train a sufficient number of 
capable accountants to satisfy the demands of business for qualified 
accountants able to prepare accurate and reliable income state-
ments and balance sheets and certify their correctness with no 
qualifications conforming to standard accounting pratices and 
procedures as used in the United States. If this program is not 
carried through so that financial reports issued by companies can 
be relied upon implicitly there can be no satisfactory capital market 
in Turkey». 

Despite all these critisms and recommendations, no extensive 
study of the adequacy of corporate reporting from the standpoint of 
the investor has been made to date. 

The purpose of this article is to investigate the present and 
possible future role of accounting in the development of the capital 
market in Turkey. 

The underlying assumption of this paper is that in developing 
countries such as Turkey, where there is a shortage of capital, the 
economic importance of investment decisions is high, and' the 
companies should provide information sufficient for rational judge-
ment in this area. Therefore, an investor considering the purchase of 
securities is entitled to know the salient features of a company so 
that he may judge intelligently the relative merits of securities. 

Evidence will be presented to support the hypothesis that cor-
porate reporting in Turkey from the standpoint of the investor is not 
adequate. 
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In this article a sample of 50 Turkish annual reports was analy-
zed to determine if reports were in fact deficient in comparison to 
other existing reporting standards. The sample included eleven 
industry groups and 70 pecent of the coporations whose stocks are 
currently being traded at the Istanbul Exchange. 

EMPIRICAL ANALYSIS OF THE QUALITY OF FINANCIAL REPORTS 
SUPPLIED BY TURKISH PRIVATE ENTEPRISES 

In order to examine the degree of adequacy of information 
presented in annual reports, an index of disclosure for 35 items was 
used. 

The index of disclosure is an approximate model of adequate 
disclosure which was first developed and used by Alan R. Cerf 
(1961: 25-27) in his study concerning corporate reporting and in» 
vestment decisisions. Another index of disclosure, similar to the one 
used by Cerf, was developed and utilized by S.S. Singhi and H.B. 
Desai (1971: 138) in their analysis of the quality of corporate finan-
cial disclosure. 

In this study the same index of disclosure (as shown in Table-I) 
was utilized with small revisions as the criterion to determine the 
adequacy of financial reporting practices in Turkey. This model 
includes information on financial and non-financial matters related 
to the past, present and future of the corporation. 

Corporate disclosure of information can take vaious foms, but 
the annual report to stockholders is a very important form of perio-
dical corporate disclosure. The particular reasons for the importance 
of annual reports in Turkish stock market are : 

1. The Turkish corporations are not requied to prepare a sapa-
rate report, similar to the lo -Kf1) report in the United States, 
for any regulatory agency; 

(1) With the passage of the Federal Securities Act of 1933 and 1934, the power 
to prescribe the financial reporting pratices to be followed by a substantial 
proportion of publicly held businesses has been given to the Securities and 
Exchange Commission (SEC). The Commission prepared special registration 
forms which vary in their disclosure requirements to provide information of 
the essential facts in a given type of offering. In general the registration 
forms call for disclosure of information such as : 
1. A. description of the registrant's properties and business, 
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2. To obtain information through personal contact is extremely 
diffucult because of the lack of cooperation from corporate 
managements; and 

3. The non-company sources of information are inadequate 
and seldom up-to-date. 

Using the index model, the quality of disclosure in annual re-
ports was analyzed. The adequacy of corporate reporting in Turkey 
is summarized in (Table-I). The results of this tabulation help to 
determine the items of information in which improvement is most 
needed. 

The results of the tabulation indicated that, the following items 
of information have not been mentioned at all in the annual reports 
of Turkish Corporations : 

1. Method of Inventory valuation. 
2. Basis of inventory valuation. 
3. Sales reports by division or by individual companies in the 

consolidated statement. 
4. Research expenditure amount for current year. 
5. Discussion major factors affecting future business. 
6. Information on labor contracts. 
7. Index of selling prices. 
8. Discussion of new product development. 
9. Information on tax clearance and pending tax claims. 

10. Sources of other earnings. 
11. Index of raw material prices. 

In addition to these missing items, other weaknesses in annual 
reports are : 

1. Lack of summary of important financial statistics for the 
past years. 

2. Statement of earned surplus. 
3. Statement of cash flow. 
4. Basic policies and objectives of management. 

(1) Cont. 
2. A description of the significant provisions of the security to be offered for 

sale and its relationship to the registrant's other capital securities, 
3. Information about the management of the registrant, and 
4. Financial statements certified by independent public accountants. 
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5. Description of company plants. 
6. Summary of backlogs and projections. 
7. Description of type of capital expenditures planned. 
8. Backlogs and projections. 

The lack of information concerning some of the items which 
are financial in nature comes directly from the rigidities in Turkish 
Commercial and Fiscal Procedure Code. For example, there is no 
flexibility permitted in the use of different methods of inventory 
valuation. The lower-of-cost or market value procedure is the only 
allowable inventory valuation method stated both in the Commercial 
and Fiscal Procedure Code. 

Most of the missing items of information and other weaknesses 
in Turkish annual reports are also financial in nature and seems to 
be important for investors and other users. The merits of these 
items to users can be stated as follows : 

DISCLOSURE OF SALES AND SALES ANALYSIS 

An analysis of sales by divisions of major product lines shows 
the relative importance of the sources of revenue. Since many cor-
porations are engaged in diverse activities and since different lines 
of business may not be doing equally well, sales analysis are useful 
in predicting the future profitability of a business. 

RESEARCH EXPENDITURES 

A separate statement of important expense items is necessary 
so the investor can compare operating costs of similar companies. 
Such a comparison also allows an evaluation of the performance of 
management in controlling significant expense items such as 
research expenditures. 

Research expenditures are important as research may result in 
new products and the growth of earnings for many firms depends 
to a large extent on the introduction of new products. 

In Turkey most corporations do not have research facilities and 
personnel. In addition, research activities and expenses are gene-
rally considered by a vast majority of private companies as an 
unnecessary expenditure. During the inverviews, most managers 
accepted the importance and future benefits of research activities 
but also admitted the fact that they were very much interested in 
spending their money on short term projects rather than carrying 
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the overhead of research activities for a considerably long period 
of time 

CAPITAL EXPENDITURES 

Information on capital expenditures appears to be one of the 
most important items to investors. Since the future success of 
almost every type of business depends on its program of expansion 
for remaining competetive in its industry, capital expenditures, both 
past and planned, are of major interest and concern to security 
aanlysis and stockholders. 

FUND STATEMENTS 

The concept of funds most meaniningful for external reporting 
is the one, most relevant for the predictions and decisions of 
investors, creditors, and other outside users of financial statements. 
Different types of information can be obtained with the different 
concepts, so that a single funds concept depends upon the 
objectives to be achieved. One of these objectives is the presentation 
of information that will permit the investor make predictions 
regarding future cash distributions. 

The lack of presentation of these important individual items 
supports this study's conclusion that improvement is needed in the 
presentation of many specialized items of information. 

Evidence obtained in interviews suggested that the variation in 
reporting practices is partially a result of differences in attitudes 
of management toward the disclosure of information. The reason 
most frequently advanced for the failure to report certain items of 
information is the feeling that such disclosure may cause in a 
competetive disadvantage. 

The position is taken that the information is kept secret to 
protect the profit position of the firm and that this benefits the 
stockholder more than would the disclosure of the information. 

Despite all these arguments, Turkish businessmen are aware of 
the fact that, Turkish banks and some big businesses, such as Ereğ-
li Iron and Steel Corporation which have been presenting financia! 
statements to the public, have suffered no ill effects. 
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STATISTICAL CHARACTERISTICS 

Using on index of disclosure, one is able to assign a score to 
each of the 50 companies in the sample. An array of scores of the 
50 companies include a high of 51 and a low of 18 and a total range 
of 33. The mean was 28.54, the median was 31 and the standard 
deviation was 8.58. 

Considering that each company has a possible maximum score 
of 88 points, the statistical characteristics in (Table-2) indicate sig-
nificant room for improvement. (Table-3) reveals that there is con-
siderable variation in score in each separate industry group. Ban-
king, as an industry group, received the highest disclosure score 
with 41 points where the packaging industry has been identified as 
the least generous group with 20 points in terms of supplying infor-
mation for its users. 

(Table-4) shows a positive correlation between disclosure as 
measured by score and asset size of corporations. A positive relati-
onship between the asset size of a corporation and the quality of 
disclosure can be the result of several reasons. 

First, the cost of accumulating detailed information is relatively 
high for smaller corporations. In larger corporations, such informa-
tion is accumulated for internal reporting to top executives and, 
therefore, disclosure of such information is not a costly process for 
these firms. 

Second, the managements of large corporations are likely do 
realize the possible benefits of better disclosure, such as the easier 
marketability of securities and the greater ease in financing. Smaller 
corporations usually do not raise funds in the securities market 
and, therefore, cannot realize the possible benefits of better disclo-
sure. Smaller corporations are more likely to believe that the full 
disclosure of information could jeopardize their competetive posi-
tion. 

Variability in the quality of disclosure can be explained to some 
extent by differences in the rate of return. The rate of return is 
defined here as a ratio of net profit to net worth. Table-5 reveals 
some relationship between the quality of information and the rate 
of return. One observes in this table that the quality of disclosure 
(expressed in terms of Total Information Score) of the majority of 
corporations, which lie between 20-40 and 40-60 percent rate of 
return, decreases considerably. The investigation and intervies with 
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Turkish Academicians and financial experts revealed that a majority 
of these corporations relies to a great extent on internal souices 
of financing, and also is reluctant to raise funds by issuing common 
stocks, because majority of their stocks are closely held by the 
original owners of these businesses. (Table-5) indicates that com-
panies having lower rates of return (less than 20%) provide more 
information. This is because the managements of these corpora-
tions tend to give more attention to the needs of the investing public 
especially when they raise funds frequently by issuing new common 
stocks and bonds. 

On the other hand, the managements of the corporations which 
are in the highest rate of return class, disclose a reasonable amount 
of information to the investing public for the purpose of supporting 
the continuance of their positions and compensations. 

CONCLUSION 

In the light of the above analysis it sholud be noted that Turkish 
accounting reports in use are not as important as the questions of 
the conditional availability of meaningful financial information to 
the public. 

The feasibility of providing the financial information available 
on Turkish companies is dependent both on basic skills of the 
accountants dealing with the information and the adequacy of 
accounting principles surrounding its analysis and presentation. 
The present Commercial Code and Law on Fiscal Procedure provide 
only a limited set of rules for presentation rather than principles. 
A set of accounting principles suitable to the Turkish economy 
cannot be created in a very short period of time, The existing rules, 
however, are probably adequate to provide for a reasonable presen-
tation and result of operatons of some number of companies which 
can be expected to enter the Turkish Capital Market in the near 
future. One significant advantage of having accounting standards 
based on a Commercial Code and tax law is the virtual elimination 
of so called «acceptable alternatives». While some degree of fair 
presentation may be achieved by having optional treatments avai-
lable, one suspects that the lack of alternatives, such as LIFO and 
FIFO, may produce a simplicity and uniformatiy which will be bene-
fical in the early days of the capital market. 

The second condition for useful reporting is the willingness of 
management to make information publicly available. Newspaper 
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advertising often serves as an «effective» medium of communication 
enabling the issuers of stocks and bonds to reach an extensive 
audience of potential investors. As in most other cases, the «effici-
ency» of newspaper ads in conveying valid and reliable information 
is highly questionable. This does not simply stem from the limita-
tions of advertising Per-Se but is much more due to the fact that 
this valuable tool is often used in a deceptive rather than in an 
informative way. 

With the absence of adequate listing requirements for the 
Turkish corporations whose stocks are being traded on the Istanbul 
Securities Market, the only way to protect the interests of investors 
is to enforce certain legal restrictions preventing the communication 
of unreliable information. A law with adequate disclosure require-
ments could have some significant effect in this area. However, 
beyond the law, a fundamental attitude of compliance by manage-
ment is required if adequate disclosure is to be produced. 

It would seem, therefore, to be advisable that the government 
act to require some reasonable degree of independent auditing in 
these early stages of the development of the Turkish Stock Market. 
Most Turkish investors and management will probably have a strong 
conception of the value of independent auditors in the near future. 

The social importance of the auditior's attest function and 
changing economic environment, however, strongly suggest the 
expansion of its use in the society. To bring this about, it would seem 
important to ; 

1. Educate issuers and users of financial data as to the Cer-
tified Public Accountant's (CPA) function, purpose, role and 
value. 

2. Inform the public and the CPA as to those areas in society 
where the attest function, although not presently performed, 
would fulfill a social need. 

The responsibility for these projects lies on the goverment, 
academic institutions, and mostly on the accounting profession in 
Turkey. 
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TABLE -1 

ADEQUACY OF INFORMATION THE ANNUAL REPORTS OF (50) 
COMPANIES LISTED ON THE ISTANBUL STOCK EXCHANGE 

No. Weight No. of % of 
Items of Information Companies Total 

Comparative Income Statement for 2 yrs. 1 4 34 68% 
Comparative Balance Sheet for 2 years 2 4 34 68% 
Statement of reconciliation of earned 
surplus 3 3 5 10% 
Statement of Cash Flow (or Source and 
Appliaction of Funds) 4 3 4 8% 
Summary of important financial statis-
tics, 10 yrs. = 3, 6-9 yrs = 2, 4-5 yrs = 1 5 3 6 12% 
Method of Inventory valuation 6 1 — — 
Basis of Inventory valuation. 7 2 — — 
Sales breakdown by division or by indivi-
dual companies in a consolidated state-
ment , 8 3 — — 
Method of depreciation 9 3 24 48% 
Description of type of capital 
expenditure planned 10 3 3 6% 
Capital expenditure amount for current 
year 11 3 15 30% 
Research expenditure amount for cur-
rent year 12 3 — — 
Sales by customers or industry served 13 2 3 6% 
Statement of gross and net property 
accounts 14 2 17 34% 
Sales separated by major product lines 15 2 14 28% 
Discussion of major factors affecting 
future business 16 2 — — 
Information on Labor Contracts 17 2 — — 
Basic policies and objectives of management 18 2 2 4% 


