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Abstract: The main purpose of this study is to evaluate the inability of internal control systemon preventing the
fraud according toTurkey’s Small and Micro Enterprises. It is a known fact that the fast growing SMEs have an
important role in Turkey’s economy with their global work opportunities. Due to their financial problems, Small
and Micro Enterprisescould see the internal control system as an important cost element. Although it may be
hard to establish an effective internal control system in such enterprises, with the study conducted, it has been
tried to understand the perception and attitude of SME representatives about internal control system and its
role on preveting the fraud.

I.  Introduction

Definitions of small and microenterprises (SMEs) could be based on number of employees, capital
investment, product or service turnover, net worth, sales volume, range of markets, or amount and type of
energy used in production (Hunt, 1983). Most commonly, the measuring criterion is number of employees
(Hyman, 1989). MostSMEsare in theinformalsector of theeconomy, whichincludesmanufacturingand service
enterprises, many of whicharepart-time, seasonal, oritincrant. Theseenterprises do not have a businesslicenseor a
recognized legal identity. Usually, theinformalsector is outsidethescope of governmentregulations on minimum
wagesandbusinesstaxes, but it faces market competition. SMEsmakeimportantcontributions in manyeconomies
in theworld (Bowen, Morara, &Mureithi, 2009; Gjini, 2014; Robson, Haugh, &Obeng 2009). Accordingly,
SMEscontributetoeconomicgrowth, reduceunemploymentandensure an equitabledistribution of income
(Gjini, 2014). Similarly, Robson et al. (2009) andZindiye (2008) submitthatSMEs set the foundation for the
creation of thecountry’swealth as well as economicgrowth. SMEs also have an important market share in
Turkey. Thanks to their ability and speed of adaptation towards changes, flexible structure, low cost and diverse
business models within the limited labor market, they have the possibility of rapidly responding to the needs of
market conditions and economic changes (Cabarrouy, 1999). SMEs are also rapidly developing companies in
the global economy thus creating new job opportunities. Most of the countries define SMEs by classifying them
as small or medium-sized enterprises, depending on the number of shares and employees in the manufacturing
sector. The description of SME in EU legislation is as follows: “The enterprises with less than 250 workers,
with the annual income up to 50 million euros or with a balance sheet size up to 43 million euros are considered
as SMEs” (Aksoy, 2007). If the description of SME in EU legislation is taken as a basis, a vast majority of the
enterprises in Turkey may be defined as SMEs (Argun, 2009). An enterprise considered big in developing
countries may fit into the group of medium or small-sized enterprises of developed countries. When it is
considered from this aspect, since most of Turkey’s enterprises are made by SMEs and they have an important
role on the economic development with tax contribution and employment they create and, they are worth
investigating in many aspects.

Due to the financial problems, SMEs may arrange fraudulent financial statements to increase their
creditworthiness in front of the credit institutions. The enterprise’s inability to provide satisfying wages to its
employees, once again due to financing problems, may motivate its employees to commit fraudulent acts and
corruption. In general, in enterprises, the employee wages are declared not by their actual value, but by
minimum rate. This situation causes taxation loss of the state via SMEs. These frauds in question have become
critical because of the vastness of tax loss and the liabilities it causes for the auditors (Ramos, 2003). Although
establishing an effective internal control system may seem to be costly for SMEs, preventing frauds and
corruption is only possible by having an internal control system. Accordingly, this study is based on determining
the importance of the internal control system for fraud and corruption prevention from the point of view of
SMEs.

Internal Control System

It has longbeenarguedthatthe size of operation sand the small number of employees in small enterprises
affects the designing of a system of internal control for such enterprises. According to Grollmanand Colby
(1978), internalcontrols in small enterprises are affected by special problemsinherent in small enterprises. These
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problems typify the characteristics of the typical small enterprise which include little ornosegregation of duties
due to the small number of employees, simple record keeping, limit edinternal control sand the
potentialformanagementoverride (GrollmanandColby, 1978). Internal control is a consulting service, performed
independently and impartially, in order to improve and increase the value of the activities carried out by an
enterprise. Functioning in a systematical and disciplined manner, by testing and increasing the efficiency during
risk management and control phases, internal control contributes to achieving its objectives by an enterprise
(TIDE, 2010). In order to detect or prevent any fraud, an enterprise has to establish an efficient internal control
system in the accounting process (Foster, et al., 2010). Accounting control, coordinated by the related enterprise
in order to ensure the precision and credibility of accounting statements, is a part of the internal control system,
which covers organizational structure, methods and measurements (Manurung et al., 2015). Internal control is a
system established with the purpose of securing the execution of the activity and efficiency of operations, the
authenticity and legitimacy of account currents (COSO, 2015).COSO describes internal control as follows:
“Establishing a common structure so as to meet the needs of different departments of the same enterprise;
establishing a control system procedure, without the aim of getting profit or not thinking about profit, without
discriminating small or big enterprises and in accordance with the criteria predetermined by public or private
enterprises and aiding this structure to advance” (Atmaca, 2012). COSO report sees the benefit in using SMEs’
financial reporting with the intention of improving the quality, the level of internal control and
institutionalization. The internal control system is a necessity in order to prevent malfunctioning of enterprise
transactions and help the enterprise attain its predetermined objectives. Therefore, the main goal of the
enterprise, “staying alive”, is indeed largely related to the good management of internal control system (Amudo
and Inanga, 2009). Enterprises need the internal control system to maintain the errors made during the
registration of financial information, shortcomings experienced in the productive usage of funds, and fraud and
risk concepts at the lowest level (Turedi et al., 2015).

No matter what the size of the enterprise is, a vast majority of data presented to analyze and make a
decision about enterprises is provided by the accounting system. Many groups and foundations are closely
interested in the information and data provided by the accountancy, as it is a tool of management. It is
impossible for the directors to make a management decision without making use of the financial data.
Nowadays, accounting is no longer a system which only records the past events. Accounting has turned into an
effective tool of management, which allows the preplanning of activities and accurate analyzing of the results
(Salik, 2015). Accounting information system functions by recording the operating activities, thus drawing
attention directly to problems and aiding the management with decision making and assisting in the solution of
the problem (Kalmis et al., 2006 and Celik and Akgemici, 2010). Therefore, the accounting information system
provides the expected quality information. The activity of internal control system has a great importance on
SMEs’ confidence future. However, the inadequacy of SMEs’ budgets and the cost of internal control system
create an obstacle for SMEs to activate their internal control system. Less logistic and structured condition of
internal control in SMEs does not diminish the value and effectiveness of internal control. Therefore, the
positive impact of internal control systems on organizational effectiveness, productivity and prolificacy cannot
be ignored, both in small, and big enterprises (Sgardea, 2009). With an effective internal control system, SMEs’
existence is protected, resources are used actively and effectively, the reliability of financial statements is
ensured, and the risk of fraud and corruption in the enterprise is reduced.

Fraud

Fraud is a concept that has come into existence in the last two hundred years and is knowninthe public
as finance based fraud. The usage of manipulation of people or fraud to gain money, land, assets or trust can be
traced even to the earliest periods of world history.The establishment of accounting and audit by the will of the
government to prevent theft and false declarationis connectedwith the history of economics(Petrascu and
Tieanu, 2014). Fraud is mostly performed in financial reporting. Itis an act which causes a loss of trust of the
economic system, threatens the democratic structure, weakens the social stability, causesbig financial losses and
negatively affects the economy as a whole (Nicolescu C., 2007).American Commission established in order to
investigate fraudulent financial reporting describes fraud as follows: “any act presenting financial statements in
a false way to a significant extent.” In real terms, the noun defined as fraud means making changes in
documents and certificates, making fictive records by deleting records or destroying important data(Stolowy and
Breton, 2004). Theresearchesconducted show that an effective internal control system plays a critical role in
fraud prevention and detection (Othman et al., 2015).

1. Material and Method
In order to investigate the effect of the internal control in SMEs in fraud prevention, the owners,
managers, and accounting, finance employees of SMEs, which are situated in Istanbul but work in different
sectors, were observed. Since it is not possible to observe this populationdue to the time and budget constraint,
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186 SMEs owners, managers, and accounting, finance employees, which are thought to represent this universe
well, were determined as a sample by the convenience sampling method. Datawere collected either by meeting,
using the Internet or via mail. In the personal information form, there are questions involving gender, age,
educational level, experience in the enterprise, the legal structure of the enterprise and the number of employees
of the enterprise. The questionnaire consists of eighteenitems for the role of internal control system in SMEs in
fraud and corruption prevention.All items were graded according to the 5-point Likert scale. The meaning of the
numbers is as follows: 5; strongly agree, 4; agree, 3; undecided, 2; disagree and 1; strongly disagree. The scale
has been reliable since the 93% Cronbach Alpha value. SPSS software was used to analyze the data. To
determine the current status of observed SMEs, frequency tables were obtained and main descriptive statistics
were calculated. To test the relationship between the existence of internal control system and fraud, an
independence samples t-test was applied.

I11. Results And Conclusion
Table-1 demonstrates the distribution of the participants according to their demographic characteristics.
Table-1 Distribution According to Demographic Characteristics

n Percentage
Gender Male 124 66,7
Female 62 33,3
Total 186 100
n Percentage
Education High school 3 1,6
Associate Degree 17 9,2
Bachelor’s Degree 87 47
Master Degree 68 36,8
Ph.D. and above 11 54
Total 186 100
n Percentage
Experience Less than 1 year 7 3,8
1-5 years 63 33,9
5-10 years 54 29
10-15 years 21 11,3
15-20 years 16 8,6
More than 20 years 25 13,4
Total 186 100
Age Average 45
Standard Deviation 23

When the distribution of the managers who have participated in the survey is examined according to
demographic characteristics, it is seen that a big partof the sampleconsists of male managers. In terms of
education, a big part of the sample consists of bachelor’s and master degree holders, and it is seen that a
numberof high school graduates isvery low. When the managers are evaluated according to their experience, a
big part of the sample consists of the managers with the experience between 1 and 10 years, and it is seen that
the percentage of managers with less than 1 year of experience is considerably low. The fact that the average
age is not very low shows parallelism with the distribution of the group according to the experience.

Table-2 demonstrates the distribution of the represented enterprises according to their general characteristics.

Table-2Distribution of Enterprises According to the General Characteristics

n Percentage
Legal Structure Publicly Held Company 22 11,8
Privately Held Company 61 32,8
Limited Company 75 40,3
Others 28 14,5
Total 186 100
Sector Service 79 43,2
Production 56 30,6
Commerce 46 26,2
Total 186
Annual Sales Less than 1 million TL 36 20,1
Between 1-5 million TL 31 17,3
Between 6-10 million TL 39 21,8
Between 11-20 million TL 31 17,3
Between 21-25 million TL 42 235
Total 179 100
Total Assets | Less than 1 million TL 50 28,1
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Between 1-5 million TL 64 36
Between 6-10 million TL 18 10,1
Between 11-20 million TL 19 10,7
Between 21-25 million TL 27 15,2
Total 178 100
Independent Member of | Yes 96 52,2
the Board of Directors No 88 478
Total 184 100
Audit Committee Yes 105 57,1
No 79 42,9
Total 184 100

Considering the distribution of the enterprisesaccording to their general characteristics, having close
numbers of enterprises in the sub-categories of each characteristic is considered to create a possibility of
working with a homogenous structure while evaluating the scales. Therefore, the results obtained can be
generalized for enterprises of different sectors, with different economic, organizational and legal structures.
When the enterprises are analyzed according to the number of employees, the average number of employees is
167, and its standard deviation is 804. That the standard deviationis extremely high indicates the fact that the
enterprises differ in terms ofthe number of employees, and the variable is very high at this point.

Table-3 Questionnaire Items and Descriptive Statistics

N Mean Std. Dev.
Numericalerrorsperiodicallyoccur in theaccountingrecords. 184 3,0 1,6
A transaction is sometimesrecordedtoanotheraccountinstead of thecorrectaccount. 184 3,1 1,7
Althoughthe name of theaccount is correctlydetected, a transaction is sometimesrecordedadverse. 184 35 14
Incorrectandencounteredfraudulentdocumentsperiodicallyoccur. 183 3,7 1,4
Duplicaterecordsperiodicallyoccur. 181 3,2 15
Orderedanddeliveredgoodsaresometimesdifferentfromrequestedgoods. 183 2,3 1,3
Ineligiblepaymentsperiodicallyoccur. 184 4,0 1,2
Incorrectacrualperiodicallyoccurs. 184 3,1 1,3
Redundantpaymentsperiodicallyoccur. 182 3,9 14
An abnormalincrease of expencesandpurchaseperiodicallyoccurs. 184 2,5 1,3
Documents not recorded on time periodicallyoccur. 184 3,4 1,5
Thecorrectiondeclaration is periodicallygiventothetaxoffice 184 3,7 15
Undocumentedrecordsperiodicallyoccur. 184 3.7 12
Recordsbychangingtheamount on thedocumentperiodicallyoccur. 184 4,2 1,2
Recordsbased on fraudulentdocumentsperiodicallyoccur. 184 3,9 11
Imaginaryadvancerecordsforpartnersandemployeesperiodicallyoccur. 184 3,2 1,4
Staff has beentricking on recordsanddocumentswehave had. 184 4,2 1,3
Punishmentsduetoerrorsperiodicallyoccur. 184 3,9 1,1

Table-3 showsitems in thequestionnairewiththeirmeanandstandarddeviations. Allmeanvaluesareout of 5
andinterpretedaccordingtotheplace on thescale. Since 3 is at thecenter of thescaleandrepresents “undecided”
opinion, meanscoresgreaterthan 3 areinterpretedtowards “agree” andmeanscoreslessthan 3 areinterpretedtowards
“disagree”. It can be seenthatmost of themeanscoresaregreaterthan 3 andparticipants’opinionsaremarkedly
“agree” foreachitem. Instead of evaluatingitemsonebyone, usingthe general descriptivestatistics of all has
beenpreferredforevaluation.

The mean of all items has been found as 3,48. This value is close to 4 which represents “agree”. The
standard deviation is also low and it shows that participants are very homogenious in terms of their gradings.
Then, the mean represents the opinion well.If the meaning of the questionnaire is thought by this sentence
“There are fraud and corruption in our enterprise.”, we could interpret observed SMEs to agree this opinion.
Thus, it could be thought that the existence of having an effective internal control system problem in SMEs has
been verified. Therefore, SMEs as well have the need to establish an internal control system corresponding to
their structures in accordance with fundamental principles such as risk prevention, relevant cost, an effective and
rapid operation and a continuously supervised structure. Finally, to determine the role of existence an auditing
committee to prevent the fraud, an independence samples t test was applied and findings are given in Table 4.

Table-4Independent Samples t-Test Results

Internalcontrolcommittee | N Mean Std. Deviation t P
existed 105 3,27 0,64 8,146 0,000
non-existed 75 4,36 1,13

When we compare mean values, there is a statistically significant difference between SMEs with an
internal control committee and without an internal control committee (since p<0,05). The mean of SMEs with
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internal control committee is lower (3,27<4,36) and they encounter the fraud event less than SMEs without an
internal control committee. So, by the existence of internal control committee and an effective internal control
system fraud could be prevented.The compliance with regulations and legislations will aid an enterprise with its
institutionalization and reliability whereas the presence andoperability of internal control system will help in the
efficiency and productivity of operations.

It is not possible to create an internal control system that will eliminate the risks completely and will
comply with all enterprises in terms of theaccountingfunction, just as in all functions of the
enterprise.Nonetheless, minimizing these risks with a well-functioning internal control systemshould be an
obligation for all enterprises, no matter what their size is.

The results obtained have brought out to a what extent the internal control system is important for
SMEs, being based objectively on the numerical analysis, and stated the attitudes of SME owners, managers and
officials regarding how influential the internal control is in both accounting process, and overall fraud and
corruption prevention. In accordance with the recommendations mentioned above, this study hopes both to
make a contribution to the operation of SMEs and to provide an ideain terms ofliterature and methodology to the
individuals or institutions that will conductresearch in the related fields of study.
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