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Abstract: This study examines the international requiremeftsudit quality assurance and focuses
on the challenges faced by the newest economyeirre@fion, Kosovo, in implementation of same.
This study focuses on the monitoring of compliabgebusiness organizations in Kosovo with the
International Financial Reporting Standards andd€osAccounting Standards as appropriate , and
the impact that this compliance or non complianes In the economy. In addition this study
examines compliance with International Standard&wafiting by auditors and reviews the quality of
the audit process in the broader context of thairements for audit quality assurance. It is fothmat
there are weaknesses in almost all elements of W&s@orporate financial reporting and auditing
regime, which is not dissimilar, linked to largdratienges faced by all former Yugoslav economies
in transitioning to the new market economic systdine economies of former Yugoslavia face
similar challenges in integration with the Européémion’s economic and financial system, because
of the unique shared characteristics of the forMegoslav system. In parallel with the economic
transitional reforms undertaken within the regithe global financial reporting and auditing system
has been changed, with a convergence to Interrmtfomancial reporting standards, international
standards of auditing and a new emphasis on audility assurance and external oversight
mechanisms to sustain it. Though Kosovo is notealbaithin the region in addressing the reforms
required to integrate the economy fully into the Bj$tem, the study reveals both opportunities and
challenges unique to Kosovo and makes recommemdafioo reform.
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1. Introduction

In the wake of the international financial crisispecial weight is given to
strengthening of financial reporting regime, esalécito the oversight of audit
profession in order to prevent similar crises, gaition, and resolution. These
activities try to overcome weaknesses in the imtibonal financial systems that
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potentially contribute to the propensity for and gmi#éude of global financial

instability, hence requiring collective action dietinternational level. For
emerging markets there is widespread recognitiahithorder for them to attract
investments and increase economic growth, thesetices! have to invest in their
national systems and, hence, requires enhancediresas the country level. In a
world of integrated capital markets, these coustmall have to learn to speak
through recognized international financial languaffeis provides a basic “public
goods” rationale for minimum standards, which bériefernational and individual

national systems.

One of the most significant elements from the nedess the lack of understanding
of the nature and application of global standafdhs is something that has been
experienced in Kosovo's evolution to the westernogaan market system.

This research study focus on the monitoring of dwnpe by business
organizations in Kosovo with the International Fio@l Reporting Standards and
Kosovo Accounting Standards as appropriate , aadntipact that this compliance
or non compliance has in the economy. In additthis study examines
compliance with International Standards of Auditimg auditors and reviews the
quality of the audit process in the broader conte#xthe requirements for audit
guality assurance.

The research it also takes into consideration thengths and weaknesses of the
accounting and auditing environment in Kosovo thdtuence the quality of
corporate financial reporting and involves a reviewi both mandatory
requirements and actual practice. The researcls Usernational Financial
Reporting Standards (IFRS) and International Staldd@an Auditing (ISA) as
benchmarks and draws on international experiendegand practices in the field
of accounting and auditing regulation. The reseatsb has regard to the relevant
requirements of EU law, the acquis communautaire.

The nature of commerce has become global during28tib century, and the
demand for financial statements to be preparecherséme basis (using the same
standards) has also become global.

During the transition to a market economy, manghefpost socialist economies in
Europe successfully put in place many importaemneints of the institutional and
statutory framework for financial reporting. Howeyvenany of these economies
should take further steps in order to achieve d& @f a sound financial reporting
framework tailored to the needs of the open ecoasraind aligned with the EU
body of law &cquis communautaiyginternational standards and best practices
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2. Literature Review

The literature review has highlighted the main weslses in the attempts of
former socialist economies of Central and Southt Easope in implementing
reforms designed to stimulate economic developmémugh creation of a
business-enabling environment, including the remments for credible financial
statements prepared in accordance with interndtgiaadards. The importance of
developing institutional mechanismeg.q., enforcement, corporate governance
structures, and auditingto encourage compliance with IFRS has been widely
discussed in the literature. There is also a grgwaalization that while countries
can adopt international accounting standards velgti easily, developing the
institutional mechanisms to ensure successful imetgation and foster
compliance is much more complex and time consuming.

In 2006 the World Bank published its Report on @eservance of Standards and
Codes (ROSC) in Accounting and Auditing for Kosovihe study involved a
comparison of existing practices and structureKasovo with IFAC and IASB
requirements in accounting and auditing and thesirements of the relevant
sections of the acquis. ROSC reports have also bempleted in relation to all of
the economies of former Yugoslavia, including KasoBiH, Croatia, Slovenia
and Serbia. And in addition, to neighbor state AlaaThese reports contain an
important source of recent research data eactofortry concerned.

Consistent themes have emerged in the literatuisimg to former Socialist
European countries in transition to western styéekat economies. Bailey (1995)
for example, found a number of mistaken assumpitionthe part of policy makers
which explain the reasons why many countries ingghramended and passed laws
applying IFRS to all kinds of enterprises;

The emphasis of other studies on accounting andirgidn the CEE region has
been to describe how the practices, regulatory arésins and the profession have
evolved since the beginning of the transition perio

The existing literature shows evidence that praéesd bodies have assumed, and
have been accorded, substantial responsibilitiederurrecently enacted EU
compliant laws in many of the former socialist emmies of central and Eastern
Europe. This proposed study focuses upon the miofeadl bodies in the newest of
the transitional post-socialist economies, Kosaug seeks to discover insights
that may reveal the extent to which they can béedelpon to fulfill their
obligations “in the public interest”.
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3. Quality Assurance — Review of the Relevant Staadds on Quality
Control for Audits

This part provides detailed overview of reasons Whality Control for Audits is
so important in Kosovo context and in the contektnjor economies in the
region.

We have identified the core set of standards thjallyan most European States that
relate to financial reporting, auditing, ethicsuedtion, and that cover the majority
of enterprises. We note that the standards areviegoéll of the time, and a pace
sometimes quicker than some of the economies ofefien we work and live in.
However, the message is clear, for Kosovo to adamew financial reporting and
audit framework, it should learn the lessons ofjhbor economies that have been
through similar dilemmas before.

“Quality assurance is the auditing profession’sigipal means of demonstrating to
the public and to regulators that auditors areqgering at a level that meets the
established auditing standards and ethical rules.”

Quality Assurance relates to the system of qualitgtrol in place within a firm
which is designed to give reasonable assurancethieafirm and its personnel
comply with professional standards. Professionahddrds encapsulate ethical
requirements, and legal and regulatory requirements

An important role on development of quality assgemand the accounting and
auditing profession has played International Fed®raof Accountants, which in
2012 has published second edition of the “Guid®u@ality Control for Small and
Medium Sized Practices”. The Guide is intendedxjolan and illustrate so as to
develop a deeper understanding of the requiremaatessary to meet the
standards on quality control in compliance with G@. It offers a practical “how-
to” approach that practitioners may use when d@ietp their firms’ quality
control system. Ultimately, it should help SMPsvde high-quality service to
their clients and so enable them to better sereepthblic interest. IFAC have
identified three levels of quality control. These:a

e At the engagement level — covered by ISA 220;
e At the firm level — covered by ISQC-1;
* At the member body level — covered by SMO 1.

ISA 220 covers the “specific responsibilities afirfi personnel” and in particular
the “engagement partner” in relation to the ovegalhlity of the individual audit
engagement.

ISQC-1 establishes the basic principles and esdeptocedures, and provides
guidance in relation to a firms system of qualipntol for audits. As such the
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standard can be seen to outline the policies irguiares in relation to quality
control that need to be put in place on a “firm evighsis” to support the quality
control of audit engagements as per IAS 220.

SMO 1 “establishes the obligations of IFAC membedibs that relate to quality
assurance review programs for their members peifigrmcertain audit

engagements of financial statements” This sectfdherelevant extracts from the
IFAC Statement of Membership Obligations is sumgmetj with elements
extracted that are of particular importance to Kaso

Regardless of who is responsible for the qualitptiad system, the partner(s)
should be mindful that the firm's commercial comsmtions do not override
management responsibilities for quality; that perfance evaluation,
compensation, and promotion demonstrate the primafcyquality; and that
sufficient resources are allocated to develop, dmot, and support quality control
policies and procedures.

Leadership Responsibility Pyramid
Leaderspj
Respons:b;ﬁty

Quality. -Orienteq
Interna| Culture

Determme Pel’son i
for Quaity Con

) Re sPOnSlble

Source: IFAC 2010, “Guide to Quality Control for 8linand Medium Sized
Practices

4. Level of Compliance with the Financial Reportingand Auditing
Requirements in Kosovo

This part provides an overview of the evolutiontioé regulatory framework for
accounting and auditing in Kosovo.
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4.1 Financial Reporting Regime in Kosovo

The regulatory framework for the Statutory Auditdosovo is based on the Law
No0.04/L-014 on Accounting, Financial Reporting aladit which supersedes the
law promulgated in 2001 (UNMIK Regulation 2001/30the Establishment of the
Kosovo Board for Standards for Financial Reportamgl a Regime for Financial
Reporting of Business Organizations

The newly adopted Law on Accounting, Financial R&pg and Auditing which
was approved by the parliament of Kosovo in 20Misaio improve the existing
framework through strengthening the oversight oé thccounting and audit
profession and clarifying further the roles andpoessibilities of the regulatory
institutions. Current law aims to implement the EBOquis communautairén
accounting and auditing, and provides a legal basisthe implementation of
international standards.

The Law requires the Kosovo Council on Financiapéténg Standards to issue
Kosovo Accounting Standards (KAS) that comply wWiRS after taking into
consideration the business environment in Kosovdhe Law requires all
corporations POEs, and SOEs to prepare their fiastatements in conformity
with KAS or IFRS. Applying simplified standards famaller enterprises is a
logical approach. However, adoption of a threestiefinancial reporting structure
with public interest entitiegPIEs) eventually applying IFRS; SMEs applying
simplified financial reporting requirements; andcroi enterprises continuing to
apply tax-based rules would remove the problem pgflyang KAS or IFRS in
relatively small organizations for which they wemnet designed or intended.
Corporations (other than small corporations), PQiag, SOEs are required submit
their (audited) financial statements to the businegistry and the Ministry of
Economy and Finance. However, the financial statgsBled with the business
registry are not publicly available. This may hintlee decision making abilities of
stakeholders and may also inhibit the market irieerfor greater compliance with
accounting and audit requirements.

According to the ROSC Report the structure is apgate but is not working
effectively. Limited technical and financial resoes have resulted, with
institutional weaknesses in several areas. Bankk iasurance companies are
required to prepare financial statements in compgawith IFRS and the
accounting requirements set forth by the CentraikBaf Kosovo (CBAK). The
recognition and measurement principles as welhadlisclosure requirements set
out by the CBAK differ from “full IFRS.” Compliancevith BPK requirements
takes precedence, which precludes successful ingplition of IFRS in the
banking and insurance sectors.

The Law requires the KBSFR to issue auditing steadslen conformity with ISA
after taking into account the business and econ@nigronment in Kosovo. In
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2002, the KBSFR published an Administrative Degcisio Albanian, which made
application of ISA mandatory for licensed auditoesrying out statutory audits.
The ISA adopted in 2002 were the 1999 Albanian uaigg under the framework
established by Law on Financial Reporting in 2ab#,two leading institutions in
the area of accounting and auditing are the KosBwoncil on Standards for
Financial Reporting (KCSFR) and the Society of fled Accountants and
Auditors in Kosovo (SCAAK).

4.2 Compliance with financial reporting and audit requirements in Kosovo

The aim of this research was to review the qualstyurance regarding compliance
with International Standards of Auditing by aud&oror compliance with
International Financial Reporting Standards or Koséccounting Standards by
business organizations operating in Kosovo.

This review was designed to obtain reasonable assarthat:

« The firm has an adequate system of quality coritwolts practice relating to
audit of general purpose financial statements;

* The firm complies with that system;

* The firm and engagement teams have adhered to sgrofal standards,

regulatory and legal requirements in performingiudf general purpose
financial statements selected for review, and

* The quality of resources of the firm to supportptactice and staff training
program.

The purpose of this review is to assess the leivehderstanding of IAS/IFRS and
KAS in business organizations of different sizex] the application of accounting
standards in selected business organizations.

The compliance assessment was carried out throtaghieation of the firm’s most
recent financial statements submitted to the BuasinRegistry Agency (BRA)
and/or the competent regulatory authority such fes €BK and the Kosovo
Privatization Agency (KPA). The KBSFR may requesheral purpose financial
statements produced by selected non financial isdxisiness organizations for
review arising from its authority under Law No0.04A014 on Accounting,
Financial Reporting and Auditing.

The second aspect of the review involved contadh e selected business
organizations to enable understanding of the diffies and constraints faced by
the firms in complying with IFRS/KAS including thquality of supporting
working papers.
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The review included a comparison of the number efistered business
organizations per the Business Registration Agef@BiA) database with the
number of annual returns for 2007 including annfiahncial statements as
required by the Regulation 2001/6.

The determinants of IFRS disclosure compliancetaedmpact of auditor choice
on IFRS compliance under the assumption of strimfjeneity of auditor choice. |

ascertained firm compliance with the disclosureunemments of IFRS through an
examination of the annual reports of a sample rofidithat claim to comply with

IFRS. | measure compliance using both a weightedl amveighted disclosure
score. The study focused on these two years becawseal new IFRS came into
effect during this period, includinghS 1 Revisedwhich requires firms that claim
full compliance with IFRS to fully comply with adlpplicable standards.

The research focuses on the strengths and weakne$sine accounting and
auditing environment that influence the qualitycofporate financial reporting and
involves a review of both mandatory requirementd awatual practice. It uses
International Financial Reporting Standards (IFRSInd International Standards
on Auditing (ISA) 2 as benchmarks and draws onrir@gonal experience and
good practices in the field of accounting and angitegulation. The research also
has regard to the relevant requirements of EU (#heacquis communautaiye

A review normally consists of reviewing the qualigntrol system, the working
papers and the financial statements of the cligat ts the subject of IFRS
compliance review. As the latter element was umdtert in the other component of
the QA project, this audit review was limited tovimwving the QA system and
working papers on selected clients. In our study hage presented 5 level of
compliance. In these five levels we gave eachribeessary issues to which
companies have to comply with. These levels ageis are presented below:

The companies should at least try to reach thd Kewehich is timely submission
of FS with respective agencies.
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Level 3 Timely submission of audited financial statemeatBtisiness
Registry Office and Auditor compliant with law

Level 2 Timely submission of financial statements to thesiBass
Registry Office
Level 1 Submission of financial statements to the BusifRegistry Office

Rating below presents level of compliance by thadi

b o

Rating

O Fr N W

1 3 5 7 9 11 1315 17 19 21 23 25 27 29 31 33 35

Number of Entities Surveyed

« Of the 36 companies 20 responded with financiaéstants

* 10 of those were audited statements, two of whienewby unlicensed
auditors

* 10 of the 20 statements had been submitted to uk:Bss Registry

* 9 of the 20 statements had no disclosure notes

» All 19 accounts do ndully comply with requirements of either the KAS
or IFRS framework: the deficiencies reflect inadsguunderstanding of
applicable accounting standards by preparers agitbasi
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Areas of Main Non-Compliance
These are the topic areas where the sample firihesl feo comply strictly with the
provisions of KAS or IFRS

B Financial statements and
accounting policies

4%

B Non-currentassets and
20% inventories

B Financial instruments

@ Deferred taxation
4%
0O Employee benefits

O Income recognition and
debtor measurement

O Consolidation

4.3 Compliance with International Auditing Standards

* As both the reviewed firms are part of their intgronal network, internal

quality assurance standards and procedures aretedpto be compliant with

international QA regulations (i.e. IFAC's SMO1, IS6Q and ISA220). The

research confirmed that the Kosovo firms use thermational firm’s internal

standards and procedures. It is recognized thail laadit firms may not be

anywhere near the compliance level of the 2 salediems. International

experience indicates that compliance is diffichtiyever not impossible) for small
and sole practitioners. It is important that thiwieonment needs to be taken into
account in the design of a QA audit system in Kosov

* As international QA regulations are based on aesysbf self generating
improvement by internal detection of substandardkwit is important that audit
firms should have a system based on Plan-Do-Chetk-#ith proper
documentation of all incidents and related consitiens recorded. Only with such
a system that it is possible to rely on the firnmgernal QA system. This is one
weakness noted in the current procedures of tleeteel firms.

* It is established that as the responsible partfier&osovo audit engagements
are based abroad (as part of the Balkan or Cdatrape regional group) the firms
have in place additional QA procedures to fulfill ghe ISA and ISQC1
obligations. The firms are managed locally by diedi audit managers; this is
possibly due to the small size of the current annditket in Kosovo.
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= The review noted certain issues that may warransideration by the auditors
and the regulatory bodies to enhance the efficiearay effectiveness of the audit
process:

* Internal audit departments of the subject clients ot efficiently used to
support the work of the external auditor so asniprove the efficiency of the
external audit and therefore may help to limit amyrease in audit fees

» Some financial institutions conduct annual tendergudit services. This may
also be the case for non financial business orgtaoirs. This practice may
endanger proper audit work and due care as theoauday focus too much on
winning the next tender with a lower audit fee eatthan using the knowledge
gathered for the benefits of the client.

* Statutory audits are required for the benefits wfent investors in the audited
business as well as for the protection of the pulsiterest. It is possible that
current statutory audit requirements in Kosovo may have been the subject of
careful cost benefit considerations by the regwatauthorities to prevent

unnecessary administrative burden and substandaitivaork. It is suggested that
alternatives to ISA audit opinion be considered dovall/medium enterprises and
micro finance credit providers.

5. Summary and Conclusion

Primary research methods involved extracting datenfthe Business Registry
Database in Kosovo, interviews and discussions Veilding regulators, leaders
from the profession and donors involved in the aagiand also the business and
audit community in Kosovo.

Given the current level of development of the apddfession in Kosovo, it may

be appropriate that the regulatory bodies prepapgadity assurance regulation that
sets out the minimum requirements that audit fitmedium and small) must have
in place in the next 2 years.

Training on the new law for Corporate Financial &#mng will be needed to
ensure understanding of the legal requirementskthsinesses must comply: the
requirement to submit financial statements to thsiBess Registry Office by the
due date, the functions and authority of the reguabody with special reference
to the approval of statutory auditors and audiin§y the audit requirement, and
sanctions for non compliance with legal requireraent

As is common elsewhere in the world, the intermaticaccounting firms have a
professional obligation to assist the national tatguy boards and the professional
associations in the development of the professaricipation of the firms’ senior
managers and partners would enhance the standindpeofprofession in the
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community as well as ensuring that decisions madiad regulatory board and the
professional body are fair and balanced, techrnicadirrect and in the public
interest. This has not been the case in Kosovat®. d

Individual professional accountants and auditose dlave a responsibility to act
not only out of personal interest but also with gblic interest. Where these two
interests do not align, the individual concernedtiBged to declare his/her conflict
of interest and ceases participation

A strategic recommendation is one that will havdoag term effect on the
investment climate of the economy as a whole, dorgy term effect on an
institution responsible for implementing an elemeinéconomic or social reform.

It is recommended that the regulatory bodies eragmirsenior executives of
business enterprises to better use the resourcésenfinternal audit functions
through discussions with the external auditor abi@ibrienting internal audit
procedures and priorities so as to add value asdgport the work of the external
auditor.

Statutory audits are required for the benefitswsfent investors as well as for the
protection of the public interest.
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