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Abstract

When Latvia got its independence, it was time when it was necessary to build new legislation system. Regardless of the fact, that during the reformation process of Latvian accountancy Danish legislation and accounting practice was used as a basis for these reforms, nevertheless there are some questions that still cause problems for a businessman. At the moment in Latvia it is important to harmonize accountancy and audit procedures with the norms adopted in the European Union.

         At the end of the last century the Soviet Union (SU) was subjected to heavy political and economic crisis that caused collapse of the SU. At that time Latvia was in front of great changes. On the 4th of May 1990, Supreme Soviet of Latvia adapted declaration “About restoring Latvia independence”.

         When Latvia got its independence, it was time when it was necessary to build new legislation system. It was transition time from centralization-planned economy to market economy. It means that transition time began, typical with revision of previous authority and legislation. Political situation showed that it is necessary to make new legislation for basis.

          Since the beginning of the 90-s till the meantime with the reformation of legislation system of business, taxes and other things, accounting system was reformed too. Latvia had to choose: what kind of accounting system we can take as a basis. Maybe it is possible to choose some European Union country’s system and adapt it to Latvia’s situation, or reform existing system suitable for business economic conditions. It was decided to take Denmark’s accounting system as a background. This choice was motivated by the fact that:

· Denmark’s accounting system was closest to the International Accounting Standards (IAS),

· Denmark just like Latvia is a relatively small country and its accounting system is connected with custom’s system.

          The Supreme Council of the Republic of Latvia adopted the first legislative acts, which affected the accounting reform, in 14 October 1992: 

· Law of the Republic of Latvia “On Accounting”; 

· Law of the Republic of Latvia “On Corporate Annual Reports”. 

           On the grounds of the adopted laws above, on 13 May 1993 the Minister of Finance of the Republic of Latvia by his Order 63 approved “The Common Chart of Bookkeeping Accounts for Enterprises, Business Companies and Organizations”.

            Despite the fact that Latvia reformed its accounting system on the basis of Danish legislation and accounting practice, one must say that there are issues that pose problems to businesses. Mainly it refers to bringing Latvian accounting norms in accord with international accounting and auditing standards. Currently, enterprises and business companies cooperating with foreign partners encounter these problems most frequently. Simultaneously, they have to ensure compliance of their accounting with requirements of the Latvian bookkeeping provisions (with the law On Accounting and the law On Corporate Annual Reports), and also with requirements of the International Accounting Standard (IAS) or the International Financial Reporting Standards (IFRS) as the international accounting standards have been suggested to be renamed by the International Accounting Standards Committee (IASC). Observing the requirements regulating accountancy prescribed therein, joint ventures registered in Latvia often have to perform profit and loss calculation according to different methodologies at the same time. 
           Strategically, the Latvian legislation is being harmonized with the EU Directives on Accounting, requirements of the IAS and the US generally accepted accounting principles (GAAP). 

            To ensure that in future the EU Directives on Accounting do not become obstacle to application of the IAS, it is necessary to continue working on improvement of the Latvian accounting regulatory acts in order for them to provide an adequate basis for preparing financial statements by all business companies from countries of the enlarged EU. 
           When creating the new procedures of developing the IAS, it is necessary to resolve the issue as to what extent the national accounting regulations need to be included in the regulatory acts and to what extent - governed by the IAS. The most common global practice is that the national regulatory acts contain stipulations regarding the essential accounting principles but the IAS provides additional explanatory information. 

            Currently, the Accounting Council develops the Latvian accounting standards. The standards are voluntary, but the Cabinet of the Republic of Latvia may specify standards, which must observed. Right now in Latvia, there are two voluntary applicable Latvian financial accounting standards (LAS): 

· Preparation of financial statements,

· Profit or loss in the accounting period, fundamental errors and change of accounting policy. 

         The development of the national state accounting standards for participants in the financial and capital market should be dealt with as an individual issue of standardization of accounting. 

          The EU legislation currently stipulates that starting with 2005 for all enterprises whose shares will be quoted on stock exchange, the consolidated reports will have to be prepared in accordance with the International Financial Reporting Standards (IFRS). This requirement applies to all enterprises registered in one of the member states and whose shares are traded on any securities market regulated by the member state as stipulated in Section 1, Paragraph 13 of the European Directive 93/22/EEC, or whose shares are offered on stock exchanges pursuant to requirement [10] of the European Directive 89/29B/EEC. 

          In Latvia, this mainly will apply to enterprises whose parent company’s shares will be quoted on a stock exchange of any European country. In future these subsidiary companies registered in Latvia will be required to prepare the consolidated reports to their parent companies in accordance with the IFRS [10]. 

          In the future, the EU member states will be recommended to apply the using of IAS also to the financial reports and consolidated annual reports of the rest of business enterprises. Currently, the major companies of the EU member states are allowed to prepare the consolidated financial reports in accordance with requirements of the IAS, the US generally accepted accounting principles (GAAP), or pursuant to norms accepted in the national state legislation, which are based on the EU’s 4th and 7th Directive on Accounting. This arrangement forms the basis for the situation where there are numerous differences in regulations of preparing financial reports and their interpretations. Thus, these reports are not sufficient for comparing the indicators contained there between enterprises [11]. 

           In Latvia there are already enterprises that prepare annual reports according the IAS. Usually, it is related to requirements of foreign investors. Of course, it is no problem for businesses to prepare their accounting reports according to requirements of the IAS or the Latvian legislation, but this necessity to prepare these two kinds of reports gives rise a public opinion that it is done so for the companies to conceal their profit or to evade taxation. It must be pointed out though that over the last years differences between the IAS and the Latvian accounting legislation are gradually decreasing since continuous work to uniform them is underway [12]. 

Analysis of Problem Issues in Financial Accounting

           The law “On Accounting” and the law “On Corporate Annual Reports” requires the form of profit or loss account to be prepared either according to turnover method or according to periodic costs method, which are strictly defined. The problem exists due to fact that it is disregarded that each branch has its own peculiarities, namely, revenue and expense items may differ from branch to branch, and also the way to disclose them in the profit – loss account may differ. The same applies to the fixed assets where the composition of the fixed assets differs from branch to branch. If an enterprise prepares financial report only according to requirements of the Latvian legislation, it cannot be compared to enterprises of other countries, but this poses a problem to foreign businesses when analyzing financial reports [12]. 

          The selection of scheme of calculating profit or loss plays an important role, however, more crucial is the selection of cost accounting methodology and approach in calculating the actual costs. The very way of classifying costs, what costs are included in the actual costs, what is included in the selling costs, what is included in administrative or other operating costs determines the operating and financial results. It is a serious problem to businessmen, specialists and public officials in all countries. To date, there is no universal explanation and a common methodology to this. There is no common methodology also for the trading enterprises that also have various ways of calculating the actual costs. In practice there are insularities also regarding stocks – how to apply the overhead costs to them, may they be assessed at the purchase (original) value or together with the overhead costs. 

          The methods of calculating the full cost substantially differ among large, middle and small-sized enterprises. The management of small enterprises usually plead that calculation of the full cost unnecessarily raises the costs of administrative process, that it is complicated enough to require specialist knowledge. On the one hand, motivation of managers of the small and middle-sized companies makes sense: they prefer a simplified scheme of accounting for finished products and work-in-progress in order to avoid driving up the managerial costs. However, such approach keeps the user of annual report from getting a sufficient view of the way stocks are assessed in the enterprise, what is the company’s financial result and is it comparable to other indicators of companies operating in the given branch. 

          The corporate annual report in intended for public use in order for those who are interested to gain a picture of the company’s operations and its financial stability. The law “On Corporate Annual Reports” ensures this. Pledging of enterprise’s assets, issuance of guarantees and the existence of various kinds of encumbrances etc. are essential, and the existence of such has to be disclosed in notes to the financial statements. Without such information the financial report is not complete because the potential partner of cooperation, buyer of the enterprise and other users may be mislead by obtaining a wrong picture of the actual financial standing of the enterprise. In such cases, often only the director and lawyer are aware of the true information on liabilities of the enterprise in question and the expected claims in future regarding a formerly concluded deals or commitments. Unfortunately, such cases are commonplace. An explanation to this may be related to either deliberate unwillingness to present such information in the financial report, or ignorance or oblivion. 

          Notes to annual reports do not always give comprehensive information on accounting policies chosen and used in respect to significant transactions and events. The annual report does not give sufficient information about methods that are used in evaluation of different balance sheet items, about methods of calculating depreciation of long-term investments by decreasing value of individual assets or writing off their value. 

            Problems in preparing financial reports are caused by determining value and cost of work-in-progress, particularly in construction industry. For instance, enterprises of this field rarely give comprehensive explanation of methodology used in calculating costs of work-in-progress. To ensure validity in financial reports, it is important to revaluate also stocks since, as a result of prolonged storing they may become unmarketable or due to the high registered price, a decrease in their use-value has to be acknowledged. 

             Since 1995, the law of the Republic of Latvia “On Accounting” is a regulation that stipulates that, when preparing an annual report, all sums decreasing the value of assets need to be identified. In the real life, Latvian companies started to pay regard to this requirement only starting with their reports of 2000. Before 2000, depreciation of fixed assets was calculated in companies; however, the significance of decrease in value of company’s assets (such as stocks, accounts receivable, financial investments) has not been properly understood and has been undervalued. 

             Over the last ten years, year after year the legislative process has been developing in accounting, taxation, business and other fields. This has contributed to the fact that profit and loss accounts of financial reports prepared in the last years are incomparable. Every time when changes in methodology of calculations take place in regulatory acts, for instance, regarding extraordinary revenue and expense, enterprises are compelled to seek interconnection between selling costs and actual costs of goods, labor and services. The new order always requires comprehensive explanation regarding application of amendments to legislation. However often, each responsible specialist understands and construes requirements and order of application of regulatory documents differently, thus situations emerge when different interpretations of one and the same regulation are given. Due to this reason, accountants at companies refrain from explaining changes in methodology of calculation in notes to financial reports as it is required in the law of the Republic of Latvia “On Corporate Annual Reports”. 

             Moreover, not always events following the end of the financial year i.e. up to the day of approving the annual report at general meeting are properly recorded in the financial statements. There have been cases of the company’s management not indicating information that during preparation of the annual report the general meeting of shareholders has passed resolution to liquidate the company. Thus, presumed principle of continuity of the company’s operations is suppressed or not realized [11]. 

             In the Latvian financial statements, information about the related parties and transactions with the related parties is not disclosed sufficiently [5]. The law “On Corporate Annual Reports” does not provide for disclosure of complete information on transactions with the related parties. Also the related parties have not been defined. In the current wording of the law “On Corporate Annual Reports” relational enterprises, associated enterprise, concern’s parent enterprise and concern’s subsidiary enterprise is defined. Here, legislative imperfection has to be acknowledged. Presently, companies clarify the amount of transactions with their subsidiary enterprises and associated enterprises. However, the IAS views the related parties in a broader sense. 

          Currently, the law “On Corporate Annual Reports” contains a requirement to disclose information about the above-mentioned related enterprises and related individuals. Relations with the related enterprises and individuals may have a substantial effect on each company’s balance sheet, profit and loss account, and also cash flow in it. Therefore broader information on transactions with related parties in notes to the annual report may provide users of the report with additional information about financial standing, profit and loss account, and cash flow of the company concerned, which may give grounds for making critical decision on establishing business contacts.  

Development of Audit System

          In development of accounting system in Latvia a significant place should be allotted to creation of an audit system. 

          With opening the Latvian economy in the 90-ties, the demand of local and foreign investors for ensuring a level of correctness and validity of information provided by indicators of companies’ operations, has emerged. Therefore, on 19 December 1990 the Council of Ministers of the Republic of Latvia adopted Resolution No. 230 “On Organizing Audit Control in the Republic”. 

           To organize and ensure independent audit control during the time when state administration was being reorganized and radical reforms were implemented in the field of business activities, taxation, accounting and other fields, the resolution provided that: 

· Audit control in the state shall be established pursuant to law of the Republic of Latvia dated 26 September 1990 “On Business Activities”; 

· For the purposes of providing control over financial and economic activities of joint ventures, and also foreign legal entities and private individuals, a state audit control firm shall be established under the Ministry of Finance.

          On the basis of the Supreme Council’s of the Republic of Latvia Resolution of 5 December 1990 “On Enforcement of the Law of the Republic of Latvia “On Joint-Stock Companies” and resolution of the Latvian Ministry’s of Finance board meeting of 28 March 1991, two regulatory documents were accepted: 

1. “Bylaw of the Council for Audit Control Activities”, which was approved by resolution of the Latvian Ministry’s of Finance board meeting of 25 March 1991; 

2. “Instruction on Audit Control Activities in the Republic of Latvia”, which was approved by the Minister of Finance of the Republic of Latvia on 1 April 1991. 

          The main task of the audit control was to provide business subjects and other contracting entities with auditing and inspections in order to confirm their insolvency, conformity of accounting and reports with the actual facts, and also to provide consultations regarding financial and accounting issues. 

           But to fully meet the said requirements in respect to validity of accounting data, the obligation to perform inspection of reports was established in other laws that governed individual forms of business activities. 

            In 1992, as the laws of the Republic of Latvia “On Accounting” and “On Corporate Annual Accounts” came into force, a necessity to create the profession of a sworn auditor emerged. 

            On 15 December 1992, the Supreme Council of the Republic of Latvia passed a law “On Sworn Auditors” that by now has had three wordings. The first law was not to have a long life and in the process of reforms it was soon replaced. The next law “On Sworn Auditors” was passed by the Saeima (Parliament) of the Republic of Latvia on 6 November 1996. However at present, the legal basis of sworn auditor’s professional activities, which are manifested as provision of auditing services, are governed by the law of the Republic of Latvia dated 3 May 2001 “On Sworn Auditors”. 

            The first law proved non-effective since inaccuracies contained there opened up possibilities for the Methodological Council of Accounting to construe provision of this law at their own discretion. To a certain extent this contributed to development of uncontrolled business activities. There was a time when the central auditing service was reformed and liquidated even in ministries and the existing control specialists were suspended from audits and inspections. Emergence of such situation in the initial period of development of market economy in Latvia was characterized by ‘anarchy’, when disarray in legislation and often the denying attitude towards accounting and control was abused by dishonest employees [1; 2]. 

            The law “On Corporate Annual Reports” governs why and which enterprises are required to have inspections of a sworn auditor. The inspection of prepared annual reports has to be performed if two of criterions referred to in Section 54 of the law are exceeded: 

· grand total of the balance sheet – LVL 100 000,

· net turnover – LVL 200 000,

· the average number employees in the reporting year – 25. 

            The said law has been harmonized with the Council’s of Europe 4th Directive of 25 July 1978 on annual reports for certain types of companies. 

            The law of the Republic of Latvia “On Accounting” states that upon commencement or termination of activities, and also at the end of period of each financial year, the enterprise has to draw up the annual report containing: balance sheet, profit and loss account, statement on changes in equity capital, cash flow statement, notes to the annual report and management’s report on enterprise’s development in the reporting year. 

          The first four parts of the annual report contain numerical information, and for this reason they tend to be called financial statements. But the management’s report usually includes information about the company’s course of development in the reporting period. Therefore, it is sometimes said that the annual report consists of the financial statements and the management’s report. 

          The accounting principles stipulates that the annual report has to give a true and fair view of the company’s assets, liabilities, its financial standing, profit or loss and cash flow. Thus, it may be pointed out that the law of the Republic of Latvia “On Corporate Annual Reports” has been fully harmonized with requirements of the 4th Directive regarding provision of true and fair view.  

Activities of Professional Associations in Latvia

          Development of the accounting and auditing system in Latvia has been greatly contributed to by members of the Accountancy Association and Sworn Auditors Association. 

          Accountants’ Association of the Republic of Latvia (AARL) was established in 1994. It is an independent, non-governmental, professional organization uniting accounting, audit and financial specialists, and also teaching staff and scholars from the professional and academic educational establishments. Presently, AARL contains 300 members. The main tasks of the Accountant’s Association are: 

· to raise the level of knowledge and professional skills of member of the association; 

· to promote Latvian and foreign experience in accounting; 

· to provide attestation of accountants and granting of a professional accountant’s certificate; 

· to organize retraining courses and seminars for accountants; 

· to ensure observance of rules of Code of Ethics of Professional Accountants and consolidation of prestige of accountant’s profession. 

           Since 2000, the Accountants’ Association of the Republic of Latvia has been enrolled in the International Association for Accounting Education and Research (IAAER) and the European Association of Accountants (EAA). 

            The Latvian Association of Sworn Auditors (LASA) was founded in 1994 by sworn auditors. It is non-governmental organization, which unites all sworn auditors of Latvian in their professional activities. LASA been given the following duties and tasks of national importance: 

· development of Latvian accounting and auditing standards bringing them into accord with International Auditing Standards and International Accounting Standards; 

· holding exams for would-be sworn auditors and granting of certificate; 

· registration of sworn auditors and supervision of their activities [3]. 

           During time of its activities, the LASA has launched successful cooperation with various institutions and organization in Latvia and foreign unions and associations of auditors. Among them is such organization as the US Agency for International Development, the Scandinavian Consultative Council for Accounting and Consultations, Norwegian Association of Auditors, representatives of the World Bank, International Federation of Accountants, internationally recognized audit consultancy companies working in the Republic of Latvia. 

Conclusion
          Of the current interest for Latvia is harmonization of accounting and auditing procedures with norms accepted in the European Union. It is necessary for the Latvian businessmen and business companies to be able to enter the global markets as equal partners, and to be able to withstand the competition. Undeniably, accounting and auditing legislation influence competitive capacity, and also procedures related to specific character of business legislation, taxation policy accepted in the state, methodology of calculating profit and loss, and requirements determined by Latvia’s integration processes in the European Union. 
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