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Based on the public internal financial control (“PIFC”) peer reviews, conducted by SIGMA in five countries, but also on SIGMA’s short annual assessments of systems (since 1999) and on the previous or ongoing SIGMA technical assistance projects in that area, it is now possible to draw a general overview of the current condition of PIFC systems and procedures in candidate countries.

I- The Sigma Peer Review experience in candidate countries to the European Union

A- What is Sigma and What is Sigma doing ?

The Sigma Programme – Support for Improvement in Governance and Management – is a joint initiative of the Organisation for Economic Co-operation and Development (OECD) and the European Union, financed principally by the EU.  In 1992 the OECD and the Phare Programme of the European Commission launched Sigma to support six central and eastern European countries in their public administration reform efforts.  The number of beneficiary countries has now grown to ten EU candidate countries and, since July 2001, five countries in the Western Balkans.  EU funds have also supported Sigma work in Turkey since mid-2002.

Sigma draws on OECD’s expertise in public management, in particular through its network of practitioners (senior civil servants from 30 Member countries) participating in the activities of the OECD’s Public Governance and Territorial Development Directorate (GOV).  The Sigma Programme is carried out within the framework of the OECD’s Centre for Co-operation with Non-Members (CCNM), which co-ordinates the development of policy dialogue and channels advice and assistance across a wide range of issues from OECD to Non-Member countries.  

Working in partnership with beneficiary countries, Sigma supports good governance by:

· assessing reform progress and identifying priorities against baselines which reflect good European practice and existing EU legislation (the acquis communautaire);
· assisting decision-makers and administrations in setting up organisations and procedures to meet European standards and good practice;

· facilitating donor assistance from Europe and from outside Europe by helping to design projects, ensuring preconditions and supporting implementation.

Sigma’s work with ten candidates for membership in the European Union – Bulgaria, Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Romania, Slovakia and Slovenia – is governed by a Convention between the OECD and the European Commission.  A new Convention between the OECD and the European Commission governs activities to be carried out in 2003-2004 and focuses on the following areas:

· civil service and public administration, including input to primary and secondary civil service legislation which ensures professional staffing and integrity for the implementation of the acquis communautaire;
· financial control and external audit, emphasising the sound management of EU pre-accession funds and preparation for the post-accession use of structural funds; completion of peer reviews of public internal financial control systems; support to networks of supreme audit institutions and financial controllers; 
· public expenditure management and public procurement, assisting in the completion of budget, treasury and procurement systems which meet EU standards.

In two countries, Bulgaria and Romania, institution-building activities will continue to be broader and will include a higher proportion of strategic inputs responding to each country’s specific needs.

Under the EU/OECD covenant for 2001-2002 as well as for 2003-2004, for the candidate countries SIGMA has within its framework contract a mandate to work in the following areas: 

· Financial Control (including Public Internal Financial Control (PIFC) - meaning all chapter 28 negotiation issues including internal audit; and financial management and controls for EU funds.

· External Audit (i.e. Supreme Audit Institutions (SAIs))

This covers the whole range of Sigma assistance projects in this area, from the support to law-drafting to the management advisory functions advice activities undertaken in the framework of the management and control of EU pre-accession funds (Sapard, general support to National Fund bodies in regard of EDIS for Phare and Ispa etc.), from small training activities to strategic development plans or to support to networks, in particular for external audit. A key instrument in this context has been the peer review concept, initially developed by SIGMA for Supreme Audit Institutions.

B- The peer review concept and experience

Peer reviews consist in thorough examinations and external independent analysis using as a basis of the evaluation the professional knowledge and experience of member state senior practitioners and SIGMA experts in specialist areas of the existing and developing PIFC arrangements in candidate countries to the EU. They were conducted by Sigma in the area of PIFC in Lithuania, Bulgaria (1st phase), Slovakia, Slovenia and the Czech Republic. Such exercises are now planned for Poland, Hungary, Romania, and Bulgaria (2nd phase). A first very short review of the initial basis for internal audit was carried out in Poland in early 2001.

The objectives of the Peer Review are to:

· Provide an independent review of the quality and adequacy of the country’s systems for public financial management and control as well as for public internal audit; and

· Support the efforts to ensure and further develop, in a practical and effective manner, sound financial management of national and EU resources, taking into account principles and standards of internal good practice as well as the specific country’s circumstances.

The SIGMA peer teams are composed with in mind the objective to represent different types of PIFC models, and differing types of financial management and specialist control experiences.

Such peer assistance is not an audit or an assessment – but by its very nature it does largely concentrate on challenges and problem areas. Given the time available for such reviews (typically to work-intensive weeks), it is not always fully possible for the peers to substantiate all of the recommendations in exact detail. However, a contradictory procedure at the end of the review with the country’s counterparts has been used as a general measure to confirm or correct the peers findings, and to ensure that the understanding of the peers in the relevant areas is not materially or significantly incorrect.

The peers gather information through extensive interviews inside and outside the Ministry of Finance and analyse relevant laws, regulations, guidelines and official files and papers, including audit reports and documentation pertaining to technical assistance projects. 

The peer assistance first results in the production of a report which represents the views of the peers, contains of course recommendation, but of which it is hoped that it could be used by the country as a reference in the future. 

The peer review or peer assistance exercises carried out so far by SIGMA offered a good opportunity of an insight into the existing or developing systems of financial control in countries candidates to the European Union, and make possible to deliver a general review, followed by a some focus on the development of internal audit.

II- General overview

A- The key components of an ideal/theoretical system of financial control in the public sector

A number of key elements need to be in place to ensure a firm platform of effective systems of financial control. These ideally include:

1 A strong central ministry responsible and accountable for the direction and co-ordination of all public financial matters. The Ministry of Finance is normally expected to play this role starting with a full responsibility for the budget preparation.

2 Centrally established standards for controls, accounting, financial statements and reports, internal audit, as well as a system to enforce these standards. These responsibilities belong to the central ministry just indicated above.

3 Clear and transparent lines of accountability and responsibility for organisational units and government officials. This covers also Civil Service normative and legislative arrangements, as part of the control environment to use the COSO terminology. This also implies efficient internal and external communications.

4 Effective and coherent systems and procedures of preventative, detective and directive controls (wherever situated), based on an evaluation of risks. This comprises procedures from general public procurement to the countering of fraud and corruption. This could also cover the programming and selection of projects as it is true that a sound financial control system is of little usefulness if applying to absurd or not-sustainable policies.

5 Clear, comprehensive and transparent rules and procedures for financial and performance reporting by the government and all other public sector entities. This should normally go as far as covering the accounting policies and practices (e.g. cash vs. accruals). 

6 An effective internal audit function.

7 Strong (external) and continuing oversight by parliament and by an effective public sector external audit institution, enhanced by a sound professional relationship between internal and external audit.

Of course all this should be supported by an effective capacity of implementation, covering staffing (recruitment capacity, training), IT systems as well as IT and other equipment etc.

The ideal situation illustrated above is of course far from being fully in place in EU Member States. Furthermore it goes beyond the criteria established by the European Commission in the framework of the Chapter 28 (Financial Control) negotiations
, but it certainly encompasses them. It has no intention to be prescriptive but it aims at being used as an analytical grid (I leave the point 7 aside).

B- The actual situation in the countries under scrutiny

In comparison, what is it likely to be found in most candidate countries ? The descriptions given below of course tend to underline the shortcomings. One should say up-front that there are huge variations between the countries concerned and that the drawbacks are not related to the zeal, integrity and high competencies of the staff involved in financial control activities.

· Weak central systems (ministries of finance, treasury) although this has changed tremendously over the last years.
· Systems and procedures exist but are never seen in their interrelationship, most of the time people work in a very compartmented (“niche-like”) and uncoordinated way, and thus with limited efficiency. The procedures are also often very formal : budget institutions (ministries or agencies) can create themselves the irregularities, for instance by including in grant contracts stipulations that are impossible to meet or contradictory by themselves.

· Basic budget and treasury controls cannot be assumed to be yet in place : contrary to the common prejudice, the administrative systems in communist countries were rarely or only loosely centralised (in contrast with the party where the real power was and the plan administration, and in addition no clear-cut separation  existed  between the civil society and the state structure). Once the party structure collapsed, a rather loose set-up remained, on which centrifugal forces were too often encouraged, by external pressure or advice, to further follow that route, when centralisation would have been more of the essence (hence the necessity to build up strong Treasury Single Account system as a first pillar of a robust financial control system ). How to guarantee the absence of leaks in the financial system ? In a system where any budget organisation, any agency -and they tend to be numerous- can open bank accounts or create subsidiaries or borrow on the market without restriction, the contribution of modern internal control system, such as internal audit, will be, at least in the short-term, of a rather limited impact. Hence the need for a comprehensive approach to reform and of prioritisation. 
· Accountability arrangements are oriented towards individual, rather than organisational/corporate liability and responsibility, which discourages initiative and prevents efficient sanctioning of material errors.

· Very formal procedures, often at the expense of the substance, and leading to “mean” control activities. Example : budget classifications are  often extremely detailed, leaving very small room for manoeuvre to the manager, and resulting in both errors in allocation and too many  reallocations between items. As a consequence of the risk of errors, the rigidity of budget classification leads to consumption of disproportionate control resources : a very common audit finding relates indeed to misposted budget items. Exceedingly formal checks may distort the audit objectives and divert audit resources from more relevant objectives concerning sound financial management or performance.

· Above all, these systems and procedures operate in a context of :

· Scarce resources and limited capacity to absorb changes. 

· Multiple and sometimes adverse priorities (long-term institution/capacity building vs. short-term accession pressure) if not conflicting expert views ;

· Deficient integrity framework ;

· Limited understanding of new concepts when they are introduced in the country. It should never be taken for granted that a concept is clearly understood, in particular when it comes to “financial control”, as the expression exists in nearly all language with various meanings (including within the country itself)…

· Insufficient political backing to ensure consistency and continuity of reform :  setting up financial control systems is not politically rewarding (even if this should be seen as an investment for the future or an insurance police).

· Specific problems in building-up the external audit
III- A practical example : the development of internal audit in the public  administrations  of candidate countries

A- A new concept

Why choosing the example of internal audit ? It actually used to be one of the most unclear concept for the candidate countries ( and it still is for the public sector of numerous EU member states in, as it is also an ongoing construction in the European Commission itself….). Actually the concept of financial control as such has often be itself confused with the internal audit, whereas this latter is only a component of a financial control system.

Of course no internal audit capacity was in place amongst candidate countries from the outset, but rather control/inspection bodies tasked in general with a narrow scope of activities, not relating to the functioning of the system, but rather to the investigation of alleged individual irregularities, or even of complaints of fraudulent behaviour. By definition this activity does not use a pro-active approach based on risk analysis. Moreover, these concepts do not allow for any sort of systematic feedback (recommendations + follow-up), aimed at improving the management and control system and procedures. 

Well-functioning internal audit arrangements, while not as such part of the acquis communautaire stricto sensu, except in certain areas of EU-funds management, have been seen and recommended as a key component of a robust public financial internal control system.

This can explain why, when asked about the existence of internal audit units, the candidate countries generally answered positively, taking argument from the existence of these control bodies, or turned them into internal audit, just by changing their names….It took sometimes quite a long period of time to realise that this was not exactly what was expected…

In addition, some key actors have viewed with a degree of scepticism the establishment of internal audits bodies reporting directly to managers, who are very often suspected of being prime actors of fraud and corruption in their country’s financial system. In such situations the management can exercise non-negligible pressure on its staff, as very often the necessary civil service guaranty arrangements are not in place, let alone implemented. This has led to the creation of specific arrangements and procedures to protect the independence of internal auditors.

B- A major challenge : the introduction of an “audit culture”

The issue and the major challenge are to a large extent to build an “audit culture” as much, if not more, as introducing/developing new audit techniques and establishing a legal framework, this implies in priority :

- to raise the awareness of managers in the usefulness of internal auditing, for them to rely on it and to use it rightly, not just as another financial police ; to understand the necessity of the independence of the internal audit function ;

- for the newly established internal audits to start deliver effective internal audit work in order to establish their legitimacy and demonstrate their usefulness, but it should be in general advised not to run before being able to walk (i.e. to develop basic competence first before moving to fancy things such as computer-assisted audit or performance audit);

- to create the adequate co-ordination, support and networking activities for internal audit, preferably within the ministry of Finance, with the development of a Central Co-ordination Unit (CHU), in order to strengthen the professional development of the internal audit in the public administration and to provide a firm basis for the independent status of internal auditors.

C- The foundations of internal audit, key-component of financial control system

In order to achieve this internal audit development, the following building blocks need to be in place : 

· General Pre-requisites

· Pay and conditions for staff

· Development of Audit Practice

· Professional development and training

The general prerequisites are at various degree of implementation depending on the country.

· The basic legislation is generally in place and consolidated

· There is still a need in most countries to strengthen the divisions responsible for methodology, as a rule located in the Ministry of Finance

· Internal audit units exist but are too often very small units and there is a need for some reflection on the structure with a view to create larger units that could provide internal audit services to different institutions 

· Independence of internal audit functions (this seems to have different meanings and is anyway hard to put in place)

· Sufficient resources

· Central monitoring

· Ethical base

· The rules of the game : the Audit charter

· Management objectives

· Education of managers/management awareness
· Tracking of recommendations

· Risk management for institution

Staffing, Pay and conditions

· Specific problems of recruitment and staff retention of internal auditors

· Standard professional certification (CIA) needs often to be tailored to the specific public sector requirements 

· Salary levels

· Career structure and development for internal auditors (including training, secondment etc.)
Practice of Audit

· Audit Needs Assessment

· Documentation standards

· SAPARD Spread good practices where they have already been effectively implemented and especially where they are proven to have met EU standards e.g. SAPARD and National Fund. This however does not go by itself and needs to be organised.

· Quality assurance

· Systems/risk based approach

· Internal/external audit relationship

· Follow-up and action plans for recommendations

Professional development and training

· Professional qualification

· Support to professional networking, including establishing or joining professional associations. There is a permanent need for networking and professional exchange amongst candidate countries as well as between candidate countries and member states. This need has been very often underlined and the network created under the auspices of the European Commission, initially supported by DG XX and now by DG-Budget has proven to be very useful to develop professional exchange and technical contacts, notably in the area of EU funds management and control.

· Skills and training profiles

· Manuals

Conclusion

The setting up of financial control systems and procedures, including internal audit, cannot only result, not even mainly, from the mere adoption of new legal texts, with the addition of some technical recipes obtained by technical assistance.

In all cases, this is a long-term process, that should rely on a strategic approach, involving not only the administrative actors, starting with the Ministry of Finance, but also the political decision-makers. This action cannot be conducted in isolation from the ongoing public administration reform processes, in particular in the area of public finance, and implies a “cultural” change.

In this regard there is a difficult balance to find between the institution-building activities (setting-up of new institutions, new legal framework, training, pilot activities etc.) and the daily work that is still to do.

There is a crucial role to play for the external audit in these developments. For many reasons (autonomy of Supreme Audit Institutions, existence of clear and now well-established international standards in the area of external audit, early exposure to international practice, among others), SAIs frequently have a clearer perception of the challenges and requirements of sound financial control systems than the government administration. It should be regarded as part of their duties to contribute positively to the enhancement of internal financial control systems, not only by checking and evaluating the existence, relevance and performance of the systems, but also by disseminating the good practices they may identify in their audit work. They should also contribute to raising the awareness of the stakeholders about the necessity of such sound systems, be it the Parliament or the general public. This current EUROSAI session gives one but opportunity to identify good practice in this area and has provided a lot of stimulating examples.

This leads me to conclude that, whilst the topic of this presentation, like the Sigma activities I am involved in, are focused on central and eastern European countries, the challenges I described are certainly not only specific to them. They can also be found at various degrees among western European countries, and notably the EU member states.

� - strong financial management and control (“FM/C”) systems and procedures, covering inter alia managerial accountability and ex-ante control procedures


- effective internal audit (“IA”) in place in budget institutions


- a central harmonisation and co-ordination function, for both FM/C and IA, in place, preferably located in the Ministry of Finance.





This document has been produced with the financial assistance of the European Union.  The views expressed herein can in no way be taken to reflect the official opinion of the European Union, and do not necessarily reflect the views of the OECD and its Member countries or of the beneficiary countries participating in the SIGMA Programme.
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