Evaluation of internal control systems – experience of the SAO, Hungary

Ladies and gentlemen,

(Slide 1) In my contribution to the discussion on the evaluation of internal controls, first I would like to touch upon some methodological aspects, then I will speak about some results and experiences of the last audit of the SAO, which aimed at the comprehensive evaluation of the control system in the central budgetary sector, and at the end, I will give an overview of the actual Public Internal Financial Control System to the development of which the SAO also has contributed.

Methodological aspects

In 1999, under assistance of the EU PHARE Programme, the SAO concluded a twinning covenant with the National Audit Office of United Kingdom. This Project had a crucial role in the legal preparatory work as well as in the methodological development to meet the requirements of the internationally accepted standards.

Under this co-operation  was adapted the financial audit technique of the NAO to the Hungarian circumstances. (In the following I will demonstrate some slides, taken from our training materials.)  

(Slide 2)  This methodology is based on two basic requirements: to reach a high, no less than 95 % assurance of the reliability of the audit opinion, and  to  provide the effective, efficient and economic utilisation of audit resources in the audit work. 

To meet these controversial requirements the adopted methodology assigns – between others -  fundamental importance to the risk analysis and objective risk assessment. (Slide 3) 

This approach is originated - according to the INTOSAI Auditing Standard (1.0.30) - from the premise that an appropriately designed control system, the well operating internal controls minimise the potential for irregularities and errors and give the possibility to reduce the volume of the detailed audit work, while the required overall audit assurance can be met.

The preliminary risk assessment should be carried out in the early phase of the planning process of  the audit task. (Slide 4) I think, the projection of  the detailed phases is not needed. 

The expected results of the risk assessment carried out in the planning stage are: (Slide 5) 

However, as the overall audit assurance cannot be endangered by reducing of the substantive procedures, the methodology requires to carry out test of controls.

In other words, if the auditor want to rely on the assurance that can be derived from the operation of internal controls, he/she should obtain sufficient and appropriate evidence that controls operate in fact as effectively, continuously and consistently as it was evaluated by the preliminary risk assessment. General objectives of the test of controls are presented on the next slide: (Slide 6) 
In this way, the essence of the whole process of the audit methodology can be demonstrated by the flowchart  on the next slide: (Slide 7)

As a summary of the methodological aspects, let me recall the main purposes of the evaluation of controls: (Slide 8)

(Slide 0)

Some experiences gained from the audit of internal control systems

Since 1999 we apply the new methodology of financial audit in a more and more extended circles of budgetary chapters. Using this methodology the SAO formulates an independent opinion of the reliability of financial statements of budgetary chapters, thereby assisting the development of the Act on the Closing Account Bill of the central budget. Our objective is to fully cover the appropriation accounts of the state budget by the regularity audit and to release a “Statement of Assurance”. Apart from the fact that we have introduced a more effective and efficient audit methodology, it became obvious that we also need to increase our capacity in order to reach this objective. Moreover, it was clear for us that there are some other conditions beyond the control of the State Audit Office. In this respect, we can speak about the development of the accountability process, and the whole system of internal financial control and internal audit. 

The significant deficiencies of internal control systems cannot be substituted by the reinforcement of external audit carried out by the State Audit Office. Consequently, the SAO has a clear interest and irrefutable obligation to assist effective operation of internal controls of the public sector.  

In conformity with the internal control guidelines of INTOSAI, the examination of issues related to the internal controls became an integral and inseparable part of each audit program of the SAO. 

Earlier the assessments of internal control systems were carried out in the framework of complex audits of the various actors of the public sector on average of 5 years.  

After the diversification of our audit activities into three main types a special audit task was assigned as to assess in depth  internal control systems every three years in order to provide wide information on the status of internal control systems for the regularity audits and – on the other hand – for elaborating well-founded recommendations on their improvement. 

The first comprehensive audit of such type was carried out in 2001. The audit included the evaluation of internal control systems of the budgetary sector, the examination of the operation of internal controls and audit functions. The audit covered 20 chapters of the central budget, the Treasury and the Government Control Office. In the framework of these 20 chapters were examined 651 subordinated budgetary institutions.

The preparation of the audit involved a questionnaire-based survey covering institutions of the central budgetary chapters, which provided a comprehensive set of information and preliminary assessment of the  operation of control procedures. 

40 organisations out of 651 institutions were subject to our on-site audits in order to evaluate the operation of internal control mechanisms.  The on-site audits covered the control mechanisms of the supervisory organisations, as well as the operation controls and the management of the national accounts at the Hungarian State Treasury, as well.

(Slide 9)  The findings of the survey of the internal control systems of 651 institutions revealed that 22% of them has a low level of risks from the aspect of the reliability of the budgetary reports, in 50 % of the institutions the risk level was assessed as moderate, while in 28 % of them  high risks were identified.

(Slide 10)  Low risks were identified with respect to the  internal controls relating to the data supplies for the Treasury and to the accounting activities, as well as to the information technology supporting the accounting system. The quality of the overall regulation of the institutions is identified as a medium risk area. High risk areas included independent internal audit, the operation of the information system and the  regulation of the IT environment.  

The findings of on-site examinations (at 40 institutions) confirmed the results of the preliminary assessments in 34 institutions, 6 institutions were transferred to better risk categories.  

(Slide 11)  The inherent risk pertaining to the reliability of the financial statements  was found to be low, medium and high  in 53%, 27 % and 20 % of the institutions, respectively.

(Slide 12)  Concerning the selected areas of the internal control system was established that at 68% of the audited institutions the working regime, structure and financial management were regulated in accordance with the tasks thus it can be regarded as low risk. From this aspect the risk  was assessed at 17 % of the institutions at medium level  and 15 % of them were assigned to the high risk category.

The  regulation of the accounting systems and the accounting practice showed a very low level at the 82 % of the audited institutions. 10 % of them were assigned to the medium risk level and  only at 8 %  of institutions the regulation of the accounting activities was found to be of such poor standards that resulted high risks from the aspect of the operation of the internal control mechanisms.  

A larger weighting factor was assigned to the standards of the regulation of the information technology environment. Based on the aggregated appraisal of the various elements  high risk was determined  in 57 % of institutions, medium risks  in 28 % of them and low risks only in 15 % of the institutions. At the same time, the operation of the information system carried high, medium or low risk 41 % 38% and 21 % of the institutions respectively.

Main conclusions of the audit can be summarised as follows:

· In the ministries the budgetary supervision and internal audit are in theory in a uniform organisation. The independence of its operation is generally assured. The framework of the competencies mostly regulated. The management, however, does not place equal emphasis on the importance of internal controls, which is reflected in the deficiencies in the correlation of the tasks and staffing. In the course of their supervisory audits they do not place enough emphasis on the examination of internal controls of the institutions or the effective improvement of its activities.

· Within the internal control systems of subordinated institutions the management and the operational controls are generally implemented in a regulated framework. However, the updating of internal regulations is sometime absent. In some areas the operational controls are not in place. In the field of management control, despite the deficiencies we find that the elements of management financial control are now present.

· In Hungary the weakest link in the internal control systems is the independence, professional skills and remuneration of internal auditors. In some budgetary institutions no independent auditors are employed, or their numbers are not in line with their responsibilities.   Sometimes in the work plans tasks important for purposes of budgetary management are not always highlighted as priorities.  

(Slide 0)

Role of the SAO

Legislative regulations and the legal status of the State Audit Office gives possibility to exert only indirect influence on the development of internal control systems. The primary tools of influence are the recommendations and suggestions derived from our audits in relation of controls.

 The SAO pays in all its audits significant attention to the structure and operation of the governmental and institutional internal control systems and  incorporates a task of assessment of internal controls in all audit programmes. Following this assessment special attention is devoted to the findings and elaboration of adequate recommendations concerning improvement of deficiencies. Similarly, the SAO follows with special attention the realisation of its recommendations in its follow-up works. It can be noticed, that acceptation and implementation of such recommendations and suggestions by the audited entities shows an increasing percentage. The development of internal control system is promoted by the fact that a parliamentary resolution  requires the reporting on utilisation of the audit recommendations and proposals of the SAO related to internal control.  

 This intensive Parliamentary attention has provided incentives to the attitude and attention of people concerned, and now they more carefully consider and implement measures to address the deficiencies and mistakes identified.

As an important tool of indirect influencing are considered the publications of audit findings and recommendations, the publications of analytical reviews on the subject, the participation of the Audit Office staff in the professional organisations and forums, the further invitation of the internal audit staff of institutions to participate in “inhouse” training courses of SAO.  But naturally, this is in itself not enough to create an efficient and effective system of the Public Internal Financial Control without gaps, where its various elements built on each other and support and supplement each other.

The Public Internal Financial Control system

In following  I give an overview of the Public Internal Financial Control system as it exists at present due to the permanent development of  the relevant law. Then I  make mention of the Strategy plan.    

(Slide 12)  The Public Internal Financial Control (PIFC) in Hungary consists of the following basic elements:

· Financial Management and Control (FMC) systems 

· Functionally independent Internal Audit (IA)

· Central harmonisation and co-ordination function

The Act on Public Finance  gives the framework for both FMC and IA systems as well as for central harmonisation and co-ordination functions. It prescribes required criteria of sound financial management. According to the Act the Minister of Finance is responsible for the strategic development of the reform of the public finance system, for its overall management, for the reporting on the reform and for the improvement of the transparency of the sound financial management of public funds. 

Concerning FMC  the Act on Public Finance states that the Head of the Organisation is responsible for the organisation and co-operation of FMC and for the internal audit .

Act on Accounting prescribes accounting rules, which are in harmony with the relevant directives of the European Communities and with international accounting principles. The act sets the modalities for how to provide reliable information on income and expenditure, management of assets and liabilities, the financial situation of the national budget and future financial planning of all budgetary institutions. Similarly, a special chapter deals with Accounting services. 

According to the provisions of the above mentioned Acts series of Government Decrees specify in details the rules for FMC for controlling commitments, contracts, authorisation and validation of payments, the recording and book-keeping obligations of budgetary institutions,. They also stipulate that the tasks of and rules for  the public organisations should be written in manuals concerning determined issues. Every chapter manager and Head of Public Organisation is responsible for the continuous development of internal regulations and manuals. They are also charged for the preparation of the clear job descriptions in which the tasks and responsibilities of public officials are stated. 

A Government Decree specifies particular co-ordination and supervision responsibilities of the Minister of Finance in the preparation and implementation of the state budget, including monitoring, internal financial control and audit.  

Concerning Internal audit system, special articles of the Act on Public Finance regulate the basic principles, the purpose of internal audit and functional independence of internal auditors. These provisions specify budgetary organs authorised to carry out audits on the three level. 

A Government Decree provides rules for public internal control and audit procedures. It should be mentioned that in the framework of improvement of the FMC and IA systems one of the present tasks is to separate regulations concerning internal control systems and internal audit by  removing prescriptions for internal control from this Decree.

The Act on Local Governments states that local governments are responsible for the establishment and implementation of internal control and audit. The economic management of the local governments is supervised by the State Audit Office. Local Government also provides for the internal audit of its economic management through an auditor with qualification(s) specified in legal provisions. 

Only auditors with “budget” qualification listed by the Hungarian Chamber of Chartered Accountants can be commissioned with auditing and reviewing budget reports. 

Harmonisation and co-ordination functions

The Minister of Finance shall manage – by asking for the opinion of the State Audit Office and the Prime Minister’s Office – regarding the tasks of preparing laws in connection with the harmonisation and central co-ordination of Public Internal Financial Control, with special regard to the issues of audit methodology and training.

As can be seen, since completing the above presented comprehensive audit of the SAO, a significant development is realised in the quality of the internal control systems and we believe that the SAO make a significant contribution to this development.   

Further improvement

Recently a Project was launched in Hungary with assistance of the PHARE Programme under the leadership of the Ministry of Finance. By the side of affected authorities the State Audit Office is also involved in the execution of this Project.  

A Strategy Paper is elaborated that represents the proposal to the Government for further development of the PIFC system in Hungary. It sets out a plan for developing the responsibilities for the FMC system, the internal audit system and the harmonisation and co-ordination of tasks among the different actors. The main proposals are as follows:

In the present legislation, the MoF is responsible for the PIFC system as a whole. Moreover, the MoF is responsible for the relevant co-ordination.  However, the remit and the scope of this task need to be defined.

Concerning FMC, the material accountability in budget spending centres should be defined and strengthen; Functions of ex-ante financial control need to be refined and harmonised; Ex-ante financial control should be subject to objective risk assessment methodology.

Concerning independent Internal Audit system, The public internal audit system needs convenient co-ordination and the actual legislative rules do not regulate it clearly enough. The functional independence of the internal auditors should be strengthened through enhancement of legislation.

The internal audit is performed by the GCO, the centralised audit departments at Chapter Manager level and the decentralised internal audit in central budgetary institutions. However, the roles and responsibilities should be further specified. 

There is no unique, common legislation for performing internal audit of central and local government levels. The objective is to establish a uniform internal audit system for both central and local government. This will also be required in the audit of EU funds and its national co-finance part. 

The training of  auditors needs to be enhanced and training courses should be aiming at ensuring that international and EU best practice audit standards are used. Furthermore the selection of audit areas should be subject to objective risk assessment methodology.

 In order to give a whole picture of the Public finance control and audit functions let me show the main tasks of external audit  fulfilled by the State audit Office on behalf of the Parliament.

(Slide 14)                              Thank  you for your attention!
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