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Abstract

Introduction. In the conditions of crises, the availability of effective public financial control is a primary need for the state.

The purpose of the research is theoretical justification of conceptual principles of public internal financial control and development
of guidelines for the implantation of public internal financial control in the modern system of public financial control in Ukraine.
Results. The authors of the article have examined basic elements of the present public financial control and presented a critical
analysis of the relevant issues. The article determines the place of internal control in the public financial control system and
proves the necessity of public internal financial control via using official statistics data of public internal financial control.
According to the official data for the last 9 years, a rapid decline in the total number of audits in Ukraine from 17,563 in 2007 to
2,668 in 2016 is observed. In this regard, the year 2014 stands out. A sharp increase in the number of audits up to 24,000 marked
that year, which was primarily due to a large number of audit controls of public procurement, which were probably initiated
because of the aggravation of the political situation, connected with the changes in the government. This explains why the figures
of 2014 should be considered as not a tipical one.

The conducted research covers the main approaches to public internal financial control. The basic problems of reforming the
current public financial control system are formulated.

Conclusions. The authors of the article have developed proposals related to the development of the internal financial control
system in the public financial control in Ukraine, namely the guidelines concerning the implantation of public internal financial
control in the modern public financial control system in Ukraine, as well as successive stages of reforming public internal financial
control at three independent levels.
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PechopmyBaHHS Aep>KaBHOro BHYTPILIHbOro hiHAHCOBOro KOHTPOJIIO B YKpaiHi:

KOHLenTyalbHi 3acagu Ta npakTuka peanisauii

AHoTauis

Y cTaTTi HaBeEeHO OCHOBHI €NIeMEHTU AitoH0i CbOroAHi CUCTEMM AeP>KaBHOMO (PiHAHCOBOIO KOHTPOJIKO Ta 3POBIIEHO ii KPUTUYHUIA
aHanis. O6rpyHTOBaHO MicLe BHYTPILLHBOrO KOHTPOMIO B CUCTEMi Oep>KaBHOro (hiHAHCOBOIrO KOHTPOMIO Ta 3a AOMOMOroko
OILIHNX CTAaTUCTUYHNX JaHNX OOBEAEHO HEOOXIOHICTb AEP>XKaBHOMO BHYTPILLUHLOrO hiHAHCOBOMO KOHTPOSO.

BcTaHoBneHo HasBHICTb OCHOBHMX NigXo4iB A0 AeP>XXaBHOIo BHYTPILLUHBOMO (hiHAHCOBOro KOHTPosto. ChopMynboBaHO OCHOBHI
npo6nemun pecopmMyBaHHsI MOTOYHOI CUCTEMU OEP>KaBHOro (PiHaHCOBOro KOHTpono. Po3pobneHo nponosuii, cnpsmoBaHi Ha
PO3BUTOK BHYTPILUHBOrO KOHTPOJIO B CUCTEMI AEP>XKaBHOMO (hiHAHCOBOIO KOHTPOJIO B YKpaiHi, a came: 3anpornoHOBaHO METOANYHI
pekoMeHpauii no BAPOBaf)KEHHIO [Aep>KaBHOrO BHYTPILUHLOMO (PiIHAHCOBOrO KOHTPOMIO B Cy4YacHy CUCTEMY [ep>XaBHOro
(hiHaHCOBOro KOHTponto B YKpaiHi. BuaHadeHo nocnigoBHi eTann pedopMyBaHHSA AEP>XXaBHOMO BHYTPILWHBOro (QiHAHCOBOro
KOHTPOJSIIO Ha TPbOX HE3ANEXHMNX PiBHAX.

Knio4oBi cnoBa: BHYTPILLHIA KOHTPOMb; Aep>XXaBHUA (DiHAHCOBWUI KOHTPONb; AEPXXaBHUA BHYTPILLHIN (DiHAHCOBUIN KOHTPOIb;
Lep>xaBHa ayamMTopcbKa cny>k6a YkpaiHu.
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PecdopmuposaHue rocypapctBeHHOro BHyTpeHHero choHaHCOBOro KOHTPONS B YKpauHe:

KOHUenTyanbHble OCHOBbI 1 NPaKTUKa peanusauyum

AHHOTauunsa

PaccmoTpeHbl OCHOBHble anemMeHTbl OeWCTBYIOWEN CEerogHs CUCTEMbl FOCYAapCTBEHHOro (VMHAHCOBOrO KOHTPONS U
coenaH e€ Kputudeckmin aHanu3. OnpegeneHo MecTo BHYTPEHHErO KOHTPONS B CUCTEME roCyLapCTBEHHOro (PMHaHCOBOro
KOHTPONSA 1 C MOMOLLbIO OhuLManbHbIX CTAaTUCTUHECKUX OaHHbIX JOKa3aHa HeoO6XOAMMOCTb rOCYAapCTBEHHOrO BHYTPEHHEro
(hHaHCOBOro KOHTPONS. YCTAaHOBNEHO HaNMye OCHOBHbIX MOAXOA0B FOCYAapCTBEHHOIO BHYTPEHHErO (hHAHCOBOIO KOHTPONS.
CdopmynnpoBaHbl OCHOBHblE NPo6nemMbl peOpMUPOBAHUS TEKYLLEN CUCTEMbI FOCYAapCTBEHHOrO (hMHAHCOBOIrO KOHTPONS.
PaspaboTaHbl NpenoXxeHuns, HanpasneHHbIe Ha pa3BuTe BHYTPEHHEro KOHTPONSA B CUCTEME rOCYAAapPCTBEHHOrO (PMHAHCOBOIO
KOHTpONSA B YKpavHe, a UMEHHO: NPeQJIOXeHbl METOANYECKNE PEKOMEHAALMN NO BHEQPEHNIO MOCYAapPCTBEHHOIO BHYTPEHHErO
(hMHAHCOBOro KOHTPONS B COBPEMEHHYIO CUCTEMY FOCyAapCTBEHHOro (DMHAHCOBOrO KOHTpons B YkpauHe. OnpepeneHbl
nocnegoBaTeNibHbIe aTanbl peOPMMPOBaHUS FOCYAAPCTBEHHOMO BHYTPEHHErO (DMHAHCOBOIO KOHTPOSS Ha TPEX HE3aBUCUMbIX
YPOBHSIX.

KnioueBble cnoBa: BHYTPEHHUI KOHTPOSb; FOCY4APCTBEHHbIN (DUHAHCOBbLIM KOHTPOSb; FOCYLAPCTBEHHbIN BHYTPEHHWN

brHaHCOoBbI KOHTPOIb; focypapcTBeHHan ayguTopckas cny>xxba YKpauHbl.

1. Introduction

The current stage of development of the Ukrainian eco-
nomy is characterised by a number of crises, instability of
external and internal political environment and other ne-
gative phenomena. Undoubtedly, all these factors have im-
pact the quality of public financial management. Under such
conditions, the effective public financial control is a primary
need for the state.

To build a system of public financial control, which would
be able to perform the control function of public finance ef-
fectively, it is essential to formulate clear and understan-
dable conceptual bases of public financial control. The pre-
sence of such bases will bring public finance management
to a new level.

2. Brief Literature Review

A considerable number of scientists have been studying
issues related to conceptual bases of public financial control,
including I. Basantsov [1], V. Hlushchenko [2] A. Ivanytska [3]
O. Natarova [4], V. Pikhotskyi [5], |. Stefaniuk [6], I. Chuhunov
and V. Fedosov [7], Yu. Futoranska [8], and |. Chumakova [9].

3. The purpose of the research is theoretical justification
of conceptual principles of public internal financial control and
development of guidelines for the implementation of public in-
ternal financial control in the modern system of public finan-
cial control in Ukraine.

4. Result

Today, scientists have identified a number of concepts
that are or were characteristic for different countries at dif-
ferent times. According to international practice,
there is a difference between two diverse approaches
to internal control. The first and more traditional one
is characterised by delegated, but centralised con-
trol. Specially created bodies or financial controllers
under the supervision of the central authority, such
as the Ministry of Finance, execute the control func-
tion. Managers rely on centralised control services
when making financial decisions. Thus, the concept
of responsibility of the manager is not developed. De-
centralised internal audit does not play any role, fur-
ther financial controllers fulfil financial audit and inde-
pendent audit system do not exist.

Another approach to public financial control is
the concept of PIFC (public internal financial control)
based primarily on the responsibility of the head of
the entity that manages public funds. This concept
includes basic principles stated in the Lima Declara-
tion of Guidelines of control [10] and in the Framework
of Internal Control COSO (Committee of Sponsoring
Organizations of the Treadway Commission) [11].

Such concept is prevalent in many countries of the Euro-
pean Union.

Since 2005, with the approval from the Cabinet of Mi-
nisters of the Concept of Development of Public Internal Fi-
nancial Control in Ukraine [12] (hereinafter - the Concept
2005) a concept that is prevalent in European countries has
been a basis for building a system of public financial con-
trol. The introduction of new models of public financial con-
trol represents not only the basic needs in improving the na-
tional public financial management system, but also repre-
sents a key prerequisite for Ukraine’s accession to the Euro-
pean Union.

The approved Concept provides introduction of public
internal financial control and concerns neither external pub-
lic financial control nor independent financial control (audit).
The basic principle of public internal financial control is a
clear distinction between internal control and internal audit.
Internal audit should determine how internal control is car-
ried out, including the methods of previous control. The ba-
sis of internal control is the responsibility of the head of
the relevant body for management and development of the
budgetary institution, etc. as a whole is the basis of inter-
nal control.

As shown in Figure 1, public internal financial control has
three components: internal control, internal audit and their
harmonisation.

According to the Concept 2005, harmonisation objec-
tives are:

Fig. 1: Place of public internal financial control in public financial

control and its components

Source: Developed by the authors based on Concept 2005 [12]
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e provision of the Minister of Finance with assis-
tance in determining the direction of the state fi-
nancial policy and improvement of internal control
system with regard to internal control;

e in internal audit - methodological support of in-

ternal audit; provision of internal auditors with

advice on the application of internal audit stan-

dards; creation of a reliable and sustainable

structure of internal audit in government.

Preparation of annual reports on internal control
and internal audit in the public and municipal sector
is one of the functions of harmonisation.

It should be stressed that since the managerial
responsibility lays the basis of the modern concept
of public internal financial control, internal control
plays a leading role in the functioning of all pub-
lic internal financial control. Figure 2 shows the
main purpose of internal control and the manage-
rial function.

As shown in Figure 2, while performing the
managerial function, heads of budgetary institu-
tions, etc. provide an adequate system of inter-
nal control and supervise the realisation of inter-
nal control in terms of Concept 2005. The overall
purpose of internal control is to obtain assurance
that goals and objectives are achieved the autho-
rity and decisions (both financial and non-finan-
cial), that are taken, correspond to a number of principles:
* |legality;
austerity;
efficiency;
productivity;
transparency.

Thus, the responsibility of the head is not limited to fi-
nancial matters, as non-financial management decisions
can have an impact on the goal and objectives of the in-
stitution.

Internal audit, which must be independent in relation to
the system of internal control, should monitor the achieve-
ment of the main goal of internal control.

These conceptual principles of public internal financial
control have only partially been reflected in the application of
public financial control in Ukraine and the reform process is
accompanied by considerable problems. Such issues have
been brought into focus by a great number of Ukrainian scho-
lars and practitioners.

V. Pikhotskyi notes that «in Ukraine many government
agencies and financial control services have already been
created and operate today. These include the Treasury, the
State Audit Service of Ukraine, the Ministry of Finance, tax
and customs inspection bodies of key spending units, the
National Bank of Ukraine and its territorial bodies, the Cham-
ber of the Autonomous Republic of Crimea and the Accoun-
ting Chamber of Ukraine. However, we must recognise that a
clear distinction between the tasks of these authorities is still
missing. There is also no clarity in the interaction between all
the supervisory authorities among themselves and with the
audit institution, which operates outside the system of pub-
lic financial control» [5].

|. Basantsov focuses his attention on one conceptual is-
sue: «being in the executive branch and, moreover, forming
the highest body of the executive power, the Cabinet of Mi-
nisters of Ukraine, the State Financial Inspection of Ukraine
should execute only internal control within the system of exe-
cutive power and not the function of independent public audit,
i.e. representative control» [1].

O. Natarova believes that «the current changes in regu-
latory support help to reduce the loss of financial resources,
however an appropriate level of public finances management
has not been reached» [4].

Such thoughts accumulate, and they have been ex-
pressed for a long time. One should agree with I. Chuma-
kova who believes that the slow reform is due to «the lack
of awareness of leaders at various levels about the nature of
public internal financial control that would ensure practical
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Fig. 2: Managerial function and main purpose of internal control

Source: Compiled by the authors based on [3]

application of reforms in this area; also because of the lack
of development of the legal basis for internal control, inclu-
ding financial management and responsibility (accountability)
of the heads of budgetary institutions» [9].

|. Stefaniuk expressed a similar thought in 2009: «Ac-
cording to the first part of the European model of internal fi-
nancial control about financial management and control by
the head through creating certain systems (but not audit ac-
tivities as it is mostly understood in Ukraine). These sys-
tems focus on priorities and risk management rather than
on events habitual to the administrative command manage-
ment model» [6]. According to I. Stefaniuk, «... internal con-
trol is not limited to the activities of specialised units, such
as revision control unit in the ministry. Instead, you need to
define clearly the procedures, rules, obligations and respon-
sibilities of each manager, and especially the head for the
results of the work» [6].

Problems of practical application of public internal finan-
cial control are observed after analysis of the reports from the
State Financial Inspection (in October 2015 reorganized into
the State Audit Service of Ukraine).

According to the data published on the official website
of the State Audit Service of Ukraine [13] for the last 9 years,
a rapid decline in the total number of audits from 17,563 in
2007 to 2,668 in 2016 is observed. In this regard, the year
2014 stands out. A sharp increase in the number of audits
up to 24,000 marked that year, which was primarily due to a
large number of audit controls of public procurement, which
were probably initiated because of the aggravation of the po-
litical situation, connected with the changes in the govern-
ment. This explains why the figures of 2014, should be con-
sidered abnormal.

Despite the continued decrease in the number of control
procedures, the percentage of inspections is invariably above
90% (Figure 3).

As shown in Figure 3, revisions continue to prevail in the
structure of control measures. This is against the background
that the number of violations detected annually remains al-
most unchanged - about UAH 3-3.5 billion. The amount of
detected violations per one control measure increases, ho-
wever, taking into consideration the inflation and other pro-
cesses that devalue the national currency, this figure cannot
directly indicate the increasing efficiency of audits.

Generally, the transparency of the reform process re-
mains low. Special reports on application of internal con-
trol in institutions are not provided, although the Concept
2005 for 2012-2016 provides application of a new model
of the internal control system in the public and communal



sectors. In 2017, we expect the summarizing of two phases
of the reform in the system of public internal financial con-
trol, prioritisation of further development on the central and
local level according to the tendencies of socio-economic
development.

According to information from public sources, there is
only enhanced action on application of internal audit and
training of internal auditors, which is important, although its
effectiveness will be significantly lower without the theore-
tical development and normative application of conceptual
principles of internal control, as internal audit focuses not so
much on the actions of inspection (revision), but on the ana-
lysis the effectiveness of internal control institutions.

The main efforts of the central body of the public financial
control should focus on the development and application of
internal control systems. Currently, the regulation of this issue
is at near-zero level.

The Concept of 2005 is not formally a legal act (it did
not pass the registration procedure at the Ministry of Justice
of Ukraine), and therefore is declara-
tive and recommendatory. The Bud-
get Code of Ukraine is almost the only
document that contains requirements
for internal control (Table 1).

Analyzing the provisions of the
Budget Code given in Table 1, we
should note that they only set the ba-
sic concepts regarding internal control
and internal audit, which, in turn, is not
directly comparable with the rules de-
scribed in the Concept 2005. In gene-
ral, it is required to adapt the termino-
logy to the domestic legal system.

The Law of Ukraine «On main princi-
ples of public financial control in Ukraine»
as of 26 January 1993 No. 2939-XII,
which should be basic by its essence,
contains only fragmentary mentions of
internal control, as in Part 1 of Article
8, which states that an audit institution
exercises public financial control and
monitoring of internal control and inter-
nal audit in spending units [15].

Even the tasks of the State Audit
Service of Ukraine were formulated

ECONOMICS AND MANAGEMENT OF NATIONAL ECONOMY

with no regard for the conceptual principles of public in-
ternal financial control, although the mentioned tasks have
changed in comparison with the objectives of the State Fi-
nancial Inspection of Ukraine, after approval of the 2016
Regulations on the State Audit Service of Ukraine (Table 2).

As seen from Table 2, the tasks performed by the State
Audit Service of Ukraine were extended if compared to
State Financial Inspection of Ukraine. However, the delega-
ted powers of the newly formed body have undergone ma-
jor changes, which requires further study. As part of our re-
search, it is worth noting that finally the powers included
monitoring of internal control and internal audit of budget
funds. Such powers are delegated for the first time since the
approval of the Concept 2005.

All this suggests that there is no proper regulation of inter-
nal control which is the basic component of public internal fi-
nancial control in Ukraine.

Considering the 2016 Annual Management and Perfor-
mance Report for the EU Budget [18], one can see that, the

Fig. 3: Number of audits and percentage of inspections

in 2007-2016

Source: Compiled by the authors based on the reports

of the State Audit Service of Ukraine [13]

Tab. 1: The Budget Code of Ukraine regarding internal control

Source: Compiled by the authors based on the Budget Code of Ukraine [14]
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Tab. 2: Changes in the main tasks of the State Financial Inspection
of Ukraine and the State Audit Service of Ukraine

Source: Developed by the authors

COSO framework is used to build the internal control sys-

tem in the countries of the European Union. Besides, the

European Commission regularly updates its internal control

framework in line with the revisions of the COSO framework.

For example, with the latest revision, the COSO framework

moves from a compliance-based to a principle-based system

of internal control.

Nevertheless, the process of organising and moderni-
sing public internal control at the proper level takes from 10 to
15 years, as noted in the Compendium of the public internal
control systems in the EU member states 2012 [19], although
public internal control has, of course, always existed in one
form or another in each country.

At the same time, most developing countries have faced
and continue to face a number of problems that are very si-
milar to those in Ukraine. Countries that are not part of the
European Union are of particular interest. We have analysed
the experience of Albania, Serbia, Kosovo, Bosnia and Her-
zegovina, as well as Romania which is an EU member state.
It has been found out that all of them are solving the prob-
lems related to:
¢ the necessity of financial management and control institu-

tional building, identification and design of controls, trai-
ning and capacity development of the financial officers
[20];

e increasing transparency in fiscal management process
through community engagement, interaction and interac-
tive collaboration among all stakeholders [21];

¢ the old system of control which does not provide sufficient
security for units to successfully fulfil their objectives along
with the understanding that the risk management is almost
not an explored area [22];

e integration of the financial control in the field of internal
management control [23];

o difficulties in adjusting only one approach in
development of PIFC [24]; and many others.

Therefore, the primary task before scientists
and practitioners is the theoretical justification
and application of internal controls at the level of
regulations and development of criteria for as-
sessing its effectiveness, which should form the
basis of the relevant reporting in internal control
that could be the starting point for the applica-
tion of internal audit.

The authors suggest the following scheme
of application of public internal financial con-
trol system in Ukraine (Figure 4).

The scheme proposed in Figure 4 provides
a step-by-step application of key principles of
public internal financial control which were out-
lined in the Concept 2005. It also takes into
account the basic requirements for the inter-
nal controls that are provided with regard to
the conceptual basis of the COSO framework,
as well as the latest developments by the In-
stitute of Internal Auditors (I1A) [25], including
a number of publications and the so-called
tri-linear model protection (Three Lines of De-
fense Model) [26].

The first phase of the current analysis of
operation of internal control institutions (es-
pecially budgetary institutions) is aimed at
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identifying the goals and objectives of all objects of internal
control, major decisions taken by the directors and other
leading personnel and determining risks, which will prevent
the achievement of previously specified objectives, goals or
cause violation of the principles of legality, economy, effi-
ciency, effectiveness and transparency.

The second phase is based on the results of the first
phase and aims to develop internal control procedures
which provide the manager with assurance that purpose
and objectives are achieved and the decisions correspond
to the principles. The phase also includes the definition of
criteria (indicators) which will be included in a specialised
report form or added to the existing document, which will
testify the effectiveness of internal control.

The performance indicators identified in the second
phase should be basic information, which is subject to re-
view through internal audit procedures to be determined in
the third phase.

The fourth phase will consist of codification of the results
of all the previous phases and their approval in the form of
regulations.

To increase the efficiency of such steps, we propose their
realisation at three separate levels: central (the level of the
Cabinet of Ministers and the central body of the public finan-
cial control), sectoral (the level of individual ministries, and
possibly economic sectors) and individual (the level separate
budget institutions). This branching will contribute to a more
accurate consideration of the peculiarities of each unit of in-
ternal control and to the development of criteria appropriate
to the circumstances.

As a result of the consideration of conceptual principles
of public internal financial control, we have discovered the
presence of two basic approaches to public internal financial

Fig. 4: Scheme of application of public internal financial control
in the modern system of public financial control in Ukraine

Source: Compiled by the authors



control with the leading role of centralised controls and moni-
toring of prevalence, based on the responsibility of the head-
spending unit. It has been determined that in Ukraine the
course of bringing of the existing system of public financial
control to the second approach to public internal financial
control is approved.

An analysis of the application of public internal financial
control has revealed a slow pace of its application, which is
caused by a lack of understanding of the components of the
declared approach to public internal financial control and the
mismatch of regulatory framework that prevents gradual intro-
duction of new models and prevalence of post-control in con-
trol procedures.

Guidelines for the application of public internal finan-
cial control in the modern system of public financial con-
trol in Ukraine are proposed as a relevant scheme which
involves the successive phases of application of public in-
ternal financial control at three independent levels. The
scheme corresponds to the leading modern developments
of international organisations with expertise in matters of
internal control.

Thus, studies show that the conceptual principles of
public internal financial control that prevail in the world have
been applied in Ukraine since 2005, but the level of applica-
tion still remains primary. One of the key factors impacting
the situation is the lack of attention to the basic component
of public internal financial control, which is internal control,
the development of theoretical and methodological guide-
lines for the application of which should become a priority
for the government and scientific community. The solution
of this task will lead to a new level of understanding of pub-
lic internal financial control that will facilitate rapid applica-
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tion of directions of public financial control in Ukraine, ap-
proved by the Concept 2005.

5. Conclusions

As a result of consideration of conceptual principles of
public internal financial control, we have defined two ba-
sic approaches to public internal financial control with the
leading role of centralised control and monitoring of pre-
valence based on the responsibility of the managing direc-
tor. It has been determined that in Ukraine the course of
bringing the existing system of public financial control into
compliance with the second approach to public internal fi-
nancial control is approved.

The analysis of the application of public internal financial
control revealed the slow pace of implementation, which is
caused by a lack of understanding of the components of the
declared approach to public internal financial control and the
mismatch of the regulatory framework that prevents gradual
introduction of new models and prevalence of post-control in
control procedures.

The guidelines for the application of public internal finan-
cial control in the modern system of public financial control
in Ukraine have been proposed as a relevant scheme which
involves the successive phases of application of public in-
ternal financial on control at three independent levels. The
scheme corresponds to the leading modern developments
of international organisations with expertise in matters of in-
ternal control.

It is necessary to remember that the European Commis-
sion emphasises that coordination and harmonisation of the
PIFC organisation processes offer multiple paths. More than
half of the countries have established special units for this
purpose.
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