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1. Executive Summary
Partial/complete failure of public internal financial control (PIFC) across many Georgian public institutions
over the years has substantially undermined transparency in and accountability for public spending.
This report looks at the state of public internal financial control in twelve government ministries and Tbilisi
government as well as the challenges and problems the PIFC system faced in 2010-2012 and a number of
PIFC developments in 2013. We used thirty-four criteria grounded in PIFC legislation to assess the state of
public internal financial control in twelve government ministries and the Tbilisi government in 2010-2013 in
this first in-depth examination of the barriers to the development of the PIFC system in Georgia.
Our aim was to 1. examine gaps in both PIFC legislation and practice as well as other barriers to the
development of the PIFC system 2. make recommendations for a fundamental PIFC reform to the Georgian
Government, its ministries and the Tbilisi government to help establish an internal financial control system
that ensures good custodianship of public spenders’ assets, efficiency, and effectiveness and accountability
for public spending.
As shown by our research, the current system of public internal financial control does not ensure public
spenders’ accountability, custody of assets or achievement of program goals. The public spenders’ failure to
assess risks, use controls, and ensure custody of both financial and non-financial assets is further exacerbated
by systemic indifference, collusion and violations of the law.

2. Introduction
Efficient and results oriented public spending is crucial to the country’s development and is impossible
without a well-functioning system of public internal financial control.
Georgia’s PIFC reform, effectively, started in 2010. However, it was an EU-Georgia agreement that laid the
foundation of the PIFC system in 2007. Currently a total of twenty-eight public spenders have internal audit
units (IAU), including twelve government ministries, the Tbilisi government, the Government of the
Autonomous Republic of Adjara and its four ministries, the Government of the Autonomous Republic of
Abkhazia and its four ministries and five municipalities in Adjara. While the Ministry of Finance of Georgia has
responsibility for overall PIFC coordination, the harmonization center, which is the Government of Georgia’s
PIFC dispute review board, through its secretariat, helps establish, develop and improve the PIFC system1.
There are a number of ministries that do not as yet have internal audit units including the Ministry of
Corrections and Legal Aid, the Ministry of Justice, the Ministry of Internal Affairs, most of the local selfgovernments, the Parliament, Offices of State Ministers, legal entities of public law (LEPL-s) and other public
institutions. The Ministry of Defence IAU, which has recently been set up, has not as yet started its
operations.
The system of public internal financial control consists of: 1. internal audit and 2. financial management and
control. The International Institute of Internal Auditors (IIA) defines internal audit as, "an independent,
objective assurance and consulting activity designed to add value and improve an organisation's
operations. It helps an organisation accomplish its objectives by bringing a systematic, disciplined
approach to evaluate and improve the effectiveness of risk management, control, and governance
processes." Apart from this, internal audit looks at whether the financial management and control system is
1

Law on Public Internal Financial Control, Article 1(3), Article 2(i)
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functioning properly. The system of financial management and control is set up by the management of the
organization to improve financial management and decision-making and to help achieve the institution’s
objectives. Financial management and control consists of both financial and non-financial processes,
operations and activities2. Internal audit has no role in setting up the system of financial management and
control or any other system for that matter. A designer of the system is not in a position to exercise
meaningful control over the system that it helped create.
What is the added value of public internal financial control when the State Audit Office, the supreme audit
institution, audits public spending? A supreme audit institution cannot have responsibility for auditing all
public spenders on a regular basis. Thus, the supreme audit alone cannot help increase the efficiency of
public spending.
Therefore, a well-functioning public internal financial control system is crucial to efficiency in public spending.

3. Methodology
Our findings are based on: 1. twelve in-depth and structured interviews with the internal audit units (IAU-s)
of the twelve government ministries and the Tbilisi government, administrative, economic and accounting
departments of a number of government ministries. 2. in depth comparative examination of 2010-2012
internal audit reports, 2010-2012 strategic plans, 2010-2012 annual internal audit plans, 2010-2012 plans of
specific internal audit of the twelve government ministries and Tbilisi government. 3 examination of the
course of the reform of public internal financial control since 2007.
As noted above, we use thirty-four criteria grounded in the PIFC legislation to assess performance of the
internal audit units of the twelve government ministries and Tbilisi government.
We examine gaps in PIFC legislation throughout the report rather than in a dedicated chapter as, most of the
time, it is impossible to treat these in isolation from PIFC practice whose weaknesses often spring from the
gaps.

4. Major Findings and Recommendations
4.1. Setting up Internal Audit Units (IAU-s)
Georgia’s consolidated budget in 2013 was about GEL 9 billion3, of which GEL 3.535 billion (40 per cent) was
spent by public spenders that have no internal audit units (IAU-s). We believe this amount is too significant to
elude internal scrutiny.
2013 public spending covered by internal audit

2

Law on Public Internal Financial Control, Article 6
A consolidated budget is a country’s total of both the central and local governments’ revenues and expenditures.

3

3

3.535
5.436

Public spenders with IAU-s
Public spenders without IAU-s

Recommendations:
 Set up IAU-s at the Ministry of Internal Affairs, the Ministry of Justice, the Ministry of the
Penitentiary, Probation and Legal Aid, offices of the state ministers, the Parliament, the Chancellery
of the Government, the Office of the President of Georgia as well as legal entities of public law (LEPLs) of the government’s choice, local governments, governors’ offices, entities of private law which are
majority-owned by the government such as the Georgian Railways, Georgian Post, etc.;
 Start operations of the Ministry of Defence IAU which has recently been set up without further
delay;
 Government agencies should ensure effective functioning of IAU-s. Currently, the IAU at the Ministry
of Energy shows hardly any sign of activity.

4.2. Ensuring Independence of IAU-s
General provisions of the Law on Public Internal Financial Control on independence of internal auditors do
not offer enough safeguards for the independence of IAU-s. Internal auditors are accountable to the head of
the institution, which conflicts with Attribute Standard 1100 of the International Standards for the
Professional Practice of Internal Auditing.
Recommendations:
Based on international experience and standards for the Professional Practice of Internal Auditing, we believe
internal audit chiefs should be appointed by the head of the institution, but in order to ensure the genuine
independence of internal audit units, it is necessary that:
 Government agencies have a collegiate body to which the internal audit chief is accountable;
 The head of the institution makes his/her appointment decisions with the collegiate body rather than
unilaterally;
 Internal audit chiefs be accountable to both the collegiate body and the head of the institution.

4.3. Strengthening IAU-s
Success of PIFC reform is contingent on the degree to which the government strengthens IAU-s.
PIFC reform is undermined not only by the poor qualifications of internal auditors, but by broader public
administration recruitment policies and lack of incentives to better motivate public officials, which prevents
the materialization of organizational culture in the Georgian public sector. This, in turn, prevents government
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agencies from achieving their goals. Public internal financial control faces no greater task than creating
conditions for an institution to achieve its goals4.
Internal auditors do not have a good idea of major IT risks and controls, and techniques of a technologyintensive audit which the Georgian internal audit standards require them to.

Recommendations:
 The Harmonization Centre of the Ministry of Finance needs to develop a plan for recruiting wellqualified staff for the Centre and IAU-s and to increase staff salaries. International Standards on
Auditing5 treat low salaries of auditors as one of the most serious risks to the integrity of the system.
Our research shows that IAU-s are staffed through liberal selection processes. As evidenced by the
present report, IAU-s in some of the targeted government agencies largely failed to live up to what is
required of internal audit;
 The Harmonization Centre needs to develop a training plan to address the internal auditors’
professional needs;
 Not only does the level of qualification of internal auditors need to be improved but also, the
inadequately low number of internal auditors must be increased: the IAU in the Ministry of Foreign
Affairs has five individuals to cover diplomatic missions in sixty countries of the world. The IAU at the
Ministry of Education and Science has ten internal auditors to cover thousands of educational
institutions.

4.4. Setting Internal Audit Apart from Inspections
Not only does internal audit need to be geared toward achieving objectives that are very different from
inspections, but it requires a different mode of thinking. Inspections aim at enforcing compliance with
applicable legislation and internal regulations on the part of employees rather than identifying and managing
risks. Therefore, internal audit puts emphasis on the control environment and on the wider context thereof
rather than legality6. Internal audit offers assurance and consulting rather assessment with the intent of
determining punitive functions. We are faced by a situation wherein IAU-s are unable to distance themselves
from general inspectorates, their predecessors, and thus they continue to put emphasis on inspections rather
than audit.
Recommendation: The IAU-s should no longer involve themselves in inspections. Inspections and audits
should be clearly distinguished in both law and practice.

4.5. Gaps in the Legislation
Although the Law on Public Internal Financial Control adopted in December 20117 was a step forward
compared to its predecessor, the law does not ensure effective functioning of the PIFC system. The PIFC law
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Aleksandre Abashidze, Head of the Internal Audit Unit of the Ministry of Education and Science, in an in-depth
interview with us on May 17, 2013 said that there are numerous cases when 1. it makes no difference how you do your
job, which is exacerbated by the fact that public sector is not attractive to high calibre professionals 2. working
conditions are bad, which affects the quality of work done 3. a culture of communication is missing 4. instructions are
lacking 5. best practices are not sought after.
5
International Standard on Auditing 240
6
This is with the exception of compliance audit. Compliance audit looks at legal compliance of public spending as well as
the degree to which it achieves its purpose.
7
The Law on Public Internal Audit and Inspection adopted in March 2010 was totally inadequate to help public spenders
set up a system of internal financial control.
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as well as the internal audit methodology as set out in the Code of Internal Auditors8, the Guide for Internal
Auditors9, Internal Audit Methodology10, Internal Audit Standards11, and the Public Sector Risk Management
Manual 12 are, in large part, flawed. We examine the legislative gaps in detail throughout the report, including
in Ch. 7.4.
Recommendation: The Law on Public Internal Financial Control should require IAU-s to:



Monitor and evaluate inventory checks (IAU-s cannot be held responsible for performing inventory
checks)13;
Detail stock discrepancies, identify risks and controls, and assess these together with auditees. The
Internal Audit Methodology should detail applicable procedures to enable these assessments (for
greater detail see Ch. 7.2).

4.6. Program Budget
Lack of real program budgeting in Georgia is a major impediment to implementing public internal financial
control. At the core of PIFC is identifying risks. According to the Guide for Internal Auditors14 an institution
needs to identify its objectives before identifying risks. Objectives, on their part, have to be drawn from
inputs, verifiable indicators of achievement, responsible units and timeframe. Put together, all these
components make a program budget, which has yet to be introduced in Georgia.15
Recommendation: The Government of Georgia needs to take concrete steps to start genuine program
budgeting.

4.7. Verifying Accuracy of Inventory Checks and Custody of Assets
Internal Audit Units (IAU-s) should assume responsibility for verifying accuracy of all inventory checks on a
regular basis. We found that a number of public spenders are grossly negligent in inventorying their financial
as well as non-financial assets (for greater detail see Ch. 7 and &Table 2 in Ch. 6).
Recommendations:
 The Government of Georgia (GoG) should introduce comprehensive stocktaking regulations to fully
prescribe the practice.

4.8. Purpose-Specificity vs Rationality of Spending
Purpose-specificity of spending is a poor measure of rationality of public spending. As long as money is spent
to achieve aims detailed in the budget, spending is purpose-specific, even when the budget is flawed, or a
8

Code of Ethics of Internal Auditors, GoG decree #1016 of July 30, 2010, revised September 14, 2011 (#1836)
Guide for Internal Auditors, GoG decree #1013 of July 30, 2010
10
Internal Audit Methodology, GoG decree #1014 of July 30, 2010
11
Internal Audit Standards, GoG decree #1015 of July 30, 2010, revised September 14, 2011 (#1847)
12
Public Sector Risk Management Manual, Decree #644 of the Minister of Finance of December 31, 2011
13
The physical verification of the quantities and condition of items held in an inventory
14
Guide for Internal Auditors, GoG decree #1013 of July 30, 2010
15
Program budgeting is a results-oriented budgeting system, which, contrary to conventional budgeting, gives detailed
costs of every activity and program rather than just the agency spending the money. This links the resources to be spent
with the results to be achieved. Program chapters of 2012-2014 GoG budgets are totally inadequate.
9
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spender sticks with a badly planned budget when change in circumstances call for a revision. Needless to say,
what is useful or necessary for a particular purpose is not always fair or right. Therefore, sticking with a
flawed budget diminishes the rationality of spending. If this is the case, an internal audit unit needs to bring
up the issue to make sure that a badly planned budget is revised rather than blindly adhered to.
Recommendation: IAU-s should regularly scrutinize rationality of public spending and propose appropriate
changes to the budget.

4.9. The Control Environment
The control environment is an essential element of PIFC efficiency. Therefore, no evaluation of the efficiency
will be complete without considering the control environment. Although creating and developing the right
control environment is the management’s responsibility, the system of financial management and control as
well as internal audit ensure that the control environment does its job. The right control environment is
about the attitude of staff members towards their responsibilities as well as one another. The right control
environment is crucial to checks and balances.
Recommendation: IAU-s should examine the control environment together with the management (See Ch.
7.3. for details).

4.10. Completion of Contractual Requirements
Failure to (properly) complete contractual requirements is one of the most serious risks that public spenders
overlook.
Recommendation: See Ch. 7.2.1. for details.

4.11. The GoG’s Accounts Receivable & Accounts Payable
The Georgian government has had no idea how much others owe to it (A/R) and how much it owes to others
(A/P) for two decades now. Accounts receivable is the messiest of GoG accounts, which, first and foremost, is
a PIFC failure.
Recommendations:
 Public spenders should watch their A/P and A/R so that the government should be able to estimate
its A/P and A/R;
 Public spenders should do everything they can to reconcile their A/P and A/R before writing these
off;
 As the government’s failure to pay what it owes poses a threat to many businesses across the
country, the business ombudsman needs to closely watch reconciliation of the government’s A/P.

4.12. Setting up a Single Electronic PIFC System
Public internal financial control by many public spenders is in dire need of overhaul by both the government
and the spenders themselves. We believe that a single electronic system of public internal financial control
can facilitate the overhaul by documenting how IAU-s are contributing to improving accountability and
efficiency across their own agencies or creating added value. The single PIFC system can be designed in a way
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so as to signal when IAU-s are creating or not creating the added value to punish/reward IAU-s for what they
achieve/fail to achieve 16.
Recommendation: The GoG should set up a single electronic system of public internal financial control which
would allow all those concerned, including the Parliamentary Committee on Finance and Budget, to observe
PIFC processes: the electronic system should contain all risks and related controls identified by IAU-s, tests of
controls, recommendations and the number of recommendations followed by organizational units of public
spenders. It is essential that the system allow all IAU-s full access to the system so that they see what each of
them is doing17. We are ready to contribute to the design of a single electronic PIFC system.
We believe systemic scrutiny and external as well as internal pressure and accessibility of IAU findings by all
those concerned can help build the IAU-s’ institutional reputations. Once IAU-s have an institutional
reputation, they are not very likely to want to lose it to their inefficiency. The pressure to perform created
through visibility to everyone concerned can help push IAU-s to outperform their counterparts, which will
help increase IAUs’ sense of responsibility and the value of public spending as a result.
Without systemic scrutiny, it is impossible to safely say why the IAU-s at the Ministry of Finance, the Ministry
of Foreign Affairs, the Ministry of the Environment and Natural Resource Protection, and the Ministry of
Economy and Sustainable Development perform much better than the others, and whether the differences
across the board are caused by the tone at the top or other factors.

5. Public Internal Financial Control by Agency
As noted in the introduction, the research shows a distinctly different picture across the targeted public
spenders. We found the Internal Audit Units (IAU-s) of the ministries of foreign affairs, finance, economy and
sustainable development, and the environment and natural resource protection to be the best performing in
2010-2012. By comparison troubling situations were found with respect to PIFC at the ministries of energy,
culture and monument protection, and regional development and infrastructure over the same period. What
determines these differences, whether it be the “tone at the top” or other factors, is a subject for further
research since establishing the reasons would require the creation of a unified internal assessment system
for IAUs, which only the agency responsible for the establishment and development of the PIFC system (i.e.,
the Ministry of Finance) can make possible (for details, see recommendation 4.13, Recommendations and
General Findings).
What all the IAU-s of the agencies that we examined have in common is that not a single one of them,
including the IAU-s of the most competent agencies, work together or in parallel with the entity being
audited, and they operate for the most part much as an external auditor would. The main function of the
internal audit is to identify and mitigate risks by working together or in parallel with the entity being audited
rather than expose violations. In order to ensure the smooth operation of the public internal control system,
the internal audit should be involved in the routine processes of the various subunits of the organization.
That is why working together or in parallel with the entity being audited is the first trait that sets an internal
audit apart from an external audit.
Despite the fact that the focus of the IAU-s of the four ministries deemed the best performing is on
inspections, there are multiple qualifications cited in their reports which would allow for the creation of
16

As has already been noted above, the Institute of Internal Auditors (IIA) defines internal auditing as an independent,
objective assurance and consulting activity designed to add value and improve an organisation's operations. It helps an
organisation accomplish its objectives by bringing a systematic, disciplined approach to evaluate and improve the
effectiveness of risk management, control, and governance processes.
17
Our examination of the 2010-2012 internal audit reports/findings of the thirteen public spenders showed that apart
from a number of the internal audit reports/findings of the IAU of the Ministry of Economy and Sustainable
Development, internal audit reports do not contain commercially sensitive information which should not be made
available to everyone concerned.
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preventive mechanisms. Even so, a very important question, which we try to answer below in the example of
the Ministry of Foreign Affairs, is how prepared are inspection-oriented IAU-s for the creation of preventive
mechanisms. Inspections are oriented on rules, procedures, discovery of misdemeanors, crimes, and
discrepancies and by their very nature, play a reactive role when the internal audit is concentrated on the
analysis of processes and on demonstrating those gaps and weaknesses that hinder the agency from
achieving its goals. The internal audit is goal-oriented and by its very nature has a proactive, advisory role.
The activity of IAU-s at the Ministry of Finance, Ministry of Foreign Affairs, Ministry of the Environment and
Natural Resource Protection, and Ministry of Economy and Sustainable Development was exemplary also
with respect to reconciling their respective accounts receivable. Given that no Georgian government has ever
succeeded in fully reconciling its accounts receivable, we believe that it is very important that the agencies’
A/R be monitored by IAU-s of individual agencies together with accountants and that these accounts be
reconciled.
The IAU of the Ministry of Foreign Affairs stands out from the four best performing ministries for its custody
of assets. The IAU of the Ministry of Foreign Affairs was the only IAU of the targeted spending agencies that
established culpability for illegally spent funds, placed the payment obligation on the violator, and monitored
the fulfillment of its own recommendations concerning the return of said funds to the budget (for details, see
Ch. 5.1).
Since November 2012, indications of increased activity have become apparent in the IAU-s of the Ministry of
Education and Science, Ministry of Regional Development and Infrastructure, Ministry of Labor, Health and
Social Affairs, and Ministry of Culture and Monument Protection. For example, between 2010 and 2012, the
problem at the Ministry of Education and Science was not so much with the quality of the internal audit, but
rather that the audit did not cover crucial programs, as a result of which the risks of non-sampling were
especially high. The risk of non-sampling presents itself when the auditor does a selective examination, but
his/her sampling is not representative. This could lead to reaching incorrect conclusions or sampling low risk
operations/transactions instead of high risk operations/transactions. In November 2012, the IAU of the
Ministry of Education and Science made plans to audit the Agency for Development of Educational and
Scientific Infrastructure, a legal entity of public law (LEPL), which, taking into account not only the agency’s
budget but also the significance of its programs, should help significantly reduce the risk of non-sampling.
We hope that the increased activity of the IAU-s of the Ministry of Education and Science, the Ministry of
Regional Development and Infrastructure, the Ministry of Labor, Health and Social Affairs, and the Ministry of
Culture and Monument Protection will improve the quality of the internal audit rather than focus only on the
mistakes made under the previous government.
This research into public internal financial control made it clear that along with IAU-s of specific spending
agencies trying to improve the quality of the internal audit in these agencies, a very important factor is the
government’s political will towards minimizing the risks associated with budget spending. For example, in
2010-2011 the switch from the voucher system to a strictly controlled card system in public agencies saw a
noticeable reduction in risks associated with fuel consumption, which, undoubtedly, is a significant step
forward.
We assess all the targeted agencies according to the criteria we designed for the purpose and with respect to
the requirements in the Law on Public Internal Financial Control (tables 1-5). In this chapter, we singled out
the worst and best performing ministries to illustrate problems with public internal financial control on the
one hand and best practices on the other.
The aim of the detailed discussion below of the work of the IAU-s of the Ministry of Foreign Affairs, Ministry
of Economy and Sustainable Development, Ministry of the Environment and Protection of Natural Resources,
Ministry of Finance, and the other ministries is to demonstrate to the other spending agencies and the
government: 1. in what ways they might broaden the area of their own audit work until a proactive internal
9

audit system is established in the nation’s public spenders and 2. that if these four ministries managed to
take good care of assets, other agencies can do the same.

5.1. Ministry of Foreign Affairs
The Ministry of Foreign Affairs’ 2010-2012 internal audit reports record numerous instances of the Ministry
taking good care of its assets. In 2010-2012, with respect to Georgia’s embassies abroad, the IAU of the
Ministry of Foreign Affairs:
1. Discovered more than GEL 320,00018 in illegally incurred expenses, established the identities of the
employees of the diplomatic missions responsible for the unlawful spending, among them former
ambassadors, and held them responsible for returning the money 2. Discovered more than GEL 170,000 in
undocumented expenditures19 3. Found several instances of improper expenditures 4. Found discrepancies
between the transactions as recorded in the bank statements and in the primary accounting documentation 20
5. Found instances of non-sequential invoices and instances of funds recorded in an invoice being transferred
twice 6. Discovered an instance of a purpose-specific grant not recorded by the accounting department and
the absence of documentation confirming that the grant was used for its intended purpose 7. Evaluated
integrity of inventory checks, which the IAUs, with rare exception, either do not perform or do so very
superficially and 8. Followed up on the execution of its recommendations.
The Ministry of Foreign Affairs is the only public spender of the targeted government ministries that found
illegal expenditures either from the cashier’s office or from bank accounts, determined who the spender was,
investigated the reasons and held those responsible for the illegal spending, making them responsible to
restore the amounts to the budget and actually followed up on all actions, which is an unprecedented
example of a principled approach and good custody of assets. It is clear that such integrity is very important,
but this is a reactive rather than a proactive approach, which is very important when there is neither reactive
nor proactive custody of assets elsewhere. Internal audit entails proactive custody of assets, while inspection
requires response to illegal handling of assets, which is entirely insufficient to guarantee their protection.
Proactive custody of assets means the establishment of mechanisms which automatically prevent attempts at
incurring illegal expenditures, which requires knowledge of not only accounting and sampling methods, but
an entirely different approach from that of inspection.
A proactive approach to the custody of assets in the Ministry’s audited entities, for example, would be: 1.
Reducing the number of cash transactions to a minimum, which would automatically eliminate the risk of
unjustified cash withdrawals21 2. The creation of an electronic system, which: 2.1. would authorize payments
to the suppliers that have genuine requisites and match standard requirements and 2.2. prevent unjustifiable
transactions by requiring a specific level of detail about a payment, which would eliminate or, at the very
least, reduce the risk of fictitious or questionable payments or kickbacks22 to suppliers and 2.3. would make it
possible to identify documents of questionable origin and raise alarm.
IAU-s are currently not ready to create this kind of system. IAU-s could task a contractor to create this
system, but since IAU-s are oriented towards detection rather than prevention, they cannot explain to the
contractor: 1. What this system should help achieve and 2. which risks it needs to mitigate. A system which
18

The illegally incurred expenses, which lack any primary documentation, cited in the audit reports are given in various
currencies. For the sake of simplicity, we converted them into the national currency and then summed them.
19
This includes the unconfirmed expenditures found by the previous general inspectorate of the internal audit
department before 2010.
20
Documents confirming expenditures for received products and services following money transfers
21
We understand that reducing the number of cash transactions to a minimum is impossible in certain countries, such
as Turkmenistan.
22
A kickback is a form of negotiated bribery when the customer makes a secret deal outside of contract with the vendor
regarding the return of a portion of the amount paid.
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would mitigate risks requires the corresponding technological (programming) skills and experience, which
cannot be expected from internal auditors. Despite this, the internal auditor can explain to the contractor
where and what types of risks there are.
What would happen if the staff of the IAU, which was fruitful in its work, leaves the agency, or if the fruitful
work was guided by the minister (tone at the top) and this minister leaves and the new minister no longer
makes it a priority to have a robust internal audit? The institutionalization of this kind of system is essential to
the extent that it reduces the risks of non-detection and non-sampling of certain audit operations or the loss
of qualified staff and human error in general. This is a proactive approach towards custody of assets.

5.2. Ministry of Economy and Sustainable Development
Despite the emphasis on inspections, the Ministry of Economy and Sustainable Development’s 2010-2012
internal audit reports, and particularly the United Transport Administration’s audit report23, are good
examples of custody of assets. The reports show that the assets are taken care of in a proactive manner and
attempts are made to limit factors that prevent the Ministry from achieving its aims, which is not the case
with most of the other IAU-s that we looked at. The information given in these internal audit reports
concerning fundamental violations and corresponding recommendations could be used to create an internal
risk-based control system in the Ministry.
The United Transport Administration’s audit report provides a detailed assessment of fixed assets, inventory
accounting and proper use, and a number of significant risks, such as: 1. failure to unambiguously indicate in
contracts the necessary details of goods (brand, type, quality, and manufacturing details of goods to be
procured), which violates applicable public procurement regulations24 2. failure to indicate in contracts the
possibility of reviewing contract prices 3. failure to include cost estimates and specifications of the goods to
be procured thus providing the justification for procurement in the majority of contracts 4. failure to indicate
the contract’s total value in the contract. The report also touches on irregularities in the registry of public
procurement contracts.
The audit report also assesses: 1. manifested weaknesses in public procurement: insufficient planning of
public procurement and inadequately justified changes made to the plan, which manifests itself in numerous
fluctuations in both the cost and quantity of the same procurement item over the course of the year, 2.
inventory reconciliation, which IAU-s rarely look at, 3. compliance of accounting and financial reporting with
applicable norms and standards, including A/P and A/R status. The IAU found that the Transport
Administration does not do enough to reclaim its accounts receivable (more than GEL 3.5 million) and
channel it back to the state budget, 4. reconciliation of representation expenses, which makes it difficult or
impossible to ascertain whether public funds were put to targeted and lawful use.25
Custody of assets by the IAU of the Ministry of Economy and Sustainable Development is worthy of special
mention given the indifference and negligence exhibited by other public spenders.

5.3. Ministry of the Environment and Natural Resource Protection
While the work of the IAU of the Ministry of Environment and Natural Resource Protection places an
emphasis on inspections, there are obviously signs of a proactive internal audit. Unfortunately, the auditing
activity of the Ministry of the Environment and Natural Resources Protection, like the ministries of foreign
affairs, finance, and economy and sustainable development, is not representative of the custody of assets in
the country’s spending agencies.
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Thematic audit of financial-economic activities during the period between January 1, 2009 and July 1, 2010
Paragraph 4 of Article 25
25
On what activities and how many persons the funds indicated in the payment document were spent.
24
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The National Environmental Agency’s 2012 internal audit report lists many significant problems and
recommendations, especially recommendations which are based on the findings of monitoring of the
Agency’s contractors meeting their obligations. Also of great importance is the detailed account of the risk of
inaccuracy in the contractual obligations of suppliers (for details, see full report 4.3).
In a relatively rare26 show of responsibility by the state towards public spending and property, as well as
towards creditors, the Ministry of the Environment and Natural Resources Protection in 2011 contracted a
private auditing company to help audit the ending balances of the accounts receivable/payable of an LEPL
slated for liquidation.27
Follow-up monitoring of the recommendations is an essential component of internal audit, even though IAUs, with rare exception, do not monitor the execution of their own recommendations. One exception is the
IAU of the Ministry of Environment and Natural Resources Protection. To reverse the violations and
shortcomings and fill the gaps detailed in the internal audit reports, the internal audit department requested
one of the Ministry’s subordinate agencies to put together a plan to monitor the implementation of its
recommendations. Public internal financial control still being quite weak, this kind of monitoring is
unfortunately an exception.
The Internal Audit Unit of the Ministry of the Environment and Natural Resource Protection also stands out
for its protection of fixed assets on the Ministry’s balance. The internal audit reports and directives contain
detailed descriptions of damages the Ministry’s buildings and vehicles had suffered and responsibility for
damages.
The lack of computer-based accounting poses one of the most serious risks in the Ministry’s central
apparatus. Performing operations and calculations by hand presents several risks. The only way to neutralize
this risk is by adopting the use of electronic accounting software. It should be noted that the Internal Audit
Unit raised the issue of the National Environmental Agency (LEPL) switching to a computer-based accounting
system, but it did not raise this issue with the Ministry’s central apparatus.
The IAU of the Ministry of the Environment and Natural Resource Protection does a thorough inventory
reconciliation assessment, trying to protect the Ministry’s assets, which are not appropriately protected by
the totally inadequate regulations by assessing risks and giving recommendations to those in charge. Given
that IAU-s do not have the legal obligation to do inventory checks, this IAU’s level of care for assets is worthy
of praise.
The fact that an LEPL’s28 liquidation commission revealed a series of accounting errors speaks to the quality
of not only the Ministry’s internal audit, but the quality of the entire public internal financial control in the
Ministry. In particular, the commission revealed that analytical accounting of liabilities and claims by the
agency was flawed. Intentionally inaccurate documentation of assets for the purpose of their
misappropriation occurs during liquidation, especially when inventory regulations are riddled with loopholes.
Therefore, the devil is in the detail of how an organization goes into liquidation.
Thus, the commission found that there were inventories, fixed assets and unfinished buildings that had not
been physically accounted for or appropriately recorded. These kinds of problems related to the liquidation
value being at variance with the real value have frequently arisen but have been rarely, if ever, spoken of.

26

This is not the only instance of a private auditing company being hired by a budget-spending institution to help
inventory accounts receivable-payable.
27
Internal audit conclusion #36 (07.04.2011)
28
Former LEPL Sustainable Project Development Implementation Agency
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5.4. Ministry of Finance
Public internal financial control in the Ministry of Finance, one of the best performing government agencies29,
sets an example for other budget agencies. The Revenue Service’s 2011 compliance and financial audit and
the Treasury Department’s operational and compliance audit speak to a very good custody of assets,
professionalism and depth of analysis of processes.
The audit reports of the Internal Audit Department highlight problems with public internal financial control
that stand out for their severity, which the internal audit reports/conclusions of most of the other ministries
do not touch upon, in particular that: 1. over the years, accounts receivable/payable were written off the
balance sheet without taking comprehensive measures to recover them and that, 2. the origin of deficiencies
recorded on the balance sheet were not studied, and 3. the auditees had not looked at possibilities to
recover the deficiencies as auditees do not examine the correspondence between the fair value of works
completed and the actual payments for the works.
Also of great importance is the Internal Audit Department’s recommendation that an independent audit be
conducted in the Revenue Service to determine the reality of income received and expenses incurred for
services rendered and to determine the accuracy of VAT and profit tax estimates.
Our research shows that IAU-s of public spenders are not normally concerned with identifying money-saving
opportunities. The MoF Internal Audit Department is a rare30 exception31 in this regard.
We believe the government needs to start taking a close look at how its accounts receivable and accounts
payable are formed rather than just busy itself with reconciliations. Spending agencies do not try to settle
their outstanding A/R and A/P prior to writing these off (for detail, see Chapter 7.1). Reconciliation of A/P and
A/R without close monitoring is very difficult. Because public spenders are in effect not conducting close
monitoring, no Georgian government to date knows how much it owes or how much it is owed (as we have
emphasized, the situation regarding accounts receivable is particularly dire).
It is noteworthy that the MoF’s internal audit reports give recommendations that overpaid amounts be
returned. However, in contrast with the internal audit reports of the Ministry of Foreign Affairs, the MoF’s
internal audit reports give little, if any, detail as to how the overpaid amounts are going to be restored to the
Ministry.

5.5 Ministry of Regional Development and Infrastructure32
The audit reports of the Ministry’s departments covering the period from January 1, 2011 to January 1, 2012
are descriptions of the departments’ activities rather than audit reports. For example, the audit report of the
execution of statutory requirements of the legal department is in essence a report of the activities conducted
by the legal department and is made up of factual information or descriptions of circumstances which are not
relevant to the statutory requirements of the legal department. Therefore, the audit report can only be
relevant when this factual information is used for the evaluation of the completion of statutory requirements
by the said department.
It is noteworthy that the IAU does not raise issues of significance for the audit, even when instances of state
budget spending whose purpose should obviously be called into question appear on the IAU’s radar. In one of
the reports, for example, the signing of an agreement between the Ministry and Georgian citizen D.
29

Of the audits conducted by the Ministry of Finance’s Internal Audit Department, the 2010 audit of the Revenue
Service stands out for the depth of its analysis of processes.
30
Missed opportunities for saving public funds are also discussed in one of the 2011 internal audit reports of the
Ministry of Labor, Health and Social Affairs.
31
The Ministry’s disqualification of a low-cost vendor for procurements when the higher-cost vendor could not provide
documentation demonstrating why the low-cost vendor was disqualified eliminated the possibility for the state to save
money. In 2011, the Revenue Service did not cover Bank Republic’s loan obligations when it had expressed this very
readiness, and in this way it is possible that the opportunity to save money was missed.
32
See Chapter 7.2 for the risks of the Ministry of Regional Development and Infrastructure.
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Tabatadze is recalled. The agreement refers to the completion of the Emory University School of Law’s
master’s program by D. Tabatadze with financial support from the Ministry and the Mtskheta-Mtianeti
Governor’s Office. For example, in 2011, the Ministry of Culture and Monument Protection financed the
studies of Shalva Mdzinarashvili at the Berkley College of Music. Despite the fact that the Ministry’s
corresponding audit report does not show what obligations the state’s payment of Shalva Mdzinarashvili’s
studies places on him, the financial assistance itself was not a questionable expense since it fell within the
scope of the program to promote artistic education. Given that the objectives of neither of the two
institutions include support for higher education, the report should have assessed in exchange for fulfilling
what obligations by the beneficiary (D. Tabatadze) did the Ministry or Mtskheta-Mtianeti’s Governor’s Office
pay the costs of the private citizen’s master’s studies.
The report does not include an assessment of the roles and responsibilities of the employees of the
department, the completeness and timeliness of the implementation of the functions and authorizations
assigned to the departments and how the tasks assigned by the minister/deputy ministers are executed. The
internal auditors’ conclusions and recommendations are formal in nature. This report of the audit of the
Ministry’s legal department could have been prepared by the legal department itself, since it does not go
beyond descriptions of facts or terms of references.
The audit reports of the execution of statutory requirements by the Ministry’s departments of Reforms and
Innovations and Regional Development between January 1, 2011 and January 1, 2012 give descriptions of
circumstances that do not relate to the performance of these departments.
As is the case with the legal department’s audit report, the conclusions and recommendations in the audit
reports of the execution of the tasks by the Departments of Reforms and Innovations and Regional
Development are also formal in nature. The Department of Regional Development’s audit report does not
show that the ongoing investment infrastructure projects in the regions and the monitoring of the village
support program require any support even though the report says that the department within its own
competencies should support the ongoing infrastructure investment projects in the regions and the
monitoring of the village support program. An analogous situation is found in the audit report of the
Department of Reforms and Innovations, where it discusses the strategy of decentralization and the defining
of the main priorities of the department, system optimization and greater activation of partnership with
other agencies without giving any detail of why the system should be optimized or what greater activation of
partnership is needed for.
Therefore, the audit reports of the execution of statutory requirements, as we noted, amount to reports on
the activities of the auditees, not their audits, since the reports do not provide any relevant facts or
evaluations for the audit.
The Ministry’s IA department says that the reason for its want of activity, up until November 2012, in
particular the 2011-2013 audit’s failure to examine all the departments set by the strategic plan, was due to
understaffing. Up until November 7, 2012, the Ministry’s audit department had three employees, instead of
the seven envisaged permanent staff. Although, as we learned, up until November 2012, the internal audit
department’s employees were occupied with the speeding up of construction projects in order to ensure that
the works were completed on or ahead of schedule, which is not what internal auditors should be doing. For
example, in the aforementioned period, the internal audit department’s employees were dispatched to the
Vaziani-Gombori-Telavi and Rikoti Mountain Pass roads to monitor the sections damaged by severe weather.
Likewise, employees were dispatched to oversee the speeding up of construction of the Gori tunnel and the
new parliament building in Kutaisi.
Since November 2012, the Ministry’s IAU began auditing a portion of the procurements made by the
Ministry’s agencies and brought to light several significant violations of the law, which were referred to the
Chief Prosecutor’s Office for further action, including:
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1. Purchase contract and attached documentation signed September 17, 2012 with a subordinate
agency the Ministry of Regional Development and Infrastructure – the Department of Roads and
Millennium Trans, Ltd;
2. Electronic tender for the installation of a high-voltage line and street lighting between kilometre
markings (53+500) and (80+000) along the international Tbilisi-Senaki-Leselidze highway;
3. Sale of state-owned land plots along the Ruisi-Rikoti section km95 - km143 (Ruisi-Agara km95 –
km114) of the Tbilisi-Senaki-Leselidze international highway (European route E-60) to private citizens;
4. Construction and rehabilitation works by IN-SI Ltd in the city of Telavi;
5. Rehabilitation of Batonis Tsikhe (museum) in the city of Telavi.
Therefore, there are clear signs of increased activity following November 2012 by the IAU of the Ministry of
Regional Development and Infrastructure.

5.6 Ministry of Culture and Monument Protection
In 2010-2012, the IAU did nothing to help the Ministry achieve its goals through lawful, transparent,
economic, effective and productive use of public funds.
In 2010-2012, there were clear signs of collusion33 in the Ministry, e.g., on October 25, 2012, a GEL 389,959
service contract was signed with Formula Proesko Production for filming of a 45-second clip promoting the
country. A work completion certificate was issued the very same day the contract was signed, October 25,
2012. That is to say, the completion of a GEL 389,959 project took less than a day. The certificate of
completion was cancelled on November 2, 2012 in an agreement with the contracted party. The latter did
not object to the cancellation, which points to the fact that no expenses had been incurred.
At the time when the Ministry was entering into these fictitious agreements with Formula Proesko
Production and a number of other suppliers34 to steal public funds, which, following the change of power in
late 2012, were referred to the law enforcement bodies, the Ministry’s internal audit reports focus on: 1. the
fact that the dates of business travel of two employees do not match the dates given in the memorandum
and the travel authorization does not give the purpose of the business trip, 2. contractual violations in two
instances according to which the buyer is obligated to pay the amount stipulated by the contract within ten
working days following the signing of the work completion certificate, and 3. taxpayer IDs for sole proprietors
were not included in the documentation.
One of the recommendations of the Internal Audit and Monitoring Department is the systematization of the
financing of anticipated activities and future costing, which the Ministry did indeed need. However, the aim
of this recommendation was to reduce the number of expenditure realignments over the course of the year
rather than the fictitious expenses, such as the GEL 389,959 promotional video clip. According to the
Georgian budget code35, the expenditure realignment between the programs of a spending agency can be
done provided it does not exceed 5% of the agency’s annual appropriation. Thus, these realignments, which
are noted in absolutely every one of the internal audit reports, mean nothing provided they do not exceed
5% of a spending agency’s annual budget appropriation. The internal auditors, however, did not examine
whether or not these expenditure realignments exceeded 5% of the Ministry’s annual budget appropriation.

33

Illicit secret cooperation for the misappropriate use of assets, for example.
Financial documentation of a contract signed with COSMO Organization Tic. Ltd. Sti. for Euro 282,235 for an event
th
organized on May 22, 2010 in Oslo by the Ministry of Culture and Monument Protection to mark the 19 anniversary of
Georgia’s independence.
Financial documentation of the Chris Botti and Sting concert in Batumi on July 3, 2011, a contract signed with Eastern
Promotions Ltd for USD 750,000.
Financial documentation of the “Georgia Without Occupation” project, a contract signed with the NGO Georgian Deoccupation Center for GEL 350,000.
35
Article 31 (Par. 2-3)
34
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In addition, when year in year out, the 30 various internal audit reports repeat the same recommendation on
limiting expenditure realignments in the approved programs over the course of the year, it is of interest why
the recommendation was not taken into account by ministry departments.
The 2010-2012 internal audit reports give a number of recommendations which could improve public internal
financial control, but the control environment and the rubber stamp internal audit in 2010-2012 put the
importance of these recommendations in doubt.
However, since November 2012, the internal audit units of both the Ministry of Culture and Monument
Protection and the Ministry of Regional Development and Infrastructure show obvious signs of greater
activity.

5.7. Ministry of Energy
We believe there is effectively no internal audit in the Ministry of Energy (for details, see Table 1-5):
1. The Ministry’s internal audit reports from 2010-2012 do not give a single finding or recommendation
concerning improvement of any process or practice; furthermore, there is nothing that could be
considered the result of an audit, inspection, or even a superficial examination. In 2010-2012, the
Internal Audit Unit did not find a single misstatement or shortcoming. If the audit reports had given
detail of how the audits were planned, what processes and operations were examined and why
which approach was used, etc., we could have gained an understanding of whether or not the IAU
finding no misstatement reflected the state of public internal financial control at the Ministry. It is
noteworthy that not a single one of the IAU’s conclusions exceeds one page in length, which,
obviously, is entirely insufficient even for the descriptions of the results of a poor quality audit.36
2. In 2010, the IAU did not do the planned checks, including a comprehensive examination of the
operations of the State Agency of Oil and Gas. The Internal Audit Department cited new methods and
procedures of internal audit/inspection following the passing of the March 26, 2010 law on public
internal audit and inspection to explain its failure to audit the state agency. The passing of the new
law did not interfere in the audits of any of the spending agencies we examined. The Ministry of
Energy does not have a more important subordinate agency than the State Agency of Oil and Gas.
The cancellation of a planned audit of the agency, especially for a reason which is impossible to be
seen as a hindering factor, raises a number of questions.
3. The Internal Audit Unit does not have information about what system the Ministry uses to purchase
fuel; specifically, the IAU is not aware that approximately three years ago, the Ministry of Energy
switched from a fuel voucher system to a strict accounting system.
4. Over the years 2010-2012 energy infrastructure projects of around GEL 660 million had not been
audited, GEL 500 million of which was GoG contribution financed by foreign lenders. The Ministry of
Energy then re-loaned this credit to various companies carrying out the infrastructure projects. The
companies should pay this credit back to the government and the government should then pay back
its lenders. Despite the fact that the Ministry is not making an investment directly and that donors
and the auditors contracted by the implementing companies themselves monitor the
implementation of these projects, the Ministry of Energy’s Internal Audit Department must conduct
an audit of these infrastructure projects, since: 4.1 These projects37 are essential to the country’s
energy security and a large amount of resources are being spent on them, 4.2. If the borrowers fail to
pay back this credit, their payment will be demanded from the government of Georgia. Despite the
fact that the donors themselves carried out their own feasibility studies before the start of the
projects, including an analysis of the projects’ profitability, it is entirely inadmissible that the
Ministry’s IAU failed to familiarize itself with the profitability analysis of these projects as detailed in
the feasibility studies and that it failed to assess: 4.2.1. the business processes of the implementing
36

The internal audit reports of the spending agencies we examined averaged 30 pages in length.
Enguri Hydro Power Plant Rehabilitation project (EBRD), Enguri and Vardnili Hydro Power Plant Rehabilitation project
(EIB, EC), Energy Infrastructure Development (USAID), Black Sea Energy Transmission System project (KfW, EIB, EBRD),
Regional Power Transmission Enhancement project (ADB).
37
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companies 4.2.2. implementation progress 4.2.3 the risks that the repayment of the donor financed
GoG contribution of GEL 500 million could pose.
The IAU’s want of activity, which is an obvious sign of a breakdown of public internal financial control in the
Ministry of Energy, puts the purpose specificity and legality of the MoE spending at an extremely high risk,
since breakdown of the system of PIFC is an insuperable or a non-compensable risk. Impossible to ease,
insuperable (non-compensable) risks need to be eliminated. Insuperable risks cannot be eliminated unless all
the factors that helped produce them are cleared away.

5.8. Tbilisi Mayor’s Office
Of the 13 budget spending agencies we examined, the IAU of the Tbilisi Mayor’s Office was the only IAU that
did not provide us with their internal audit reports. Instead of providing the audit reports, the IAU of the
Tbilisi Mayor’s Office provided us with its 2012 activity report. It is impossible to have a complete picture of
the internal audit process without the audit reports. With the scarce information in the annual activity report,
we can assess individual elements of the public internal financial control system in Tbilisi government in
Tables 2-5 below rather than the system as a whole (Table 1).
The main problem of the public internal financial control system in Tbilisi government is that in 2012, the
internal audit covered38 less39 than 3% of the Tbilisi government budget, when this indicator is significantly
higher in all the other spending agencies, except for the Ministry of Energy, where, as we noted, we failed to
find any trace of the existence of an internal audit. The audit, including the internal audit, is preceded by
sampling. Needless to say, auditing an allocation in full is an absolutely unprofessional and unwise approach,
but if the ratio of the total allocations being audited to the entire budget of an agency falls below a certain
threshold, internal audit will not be able to help the agency accomplish its objectives through bringing a
systematic, disciplined approach to evaluate and improve the effectiveness of risk management, control, and
governance processes, which per the Institute of Internal Auditors is the aim of an internal audit. Auditing
less than 3% of the budget is clearly below the acceptable threshold.
In 2011-2013, none of the country’s public agencies were allocated as much resources for the strengthening
of their public internal financial control system as was allocated for the strengthening of the public internal
financial control system of the Tbilisi government over this period. The amount allocated totaled GEL
1,608,700 - GEL 316,00040 specifically for the strengthening of the internal audit system, GEL 792,300 41 for
setting up a consolidated accounting system, and GEL 500,40042 for services to determine the estimated
value of public procurement. The expense of strengthening of the internal audit system does not include the
IAU appropriation.43
The 2010-2012 Tbilisi budget execution reports do not show why the creation of a consolidated accounting
system required GEL 492,300. After spending GEL 492,300 on the setting up of the system, Tbilisi government
continued to set up this system in 2013 and planned to spend an additional GEL 300,000 for the purpose (a
total of GEL 792,300). As the Municipal Service confirmed to us, the creation of the system will not be
completed in 2013. Given that a reasonable time frame for the creation of an accounting system including all

38

In 2011, only three units out of four were audited, but we only received data for 2012 to look at the total allocations
to the auditees and the ratio between the agency’s entire budget and the auditees’ budgets, since the Internal audit and
Monitoring Municipal Service did not exist in 2011, and it was decided during the 2012 audit to also cover the auditees’
2011 activities.
39
Free dinners – Quarters I-IV, Plant Protection Enterprise Ltd – Quarters I-II, compensation program for residents of
dilapidated homes – Quarters I-II, LEPL Emergency and Urgent Situations Management Agency – Quarters I-II
40
In 2012, 16,000 GEL was spent; 300,000 GEL to be spent in 2013.
41
The creation of this model started in 2010. In 2010, GEL 89,200 was spent; GEL 203,100 in 2011; GEL 200,000 in 2012;
and GEL 300,000 to be spent in 2013.
42
In 2012, GEL 100,400 was spent; GEL 400,000 to be spent in 2013.
43
The Municipal Internal Audit and Monitoring Service
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the necessary testing and training of users should not exceed a year, it is hard to explain why the process has
taken more than four years.
We respect the independence of local self-governments, including the Tbilisi government. Therefore, we do
not think the Tbilisi government should not have spent more on strengthening its public internal financial
control system than other local governments. However, the spending on this scale confers on the Tbilisi
government a responsibility to explain in its budget execution reports what goods and services were
procured or what are the outputs and outcomes that helped improve the system.
Although hiring a private company by the Tbilisi government to estimate its public procurement is an
important and necessary initiative that other public agencies could replicate, they (the agencies) must keep in
mind that the related expenditures, as required by Article 13(2) of the law on Public Internal Financial
Control, should not exceed the expected benefit. The Tbilisi government Internal Audit Unit came up with
this initiative after Transparency International Georgia questioned the rationality and legality of certain
tenders advertised by the Tbilisi government in 2012.44
As is noted in the 2012 annual activity report of the Internal Audit Unit, the very first annual audit plan
included the internal audit of the Homeowners Association Support Program, privatization by Tbilisi district
Gamgeobas45, and municipal procurements, as well as inventory checks of Tbilisi government warehouses.
However, the Internal Audit Unit removed these entities/programs from its annual audit plan, citing lack of
resources. Tbilisi government spending on the strengthening of its internal audit and the wider PIFC system,
when its IAU audited less than 3% of Tbilisi spending, does not seem to be a good value for the money.

6. Summary Assessment of the State of the PIFC System
In the five tables below, we give assessment of the system of public internal financial control based on the
thirty-four performance criteria that we put together for this purpose.
In Table 1, we use three of the criteria to give a general assessment of the system of public internal financial
control at the government ministries on a seven point scale, followed by an overall score. The agency scores
are weighted46 against the same score across the board. Apart from this, the total score is not a cumulative
score, i.e. it does not attach equal weights to the individual scores. Table 1 gives assessment of the PIFC
system at all targeted public spenders apart from the Tbilisi government47.
Risks and controls, Scores
6 – Very good (comprehensive)
5 – Good (major risks and controls identified)
4 – Fair (isolated risks and controls)
3 – Unsatisfactory (isolated risks, no controls)
2 – Bad (the PIFC system does not make it possible to identify risks and controls)
1 – Very bad (lack of system of PIFC, it is impossible to identify risks or controls)
X – Impossible to assess

44

Interview with Valerian Gvatua, head of the Municipal Internal Audit and Monitoring Service, Tbilisi government, May
8, 2013.
45
Tbilisi district governments
46
These are across the pool scores. Apart from absolute scoring being methodologically unwarranted, we believe
absolute scores would not give a true picture of IAU performance.
47
As noted above, the Tbilisi government was the only public spender of the assessed thirteen that did not provide us
their 2010-2012 internal audit reports. Instead, the IAU of Tbilisi government gave us their 2012 annual report. It is
impossible to assess the system of PIFC without audit reports. Based on the limited information in the 2012 annual
report, in Tables 2-5 below, we assess a number of areas of PIFC by the Tbilisi government rather than the system in its
entirety.
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Level of IAU proactivity, Scores
6 – Very high (captures all areas of internal audit)
5 – High (captures major areas of internal audit)
4 – Fair (captures some areas of internal audit, focuses on inspections)
3 – Unsatisfactory (isolated assessments, focuses on inspections)
2 - Bad (isolated problems, no internal audits per se, a number of isolated instances of inspection)
1 - Very bad (no problems detected, isolated and irrelevant factual descriptions, no trail of internal audit
/inspection ever done)
X – Impossible to assess
Inventory checks , Scores
6 – Very high (the entire spectrum of inventory checks critically assessed)
5 – High (major areas of inventory checks assessed)
4 – Fair (certain areas of inventory checks assessed)
3 – Unsatisfactory (isolated findings of inventory checks)
2 – Bad (no mention of assessment of inventory checks)
1 – Very bad (the PIFC system does not ensure custody of assets)
X – Impossible to assess
General score, Scores
6 – Very high (the PIFC system is functioning absolutely properly)
5 – High (the PIFC system is functioning well)
4 – Fair (there are occasional faults in the PIFC system)
3 – Unsatisfactory (the PIFC system is weak)
2 – Bad (there are very few signs of the PIFC system)
1 – Very bad (no signs of the PIFC system in place)
X – Impossible to assess
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48

Level of IAU proactivity

Examination of inventory
checks by IAU-s 48

Overall score

Ministry of Finance
Ministry of Foreign Affairs
Ministry of Natural Resources and
the Environment
Ministry
of
Economy
and
Sustainable Development
Ministry of Agriculture
Ministry of Internally Displaced
Persons from the Occupied
Territories, Accommodation, and
Refugees
Ministry of Education and Science
Ministry of Labour, Healthcare
and Social Affairs
Ministry of Sports and Youth Affairs

Risks and controls
identified

Agency

Table 1: General assessment

5
4
4

4
4
4

5
4
4

5
4
4

4

4

4

4

3
3

3.5
3

2
2

3
3

3
3

3
3

2
2

3
3

3

2

2

2.5

Per current legislation IAU-s can be requested to examine inventory checks performed by other organizational units within their agency rather than taking inventory themselves.
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Ministry of Regional Development 2
and Infrastructure

2

1

2

Ministry of Culture and Monument 2
Protection

2

1

2

Ministry of Energy

1

1

1

1

Tbilisi Government

X

X

X

X
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Level of accounting for
financial assets and
liabilities

Status of examination
of inventory checks by
internal audit

Unused assets detected

Shortages
balance
reported

A/R & A/P verified

Verification of inventory
checks by accounting
departments

2012

High49

Examined

Yes

Yes

Yes

No information

Ministry of Foreign 2012
Affairs

2012

2012

High

Examined

No

Yes

Yes

No information

Ministry of Natural
Resources and the
Environment

2012
Inco
mple
te
2012

2012

2012

High

Examined

Yes

No

Yes

No information

2012

2012

High

Examined

No

Yes

Yes

No information

of 2012

2012

2012

High

Unexamined

No

Yes

No

No information

Ministry of
Economy and
Sustainable
Development
Ministry

49

and
offoverages

Financial
liabilities

2012

assets and

and

2012

Ministry of Finance

Fixed
assets
inventories

Latest inventory check
(date):

Table 2. Inventory checks 2010-2013
For definition of scores (High, Fair, Unsatisfactory) for the Level of Accounting for Financial Assets and Liabilities in Column 3, see definition of scores for inventory
checks above.
Agency

Bank and treasury reconciliation of current accounts, letters of credit and other account balances are done on a regular basis against balances in the respective accounts (charts
of accounts).
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Education
and
Science
Ministry
of 2012
Agriculture
Ministry
of 2013
Internally
Displaced Persons
from the Occupied
Territories,
Accommodation,
and Refugees

Ministry of Labour, 2008
Healthcare
and
Social Affairs

High50

Unexamined

No

No

No

No information

2013
Never
2011 Per done
verbal
communi
cation
from IAU
inventory
check
was
a
formal
exercise

Unsatisfactory51

Unexamined

No

Yes

No

Inventory check
to be finalized

2008
only
fixed
assets
and
inexpensi
ve items

Unsatisfactory

Unexamined

Yes

Overage
No
detected
(personal
computers
worth GEL 2.7
million and a
vehicle worth
GEL 100,000

2012

2012

Never
done

50

No information

Bank and treasury reconciliation of current accounts, letters of credit and other account balances are not done on a regular basis against balances in the respective accounts
(charts of accounts).
51
For the most part, bank and treasury reconciliation of current accounts, letters of credit and other account balances are not done against balances in the respective accounts
(charts of accounts).
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Ministry of Sports
and Youth Affairs
Ministry
of
Regional
Development and
Infrastructure
Ministry of Culture
and
Monument
Protection

2012

2012

2012

Unsatisfactory

Unexamined

No

found
off
balance sheet
No
No

2012
Inco
mple
te
2012

2012

2012

Unsatisfactory

Unexamined

No

No

No

No information

2012

Unsatisfactory

Unexamined

No

No

No

No information

Ministry of Energy

2012

2012

No
docume
ntation
of
inventor
y checks
2012

to Unexamined

No

No

No

No information

Tbilisi Government

2012

2012
Fixed
assets

to Unexamined

Impossible to Impossible to Impossible
assess
assess
assess

Not
done

Impossible
assess
Impossible
assess
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No information

to Impossible
assess

to

Table 3. Internal audit reports- 2010-2012

Follows up very Not
Identified
identified,
thoroughly
made up for

52

Highlights inefficient,
unnecessary and ineffectual
controls and losses

Significant

Gives recommendations on
which areas of internal audit to
improve

Ministry of Foreign Not assessed
Affairs

up No

Details audit limitations

Follows
thoroughly

Identifies units/persons
responsible for agreed action

Significant

Timeframe of agreed actions
identified

How significant are problems that
recommendations address

Not assessed

Ministry of Finance

Follows up implementation of
IAU recommendations

Assess sufficiency,
appropriateness and reliability
of audit evidence 52

Agency

Identified

Yes

Yes

Yes

Yes, 2010

Yes

Yes

According to the Methodology of Internal Audit (Government Decree #1014 of July 30, 2010) evidence should be:
a. sufficient for a reasonably well-informed impartial person to agree with the conclusions of an internal auditor;
b. reliable, which pertains to source and method of obtaining evidence as a measure of its reliability and appropriateness. Information provided by third parties is deemed
more credible than information provided by auditees. Evidence is reliable when it is obtained through physical examination, inspection, or observation in documentary
form rather than oral representation of the matters. The degree of reliability of a piece of evidence increases if it is verifiable from multiple sources;
c. appropriate, a measure of appropriateness of evidence is its relationship with what it serves to prove. Audit evidence may be obtained in the documentary form, as a
piece of analytical examination, through physical examination or confessions/admissions of alleged violators.
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Ministry of Natural
Resources and the
Environment

Not assessed

Significant

Ministry of
Economy and
Sustainable
Development
Ministry
Agriculture

Practically not Significant
assessed

Follows
thoroughly

by follow-up
of
IAU
recommenda
tions
up No
Identified

Yes

Yes

Yes

No

No information

No

Not identified

No

No

of Not assessed

More or less No information
significant

No

Not identified

No

Ministry
of Not assessed
Internally Displaced
Persons from the
Occupied
Territories,
Accommodation,
and Refugees

More or less No information
significant

No

Not identified

No

Yes (no details Yes
as to whether
the
recommendat
ions
draw
from
the
professional
needs
of
internal
auditors)
Yes (no details Yes
as to whether
the
recommendat
ions
draw
from
the
professional
needs
of
internal
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Ministry
of Not assessed
Education
and
Science
Ministry of Labour, Not assessed
Healthcare
and
Social Affairs
Ministry of Sports Not assessed
and Youth Affairs

More or less No information
significant

No

Not identified

No

auditors)
Practically no Yes
detail

More or less No information
significant

No

Not identified

No

No

Incomplete

Mostly not Almost
no No
significant
information

Not identified

No

No

Yes

Ministry of Regional Not assessed
Development and
Infrastructure
Ministry of Culture Not assessed
and
Monument
Protection

Not
significant

Follows up

No

Not identified

No

No

No

Mostly
insignificant

No information

No

Not identified

No
informatio
n

No

Yes

Ministry of Energy

Not assessed

No
recommenda
tions

Not assessed

No

Not identified

No
informatio
n

No

No

Tbilisi Government

Impossible to
assess

Impossible to
assess

Impossible to
assess

Impossible to
assess

Impossible to
assess

Impossible
to assess

Impossible to
assess

Impossible to
assess
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Operational risks
(everyday risks)

Gives financial risks (risks
as to effective financial
management and control,
access to credit, exchange
rates, fluctuation in
interest rates, etc.

Provides information on
knowledge management
(effective management and
control of knowledge)

Database of
risks/incidents (for more
on the database see 3.1 of
Ch. ჰ 7.2.3)

Non-sampling risks 54

No

No

No

No

None

Low

Ministry of Foreign No
Affairs
Ministry of Natural
No
Resources and the
Environment

Yes

Yes

Yes

None

Low

Yes

Yes

Yes

None

Low

Ministry of Economy
and Sustainable

Yes

Yes

Some

None

Low

Ministry of Finance

No

53

Controls (automatic, nonautomatic)

Gives strategic risks
(political risks, regulatory
changes, reputational
risks)

Table 4. Risks and controls as detailed in 2010-2012 internal audit reports53
Agency

Strong
nonautomatic
Strong
nonautomatic
Strong
nonautomatic
Strong
nonautomatic

Risks and controls, except non-sampling risks, in the table are set out in the Public Sector Risk Management Manual, Decree #644 of the Minister of Finance of December 31,
2011
54
As (internal) audit does not cover all operations, auditors select highest risk operations at the planning stage. Non-sampling risks occur when a sample is not representatove
enough to reflect the entire population, which may prompt auditors to wrong conclusions or result in picking low rather than high risk operations. Non-sampling risks for their part
may give rise to detection risks, i.e. a chance that any material misstatement, which is not detected or addressed by an IAU, eludes external scrutiny.

28

Development
Ministry of Agriculture

No

General
assessment

General assessment

No

None

Tolerable

Ministry of Internally
Displaced
Persons
from the Occupied
Territories,
Accommodation, and
Refugees
Ministry of Education
and Science
Ministry of Labour,
Healthcare and Social
Affairs
Ministry of Sports and
Youth Affairs
Ministry of Regional
Development
and
Infrastructure
Ministry of Culture and
Monument Protection
Ministry of Energy
Tbilisi Government

No

Yes

Yes

No

None

Tolerable

No

Yes

Yes

No

None

High

No

Yes

Yes

No

None

Tolerable

No

General assessment

No

None

High

No

General
assessment
No

No

No

None

High

No

No

No

No

None

High

No
Impossible
assess

No
to Impossible
assess

No
to Impossible to assess
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No
Impossible
assess

Not
very
strong,
nonautomatic
Weak
nonautomatic

Weak
nonautomatic
Weak
nonautomatic
Weak
nonautomatic
Weak
nonautomatic

Weak
nonautomatic
None
Extremely high Non-existent
to Impossible to Impossible to Impossible to
assess
assess
assess

Yes

Ministry of Foreign Assessed
in Yes
Affairs
detail:
1.
inadmissible
expenditures of
more than GEL
320,000
detected, liability
apportioned 2.
more than GEL
170,000
of
undocumented
expenditures
detected

Yes

Rather
detailed
Rather
detailed

55

For rationality vs purpose-specificity of spending see Recommendation 4.8 above.
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Recommendations, level
of detail

Irregularities
Noncompliance with
law), level of detail

Yes

Shortcomings in
accounting and finance
reported

Noncompliance with
law assessed

No

Liability for violations

Purpose-specificity of
spending assessed

Ministry of Finance

Purpose-specificity of
use of fixed assets, other
items of value and
inventories assessed

Agency

Rationality of spending
assessed 55

Table 5. Advisability, purpose-specificity and legality of spending as detailed in 2010-2012 internal audit reports of the targeted institutions

No

Apportioned

Yes

Detailed

No

Apportioned

Yes

Detailed

Ministry of Natural
Resources and the
Environment

Yes

Yes

Assessed
detail

in Rather
detailed

No

Apportioned

Yes

Detailed

Ministry of
Economy and
Sustainable
Development

Yes

Yes

Assessed
detail

in Rather
detailed

No

Apportioned

Yes

Detailed

No

Not
apportioned

Yes

Not detailed

Ministry
Agriculture

of Assessed
degree

Ministry
of No
Internally
Displaced Persons
from the Occupied
Territories,
Accommodation,
and Refugees
Ministry
of No
Education
and
Science
Ministry of Labour, No
Healthcare
and

to

a Assessed to a In
advance General
degree
payments and assessment
procurement

No
information

No

General
assessment

No

Not
apportioned

Yes

Not detailed

No
information

No

Not
assessed

No

Not
apportioned

Yes

Detailed56

No
information

No

Not
assessed

No

Not
apportioned

Yes

Not detailed

56

The problem with internal audit at the MoESc was that the IAU was not looking at key education and science programs, which helped increase non-sampling risks in the
system, rather than the level of detail in the recommedations. After the 2012 parliamentary elections, however, the IAU planned to examine The Agency for Development of
Education and Science Infrastructure, one of the key MoESc institutions.
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Social Affairs
Ministry of Sports No
and Youth Affairs
Ministry
of No
Regional
Development and
Infrastructure
Ministry of Culture No
and
Monument
Protection
Ministry of Energy No

Tbilisi Government

Impossible
assess

No
information

No

Not
assessed

No

Not
apportioned

No

No

No

Not
assessed

No

Not
apportioned

No

No

No

Not
assessed

No

Not
apportioned

No

No

No

Not
assessed

No

Not
apportioned

No

Impossible
to assess

Impossible
assess

to Impossible to Impossible
assess
assess

to Impossible
to assess
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to Impossible
assess

Failure
address
problems
Failure
address
problems

to

to

Failure
to
address
problems
No
recommendation
s
to Impossible
to
assess

7. Problems
7.1. Inventory Checks: Custody of Assets
One of the major responsibilities of internal audit is putting in place a system that ensures custody of
assets. Custody of assets requires comprehensive inventory checks, which, for their part, ensure control
over the use of both non-financial and financial assets. Internal Audit Units (IAU-s) at government agencies
have responsibility for evaluation of inventory checks rather than doing the checks. The IAU-s, however, can
do the evaluation if they are asked by the head of the agency to do so. Therefore, custody of assets, which
is exercised through inventory checks as well as a number of other means, is part of a wider public internal
financial control rather than only internal audit.
Our research showed that the majority of the government agencies that we studied are not performing
inventory checks per prescribed rules and procedures57 while a significant number of these agencies take a
very negligent attitude to taking inventory of non-financial and financial assets. To make things worse,
there were severe delays in response by law-enforcement bodies to cases of misappropriation referred to
them by IAU-s of a number of government agencies.
Our research highlighted numerous problems with inventory checks at the twelve government ministries
and the Tbilisi government. However, below we detail relatively higher risks with taking inventory and
related legislative gaps that undermine the custody of assets and accountability as well as transparency
across the system. We, therefore, believe that delaying response to the problems comes at a very high price
to the country’s development. Delaying the response means not only very real cases of abuse of public
funds, some of which are detailed in the report, but cultivating a systemic culture of indifference and
negligence towards government assets. We came across a great many unambiguous manifestations of this
systemic culture of disregard and negligence.
Problem 1: Finalizing inventory checks. Inventory commissions try to avoid responsibility for
completed inventory checks as well as finalizing inventory checks.
Associated risks: 1. inventory checks were not done as they should have been 2. abuse of assets,
which prompts the reluctance of the inventory commissions to put their signatures to the
documentation (pre and post check status, etc.) of completed inventory checks as well as finalizing
inventory checks.
Problem 2: Shortages and Overages. 1. Georgian public spenders do not exhaust all possible means
to reclaim assets before writing these off or figure out who is responsible for their impairment. 2.
Although some of the government agencies we targeted, including the Ministry of Labour, Health
and Social Affairs, sent misappropriation case files (shortages) to the Prosecutor’s Office, the latter
has not responded to these. Shortages are the responsibility of officials charged with custody of
assets, and integrity of inventory counts if these (shortages) are caused by their negligence. 3. Offbalance overages are as grave a breach of trust as shortages. The Internal Audit Unit of the Ministry
of Labour, Healthcare and Social Affairs, for instance, found an off balance sheet overage of
personal computers worth GEL 2.7 million and a vehicle worth GEL 100,000. By ensuring the
integrity of physical count, proper inventory checks help anticipate fixed assets/inventories going
missing. However, if balance sheet items do go missing, spending agencies need to do their best to
recover the items before writing them off. To make sure that writing balance sheet items off is
always a last resort measure, the public sector needs more detailed and clear regulation. Inventory
checks need to be designed to help detect off-balance sheet items, in which case, those responsible
for inventory checks need to find out who off balance sheet items were received from, the date of
57

Decree № 605 of July 23, 3010 of the Minister of Finance, Decree № 511 of July 28, 2004 of the Minister of Finance
amended by Decree № 622 of the Minister of Finance of December 20, 2011.
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receipt, any improvement these items underwent, and how the cost of the improvements were
recorded, etc. Items need to be clearly labeled and findings detailed in the inventory
documentation. Off balance sheet manipulations in the Georgian public sector pose a serious risk to
the integrity of inventory checks.
Associated risks: It is impossible to anticipate misuse of assets unless there is a system whereby
inventory discrepancies are properly reported. Off balance sheet overages, for instance, mean that
public procurement either did not reflect the real needs of the procuring entity or failed to comply
with applicable regulations. This lack of reporting mechanisms is thus conducive to misuse of assets.
Problem 3: Evaluation of inventory checks by IAU-s. The public spenders that we studied are not
doing proper evaluations of inventory checks. Although, as has been noted, inventory checks are
not IAU-s’ responsibility, IAU-s can be given responsibility for evaluation of inventory checks
performed by others within the organization. Of particular importance is IAU-s’ role in evaluating
recommendations by inventory task forces on how to best record assets and liabilities.
Associated risks: Poor custody of assets.
Problem 4: Inventory Checks, Ministry for Regional Development and Infrastructure. The
Inventory Commission failed to do what it was expected to do: they did not check the status of
projects that had been put on hold (failed to find out why they had been put on hold, track the
project equipment that was sent to be installed but was not installed). The inventory check records
do not give such details as names of the projects that had been put on hold or what portion of
works had been completed (breakdown by labour, equipment, etc.).
Associated risks: Lower quality of completed works.
Problem 5: Impaired/unused assets and defective inventories. Both impaired/unused assets and
defective inventories should be recorded separately in inventory documentation to ensure that
those who own them know what is wrong with their assets. As impaired and unused assets clearly
differ from normal assets and inventories, the former cannot be described along the standard lines
as their normal counterparts. Therefore, impaired and unused fixed assets need to be recorded
separately.
Separate recording of impaired/unused assets and defective inventories will make it possible to
estimate 1. their net realisable value 2. how likely it is for these items to be sold at their realisable
value 3. their limited/different use or costs associated with the limited/different use.
The question is, if we as individuals try to put our used personal assets to a new or limited use or
sell them at their net realisable value, why should government agencies be throwing their used
assets away when these can be put to a new or limited use? Government agencies rarely try to sell
these assets at their net realisable value.
Our research showed that:


Impaired/unused fixed assets and defective inventories are very rarely sold at net realisable
value by government agencies;



Unused fixed assets are a drag on the government’s books: public spenders have assets
worth tens of millions of GEL that they are unable either to use or sell at net realisable
value, while state enterprises have toxic assets that they are unable either to use or sell at
net realisable value, but have to pay property tax on them. We believe these assets should
either be realized or put to the limited use that they allow.
34



Inventory documentation do not normally give details of what/who caused an impairment.

Associated risks: Repeated failures to find out what caused impairment of assets/inventories
undermine custody of assets and thus contribute to impunity in the public sector.
Problem 6: Inventory of Financial Assets and Liabilities. There are more unanswered questions
about inventorying financial assets and liabilities than fixed assets and inventories. No government
in Georgia has ever known what their accounts receivable or accounts payable are. This is the case
because public spenders do not watch either their A/R or A/P and their inventory checks are far
from comprehensive.
The Government of Georgia will never be able to ascertain what its A/R or A/P is unless its spenders
watch their A/R or A/P. No public finance reform effort to date has placed enough emphasis on
institutionalizing monitoring of A/R & A/P.
Neither the government nor any public spender is able to tell the difference between monitoring
and inventorying their A/R & A/P. A/R & A/P should be monitored through an electronic system,
which gives such detail as:
Name and address of debtors and creditors; identification number (if they have one); money owed;
dates; how the A/R & A/P accumulated over a given period of time; outstanding works; deadlines; a
short assessment of how probable it is for debtors/creditors to meet their deadlines based on the
progress made; any rescheduling; the effect of rescheduling/failure to complete to schedule;
sanctions for any damage attributable to rescheduling/failure to complete to schedule;
documentation verifying payment of A/R & A/P and related sanctions.
Knowing that the Georgian government succeeded in setting up an effective public procurement
system, we believe the government can create an electronic system to monitor their assets and
liabilities. This is the system that both the government and Georgian businesses need. The
government cannot dispense with the system if it is to exercise effective monitoring of its assets
and liabilities.
Although inventory checks are to be conducted on an annual basis, except when otherwise
regulated by an applicable act of the Minster of Finance, quite often, regularity requirements of
inventory checks are not respected by public spenders, which is another serious problem.
Particularly problematic is inventorying financial assets and liabilities and verifying A/R & A/P, which
are either not done on a regular basis and in full, or not done at all.
Apart from this, recommended times are completely ignored for inventorying raw materials (to be
done at least biannually), financial claims and liabilities (to be done at least biannually), cash and
cash equivalents (to be done at least quarterly), fuel (to be done on a monthly basis). Needless to
say, no public spender in 2010-2012 took either selective or comprehensive inventory of its
financial assets and liabilities.
Associated risks: Misappropriation of assets, writing assets off to expenses before writing off is
warranted by circumstances, i.e., liability is apportioned etc., which undermines proper custody of
assets.
Problem 7: Depreciation. 1. Fixed assets are depreciated over a certain period of time even when
they suffer no wear and tear or do not become wholly or partially obsolete. 2. The public spenders

35

that own specific fixed assets have never taken the initiative to come up with different depreciation
norms/coefficients. Relaxing depreciation norms/coefficients makes it possible to save money58.
Associated risks: When assets are depreciated over a certain period of time even when they suffer
no wear and tear or do not become wholly or partially obsolete, or when public spenders never
relax depreciation norms/coefficients, even though they are allowed to, as is the case in Georgia, it
is impossible to economize the country’s scarce fiscal resources.
Problem 8: Measurements. Although measurement forms (templates) are the most important
accounting registry forms, Georgia has no such forms. Inventory documentation of the Ministry of
Regional Development and Infrastructure, for instance, is not supported by measurement forms,
which is the worst possible shortcoming one can think of.
Associated risks: Inaccurate inventory numbers on books and misappropriation of differences.
Problem 9: Physical count of fixed assets/inventories. 1. Physical inspection and count of fixed
assets/inventories is often cursory and never done for certain fixed assets and inventories 2.
records of inventory checks do not give detail of characteristic signs (type, quality, size, serial
number, etc.).
Associated risks: 1. If records of inventory checks are incomplete, there is a risk that fixed assets
and inventories are replaced with cheaper counterparts to misappropriate the difference. 2. If fixed
assets and inventories go unrecorded they can be misappropriated in their entirety.
Problem 10: Unexpected audits. The public spenders that we targeted have no use of unexpected
audits of cash and cash equivalents.
Associated risks: Higher probability of embezzlement, parties entering sham contracts59.
Problem 11: Procedural Infringements. We found that inventory commissions fail to:


request signatures of those who are charged with custody of assets to ensure that all
related documentation is filed with the accounting department, all incoming/ outgoing
assets are added to income and liabilities respectively, including signatures of agents who
were issued funds to make purchase of goods or services;



verify inventory balances through measurements in the presence of those who are charged
with custody of assets, which is of particular importance in the Ministry of Regional
Development and Infrastructure;



seal storage facilities for fixed assets/inventories.

Associated risks: Inaccurate inventory checks, fixed assets/inventories going missing.
Problem 12: Valuation. Accuracy and completeness of valuation judgments best reflects the degree
of a government’s care for its assets. Custody of assets goes beyond ensuring physical integrity of
assets and into issues of substantive improvement of assets, use of assets, revaluation gains,
(unforeseen) obsolescence of assets, exhaustion, deterioration, accidental damage, and

58

As depreciation is hard to standardize, public spenders as well as private companies are allowed to introduce their
own depreciation norms/coefficients across the world, which is allowed by Decree #439 of the Minister of Finance of
Georgia of December 31, 2002 Article 1 (3).
59
Parties enter a sham contract when they deliberately mislead in order to gain an unfair advantage.
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technological developments making assets obsolete. All of these developments require observation
as well as recording. Georgian public spenders do almost none of these valuations.
None of the public spenders question holding vs owning or leasing assets. When we leave our
country to live elsewhere for more than a year where we have no plans to stay beyond that period,
we might ask ourselves whether we should buy a property or rent it, compare property prices with
rent, at what price the property will sell after we have no use for it and act accordingly. This is a
rational individual behavior that has thriftiness at its core. Australia, the United Kingdom, and New
Zealand offer best practices that have sparing use of fiscal resource at their core. These best
practices need to be examined so that the Georgian government starts to act in accordance with
rather than pay lip service to the idea of budget rationality.
This seemingly tedious list of problems and risks needs to be examined by public spenders and the
GoG so that they can avoid hundreds of millions of lari in losses. Our examination of the problems
makes it clear that public spenders either completely ignore or fail to uphold most of the regulatory
requirements as detailed in MoF Decree # 605 of July 23, 2010 on Inventory Checks and MoF
Decree # 1321 of December 28, 2007 on Accounting in the Public Sector.
Associated risks: Lack of valuation judgment results in very real losses that can be averted.

7.2. Risks and Controls
Risks and controls and alleviation of risks are critical to any internal audit and efficient as well as effective
public finance management. Controls are identified by the management of an organization to help
organizational units as well as the organization on the whole to achieve their objectives. Controls are most
effective when they set off in response to the very first appearance of risks.
Our research into the public internal financial control came across numerous problems as well as neglected
risk factors, which we describe below in detail:

7.2.1. Risks and Controls: Problems
1. Lack of detail in the budget programs: Programs of public spenders are couched in general terms, giving
no detail of how they can deliver on what they promise or measure outputs and outcomes. GoG spenders
are bound to fail to identify risks unless they include these details or receive feedback on the risks from
internal audit units. Therefore, effectiveness of internal audit is a function of the clarity of how the public
spender is going to achieve what they intend to achieve.
2. Identifying controls: Even the most able GoG spenders find it difficult to put automatic controls in place.
We were unable to trace any automatic controls in any of the GoG spending institutions we targeted.
Controls are used to mitigate risks60. Profligate use of fuel, for instance, is a risk which requires adequate
controls to be mitigated. This could include periodic checks to compare odometer readings with fuel limits,
which could be an effective control. However, a meaningful control of business trip fuel costs would also
factor the fuel costs in a destination area into the fuel limit formula rather than only the distance between
point of departure and destination.
Risks and controls are the responsibility of auditees and organizational units of a public spender, while IAU-s
test the risks and controls, which, in effect, is the assessment of the risks and controls. If auditees are
unable to identify risks and controls, IAU-s should assist them in doing so. The Law on Public Internal
Financial Control gives ten major controls including segregation of duties. There are many other controls to
mitigate risks that belong in an internal audit manual rather than PIFC law. However, no internal audit
manual has as yet been created. Until the manual is put together, IAU-s need to learn how to identify
60

Per Article 13 (1) of the PIFC Law controls are identified to mitigate risks to an acceptable level, to enable a public
spender to achieve their goals and objectives.
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controls that can mitigate the risks they face. Although the PIFC law61 requires that controls should be
detailed in the related instructions and procedures, internal audit methodology does not give examples of
risk-based controls.
3. Searching internal processes for risks. Risk management requires:
3.1. Setting up a Risk Register: A risk register is a risk management tool, which is an indispensable central
repository for all risks identified by an organisation giving risk probability, impact, counter-measures, risk
owner etc. for each risk. No IAU we targeted keeps track of their risks. While PIFC law should mandate
setting up a pre-defined risk register, the internal audit methodology needs to give all the related detail.
A serious obstacle to creating the risk register, however, is problems with incomplete inventory checks,
as well as the many other problems detailed throughout the report.
3.2. Setting Risk Levels: Neither Georgian62 nor international internal audit standards guarantee that all
risks can be identified in advance. Risk management is any activity that identifies risks and takes action
to remove, reduce, or control negative results. The Public Sector Risk Management Manual63 refers to
the level of risk that an organization is prepared to accept, before action is deemed necessary to reduce
it, as a risk appetite. None of the targeted institutions identifies acceptable levels of risk or distributes
questionnaires to identify risks64.
4. Introducing Risk Assessment Procedures: None of the targeted IAU-s’ audit plans, apart from the IAU of
the Ministry of Finance, give any risk assessment procedures in violation of what is required by internal
audit standards. Internal audit standards require the Head of the IAU to develop annual risk-based and
strategic plans to identify the IAU’s priorities based on the agency’s objectives65. Pre-defined risk
assessment procedures save public spenders’ precious resources.
5. Coordination between Organizational Units: Lack of coordination between organizational units of an
agency gives rise to risks of overlapping responsibilities, which is a drain on an agency’s resources. The
head of the IAU of the Ministry of Labour, Health and Social Affairs noted in a semi-structured interview
with us66, given the poor coordination between the Ministry’s departments, that the latter see about
25% of the risks they would be able to see if coordination were to improve.
6. Switching from Manual to Digital Accounting and Delineating Access to Information: Manual
accounting is a very serious risk. The Ministry of the Environment and Natural Resources, for instance,
does not use accounting software, while access to accounting information is not delineated.
7. Failure to Meet Contractual Obligations: Contractors of government agencies fail to make good on their
contractual obligations, which is a totally neglected risk factor in the public sector. Maximizing the value
for money requires not only fines for failure to make good on one’s contractual obligations, but
contractors putting up a deposit for defect liabilities, which is a very effective enforcement tool. While
public spenders request bank guarantees67, they do not request suppliers to put up a deposit for defect
liabilities: we were unable to find deposit for defect liabilities clauses or those governing terms and
conditions of payments in installments in contracts of the Tbilisi government and quite a number of
other government agencies with their suppliers. Deposit for defect liabilities is normally between 5% and
10% of the contract value. Contractors are paid in installments: they receive the first installment as soon
as the works are completed provided no flaws are found, while the rest is paid if defects do not appear
within a period of time given in the contract.
At the core of internal audit is value for money. No internal audit can dispense with periodic examination
of contractual obligations if it is to help maximize the value for money. We estimated that failure to
61

Article 13 (1)
Internal audit standards, the GoG Decree #1015 of July 30, 2010, amended by the GoG Decree #1847 of September
14, 2011, Article 7.
63
Public Sector Risk Management Manual, Decree #644 of the Minister of Finance of December 31, 2011.
64
Internal audit questionnaire, internal control questionnaire, control environment questionnaire, fraud
questionnaire, and IT questionnaire as detailed in PIFC legislation.
65
Internal Audit Standards, GoG decree #1015 of July 30, 2010, revised September 14, 2011 (#1847) , Article 15
66
April 22, 2013
67
Bank guarantees are discussed in detail below.
62
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monitor public spenders’ contractual obligations results in tens of millions of GEL in losses, e.g. the
Ministry of Regional Development and Infrastructure and Municipal Fund contracts -- except consultation
contracts, which do not normally require deposits -- almost always include a defect liabilities clause
setting deposits within 5-10% of the contract value68. The Ministry of Regional Development and
Infrastructure fails to check completed works for quality throughout the guarantee period, e.g. the
Ministry’s monitoring commission failed to note the defects with Zugdidi-Mestia concrete highway, laid
down by Enguri 2006, which left the Ministry with no legal recourse after the guarantee period was over.
Although we did not study all the contracts with all the suppliers of all the thirteen targeted institutions,
we found that a defect liabilities clause is largely absent from the contracts of quite a number of the
targeted institutions, including Tbilisi government contracts – which make up a very significant portion of
the country’s public procurement. We believe the government should add a defect liabilities clause to the
public procurement law, while the Public Procurement Agency should detail defect liabilities in the
secondary legislation both when works are completed and throughout a certain minimum period
following the completion, as well as payments of defect deposits to contractors.
Monitoring of contractual obligations requires monitoring of progress of works, which is neither
regulated nor institutionalized in the Georgian public sector.
8. Bank Guarantees69. Appropriate bank guarantees, rather than one size fits all bank guarantees, are
very important considering that even well-written contracts may not be enough to offset risks of
suppliers failing to meet their obligations. A major type of bank guarantee that targeted government
agencies use is payment guarantees to secure payments by suppliers 70. We were unable to find any
targeted agency use performance guarantees71 such as guarantee for warranty obligations72, quality
assurance or any other kind of performance guarantees such as advance payment guarantees73 or bid
bonds (tender guarantees)74. Guarantee for warranty obligations is crucial to getting vendors to agree to
defect liabilities (for greater detail see Para 7 above).
9. Rationality in Public Procurement. IAU-s have made a number of criminal referrals related to public
procurement to law enforcement bodies. Neither Georgian legislation nor international standards on
audit require IAU-s to perform proactive monitoring of public procurement, even though IAU-s must put
in place controls to ensure that public funds are put to the best possible use.
On September 4, 2012 the Ministry of the Environment and Natural Resources signed a simplified
procurement contract worth GEL 144,096 with Party House Ltd for dinner party catering for a three-day
environmental conference, which along with unreasonable unit prices, included a DJ Tamtam and
saxophone performance. On October 20, 2013 the Ministry of Economics and Sustainable Development
signed a simplified procurement contract worth GEL 20,886 with Georgian Hotel Management Ltd
(Radisson Blue Iveria) for lunch/coffee break catering for a single event.
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The Municipal Fund does have a manual on defect liabilities, while the Ministry has related instructions for roads,
but there are no defect liability regulations for other consrtuction projects, e.g. rehabilitation of residential quarters.
69
An irrevocable obligation of the bank to pay a specified amount of money if the party for which the bank is giving
the guarantee does not fulfil its contractual obligations.
70
Used to guarantee the seller that the buyer will fulfill its payment obligations as stated in the contract.
71
Used to strengthen the contractual relationship between a buyer and a seller- it guarantees compensation of an
agreed-upon amount in case the delivery terms or other contractual obligations of the seller are not fulfilled as agreed
upon in the contract.
72
To secure any claims by the buyer on the seller due to possible defects appearing after delivery.
73
Used when the contract provides for advance payment to be made to the seller, and it guarantees that the advance
payment will be returned to the buyer if the seller does not fulfil its obligations on delivery of goods or services.
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To secure any claims by the party inviting the tender on the tenderer in the event of withdrawal of the bid before its
expiry date or if the bid is modified unilaterally – or if the tenderer, upon being awarded the contract, refuses to sign
the contract or provide further guarantees on request.
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Although the IAU-s of the Ministry of the Environment and Natural Resources and the Ministry of
Economics and Sustainable Development were quite effective, they should have put in place controls
that would have anticipated these abuses of public funds.
Who should be responsible for preventing abuse of public funds? Integrity in public procurement is a
function of the strength of a procurer’s internal controls rather than the responsibility of a public
procurement authority. No public procurement authority can screen requests for quotations for the
services that constitute misuse of public funds as RfQ-s do not give unit prices, while with simplified
procurement there are no RfQ-s.
The State Procurement Agency, needless to say, would not have been able to discover this extravagance
because the procurement of the catering services was simplified and even if it had not been and the
agency had discovered it, it would not have been able to block it. The extravagance is not against the
law.

7.3. The Control Environment
The control environment means the overall attitude, awareness and actions of directors and management
regarding the internal control system and its importance in the entity75. The control environment is an
integral part of PIFC. Therefore the two need to be assessed as a whole.
The control environment is the management’s responsibility. It sets the tone for almost everything in the
organization -- staff perception of their duties and responsibilities, discipline, structure, morale, integrity,
ethical values, world outlook, management philosophy and operating style, the manner in which
management assigns authority and responsibilities and the resulting segregation of duties, staff behaviour,
their treatment of their subordinates and superiors, how their ethical values and world outlook translate
into their behaviour: are they independent, principled, obsequious, or profiteering? What is the impact of
their behaviour on the organization’s objectives and how are their professional and academic qualifications
put to work? Although a well-functioning system of financial management and control and internal audit
are crucial to the effectiveness of the control environment, most of the internal audit units have completely
ignored the control environment.
Any auditor should obtain an understanding of the control environment sufficient to assess directors’ and
management’s attitudes. The control environment is crucially important to checks and balances as well as
management of inherent and control risks, which are the risks that the financial statements are materially
misstated prior to audit76.
The control environment is part and parcel of a sound system of public internal financial control and helps
the organization achieve its objectives. Most GoG ministers, Aleksandre Abashidze, Head of the IAU of the
Ministry of Education and Science, told us in an in-depth interview77, have regal powers when no one
questions their orders, when orders are not thought through, or there are no set of rules/regulations to
follow when employees are doing what they are ordered to do. If this is the case, a minister’s instructions
are very likely to be carried out to the letter. This is where response by internal audit is very important. The
response, however, depends on the control environment, which has to empower the internal audit unit or
any of the minister’s subordinates to tell the minister there are no set of rules to follow to carry out his/her
instructions or that the instructions need to be thought through. In the absence of the right control
environment and institutional culture the latter helps put in place, it is very unlikely that people will speak
up to question the rationale for carrying out the minister’s verbal instructions.
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International Standard on Auditing 400

At the assertion level.
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18 February 2013. Head of the Administration of the President of Georgia since November 2013.
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Although we examined the control environment in all thirteen targeted institutions, our examination was
but a cursory observation of the related processes as our focus was on wider public internal financial
control rather than the control environment. Evaluation of the control environment, we believe, requires a
dedicated study. Even so, the cursory observation of the control environment gave us some idea of the
control processes. The control environment at the Ministry of Foreign Affairs and the Ministry of Economy
and Sustainable Development, for instance, is such that it makes unquestioning implementation of the
ministers’ orders unlikely. After the parliamentary elections of 2012, the control environment has clearly
improved at the Ministry of Education and Science and the Ministry of Labour, Health and Social Affairs78.
Segregation of duties is central to the control environment, which is one of the most serious problems in
Georgian public sector entities, where a single person is often responsible for both custody of assets and
the recording function (posting accounting entries; initiation and authorisation of transactions), which
significantly increases the risk of fraud79. We found that the segregation of duties is completely inadequate
across all of the thirteen institutions we targeted, including the ones that we believe are the best.
Thus authorization, custody of assets and book-keeping should never be done by the same individual. The
chief accountant posting accounting entries and authorising disbursements, for instance, is a good example
of a significant control deficiency due to improper segregation of duties. Another example is a payables
clerk approving vendor invoices and authorising payments (the risk here is that payments will be made to
fictitious suppliers for goods/services not provided).
Having examined the segregation of duties (SoD) across the thirteen institutions we targeted, we offer an
SoD scheme, which can help significantly decrease the risk of fraud engendered by the inadequate
segregation80.

7.4. Legislation
The law on Public Internal Financial Control adopted in December 201181 was a step forward even though it
did not help put a system of internal financial control in place. However, what stands in the way is not only
the PIFC law but the secondary legislation as well -- Code of Ethics of Internal Auditors82, Guide for Internal
Auditors83, Internal Audit Methodology84, Standards of Internal Audit85, Public Sector Risk Management
Manual.86
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Our research covered 2010-2012.
Both authorizing and making bank transfers, for example.
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The general premise of the SoD principle is to prevent one person from having both access to assets and
responsibility for maintaining the accountability for those assets. A common mitigation strategy is to segregate duties
among unrelated individuals so that SoD principles, as stated above, are not violated.
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 Admin officer prepares the cheques;
 Program officer authorises cheques for payment (Authorisation). Head of Accounting/Administrative Department could also
provide secondary authorisation for transfers higher than an established threshold;
 Finance officer makes the bank transfer (custody of assets) and posts the accounting entry and clearly marks the supporting
docs as “paid” so as to avoid double payments in the future;
 Admin officer, who, we believe, should be a completely independent party, should perform bank reconciliations on a regular
basis;
 Head of Accounting/Administrative Department reviews and approves bank reconciliations.
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The Law on Public Internal Audit and Inspection adopted in March 2010 was totally inadequate to help public
spenders set up the system of internal financial control.
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Code of Ethics of Internal Audit, GoG decree #1016 of July 30, 2010, revised September 14, 2011 (#1836)
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Guide for Internal Auditors, GoG decree #1013 of July 30, 2010
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Internal Audit Methodology, GoG decree #1014 of July 30, 2010
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Internal Audit Standards, GoG decree #1015 of July 30, 2010, revised September 14, 2011 (#1847)
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Public Sector Risk Management Manual, Decree #644 of the Minister of Finance of December 31, 2011
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The public internal financial control legislation should87:
7.4.1 detail the IAU responsibility for integrity of inventory checks. The state of inventory checks in the
public sector, described in detail in the present report, gives cause for serious apprehension. While the IAUs cannot be held responsible for inventorying, their responsibility for integrity of inventory checks and
related evaluations should be unambiguously articulated in the legislation. According to the internal audit
methodology, management may ask the IAU to take inventory, which is not enough.
7.4.2 detail IAU-s’ responsibility for maximizing the value for money88, which is a major responsibility of
internal audit.
7.4.3. give definition of efficiency, one of the three ‘e’-s of performance audit that is in accord with the
term as used in the best international practice, i.e., making the most of the fewest possible rather than
available resources. The main question is whether the fewest possible resources have been put to optimal
or satisfactory use. Apart from the definition, we believe internal audit standards should give examples of
making the most of the fewest possible rather than available resources.
7.4.4. detail responsibility of IAU-s and the organization’s other organizational units to identify risks and
related controls, and detail IAU-s’ responsibility to assess the risks and controls. Internal audit methodology
should detail procedures and directions required for the purpose.
7.4.5. define materiality. Information is material if its omission or misstatement could influence economic
decisions by users. Materiality relates to the significance of an amount, transaction, or discrepancy and
gives a cut-off point below which identified misstatements are considered immaterial. The determination of
what is material is a matter of professional judgment. Materiality in the public sector can be quantified as a
percentage range of total receipts, total assets, etc., e.g., if a public spender’s total expenditures is GEL 1
million and materiality is quantified as 1% of the total expenditures, this means that transactions below GEL
10,000 are not audited, which helps save auditors’ time. Needless to say, more often than not it is not
possible or necessary to check all classes of transactions and account balances. While the law cannot set a
threshold below which a misstatement will not be considered a violation, the law should give a cut-off point
below which internal/supreme/tax auditors will not be held responsible for misstatements. If we recognize
that it is not possible or necessary to check all classes of transactions and account balances, we should also
recognize that it is important to set the cut-off point below which supreme auditors will not be held
responsible for misstatements.
7.4.6. explain when the auditor should consider audit risk at the individual account balance, class of
transactions, or disclosure level89.
7.4.7. detail examples of qualitative materiality considerations (there are both quantitative and qualitative
materiality considerations).
7.4.8. give definitions of planning materiality and final materiality (materiality is considered at both the
planning and concluding stages of the audit), and tolerable misstatements.

Gaps in the public internal financial control legislation are discussed throughout the report -- it was
impossible to examine the gaps in isolation from PIFC practice as many of these gaps are responsible for the
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Both the PIFC Law and secondary legislation
Value for money
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There is an inverse relationship between audit risk and materiality considerations- the higher the risk the lower the
materiality threshold.
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weaknesses in the PIFC system. However, we were not able to look at all the gaps in the legislation as this
requires a dedicated study90.
We believe the Georgian government needs to act on the findings and recommendations presented in this
report. Therefore, we urge the government to engage with us in a constructive discussion of the findings
and recommendations presented in the report, which, we believe, can help move the system of public
internal financial control forward.
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Although legal entities of public law are required to have their annual balance sheet audited by an independent
auditor appointed by the government entity that they are accountable to (Law on Legal Entities of Public Law Article,
14,2), LEPL balance sheets are not subjected to independent audit.
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