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INTRODUCTION
Ladies and Gentlemen,
Dear Colleagues,

On behalf of DG Budget | would first of all like thank the Ministry of Finance
of Croatia and SIGMA for the initiative to organiti@s regional conference on
Public Internal Financial Control here in ZagrelbisTconference provides for an
important opportunity to bring together the Centfarmonisation Units from the
candidate countries and potential candidates ssulisis various aspects of PIFC.

During this conference we will discuss the experéan you have had in
introducing and implementing PIFC. We will also ba chance to hear about the
experiences of some of our EU Member States. Wk alsb exchange views
about the established good practices and discasstiious lessons learnt over the
years. And of course, we should not forget that ttonference provides for an
excellent opportunity to network among your colleas)

The topic of my today's presentation R$FC: an integrated approach The
viewpoints | am presenting here are based on thepean Commission's
experience in coaching on PIFC during the past tf2erears.

The key points that | would like to bring across #re following Elide 1):

* PIFC is a well-known formulaPIFC = FMC + IA + CHU, and it is a re-
engineering tool to move from a traditional contemlvironment to a modern
internal control environment.

» But to consider PIFC only as a technical fix, andtalone reform under
Chapter 32 accession negotiations, is a very linweew on PIFC. And
unfortunately this is still a rather common misogpion in some of the
countries we are coaching.

* Rather, PIFC is an integral part of Public Finahanagement and Public
Administration Reforms. PIFC reform affects theseatiel reforms but also
depends on them. Fundamentally, PIFC reform aimséie an important
contribution for improvement of good governance.

» Based on our experience, if PIFC reform is perakmely as a technical fix, it
will remain an artificial 'ticking the box' exereisThe PIFC reform will not be
sustainable unless certain key conditions areanepl

PIFC IS A RE-ENGINEERING TOOL (SLIDE 2)

PIFC is an integrated and operational model deeslopy the European

Commission for over past 12 years for re-engingenmernal control systems in
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the public sector in line with international stardka It is an accession
requirement.

PIFC only applies to national funds. However, balagy the same principles of
sound financial management apply also to the manageof EU funds, although
there are specific and more detailed rules fombheagement of EU funds.

PIFC isa model to move away from the traditionadpection-based control
environment, where the focus is primarily detection of occurred errorsin the
set of underlying transactions, to a modern integwatrol system, where the
managerial focus is ormprevention of possible future errors, fraud and
corruption as well as3 Es (value for money)

Let me first look af traditional internal control environment:

In most traditional internal control systems, thesponsibility for control is
typically centralised to the Ministry of Financedam a specialised Inspection
Service. Only financial transactions are contrqliad the approach to controls is
very mechanical.

The predominant administrative culture is aboutsadherence to detailed legal
regulations. The operational staff is not reallywa@erned about control as such
other than being subject to inspections. It isadbut compliance with rules.
Therefore nobody really pays attention if the uhdeg procedures are effective
and efficient or whether important risks are evein@ addressed or whether
objectives are actually met.

In such a system the centralised inspection ses\pt&y an important role. They
detect errors after the events, they look for tpglty ones" to be punished. They
impose sanctions. They act often like a policedorc

It is therefore no wonder that in such an admiatste culture managers perceive
efficiency and effectiveness mainly in terms of @dance with the detailed
regulations. Budget spending is perceived to biiefft, if it is at the foreseen
budget level. It is considered inefficient, ifstmot.

So what doea modern internal control environmentlook like?

In an administrative culture based on PIFC, efficie and effectiveness are
perceived differently.: Managers focus primarily t¢ime delivery of services,
delivering outputs, rather than controlling budggtaputs.

The control structures put in place under PIFC take account the risks of the
organisation and are primarily preventive by nataieing to tackle problems of
fraud and corruption before they can even mategalin such an administrative
culture managerial accountability goes togethehwitreased authority to make



decisions. This means, untying the hands of masaget encouraging innovation.
Surely this means more motivation and dedication.

In practical terms, Financial Management and Contefer to those systems,
structures and procedures that the top managen airganisation has to put in
place in order to guarantee sound financial manageuof public funds.

Obviously the top manager cannot do it all himssdf he delegates and mandates
this task to a specific Finance Directorate ofdhganization as well as eventually
to his key managers, civil servants, who in turnb-dalegate specific
responsibilities to middle managers in their resipec directorates and
departments. All managers further down in the nédma are responsible for the
specific tasks delegated to them, and they areuatable to their immediate
superiors for performing their tasks in line withet objectives set. The top
manager, who delegated the tasks in the first platé however remains
ultimately responsible for the overall achievemaitbbjectives and setting up the
FMC system in his organisation.

The development of FMC systems entails settingativjes for the organisation
and identifying risks that may have a negative iohpar attaining the objectives.

It further entails establishment of proper businessesses and control measures
to address the identified risks. FMC is therefore iategral part of your
management processes of planning, executing andoriog. It is not something
that is built on top — it is something that is bl

Finally, a Central Harmonisation Unit plays the keyrole in the PIFC model

Beside a strong emphasis on the managerial acdwoliytgorinciple, a CHU
structure is the other key component in the Eurog@ammission's PIFC model.
The European Commission foresaw early on thatdirbon and development of
PIFC would not work out in a coordinated mannettha public sector, unless
there was the key driver for change.

There was therefore a need for a body that wouldulldime dedicated for
introduction of a modern internal control systemb@dy that would motivate and
educate line ministries, monitor progress and redoectly to the Minister of
Finance and eventually to the Government.

PIFC IS AN INTEGRAL PART OF PFM/PAR REFORMS (SLIDE 3)

Ladies and Gentlemen,

| am now coming to a key point mentioned at theifr@gg: PIFC reform is not a
stand-alone, technical fix, but it is an integrartpof parallel Public Finance
Management reforms, which in turn are part of oNdPablic Administration

Reforms.



We have become increasingly aware during the pemtsythat the introduction of
managerial accountability principle and moving toew type of internal control

environment both affects a number of other aregsrimke PIFC and depends on
parallel reforms.

One such area isentralised budget inspection |t is not part of PIFC, but it so
fundamentally affects PIFC — either by potentiaflierfering with the managerial
accountability principle or being potentially coséid with internal audit — that it
has to be reformed parallel. It is for this reaiwat nowadays during Chapter 32
accession negotiations DG Budget also monitors tietessary changes are
introduced in the relevant legislation regulati@mizalised budget inspection.

At the same time, the ongoing civil service refommesy have an important impact
on the PIFC reform. Namely, development of manafeaccountability
presupposes depoliticised civil serviceand a culture of real delegation, where
the top manager is not responsible for all decsitwit where effective delegation
of decision-making powers to middle managemenh iplace. Those responsible
for PIFC reform should therefore closely coordinatel communicate with the
architects of the Public Administration Reform: T@wil Service Laws will need
to effectively regulate depoliticisation and deliga of responsibilities.

You CHUs play of course an important role in ensgrithat PIFC is not
marginalised into a technical and sectoral refocmntbat it is fully understood to
be an integral part of an overall Public Administa Reform.

PIFC CONTRIBUTES TO GOOD GOVERNANCE (SLIDE 4)

Efforts in PIFC, PFM and PAR aim ultimately to irope good governance, which
Is increasingly in the spotlight nowadays. More andre, the public expects
government to focus on tangible results, respoaspkending, and accountability.
Notwithstanding this high public expectation, palthodies are faced with fiscal
constraints, hence systematic and disciplinedmalezontrol of public funds is not
only urgent but fundamental.

What is good governance? It is probably best ddfiaecording to seven
principles, recommended by the Committee on StalsdarPublic Life (the Nolan
Committee) in the United Kingdom in 1997. Theseesal principles of conduct
should ideally underpin the work of public authi@stin any country:

Selflessness — Acting in the public interest

Integrity — Being straight in using public money

Objectivity — Choices are made on merit

Accountability — Facing public scrutiny
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* Openness — Giving reasons for decisions

* Honesty — Resolving conflicts of interest

One of the elements of good governance would adsthét public organisations
are operated at all time in a manner that takesustf risk, achieves objectives
and acts in accordance with sound financial managéennd this is exactly what
PIFC is all about.

PIFC contributes to the operational framework farttipg governance into
practice. It sets out the responsibilities andpraecesses that have to be followed
to achieve good governance. It represents theibgilllocks for good governance
and for helping organisations to reach their olbjest

By creating a state-of-the-art internal control iemwment with checks and
balances, PIFC is preventive in nature and thupshetduce the occurrence of
fraud and corruption. The benefits for all citizemsl businesses are clear.

Effective internal control systems are essentialh® success and well-being of
government organisations. Not only as a safeguarhsuring that the policies
laid down by top management are properly implentebtethe organisation. But
more fundamentally, as a safeguard against wastiseaand fraud.

In addition, today's global financial crisis meahat public resources are tighter
than ever. Nonetheless, the public are expectigbeni and better standards of
public service. This increasing pressure on thalifug available to meet these
expectations has led to more and more emphasigale for money. It is not
enough that the outputs produced are legal, theye h@ meet also the
requirements of economy, efficiency and effectiwsne

This is where the PIFC brings the added value:
— PIFC helps to prioritise, manage risk and makeitjte choices;
— PIFC helps to optimise service delivery;

— PIFC helps to manage funds according to the priegipf sound financial
management;

— PIFC helps to safeguard public funds against wasiese and fraud.

The Ministry of Finance will have a key role to wlanot just through the
promotion, development and harmonisation of gumdsj but also by setting a
clear and good example.



PIFC — CONDITIONS FOR SUCCESS(SLIDE 5)

Based on our experience during over 12 years inleng on PIFC, it has become
evident that there are certain key conditions thgit determine whether PIFC
reform will be sustainable:

Ownership:

Among the most important conditions is fiven political commitment from the
outset There needs to be a widespread political agreewiémn the Government
that change is necessary. There needs to be pbhtitlingness to engage in a
reform process, which goes beyond a mandate oGamvernment. There needs to
be acceptance that things can be done better.

The technicians can go hand in hand with the pdits, but they cannot take a
lead or replace the political leadership.

There also needs to becammitment from the top public sector managersand
civil servants in general. The top leadership of thrganisation needs to be
committed to the effective management of the erditg demonstrate personal
integrity and professionalism.

This also means an acceptance of the need to nwag faom a comprehensive
programme of inspection, with its focus on ‘ex pashecks for procedural
compliance and focus on PIFC as a preventive system

Ensuring change in administrative culture:

It is also important to ensure a real change inatth@inistrative culture towards
decentralised managerial accountability. What theans is that PIFC is not just
about changing laws and mechanically following ieev rules. If there is no real
delegation of responsibilities from political appi@es and top managers to civil
servants and middle managers, there has not bgereanPIFC reform. What is

needed is a real delegation.

An adequately resourced and skilled CHU:

As | said already earlier, a CHU has been an inaporinvention in the PIFC
model. The European Commission foresaw early ort th&oduction and

development of PIFC would not work out in a cooadéd manner in the public
sector, unless there was the key driver for change.

But the CHU of course needs to have sufficientsoteces and technical skills to
drive the change process.



An integrated approach:

| discussed this already and | would like to striégsggain: PIFC needs to be
better integrated with the ongoing Public Administration and Public Finance
Management Reforms PIFC is not a stand-alone, technical fix, butt pdérthese
reforms.

In fact, we may go even as far as to state thardkM reforms should take PIFC
and development of managerial accountability as gtarting point, in order for
those reforms to bring full benefits.

CLOSING WORDS
Ladies and Gentlemen,

| hope that | have been able to convey to you therkessage about PIFC as an
integrated approach as well as provide for a gérimmework for our further
discussions during this conference.

| wish all the success for this conference and kmokard to fruitful exchange of
opinions.

Thank you for your attention.



