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Risk Assessment in Performance Audit: European Union Practice

Abstract. This paper analyses one of the integral elements of audit methodology in public sector.
Since the risk assessment is part of the audit at any stage it should be constantly reviewed throughout the
assurance engagement. As an example of best practice, this article specifically discusses the methodology
provided by European Court of Auditors. European Court of Auditors as well as independent Supreme Audit
Institutions of European Union countries promote their rich experience in enhancing public accountability
and financial management in third countries.

The article also pays attention to the risk factors in performance audit context and considers
modern risk assessment approaches.
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In Kazakhstan and likewise throughout the world, risk evaluation process in state audit
context has become extremely important since introduction of new public sector auditing
conceptual framework. This has been caused by plenty of procedural standards and methodical
documents issued by Supreme Audit Institution of the Republic of Kazakhstan. Procedural
standard on performance audit describes risk assessment as an indispensable precondition for all
directions of this type of audit. However, the complexity of performance audit in public sector
demands thorough explanation of audit methodology.

This article first defines the term risk in general and then in context of performance
audit. Identifies differences between conventional and modern approaches. Further the audit
methodology provided by European Court of Auditors will be discussed in depth.

Risk is a future occasion or condition with a realistic probability of occurring and an
adverse consequence or effect on the successful achievement of established goals and objectives
if they occur [1]. The literature suggests three major peculiarities of risk:

1) risk relates to the future (it does not relate to the past of present as it is unchangeable. But,
by altering current behaviour better outcomes could be expected in the future);

2) expected changes;

3) risk relates to a possibility of a choice, and simultaneously relates to the uncertainty
which is a reason for that possibility [2].

Risk is an integral part of any activity and auditing as well. Initially, auditors considered
the risk assessment process as an isolated area of auditing. By the time the importance of risk
evaluation has become dominant feature of the assurance engagements. A great deal of audit
methods has been created in order to minimize the probability of making decision. The difference
between approaches described in detail in Table 1.

Table 1
Comparison of the conventional and modern risk evaluation approaches

The conventional approach The modern approach

Risk evaluation is conducted occasionally (if | Risk evaluation is a constant and regular
there is a reason) activity.
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Risk determination and administration is the
duty of the accounting and internal auditing
departments

Risk determination and administration is the
duty of all employees of the institution.

Fragmentation — each function

independently.

runs

Concentration — risk evaluation and
administration are coordinated by supervisors

Control is concerned with avoiding any risk.

Control is concerned with reducing the risk to

an acceptable low level.

Actions taken after the risk identification Risk is anticipated and prevented by constantly

observing risk controls.

Incompetent staff is a main source risk.
Note: adapted from [2]

Inefficient processes are a main source of risk.

Performance audit risk is a diversified term. There is no unified frameworks, also substantial
differences exist in defining the notion. The reason for that is the various objects of the audit. They
may have completely different functions, goals, missions and structures. Nevertheless, reviewing
the methodological documents and reports of Supreme Audit Institutions of the European Union
countries showed some common features in risk evaluation practice [3]:

1. result-oriented approach;

2. problem oriented approach,;

3. system-oriented.

First approach evaluates the achievement of predetermined objectives. Second approach
starts with the identified problems or issues, analyses its causes. The last one assesses the overall
control system. There might be mixed approaches combining two or more of these approaches.
Despite this 3E’s (efficiency, effectiveness and economy) are permanent features of any
performance audit.

As mentioned earlier the risk relates to all the stages of audit process (Figure 1).

Planning

Principal Follow-up
. , . examination monitoring
Strategic Audit planning
examination (ex-ante examination) *
| ‘ '

- Proposals for the - Ex-ante examination report; - Audit report - Recommendation
State audit - Audit plan implementation
programme report

Figure 1. Classic performance audit stages
Source: compiled by the authors based on auditing standards

Performance audit usually begins with analysing its basic criteria (3E’s). European Court
of Auditors defines [4] “the principle of economy requires that the resources used by the audited
entity in the pursuit of its activities shall be made available in due time, in appropriate quantity
and quality and at the best price”. From this definition several risk factors may arise (Table 2).
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Risk factors related to economy

more output
(in terms of
quantity) for
the input

ces are acquired disre-
garding the principle of
economy;

3) luxury expenses - the

Objectives of Issues to be addressed
economy General risk factors in audit

« Minimising |1) waste - usage of resour-|1) does the institution acquire the required volume of resour-
the cost of ces that are not neces-| ces of the required quality at a lowest price (e.g., the exa-
resources sary for the attainment| mination shall include the procedure for publishing public
used for an of the expected outco-| procurement calls, selection of proposals, and the assess-
activity mes or results; ment of the entity’s possibilities to acquire the resources);

» Achieving  (2) overpayments - resour-|2) are the financial and physical resources used efficiently;

3) does the management activity meet the sound adminis-
tration principles and advanced management practice;

4) does the institution manage its resources seeking to mi-
nimise the general costs;

Table 2

acquired resources are
of much better quality
than required for the
attainment of expected
outcomes or results.

5) was it possible to prepare and implement the intervention
in a different way by reducing its costs;

6) are the resources procured used rather than stored;

7) is the staff used in all cases to a full extent;

8) does the organisation apply optimisation methods.

Note: adapted from [2],[4],[5]

Three different risk factors reveal economy principle from completely different perspectives
though not contradicting with its definition. In first case, it is more linked to the natural meaning
of the word economy, when the objects of the audit may squander given resources. In the second
case, the resources may be used accurately, at the amount that needed, but the cost of the products
may be overpriced. In the last situation, the resources may be used accurately, but their quality
requirements do not reflect the desired outcomes of the object.

Regarding the principle of efficiency: “it concerns the best relationship between resources
employed and results achieved”[4]. Theoretically, there are two evaluation ways of resources
from efficiency perspective. It can be based on the quantity, for instance numbers of produced or
published units, number of students where there is a threshold, number of employed graduates etc.
On the other hand, it can be based on certain quality characteristics satisfaction of citizens regarding
service quality, professional assessment by experts or any quality requirements that are described
in strategic documents of the organisation. There are plenty of risk areas that depend on auditors’
professional judgement and creativity. Following the simplest explanation, the main idea is the
link between “inputs” and “outputs”. Also, the term may be similar to the productivity measure of
the organization, divisions, programs or individuals. The definition may vary across jurisdictions
as professional audit organizations only set the core ideas that imply further development by
auditors for different audit objects. The summarized risk factors of the efficiency principle are
illustrated in Table 3.
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Table 3

Risk factors related to efficiency

between outputs

and the resour-

ces used to pro-

duce them

« Are resour-
ces spent on
outputs that
produce most
outcome?

resources, the desired
outcomes have not
been achieved;

2) less than optimal
resource to outcome
ratio — low labour
efficiency level;

3) slow implementation
of the intervention;

4) unidentified and
uncontrolled eternal
factors - expenses
imposed upon natural
and legal persons that
are not covered by the
intervention of the
subject.

Objectives of Issues to be addressed
efficiency General risk factors in audit
The relationship |1) loss — having used the |1) are the programmes properly prepared and planned;

are they clear and consistent;

are the objectives and the provided measures (legal,

financial, etc.) appropriate, consistent and relevant;

are the works performed within suitable terms avoid-
ing any delayed or unnecessary expenses;

was the activity planned, organised and implemented

in an appropriate manner;

assess the efficiency of the structure of the organisa-

tion, decision making process and the programme

implementation management system;

does the programme implement or duplicate other

related programmes, partly overlap with them, or

contradict the same;

does the quality of public services meet the expecta-

tions of people and the set up objectives;

determine the suitability of the system for the assess-

ment and monitoring of the programme efficiency,

and the reporting about the programme;

assess the efficiency of the public investment and the

programme(s) and their components, i.e., have the

objectives been attained;

10) identify the actions preventing the attainment of the
satisfactory efficiency or objectives;

11) analyse the reasons for the outcome received and
the problems identified with a view to identifying
the methods to enhance the efficiency of the perfor-
mance and programmes of the State;

12) determine a relative benefit of alternative methods
in ensuring better results or eliminating the factors
reducing the efficiency of the programme.

2)
3)
4)

5)

6)

7)

8)

9)

Note: adapted from [2],[4],[5]

“The principle of effectiveness concerns the attainment of the specific objectives set and the
achievement of the intended results” [4]. In the same vein, there might be number of issues from
effectiveness perspective. The principle idea is the achievement of intended results and feasibility
of this ultimate goals in general. Views on risk factors regarding effectiveness are demonstrated
in detail in table 4.
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Table 4

Risk factors related to effectiveness

objectives have been
achieved and the
relationship between
the intended impacts
and actual impacts of
an activity.
« Are intended
impacts actually
achieved?

policy - inadequate
evaluation of needs,
unclear and inconsistent
objectives, inadequate
intervention measures,
or the impracticability of
objectives;

2) management failures -

objectives not attained,
as the attainment of
objectives was not per-
ceived as a priority by the
management.

Objectives of Issues to be addressed
effectiveness General risk factors in audit
The extent to which |1) wrongly drawn up 1) are the objectives of a programme properly

defined, presented according to specific levels,
and to what extent they were attained. Are the
programme objectives attainable with justifi-
able costs;

2) are the human, financial and other resources
used efficiently;

3) are the programmes, entities and activities
efficiently managed, regulated, organised and
implemented, monitored and assessed;

4) does the performance of the organisation
correspond to the prescribed objectives and
requirements;

5) are the public services of appropriate quality,

customised to the customer needs and pro-
vided in a timely manner.

6) establish whether the monitored direct or
indirect social, economic, environmental
impact appeared because of the activities or
for other reasons.

Note: adapted from [2],[4],[5].

Performance audit practice uses various risk evaluation techniques, and as of now, there
1s no unified form except methodical recommendations. Some scholars attempted to develop
mathematical techniques; however, it cannot be applied only with pure quantitative results.
Performance audits usually require high level of professional judgement compared to more
standardized audit types.

Figure 2 explains the approach used by European Court of Auditors: inputs or resources;
activities or processes; results, outcomes and impact.

TRANSPARENCY AND
ACCOUNTABILITY

15. Legality and regularity

16. Verifying transparency and
accountability

-

- Sem—a
- -

-
e 7 ® IMPACTS
1.NEED AND OBJECTIVE ACHIEVEMENT OF 11. Impacts on customers
1+ Need for financial inputs v OBJECTIVES ¥ 12. Social impacts
2. Objectives set for financial inputs -~ ~J AND INPUT-OUTPUT r‘
RELATIONS v
13. Achievement of objectives Y 1
#| 14. Economy, efficiency, effectiveness \
./ § ouTPuTs
" 10, Outputs
ACTORS AND FINANCING ’
3. Organization of activities ¥ STEERING AND OPERATIONS
4, Financing of activities 5. Steering and planning
6. Management and operating
conditions
7. Resources

8. Operational quality
9, Control, evaluation, supervision,
maonitoring, reporting

—

Figure 2. Risk analysis in performance audit
Note: adapted from [5].
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As demonstrated in Figure 2, performance audit risk depends on many factors. Literature
suggests more research on this direction. In general, there might be either external or internal risk
factors.

In conclusion, the growing number of audit objects was a reason for the development of
risk evaluation approaches. The analysis of methodical documents of the European Court of
Auditors provide in depth understanding of the basic criteria. However, the desire to develop more
standardized risk evaluation approaches demands more research in future.
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K. T. Temipxanos, JI.3. beiicenosa, H.H. Hypmyxameros
JI.H. I'ymunee amvinoaevr Eypaszus ¥nmmueix Ynusepcumemi, Hyp-Cynman, Kazaxcman

Tuimainik aynutingeri Toyekeagepai 6aranay: Eyponanasik Onak To:xxipuoeci

Anpmarna. byn »KympIcTa MEMIIEKETTIK CEKTOPIArbl ayIHuT SAICTEMECIHIH a)XbIpamac 3JIEMEHT-
TepiHiH Oipi Tanmananel. Toyekennepai Oaranay OapibIK Ke3eHAe ayquTTiH Oeiiri OONFaHIBIKTaH, aKna-
PaTThIH AYPBICTHIFBIH pacTay OOMBIHIIA KelliciM OaphIChIHIA YHEMI KapaCThIPBLIBII OTHIPYHI KepeK. Y IITii
TOKipHOSHIH MbIcaibl peTinae Eyponanslk ayquTopiap coThl YChIHFAH dicTeMe HAKTHI KapacThIPBUIFaH.
Eypomnainsik ayautopmnap coTbl, conaaii-ak Eyponansik Onak enepiHiH Tayenci3 OoFapbl ayIuT OpraH-
Jlapbl VIIHII eNfepae KOFaMIbIK ecerl Oepylli )KoHe KapiKbUIBIK MEHEPKMEHTTI JKOoraphuiary OOMbBIHIIA
e3/1epiHiH Oail ToxipuOeCiH YChIHAIBI.

Maxkanana COHbIMEH KaTap THIMIUTIK ayAWTiH KYPri3y JKarIaiblHIa TOyeKeN (akTopiapbliHa Ha-
3ap ay/apblIajbl JKOHE ToOyeKenaep i Oaranay/IblH 3aMaHayH TOCLIIepl KapacThIPbUIAIbL.

Tyiiin ce3mep: MEMIIEKETTIK aylIuT, THIMIUTIK aynuTi, Eypomansik aynuTopiap COThI, TOYEKeN i
Oaraunay.

K.T. Temupxanos, JI.3. beiicenosa, H.H. Hypmyxameros
Espazutickuti nayuonanvuwiii ynueepcumem umenu JI.H. I'ymunesa, Hyp-Cynmarn,
Kazaxcman

Ounenka puckoB B aynure 3¢ pekruBHOCTH: NpakTHKa EBponeiickoro coros3a

AHHOTaHHﬂ. B ,Z[aHHOﬁ CTAaTbC AHAJIM3UPYCTCA OAUH N3 HCOTHEMIICMbBIX 3JIEMCHTOB METOAOJIOTUHN
aynuTa B roCylapCTBECHHOM CCKTOPC. HOCKOJ'ILKy OILICHKA pUCKa ABJIACTCS YaCThIO ay/luTa Ha TTF0OOM oTare,
OHa A0JIZKHA MOCTOSAHHO MEPECMATPUBATHCA B TCUCHUC BCcel IIPOBCPKHU. B xauectBe nmpuMepa HepeHOBOﬁ
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MPAKTUKY B JaHHOM CTaThe pacCMaTPHUBAETCS METOOJIOTHs, TpeiocTaBieHHas EBponeiickum cyioM aynu-
TOpoB. EBpomnelickuii cys ayIuTOpOB, a TAKKe HE3aBUCUMBIE BBICILINE OPTaHbl ayAnTa cTpad EBponelickoro
Coro3a, pacpoCTpaHsIIOT CBOM OOTraThlil ONBIT B MOBBIIEHUH OOLIECTBEHHON OTBETCTBEHHOCTH U COBEP-
[ICHCTBOBaHMWU (PMHAHCOBOTO YIPABJICHHS B TPETHHUX CTpaHaX.

B crarbe Taxoke ynensercs BHUMaHue (akropam pHCcKa B KOHTEKCTe aynuTa d(QGEeKTHBHOCTU U
MOKa3aHbl COBPEMEHHBIE MOIXO/IbI K OIIEHKE PHCKOB.

KnioueBsbie ci1oBa: rocynapcTBeHHbIH aynuT, aynuT 3¢ dexruBrocty, EBponelickuii cyn ayauTo-
POB, OLIEHKA pHCKa.
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