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PREFACE

What you see in front of you is the third in a r@wblic Internal Financial Control
(PIFC) Development Strategy in the Republic of @ea

Previous Strategies were aimed to create the regeassumptions to establish and
develop this system with budget users, includirg ¢heation of regulatory framework and
organisational capacities, the tasks which wereessgfully performed.

The purpose of this Strategy is to further develmpsystem established to serve as a
tool for the managers that would help them managigétary resources in an accountable,
transparent and successful manner.

The need for a new Public Internal Financial CalinBystem Development Strategy
for the specified period has arisen because obtltget reforms ignited on the basis of the
State Treasury System Process Improvement and Misd&on Strategy for the period 2007-
2011 and the new Budget Act (Official Gazette 8)/08

The budget reforms initiate changes concerning aggir to managing budgetary
resources, putting greater emphasis to the linksd®n objectives and budgetary resources.

The managers are faced with the responsibilityamdy for the amount and type of
cost versus the planned amounts, but also for éselts achieved, i.e. they have the
responsibility to achieve objectives included irard and programmes within the limited
budget. In doing so, it is important to meet gyaditandards in rendering public services and
deadlines expected for their execution.

The public internal financial control system regmets a tool to help the managers to
respond to the aforesaid requirements, and shduld be supportive of budget reforms
implementation.

To ensure this, the managers should necessarilgwage of the internal financial
control system capabilities to use it for its irded purpose.

It may be noted that the established systems efnat financial control still aren’t
fully utilised for their intended purposes and ttiay frequently represent an “add-on” in the
existing management systems.

Therefore, this Strategy is first of altended for the public sector managers, and is
expected to improve the existing management presegsecifically through the employment
of the elements of the public internal financiahtrol system.

The Ministry of Finance, primarily the i@l Harmonisation Unit (CHU), will keep
providing its support to this effort. CHU is respdsie for coordinating the activities involved
in the establishment and development of this system

To make sure that there is coordinatiotwben approaches to the public internal
financial control system development and to thegetidsystem developments, the Central
Harmonisation Unit will closely cooperate with tS&ate Treasury.



1. INTRODUCTION

During the last few years, the Republic of Crodu#es been implementing extensive
reforms aimed at developing public finance manageme

Many of these reforms were initiated by the needaffjustment and improvement in
the existing public resources management and dosystem during the period of pre-
accession preparations for membership of the Earopmion, following the requirements set
by the European Union.

Importantly, the aim of the reforms has been noly do meet the membership
conditions but also to genuinely improve the pubksources management and control
systems, in order to prepare as a member-statbdarhallenges of membership and to make
it possible to take advantage of the availabilit{zb funds.

One such reform includes the establishment and lal@vent of Public Internal
Financial Control in the Republic of Croatia.

With becoming a candidate country, the Republi€djatia started in 2004 with the
activities aimed at establishing and developingtloé system, in line with the internal
financial control concept as developed by the EeaopCommission for this area. The
concept is known under the acronym of PIFC (Publiernal Financial Control).

In keeping with the set concept, the Republic adaia undertook numerous activities
during the past five years to create all the nesgsassumptions for the establishment and
development of the system, including:

» the adoption of the initial strategic documents;

» drafting of laws and bylaws;

» the creation of organisational capacities and huraaources; and

» the implementation of the system with budget usgrsentral government and

local levels.

The activities carried out to date have resultea isignificant progress, a fact also
confirmed by the 2008 EC Progress Report for Caodti its section on Chapter 32 —
Financial Control. The alignment in respect of ing financial control system is being
conducted under this Chapter.

While the alignment benchmarks have been succéssiutt, the public internal
financial control system itself established witlhindget users evidently is not fully used as a
vehicle for an improved budget resource management.

The reasons for this greatly stem from the fact tha internal financial control
system is frequently perceived as an “add-on” ® éRisting budget resource management
systems.

However, the internal financial control system reeéadl be fully integrated into the
management processes, especially the budget maaagenocess. The aim of this Strategy
is to ensure that further development now envisdgedhe effect of:

e raising awareness of financial management as agrit part of the management
process impacting on the whole organisation;

» strengthening the roles of the existing financedrates/sectors as coordinators of
the financial management and control developmerthinvibudget users and as
providers of support to managers in making usenainicial management;



» developing of financial management and controlhi& budget cycle processes, from
the budget resources planning stage to the bué@getirce execution and execution
monitoring;

» developing accounting systems (cost and manageatmaunting) as the basis for
better quality financial information systems to @msinformation needed for decision-
making and to monitor their implementation;

» developing risk management as an integral part ahiagement process in general,
which implies the need to take account of the risiliencing the achievement of
objectives within the deadlines and the availahledet resources, but also of the
costs attached to the mitigation of such risks;

» strengthening internal audit in terms of its exiserand scope of work;

» strengthening cooperation between internal auditraanagers;

* making more efficient use of the existing auditi@gources through the creation of
specialised teams and through conducting horizamalvertical audits.

The development of internal financiahttol system as envisaged in this Strategy to a
great extent has already been achieved withinrdmadwork of the EU pre-accession funds
management system. Namely, an established and tioppadasystem of internal financial
controls within the institutional framework in clgar of implementing the EU pre-accession
programmes is the basic condition for obtaining lihence of management responsibility
from the European Commission and for managing tefubds. Successful implementation
of the internal financial control system enable@ tRepublic of Croatia to assume the
responsibility for managing the EU pre-accessiomfu

Since 2005, the institutions ilweal in the EU pre-accession programmes
implementation commenced specific implementatioralbinternal financial control system
elements.

In that respect, roles of all stakeholdeerendefined, job descriptions were made,
assignment of authorities and the responsibilives devised respecting the segregation of
duties principle, financial management model inuseging institutions was established,
reporting and communications system for managemamoses was put in place.

In addition to legislation and bylaws, marsualere also produced to provide detailed
procedures from the areas of planning, programmtggering and contracting, accounting
and financial reporting, archiving, irregularitiemnagement and risk management.

Internal audit is required to play a vewtive role, as there is a need to continuously
monitor and evaluate the performance of the govemaystem, timely point to weaknesses
and difficulties that may arise in the system anakenrecommendations to improve the
operations.

The managers responsible for the establishiargd the effective operation of the system
of internal financial controls submit annual stagents of assurance to guarantee that the
system of controls for which they have respongibiire operating in accordance with the
prescribed rules. Should there be any weaknessesgars are required to produce a relevant
report, coupled with a plan to eliminate the wealses. The lower management levels supply
the senior management levels with statements afrasse, which ensures the highest
managerial level’s insight into the functioning thie overall financial management system
under its responsibility.

During the previous periods, the experiences gaindbe development of the public
internal financial control system within EU pre-assion funds were insufficiently used as a
model for the development of the system for théonat needs.



In mid-2008, the Central Harmonisation Unit ini@dtmore intensive cooperation with
the institutions in charge of managing and impletimgnthe EU pre-accession funds.

This cooperation will continue during the forthconyi period to achieve general
consistency in the development of the methodolayy @oordination of activities aimed at
developing this system for both EU and nationald&jnwhile taking into account specific
requirements of each.

The internal financial control system developmemtigaged in this Strategy reflects
the experiences gained in EU funds management.

The findings and recommendations from the SIGMAorepn the status of public
internal financial control system in the RepublfcQyoatia (published in October 2008), and
supported by the European Commission, DG Budgete Hzeen incorporated into this
Strategy as far as possible.

This Public Internal Financial Control Developm&ttategy for the period 2009-2011
applies to the users of the State Budget and the-bxdgetary organisations and funds
(hereinafter referred to as budget users).

Still effective for the budget users ofdb@and regional self-government units is the
Strategy of Independent Public Internal Financial Control (PIFC) Development in the
Republic of Croatia for Local and Regional Self-Government Units, referring to the period
2007-2010. However, the measures to improve thesyenvisaged in this Strategy should
be incorporated at local levels as well.



2. THE OBJECTIVES OF THE STRATEGY

The purpose of the Public Internal Financial Cdn8gstem Strategy for the period
2009-2011 is to determine further developmentaddions with a goal of having the internal
financial control system contributing to asccountable, transparent and successful
management of public resources.

To achieve this, the management processmdd see the incorporation of a greater
degree of control standards and the developmenbualgetary resources management
following the value-for-money principle.

The budgetary reforms being introducedulgh the State Treasury System Process
Improvement and Modernisation Strategy for theque8007-2011 and the new Budget Act
are also aimed at ensuring accountable, transparehefficient management of budgetary
resources. Their focus is the following:

» establishment of strategic planning and definimgtsgic goals and priorities;
» linking the objectives and budgetary resources;

* development of programme budgeting and performantteators;

» greater flexibility in managing budgetary funds.

The implementation of budgetary reforms at the lle¥éudget users, line ministries
and state administration bodies should be suppartedcoordinated through activities aimed
at strengthening the internal financial controlteys

A greater degree of flexibility in managinget budgetary resources by the line
ministries also requires a greater degree of adabiity on their part not only for the level
and type of costs but also for the achieved results

The readiness of the line ministries andeotstate administration bodies to accept
greater accountability is directly dependent on lid@weloped is the internal financial control
system is.

Therefore, the further development of theenmal financial control system should be
support to the budgetary reforms, as specificatiprlighted in this Strategy.

The activities and measures envisaged in the §iratém to achieve a stronger
integration of financial management and controb ithe existing management processes,
especially into budget management. Specificalihlgipted is the importance of the finance
directorates’ role in terms of coordinating the iates aimed at developing financial
management at the budget user level, while higtiighthe fact that managing budgetary
resources does not only fall under their remit esgponsibility and that finance directorates
are not the only ones that are supposed to carg #imway in which budgetary resources are
being spent and collected. Financial managementaoduntability for budgetary resources
should be an integral part of managerial accoulityghbi all levels of management.

Concerning internal auditing, the further developmactivities and measures take
into account the fact that internal auditing withwdget users is still a relatively new
profession requiring further investment of effantthe development of work methodology,
the strengthening capacities of internal auditamsjuding their number and competence.
Furthermore, it is necessary to make sure that geamaat all levels improve their
understanding of the role of internal audit andept@nd use internal audit as a tool in their
hands.

! Official Gazette no. 87/08



Another objective of this Strategy is to @nesa uniform approach to and general
consistency with the internal financial control t&ys development for both national and EU
resources used through the EU pre-accession fwidie taking account of certain specific
requirements of both.

3. THE PUBLIC INTERNAL FINANCIAL CONTROL (PIFC)
CONCEPT

Public Internal Financial Control is a concept deped by the European Commission
to help candidate countries improve their managénoénpublic resources through the
incorporation of higher standards of control intamagement processes.

Good quality systems of internal financial contvdll help public sector managers
respond to the demands they face in modern opasatirstly, these include the traditionally
well known demands whereby the budgetary resousbesild be used for their intended
purpose and in line with laws and regulations. 8dbg there are demands to ensure
economical and efficient use of budgetary resouréeslly, given the turbulent environment
in which public sector organisations nowadays dpeetthe internal financial control systems
will enable the organisations to respond to thengivey circumstances more quickly and with
less difficulty, without necessarily requiring atidinal budgets to achieve this.

» MANAGERIAL ACCOUNTABILITY

The PIFC concept attaches a great déalmportance tomanagers and its
accountability.
Managers make decisions and they should make satehose decisions are made properly
and in the best interests of the public.

The decisions always contain the financial dimemswhether obvious or not, i.e. the
implementation of such decisions influences budgetasources (assuming commitments,
spending or collecting budgetary resources).

Managers at all levels need to be aware of the tlaat their management, i.e.
decision-making entails financial effects, whichllwbe seen sooner or later. They are
responsible for such effects and thereby involvedhie financial management and control
process.

In doing so, it is important that managers haverclebjectives and performance
indicators set before them to measure the achievemie objectives, including financial
parameters.

The lines of authorities and responsibilities nmhestirmly established, clearly defined,
transparent and consistently applied.

The budget user heads are responsible fablesyment of an adequate, efficient and
effective system of internal financial control. EEfént systems require that clear lines of
authorities and responsibilities at all managemlerels are put in place throughout an
organisation. This means that management at higinddle and lower levels have objectives
set for them as well as the responsibility to adherlaws and regulations, quality standards,
and deadlines in achieving them, They should alsodguired to ensure that budgetary
resources are being used economically and efflgiamthe process. Management must have
adequate powers to allow them to fulfil their resgbilities.



The development of internal financial cohtsystems runs in parallel with the
development of lines of authorities and responsigdl. The internal financial control systems
provide reasonable assurance to management wittpnadsauthorities and responsibilities
that they would successfully achieve the set objest using the budgetary resources with
economy and efficiency. Through the internal finahacontrol systems put in place,
management at higher levels gains insight into lsomcessful the management at lower
levels is while performing what was expected frown.

« ELEMENTSOF INTERNAL FINANCIAL CONTROL SYSTEM

The practical implementation of the PIFC condegs three core elements:
a) financial management and control,
b) a functionally independent internal audit; and
c) a Central Harmonisation Unit, an organisationat wiihin the Ministry of Finance,
in charge of harmonising and coordinating the @@ concerning the financial
management and control and internal auditing systestablishment and
development.

« a) FINANCIAL MANAGEMENT AND CONTROL

e« The Notion of Financial Management and Control

Financial Management and Control maydbéned as a system which directs and
controls the financial operations of a budget usesuch way that it provides support to the
achievement of objectives.

Adequate systems of financial managenagrt control may be said to have been
established when the managers at all levels pldnoaganise their operations in a way that
provides reasonable assurance that risks are seicessfully managed and that budgetary
and other resources are being used regularly, adhhiceconomically, efficiently and
effectively while working towards the achievemehbbjectives.

Financial Management and Control includemnagerial accountability for planning,
programming, designing financial plans and thegasion, accounting and reporting in order
to attain the set objectives and ensure the saféimgaof resources against losses, inadequate
use and fraud.

Financial Management and Control covdlsaspects related to revenues/receipts,
expenses/expenditure, tendering procedures andacting, recovery of unduly or illegally
spent budgetary resources, assets and liabilities.

* Value-for-Money

The PIFC concept requires managers to perddigefunction of management as
“active management of public activities” ratherrthast acting as a“public administrator”. In
practice, this means managing through the appbicatf the “value-for-money” principle.

Value-for-Money is not synonymous feesding in line with the approved budget
and the effective regulations, and it does notlgataply to the lowest cost for budgetary
resources.



“Value-for-Money” management impliést the rendering of services to citizens and
performing other institutional activities should eme¢he publicly expected quality standards
and deadlines, while spending the least possibtauatrof budgetary funds.

In order for managers to actively manage pguatitivities, it needs to be adequately
informed.

Therefore, managers require good quality finanti&drmation system built on the
solid basis of a sound accounting systems.

Using information on costs and results, this waemhdble managers to take decisions
on adequate resource allocation.

In general, implementation of the vafaemoney principle may not be attained
without facing certain difficulties. Namely, the lua-for-money principle presents a
challenge for the managers as they attempt to ehdrggpractice of a lack of interest and/or
inability to change the expensive, inadequate aafficient “business as usual” activities and
business processes.

To take on such challenge, however, masagequire information on business
processes and the activities expressed in finatemials (revenues, expenses, cOsts).

One of the fundamental difficulties standinghe way of implementing the value-for-
money concept may be found in a too narrow undedstg of accounting, seeing it only as
an information provision vehicle to control the lgetl However, accounting should be seen
in a broader scope: accounting is there to sudpwhcial management reforms and should
provide support to the development of more dyndmancial management systems.

Insufficient understanding of accougtiand its scope is one of the risks with
potentially serious consequences for a successfydlementation of internal financial
controls.

* Financial Management and Control Components

An important feature of financial managgrand control as per the PIFC concept has
to do with a systematic approach and view of cdsitravhereby the‘classic” control
activities represent only one of the public internifinancial control system components.

Indeed, financial management and controlesystare founded upon five interrelated
internal controls componeftsncluding:
a) control environment;
b) risk management;
c) control activities;
d) information and communication; and
e) system monitoring and review.

Implementing financial management and cargrothe basis of the aforementioned
components requires understanding of their meaamd) the correlation, as well as of the
synergic effect on quality of financial managemente the system of controls becomes
functional.

For example, in order to put adequate cositimlplace, one must first and foremost
take a view of the environment in which such cdst@re to be established and make an
analysis of the environment.

2 These components were determined in line witHN@OSAI Guidelines for Public Internal Control
Standards, and are based on the COSO model (CaenoitiSponsoring Organisations of the Treadway
Commission).
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The control environmermbnsists of the personal and professional integuitgt of the
ethical values of staff, their competence, waysiahagement and management styles.

In taking a view of the control environmephe must also see whether or not the
organisation’s mission is clearly defined, whetlernot there is a vision and a planned
approach to operations. This includes the settingbgectives, the existence of strategic and
other plans, etc.

While reviewing the control environmeittis also important to review the respective
organisational structure, including the way in whauthorities and responsibilities have been
assigned, the reporting lines, the practices oftevrirules and procedures, the human factor
management policies, etc.

A sound financial management system taceount of all the previously indicated
control environment related elements and takes wvieteir impact.

A professionalized risk management procesmaher element brought by financial
management and control systems of the PIFC concept.

We are all fully aware that risks exist am@ttthey occur in our everyday work.
Control mechanisms that we put in place are intéridgrevent certain risks from happening,
i.e. to minimise their impact.

The question, however, is to what et risk management process has been
recognised as one of the business processes iorgamisation, how is this process running
and who is in charge of it. For instance, do wevkmndhat three greatest risks are for us at this
point in time? And, do we have adequate controlhaeisms in place to provide us with
reasonable assurance that those three risks aee cowtrol?

The purpose of the risk managenmrponent is to help answer the questions above.
Risk management should be seen as an overall grogkesdentifying, assessing and
monitoring risks, taking account of budget usergeotives, and the process of taking the
necessary action, especially through the finamomhagement and control system.

A professionalized risk management processg finst of all be seen in documenting
information on risks, their types, likelihood ofetih happening and assessment of impact,
creating a risk register, establishing a risk répgrsystem, appointing persons in charge of
risk monitoring, developing risk management strigggetc.

A systematic approach to the establishment otrobmctivities is ensured through
taking a view of the control environment which regs the establishment of control activities
and through taking account of risks which may poédlg be a threat in the control
environment.

Control activitiesrepresent written rules, procedures and measuresnpplace to
achieve objectives via the mitigation of risks toagcceptable level.

Examples of control activities may include: segtega of duties in terms of
authorisation for preparation, processing, recgr@ind executing payments; double signature
system; rules ensuring the safeguarding of assetsndormation; procedures for a complete,
accurate, regular and up-to-date recording of @giress transactions; rules for documenting
all controls, financial decisions exceptions, tet®ns, etc.

Given the significance of business informatifor the management and control
functions, information and communication are an ontignt component of the system of
internal controls.

As the quality of decisions made by agers directly relates to the quality of
information serving as the basis for making suatisiens, information must be adequate, up-
to-date, accurate and available.
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This requires efficient communication across thgaarsation, the development of an
adequate management information system, as wehleasstablishment and development of
an efficient, timely and reliable reporting system.

Once established, a financial management @mdrol system requires ongoing
monitoring. Monitoring and reviewing the financimlanagement and control system should
be conducted to evaluate how adequately it funsteomd to make sure the system is updated
to time. System monitoring and review is achievadoigh ongoing monitoring, self-
assessment amaternal auditing.

* Db) INTERNAL AUDIT
Internal audit is one of the key eletsef the internal financial control system.

The fact that internal audg positioned in the monitoring and review compdnen
clearly shows that internal auditing is part of @anprehensive internal financial control
system in the function of an assessor of its adgqua

Although a part of the public internaldircial control system, internal audit is still
functionally independent of the system.

Positioned at the highest organisatideaél, an internal audit unit organisationally
and functionally reports directly to the head diualget user.

Howeverjndependence of internal audit does not imply itssolation. It is expected
that consultations between internal audit and mewrsaat all levels and budget user heads take
place when auditing plans are to be adopted inrdodeaudit activities to cover the areas of
priority interest for the top managers, i.e. thedpt user head.

Independence of internal audit is andpdnsable feature for internal audit to be able
to objectively perform its function, i.e. to make assessment and give assurance as to the
adequacy and the effectiveness of the financialagament and control system in terms of:

» identification, assessment and management of risk;

» compliance with laws and other regulations;

» reliability and comprehensiveness of financial atfter information;
» efficiency, effectiveness and economy of operations

» safeguarding of assets and information; and

» performance of tasks and achievement of objectives.

The objective of internal audit as a tool in mamagkands should be to add value and
improve the operations of the budget user.

e c) CENTRAL HARMONISATION UNIT
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In addition to Financial Management and Cdrdara Internal Audit, there is the third
element in the PIFC concept. This is t@entral Harmonisation Unit, an organisational
section within the Ministry of Finance in charge afordinating the activities aimed at
establishing and developing the public internahficial control system.

In the early stages of the establishment of thdipufternal financial control system,
the role of the Central Harmonisation Unit was @r@at extent oriented towards the creation
of the legislative and regulatory framework, therkvnethodology and standards and training
of staff.

Now that internal financial control systems arengeput in place with budget users,
there is a stronger emphasis on the role of thar@edarmonisation Unit as an established
systems development coordinator and as an evalogtoeir quality.

The coordinating role requires networking with sthkeholders in the development of
this system, including budget users, the Stateshiyathe State Audit Office, the institutions
involved in managing and implementing the EU preeasion funds (including the National
Fund, the Central Financing and Contracting Ageraryd the Agency for Auditing the
Implementation of EU Programmes System), as welhasPublic Internal Financial Control
Council.

Furthermore, the Central Harmonisation Unit redulageports to the Government of
the Republic of Croatia on the activities taken dodg the development of this system, the
results achieved because of such an implementatidron proposals concerning the ways in
which the system could be improved with the viewetsuring better quality public sector
management.

13



4. PUBLIC INTERNAL FINANCIAL CONTROL SYSTEM IN
THE REPUBLIC OF CROATIA — CURRENT STATE-OF-
PLAY

4.1. REGULATORY AND INSTITUTIONAL FRAMEWORK

*  Regulatory Framework

The core regulation that arranges internal findraatrols in the Republic of Croatia
is found in the Public Internal Financial Contr@v. (OG 141/06).

The components of the Public Internal Financial @dnsystem, i.e. Financial
Management and Control and Internal Audit are @yedrby this Law.

The Law also defines the methodological framewark implementing the internal
financial control system. In the area of Finandfi@nagement and Control, this framework is
founded upon international internal control staddawhereas international internal auditing
standards apply in the area of internal auditing.

The Law served as the groundwork for the produadioimylaws, including the Budget
Users’ Internal Audit Rulebook (OG 35/08) and thebR Financial Management and
Control Implementation Rulebook (OG 35/08).

The Budget Users’ Internal Audit Rulebook also nedi criteria to identify which
entities were obliged to establish internal audit.

The Public Financial Management and Control Impletaigion Rulebook prescribes
the establishment and implementation of Financiahdsement and Control, reporting on the
establishment and financial management and cogirality assurance.

The methodological framework contained in the Rublternal Financial Control Law
and the relevant Rulebooks was further elaboratednothe Financial Management and
Control Manual and the Internal Auditors’ Manual.

The regulatory framework that has been designealiatdudes the Instruction on the
Annual Public Internal Financial Control System Bep(Official Gazette, No. 8/07), the
Programme for a professional training and taking elxamination for the qualification of a
certified public internal auditor and the Instroction the check of knowledge and skills and
the passage of the examination for the qualificatid a certified public internal auditor
passed by the Minister of Finance on 31 March 286 the Internal Auditors’ Professional
Code of Ethics (Official Gazette, No. 18/08).

The existing legislation and bylaws create the #ation for the establishment of this
system, make it recognisable and defines the metbgy used to maintain the development
of the system.

In keeping with further internal financial contrseystem development, the adopted
regulations for the upcoming period will requirertee@ amendments in line with the
requirements identified in the practice. This firgiertains to updating the manuals to further
develop the methodology, as well as amendmentdhdoralebooks. These elements are
explained in greater detail in the respective foianhmanagement and control, i.e. internal
auditing chapters.

14



e |nstitutional Framework

The main outlines of the institutional frameworkr fthe public internal financial
control system establishment and development ieclutiget users who are obliged to put
the system in place and the Central Harmonisatiait, @&n organisational unit within the
Ministry of Finance, in charge of coordination dfetactivities for the establishment and
development of the system.

During the previous periods, the Cenktalmonisation Unit has invested a greatest
deal of effort into the production of legislatiomda bylaws and the development of
professional capacities. This last was especialjated to internal auditing, since
establishment of internal audit actually entailled creation of a completely new profession
for the budget users in the public sector of thpuRéc of Croatia.

The existing internal auditors’ trainingogramme was organised by the Central
Harmonisation Unit. This training programme hasingd, approximately 250 internal
auditors over the last five years.

Internal audit has been established in all of the Ministries, the extra-budgetary
users and all counties and large cities, of whibk small number only recently started with
the establishment process (internal audit uniteveert in place and newly appointed staff are
in the process of being trained).

The Internal Audit Rulebook obliges otaddishment of the internal audit even the
smaller budget users in terms of the number of atad budgetary resources made available
to them. Generally, this was not done due to tkaffitient resources.

Therefore, in the upcoming period it ecessary to re-examine the criteria for and the
manner of establishing internal audit, taking iabzount of the cost-effectiveness in spending
financial resources and the availability of humasource needed to put internal audit in
place.

Concerning the financial management and contralbdishment and development, the
budget users have appointed their Financial Manageand Control Heads. Most frequently
these are State Secretaries in charge of finaaffals or directors of finance directorates.

Some budget users also appointed their Financiahaglement and Control
Coordinators, who assisted in preparing the desong of business processes. In the
upcoming period, these persons will continue wittiveties concerning coordination of
financial management and control development withihe existing finance
directorates/sectors.

In its Conclusion of 18 March 2009, tBevernment of the Republic of Croatia has
tasked the central government level budget usedshesith assigning the financial
management and control establishment and develdpowandination activities under the
remit of the finance and budget units (directorasestors, services).

The coordinating role of the existingdnce directorates/sectors in further financial
management and control development was emphasigetial, which will be especially
important to achieve a coordinated developmenhigsfgystem for the purposes of conducting
budgetary reform at the level of budget users.
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A very small number of budget useralgisghed independent financial management
and control departments for the purpose of devepfinancial management and control.
These are organisationally separate from the agisthance directorates/sectors/services.

Pursuant to the Government Conclusioredldflarch 2009 and in relation to the
upcoming period, the independent Financial Manageraad Control departments will be
placed under the jurisdiction of the existing finardirectorates/sectors.

With regard to the institutional frama, the Public Internal Financial Control
Council (PIFC Council) also plays an important rdlee Council is an advisory body of the
Ministry of Finance, and is responsible for maknregommendations for the development of
financial management and control and of internalitaun addition to the Auditor General,
representatives from amongst the ministers, reptasees of persons in charge of financial
management and control and internal auditors, tlo&in€l includes newly appointed
members, including the Treasurer General, the Natiduthorising Officer and the Director
of the Agency for Auditing the Implementation of Bdogrammes System.

The Council is expected to review soowustanding issues related to individual
segments of the internal financial control systgime proposals for the improvement of this
system and promote best practice. Where the Codeeihs that there are issues falling under
its scope of competence during the course of paifay its activities, the Council informs the
Government of the Republic of Croatia of such issudth the view of taking adequate
actions.

Further development of the internal finahaontrol system will require additional
investments in the administrative capacities, nyainlstrengthening the coordinative role of
the existing finance directorates/sectors, furtttaming and professional development of
people in charge of financial management and cbatrd of internal auditors.

Accordingly, there will be a need to asalythe existing training models, which were
so far organised under the remit of the Centralntégmisation Unit. These models include
basic and additional internal auditors’ training,\a@ell as seminars and workshops intended
for the people in charge of financial management@mtrol and to consider the possibilities
of cooperation with other educational institutions.

4.2. FINANCIAL MANAGEMENT AND CONTROL

The activities concerning the finanambnagement and control establishment and
development as per the Public Internal Financiaitf@d Law provisions began in 2007.

Even before the introduction of this systdmgget users were developing financial
management through procedures and control mechanishese were primarily oriented
towards achieving legality and regularity in spegdbudgetary resources.

The introduction of financial managemantl control as a component of the Public
Internal Financial Control system represents a loh@djustment and development of the
existing financial management and control modelensure the achievement of all sound
financial management principles involving legalibnd regularity and also economy,
efficiency and effectiveness.
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Budget users developed their own planshef éstablishment and development of
financial management and control, including théofeing activities: self-assessment of the
five financial management and control componentaftidg vision, mission and objectives
statements; listing and describing business presegsoducing a book of business processes;
risk identification and assessment; drafting a Rié&nagement Strategy; analysis of the
existing and needed controls; and adopting a ptantfe elimination of internal control
weaknesses.

In terms of meeting the requirements ofrtlesitensive activities plans, most budget
users performed the tasks included until the stdgeafting the book of business processes.

The activities carried out to date for thenaficial management and control
establishment and development have mainly resulteibcumenting business processes and
the identification of their respective objectives.

Since budget users invested a great dealfoft en these activities, the business
processes documentation surfaced as the mostisagnifeature of the financial management
and control establishment and development to dateaccordance with the provisions
contained in the Public Internal Financial Contraiv.

What is missing from the activities conduttso far however, is the linking of
objectives and processes with the budgetary ressueguired to achieve them.

Key processes supporting financial managgme.g. planning, programming,
financial plan design, financial plan execution m@rng, accounting records and internal
reporting system for the financial management psepp have still not been elaborated in
detail through written internal procedures by naighe budget users.

This also suggests an insufficient linkégéwveen the activities undertaken so far for
the financial management and control establishraadtdevelopment with the budget cycle
concerning all of its stages (planning, programmifigancial plan design, financial plan
execution, execution monitoring and accounting).

The financial management and control establishraedtdevelopment activities were
more oriented towards the controls developmenterathan towards financial management
development.

In doing so, the controls development may be sedhea level of business processes
documenting in a way that the activities,, the ipgrants and the deadlines were presented
according to the regulation which arranges thesgnkss processes.. This also demonstrates
that controls development has to a considerablenéfvcused on compliance of the business
processes with laws and bylaws providing for theather than on ensuring the development
of such controls that are in the function of ensgieconomy, efficiency and effectiveness in
the execution of budgetary resources through tlsenbss processes.

In the activities carried out to date, a lesser leasfs also has been placed on the
development of financial management in such wayt th& internal financial control
components implementation leads towards havingfittecial management system spread
across an organisation and all stages of the buygé.
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A large number of budget users still lack an una@ding of the fact that financial
management should be implemented at all levelsudfjét users, and that this also requires
the provision of such organisational structure upport the effort, along with a clear role
assigned to the Finance Directorates to coordaetigities concerning financial management
and control, as well as with a clear assignmerduthorities and responsibilities among all
managers involved in financial management.

Financial management is frequently seeouth the lens of the existing finance
directorates’ roles, which are still more focused ‘dinancial administration” (keeping
accounting records of the occurred events), rétiar on acting as coordinators of activities
aimed at financial management development.

Therefore, there is a narrow perceptibfinancial management through the prism of
the exiting finance directorate’s functions, asafinial management is seen as recording the
business events in accounting terms. This simubtasig narrows the view of accounting, by
seeing it as the function of information provision the needs of control aimed at finding out
whether execution was carried out within the plahramounts rather than using the
accounting information for decision-making purposes

Here is important to point out that fineh management does not only fall under the
remit of finance directorates/sectors, and thairfoe directors are not the only ones who are
responsible for budgets spread throughout the datonal units and programmes.
However, the finance directorates should be the dheyer and coordinator of financial
management development at budget users’ level, hwisiansufficiently developed within
budget users at present.

One of the key objectives of this St therefore is to use the upcoming period for
strengthening the roles of finance directoratesoasdinators of further financial management
and control development and ensuring the developwfeaccounting systems as a basis for
good quality financial information systems for fintgéal management purposes.

Since financial management and control should @emented at all levels of budget
users, it is necessary to set clear lines of aityhand the responsibility for the achievement
of the set objectives and for managing budgetasgurces required for their achievement.

However, those responsible for managing budgetaspurces are most frequently
deemed to be only the officials at the highest regévels, whereas the responsibilities for
achieving the objectives are often decentralisddwer managerial levels.

Management of budgetary resources places a greatphasis on controlling the
amount and type of a cost (planned/executed) and tesser extent on seeing whether
budgetary resources were used economically antlesffly to achieve the objectives.

This becomes even more pronounced in the environnwraracterised by
insufficiently developed internal reporting systefosthe financial management needs. This
first of all pertains to accounting, which follovise linkages between the objectives and
budgetary resources throughout the budget cyclgestand furnishes information to the
managerial structure for management purposes.

The reasons for taking such approach to financiahagement and control greatly
steam from the approaches applied to date in tdgeitsystem.
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Until the end of 2008, the system of the budget lamdgetary relations in the public
sector of the Republic of Croatia was regulatedhsy2003 Budget Act (OG 96/03) which
was in force until 1 January 2009.

At the time of the approval of the Budget Act, arfighe basic objectives of the fiscal
policy was the establishment of the fiscal discipliSuch an approach was supported with a
great number of input controls and the “bottom approach in the decision making process
concerning budgetary allocations.

Although this Budget Act was developed to follow deon programme budgeting
principles, the accounting grounded on internali@t@ounting standards and measures for
ensuring macroeconomic stability, it suffered frartack of practical implementation of some
of the provisions. Its orientation towards inputttols and a limited flexibility in managing
the budgetary resources remained a main featuheibhudget system.

One of the shortcomings in the budget system hags b segregation of strategic
planning from the process of budget planning amegaration process.

Budget users developed their own strategic docusnant adopted their plans of
activities with their own objectives. However, tliekages between the objectives and
budgetary resources were missing.

Programme budgeting started in 2003. A very shartsition from line-item planning
to programme budgeting led to some budget useménstanding of programme budgeting
solely as grouping expenditure into various adéigiland projects, and then connecting to the
programmes.

Given that budget preparation was input orientelde texpected programme
implementation results were not taken seriouslyughaluring the budget preparation stage.

Under such conditions, financial management wittldet users also placed a greater
emphasis to the volume and type of cost againspldmned amounts, rather than to controls
needed to monitor programme implementation resuits their impact to quality, efficiency
and effectiveness of public services delivery.

Furthermore, budget users have a large number afrgmmes, sub-programmes,
activities and projects under their remit. Addiedig, not all organisational assumptions for a
successful programme management were providednrstef programme leaders, i.e. people
in charge of programme monitoring, coordinationibedetc.

Moreover, internal reporting systems to report oomgpammes and projects to ensure
feedback on their performance were insufficiengyeloped.

Due to an insufficiently developed information ®yst to cover the execution of
budgetary resources by programmes, projects anmdtiast, there has no basis to make an
overall assessment of the justification for investits into certain programmes, projects and
activities.

The budgetary reforms introduced by the State TmgasSystem Processes
Improvement and Modernization Strategy for the gue2007-2011 and the new Budget Act
(OG 87/08) are drivers of significant changes ammared to the budget system in place to
date. The orientation is to:

* introduce strategic planning and the definitiorswétegic objectives and priorities;
» link objectives and budgetary resources;

» develop programme budgeting and performance irolisaand

* attain greater flexibility in budgetary resourceamagement.
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The implementation of budgetary reforms at the lle¥dudget users, line ministries
and state administration bodies should be assdcaate coordinated with the activities aimed
at strengthening the Public Internal Financial @Cargystem.

A greater degree of flexibility in managing the bethry resources by the line
ministries also requires a greater degree of adability on their part not only for the level
and type of costs but also for the achieved results

The readiness of the line ministries and otherestaiministration bodies to accept
greater accountability is directly dependent on hdeveloped the internal financial control
system is.

The budget users carry out self-assessments @dstiablished system of controls for
the needs of annual reporting on the public intefinancial control system, and the resulting
report is supplied to the CHU. In the forthcomingripd, the self-assessment questionnaire
will require updating and should include questidhat will more specifically reflect the
quality of the established system of controls. Miit be different from the current questions
which are in part somewhat general, which makesfficult to make an assessment of the
guality of the established system.

Therefore, further financial management and contlelelopment will require
improvements in the following:

» awareness of financial management as an integrabpthe management process and
a system running across the board;

» organisational assumptions for the developmeninaintial management and control,
including coordination roles of the existing finendirectorates/sectors, and lines of
responsibilities for achieving the specified ohpet and managing budgetary
resources required for their achievement;

» financial management and control in the budget eygrocesses (planning,
programming, financial plans development, impleragah monitoring, accounting
records, internal reporting system for financiahagement needs);

* accounting systems as the basis for better quatéycial information systems for the
purpose of financial management;

* risk management process;

* models of the quality assessment of financial mamant and control system.

4.3. INTERNAL AUDIT

Internal audit has been under development sind®t.20hternal audit was a new
profession for the public sector budget users. dditeon to requiring the creation of the
necessary foundations (regulations, methodologyaaées), internal audit also requires that
the management recognises and uses internal auaitoml in their hands.

The previous period was marked by the creatiomefiecessary assumptions (putting
internal audit units in place, training staff, atog the methodology) and the promotion of
internal audit to the management.

The managerial acceptance of internal audit and appreciation of its role and

purpose is a development process and involveschdéimutual relationship between internal
audit and the management.
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Internal auditors have adopted the prescribed woekhodology and in parallel with
the growing number of internal auditors, the numbkstrategic and annual plans and the
number of audits conducted has also increased.

In the previous periods, internal auditors were aogreate extent performing
compliance audits. Less represented were the nwnplex systems or performance audits.
Because of this fact, managerial expectations nighhave been fully met.

There are several reasons for this. Looking asthecture of the audit reports, a large
number of them pertained to the initial pilot-agdite auditors were carrying out under their
training. As a rule, these were simpler audits.

Where financial management and control isarmiented to controlling compliance
of the operations with laws, regulations and th@nped budgets rather than to achieving
greater economy and efficiency in budget spendirtgrnal auditing is also more focused on
compliance.

A smaller number of internal auditors conducted encomplex systems audits from
the areas of financial management, project managgra&. Through these audits, internal
auditors made recommendations indicating the neetufther financial management system
development. Although these recommendations werepaed, their implementation entails
certain changes and requires a longer period é#flect.

Given that internal auditing is a new public segimfession, the capacities of internal
auditors are understandably still limited.

The problem of insufficient internal auditing capi@s is evident in some budget
users, including some line ministries which stdve some vacant internal auditors’ positions.

In some institutions involved in the implementatimi the EU pre-accession
programmes, the existing internal auditors’ capexitare evidently insufficient to
simultaneously meet the need for conducting infemndits in the fields of EU pre-accession
funds and the national system. In such circumstringernal auditors are to a greater extent
involved in internal auditing for the purposes oU Bpre-accession funds, with lower
representation of more complex audits from theonaii segment.

Of the total number of certified internal auditorsore than a half of them acquired
their certifications in the last two or three yeakslarge number of internal auditors have no
experience in the area of financial managementnatg, programming and accounting. This
indicates a need for further investment in intermalditors’ training to develop their
competencies, especially for the purpose of comduciore complex audits.

Furthermore, there will be a need for further etabion of the methodology,
production of guidelines, and updating the Intevhadiitors’ Manual, as necessary.

It is especially important in the development ottiheelology to follow all changes and
updates in the area of international internal aoglistandards (I1A) and work towards full
alignment with such standards.

Dispersed auditing capacities also appear as algmnoh.e. the situation in which

institutions employ 1-2 internal auditors, whicleates the problems with team work and
insufficient capacities.
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The dispersed auditing capacities also appearmpastdem, because a large number of
small budget users are under obligation of putimernal audit in place. Because of their HR
and financial capacities, these most frequentiglaisth one or two job positions.

As internal auditing is a new profession, managdnresome of the institutions still
hasn't fully recognised the benefits internal auddy bring, which is why internal audit in
some cases is underused in some cases.

Whether the cooperation between internal audittaadnanagement has missed in the
stage of producing strategic and annual planss ipassible that internal audit has not
comprised the areas which are of the priority ggéof the management.

The budgetary reforms induced in the State TreaSysfem Processes Improvement
and Modernization Strategy for the period 2007-28ad in the new Budget Act will require
changes in internal audit activities.

In addition to the activities to date, which primhainvolved compliance auditing,
internal audit will need to focus towards more cterpaudits in the areas that are about to
become priority in the light of the budget reformgrently underway. These areas include
strategic planning, programming, performance infaion system and information on
achieving value-for-money. This would require geeaiooperation between internal audit and
the management and greater cooperation betweernaht audit and the finance
directorates/sectors.

The following developments are essential during tigcoming period for the
development of internal audit:
» Strengthening internal auditors’ capacities, inoigd
» sufficient number of internal auditors to carry caudits for both the
national and EU pre-accession funds needs;
» further investment in internal auditors training;

» Steering the internal auditing activities towarderencomplex audits in order for
internal audit to provide adequate support to t@agement responsible to achieve
the objectives of programmes and value-for-monef Wnited budget resources;

* Development of cooperation between internal auttitmanagement;

* More efficient use of auditing resources througimtjaundertakings of internal
auditors in auditing business processes commoneveral or all budget users
(horizontal audits) and through joint engagemennt#rnal auditors in auditing the
processes running across connected institutiomqa@eaudits);

» Development of specialist knowledge of internalitard for auditing in the fields
of procurement, IT and capital investment;

* Development of an internal audit quality assessmesgramme.
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5. OBJECTIVES AND MEASURES OF FURTHER
INTERNAL FINANCIAL CONTROL DEVELOPMENT

Starting from the current basis in the developnmanthis system and taking into
account of budget system developments initiatedti®y budget reform, as well as the
experiences gained from the development of intefimancial control system in the pre-
accession funds, the Public Internal Financial @drystem Development Strategy for the
period 2009-2011 has three core objectives:

» to determine further developmental directions fag public internal financial control
system in order to achieve its contribution towanttsre accountable, transparent
and successful management of public resourceggardless of their sources;

» to support the implementation of budget reformsuigh the development of internal
financial control systems;

* to ensure general consistency of the internal Gisrtontrol system development for
both national and EU resources used through theretaccession funds, while taking
into account certain specific requirements.

The achievement of the core Strategy objectivebregjuire a period longer than the
one covered by this Strategy. The following sectiodicates objectives and measures
planned for achievement until end-2011 which witlnsately contribute to the achievement
of the core Strategy objectives.

The deadlines and competence for the achiemenf objectives and measures below
are contained in an Action Plan that forms an irgtegart of this Strategy.

5.1. OBJECTIVES AND MEASURES OF FURTHER FINANCIAL
MANAGEMENT AND CONTROL DEVELOPMENT

a) Raising awareness of financial management as an @gral part of the
management process in the public sector

Financial management is an integral parimaihnagement process and a system that
pervades through the whole organisation. Finamehagement does not only fall under the
responsibility of Financial Management and Cont@lampions, i.e. directors of finance
directorates (in cases where finance directors natefinancial management and control
champions at the same time) but also under theomssgpmltiy of other organisational
managers. Therefore, it is necessary to raise a@sseof all stakeholders within the sphere of
financial management (financial management andrabehampions, directors of finance
directorates and other managers) concerning tleeardi responsibility they have in relation
with financial management. The financial managemamdl control champions, i.e. the
directors of finance directorates, need to be avadiréheir respective roles regarding the
creation of an adequate structure for financial agament. An adequate structure implies the
involvement of other managers in managing the budggpecting the notions of the assigned
authorities and the responsibilities for managimg lhudgetary resources, efficient and timely
budgetary reporting and making sure that costs randnues are under adequate control
boarding the whole organisation.
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The directors of finance directorates can neith@d the responsibility for budgets
distributed to individual organisational units gmgrammes nor can they be responsible for
the attainment of programme results, since ths®ibecause these fall under responsibility of
the respective managers in charge.

Those managers at various managerial levels reggerfor the activities which fall
within their scopes as well as for the implemeotatof individual programmes, need to
develop the awareness of financial accountability the responsibility for the achievement
of the results as the integral parts of their managresponsibility.

Measures:

Undertaking research to see how well financiahaggment is understood within the

budget users, based on questionnaires developtt I§entral Harmonisation Unit.

* Delivering workshops organised by the Central Harisation Unit for the financial
management and control heads/directors of finareetdrates concerning their roles in
financial management. The workshops would serva &&um to discuss the research
results.

* Delivering seminars that the Central Harmonisatidnit would organise for the
managerial structures at central and local goveminievels concerning financial
management (state secretaries, directors, heatbmhistrative/city offices).

» Development of managerial accountability guidedibg the Central Harmonisation Unit

to explain the roles and the responsibilities btla financial management stakeholders

more thoroughly (including FMC heads, directors atiter managers)

b) Strengthening the coordinating role of the financedirectorates/sectors in the
development of financial management and control

During the previous periods, the role of the erigtfinance directorates was not
specifically accentuated concerning the developrnoériinancial management and control .
However, they are the key drivers and coordinabdrfinancial management development at
budget user level.

The forthcoming period will require foer development of the existing finance
directorates/sectors, in a way that they undertakerole of a coordinator in the financial
management development and provide the suppoth&y managers in financial management
development across organisations.

For that purpose, an analysis will be performedetwaluate the current status of
finance directorates/sectors, their organisatiaskg and roles they currently have in the area
of financial management development. Based onnhgy/sis, detailed measures and activities
required to further strengthening of the existintes of finance directorates/sectors will be
identified.

The PIFC Council will provide support to the fimandirectorates’ development. The
Council will act within its advisory role in thigspect. The Government of Croatia will also
support the process by reviewing the proposaldhferdevelopment of coordinating roles of
the finance directorates and make decision ondbeteon of measures and activities towards
this goal.

24



The finance directorates need to provide adegugiport to other managers in charge
of financial management. They will jointly devideetdevelopment of ex-ante and ex-post
controls within the processes of planning, impletagon and monitoring of the use of
budgetary resources. If needed, they should igitite production of internal acts
(instructions, rulebooks) to provide for job deptions, authorities and responsibilities of
individual participants in the processes of plagnpiprogramme production, programme
execution monitoring, financial documents proceagsimternal reporting on the budget
resources implementation and the objectives actieve

Jointly with other managers, the finance diredtsa should encourage the
development of accounting systems. i.e. they shprdgiide support to managers in devising
records on costs and other relevant financial médron and on content and structure of
internal reports for the needs of timely and eéiitifinancial management.

Furthermore, the finance directorates should Ippauive of all other managers that
within the area for which they are responsible neeedevelop systems of internal controls in
order to meet the need for better quality finangiahagement .

All this will be taken into account in analysiniget current development of existing
finance directorates/sectors in order to identdgguate measures to be taken for the purpose
of further development and strengthening of thelies.

Measures:

» Delivering the workshops on the role of the finada®ctorates/sectors organised by
the Central Harmonisation Unit, intended for theafice directors and department
heads

* Analysis of the current role and the status ofekisting finance directorates/sectors
(organisation, tasks, their roles in financial ngaraent development) to be conducted
by the directors of finance directorates on thasbakquestionnaires designed by the
Central Harmonisation Unit.

» Drafting individual reports on the conducted analye serve as the groundwork for
the Central Harmonisation Unit's production of axsolidated report on the status of
the finance directorates, along with the propogalseinforcement of their roles.

» Discussion by the PIFC Council on the consolidatgubrt, review of proposals and
making recommendations for further strengthenintheffinance directorates’ roles.

* Production of a proposed Action Plan for the impmeatation of the recommendations
included in the consolidated report and the recontdatons made by the PIFC
Council, to be designed by a working group compgsiepresentatives of directors of
finance directorates.

* PIFC Council’'s conclusions in relation to the prepd Action Plan and submitting
them to the Government of Croatia for review andpdidn.

* Decision of the Government of Croatia on the adwptof the Action Plan for
strengthening the role of finance directorates.

* Implementation of activities from the Action Plan strengthening the role of finance
directorates/sectors, falling under the responsitof the budget user heads.

* Reporting on activities taken to strengthen the mif finance directorates will take
effect through annual reporting on public interfiabincial control system for the
years of 2010 and 2011.
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c) Development of financial management and control ithe budget cycle processes
(planning, programming, financial plans production, accounting and reporting)

Aimed at developing the planning and prograng stages in the budget cycle and
putting greater emphasis on achieving objectives rasults attained with budget resources
invested, the budget reforms introduce some newoappes to budget management for the
budget users. They require the linking of strateand financial plans, the development of
programme budgeting through the definition of pemgme objectives and the development of
performance indicators, as well as implementati@mitoring. Hence, there will be a need for
reinforcing financial management and controls witkihe processes which are essential to
achieve better quality budget resources managerbate include planning, programming,
financial plan production, financial plan executioncluding contracting and procurement,
financial plan execution monitoring and the intémegorting systems.

Note that most budget users haven't describecethbescesses when producing their
books/maps of business processes. In addition, laiget users do not have their internal
procedures providing for these areas.

Within the framework of these processes it is ingott to assure elaboration of the
procedures and jobs descriptions, to define thiecaities and responsibilities of stakeholders
and to have the ex-ante and ex-post controls dpgdlas well. They provide the audit trails
for monitoring the manner in which budget resouraes being managed from the stage of
planning, through the expression of budget reseuneeds, to the budget resource execution
and monitoring what was achieved (objectives asdltg) with the allocated budget.

To further develop financial management and comrthe processes indicated above,
analysis of the current status of the financial aggament and control will be conducted and
identified the areas for improvement.

Acting in its advisory role, the PIFC Council wplrovide support to the financial
management and control development falling under $icope of budget cycle. The
Government of Croatia will also support the procbgsreviewing the proposed financial
management and control development path to achbetéer quality management of
budgetary resources. The Government will also nd@sion on adopting measures and
activities contributing to this end.

The 2007 Financial Management and Control Mawmill also be updated to highlight the
linkage between financial management and contrdlthe budget cycle.

In doing so, one must take into account the impé¢he budget reforms included in
the State Treasury System Process Improvement ateidisation Strategy for the period
2007-2011 and the new Budget Act would have orhé&urfinancial management and control
development.

Measures:

» Updating the existing Financial Management and @bmanual to further highlight the
linkage between financial management and contrdl tae budget cycle, as well as the
impact budget reforms would have on the financiahagement development. This would
be supported through a programme of workshops.
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Analysis of the existing financial management aondtiol arrangements in the budget
cycle processes to be conducted jointly with othanagers, and based on the proposed
guestionnaires to be designed by the Central Hasatian Unit in collaboration with the
State Treasury.

Production of individual reports on the analysisdwacted. These will be prepared by the
financial management and control heads and wiles@s groundwork for the Central
Harmonisation Unit in its preparation of a consatet report on the status of the budget
cycle financial management and control, along \prbposals for improvement.
Discussion by the PIFC Council on the consolidateiort, review of proposals and
making recommendations for strengthening of finahehanagement and control in
budget cycle processes.

Production of a proposed Action Plan for the immetation of the recommendations
included in the consolidated report and the recontagons made by the PIFC Council,
to be designed by a working group comprising regmmesives of directors of financial
management and control heads.

PIFC Council’s conclusion in relation to the propgdAction Plan and submission of it to
the Government of Croatia for review and adoption.

Decision of the Government of Croatia on the adwptof the Action Plan for
strengthening financial management and controliohglet cycle processes.
Implementation of activities from the Action Plan strengthening financial management
and control in budget cycle processes, falling unlde remit of budget user heads.
Reporting on activities taken to strengthen finahananagement and control in budget
cycle processes will take effect through annualoriépg on public internal financial
control system for the years of 2010 and 2011

d) Accounting systems development — cost and magement accounting

Budget accounting was provided in the Budget Actiognand Chart-of-Accounts
Rulebook (OG 27/05, 127/07) and the Financial R@&pgprRulebook (OG 27/05,
02/07). Accordingly, accounting systems were egthbtl with budget users primarily
in the function of financial accounting intended é&xternal reporting purposes.
Financial accounting has the function of ensuringt tbbusiness events are properly
recorded, checking whether or not execution of letidgsources was in line with the
planned amounts and whether or not payments wgnewgd by authorised persons
prior to their execution.

The upcoming period will require the developmentastounting systems for the
needs of internal reporting, i.e. for financial mgament purposes. This includes cost
and management accounting development.

The development in the budget system aiming atidmkobjectives-plans-budget
resources also requires the development of sucbuating records and reporting
systems that enable tracking of links between tharpng documents and budgetary
resources needed for their implementation. Thistri® for both planning and
execution stages. For example, this includes tlveldpment of records tracing the
link between Procurement Plans and the Financiahs?lrecords of contracted
commitments, etc. These features currently arendegieloped in some budget users.

Programme budgeting development also requiresrtiduption of accounting records

and reporting systems to ensure that the neceses@zymation is available for
programme management.
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This includes information of programme costs, typésost, places where the costs
have occured, information needed to monitor thecatdrs established, etc.

Options for the development of cost and manageraecbunting will primarily be
analysed in the institutions involved in implemeiota of PHARE 2006 project
“Improvement of Budget Processes”. Experiencesaghinom pilot institutions will
be employed for the development of the accountystesns with other budget users.
The development of cost and management accourttimgid stand as the foundation
for the development of good quality financial infaation systems with budget users.

Measures:

* Analysis of the accounting systems through a reviéwhe existing accounting
records and reporting systems (accounting rep@itsglproduced and their users)
in pilot institutions involved in the implementatioof PHARE 2006 project
“Improvement of Budget Processes”.

» Identification of additional accounting records arg@orts to be established. This
will be identified via the cooperation between diggs of finance directorates and
other directors and sector/service heads and progea leaders in pilot
institutions. Furthermore, potential difficulties the use of accounting statements
will be identified as well.

* Production of the Action Plan for the accountingtsyns development. Based on
the conducted analysis, directors of finance dimtes will make the Action
Plans.

* Production of the Cost Accounting and Managementofating Development
Guidelines by the Central Harmonisation Unit basedthe experiences gained
from the development of cost and management acicquint pilot institutions.

e) Development process of risk management at the thget users

The risk management process should kermsgtically developed during the upcoming
period. This will entail the identification of riskthe assessment of the probability of
occurrence and their impact, the documentatioriséif information into risk registers,
the appointment of people for risk monitoring ahd tlevelopment of a risk reporting
system.

The reforms taking place in the budget systemuutolg the introduction of strategic
planning and the definition of strategic objectivéise development of programme
budgeting and monitoring the achievement of progmanobjectives attach greater
importance to the risk management process. Thisegs should be developed in
parallel, especially in the key processes for tteevement of objectives from strategic
plans and programmes.

Measures:

* Issue of Risk management guidelines which will besppred by Central
Harmonisation unit

* Delivering seminars and workshops to be organisedhk Central Harmonisation
Unit covering risk management.

» Establishing risk registers and appointing persansharge of risk monitoring with
budget users.
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f)

Risk management will be under development in palralith programme budgeting
and performance indicators development in pilottitinsons in which the State
Treasury System Process Improvement and Moderms&irategy for the period
2007-2011 is being implemented. The experiencasedain pilot institutions will be
conveyed to other budget users via seminars ankisiops.

Financial management and control system qualitassurance model development

Good quality financial management and control systare a kind of guarantee of
budget users’ readiness for a successful manageaieiie allocated budget. The
Budget Act sets forth the principles and ruleskibdget users must apply in managing
the budget resources.

The implementation of the provisions containedni@ Budget Act in practice requires
the existence of adequate systems of financial gemant and control. For that
reason, the upcoming period will see the developroérfinancial management and
control system quality assurance models in a wagt thill provide feedback.
Feedback from such assessment will show whetherobithe established financial
management and control systems secured practigmnentation of the Budget Act
provisions as well as the implementation of objexdiand measures from the State
Treasury System Process Improvement and Modemisa&irategy for the period
2007-2011. For example, budget user heads, therestwould evaluate and ensure
that:

* budget resources were used for earmarked purpasdsgeping with the
approved budget, no commitments were assumed iessxaf the approved
budget, no reallocations were made contrary tol lpgacedure (approval by
the Minister of Finance);

e revenues were collected on time and paid to adeq@gounts;

» irregularities were recorded and activities weketato eliminate them for the
purpose of improving the work.

The amendments to the Instruction on the Annualli®ubternal Financial Control
System Report will be made accordingly. Statememisinternal financial control
system with budget users will also be introduceddd®t user heads will be signing
those and delivering them to the Ministry of Financ

Measures:

Analysis of the Budget Act and other regulationge(tPublic Internal Financial
Control Law, the Public Procurement Act, etc.)he tontext of financial management
and control requirement, to be conducted by thetr@ermHarmonisation Unit in
collaboration with the State Treasury.

Improvement of annual reporting on financial mamaget and control through
updating questionnaires, development of self-ags&ss methodology and updating
the Instruction on the Annual Public Internal Fioi@hControl System Report.
Introduction of a statement on internal financiahirol to be signed by budget user
heads and delivered to the Ministry of Finance. Staéement will be produced on the
basis of the financial management and control systef-assessment.
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5.2. OBJECTIVES AND MEASURES OF FURTHER INTERNAL AUDIT
DEVELOPMENT

a) Strengthening internal auditors’ capacities — the nmber and competence

Given the demands set before internal audit, incfyds role in the further financial

management and control development and its acble in the EU pre-accession
funds system, there will be a need to ensure adedoternal auditors’ capacities.
Therefore, it will be necessary to ensure an adeguamber of internal auditors and
their competence. With the view of ensuring a sight number of internal auditors,
there will be a need to make analysis based on laaak stemming from the

requirements of potential fields of auditing. Toesgthen competency, additional
training will be required for the existing interrealditors’ capacities through optional
modules, workshops and seminars. Furthermore, agcknowledge and skills

required for specialised auditing will need to beveloped to cover public
procurement, information technology and managenwntcomplex projects for

example.

Measures:

* Analysis of the necessary number of internal auwsliteith large budget users
(ministries, central state offices and extra-budgetinstitutes) on the basis of a
workload and vacancies analyses.

* Recruitment of new internal auditors from the argptstaffing establishments of
budget users until the necessary number of staithgeved.

» Development of competencies of the existing inteenalitors by additional training
through optional modules, workshops and seminaasirdgwith the most up-to-date
developments in the budget system and EU pre-daoceimds management, to be
organised by the Central Harmonisation Unit.

* Development of specialist knowledge for selectesligs of internal auditors through
topical workshops and specialised training sess@nged at creating a specialist
knowledge pool required to conduct audits in theaarof public procurement,
information technologies, complex development pgjeetc. Creation of internal
auditors’ teams trained to carry out specialiseditatand contractual definition of the
relationship between such teams and institutionsvimich such audits would be
conducted.

* Improving training programme efficiency through estyning the existing training
programme and reducing the duration of mandataipitrg (from 7 to 5 weeks) and
increasing the number of additional/optional moduté shorter duration (two days)
focused to the fields of priority interest for imal auditing (EU funds auditing,
financial auditing, operational audit, systems tgjdiaudits of programmes and
projects).

* Production of the Internal Auditors’ Training Pléor the period 2010-2011 to cover
both mandatory and additional training.

* Development of the internal audit work methodology updating the Internal
Auditors’ Manual and producing annexes to the Manua
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b) Strengthening cooperation between internal audit att managers

In the forthcoming period, there will be a need fittre encouragement and
development of cooperation between internal auditt dhe management. The
management should recognise the benefits brouglimtbgnal audit and be ready to
use internal audit as a tool to help improve therafons.

Therefore, it is necessary to keep presernthiegrole and purpose of internal audit to
management, especially the ways in which internalitamay be of assistance to
management in conducting budgetary reforms.

Cooperation between internal audit and managententlé be continually improved
during the production of strategic and annual maéludit plans, so that areas to be
audited reflect management’s priorities.

Measures:

Delivering presentations to the managers on the aad purpose of internal audit to
be organised by the Central Harmonisation Unitalaboration with internal audit

heads. Encourage the presence of internal auditorthe senior staff meetings
covering specific topics

Delivering joint workshops for the management antérnal audit on their mutual

cooperation.

Development of strategic and annual internal ayd#ns in cooperation with

management.

Steering internal auditing activities towards morecomplex audits

The activities of internal audit during the prewsoperiod were to a greater extent
focused on conducting simpler audits, mostly coarge audits. Compliance audits
are important and required, and will continue dgirine upcoming period. However,
there will be a need for conducting more compleditguin addition to compliance,
including programme and projects performance auitsSupport management in
ensuring economical and efficient use of budgetespurces.

As a priority, the programme and projects perforoeaaudits will be carried out in the
pilot institutions involved in the implementatiohtbhe State Treasury System Process
Improvement and Modernisation Strategy for the quer2007-2011. However, this
does not exclude the conducting of these audits @ttier budget users as well.

Measures:

Conducting programme and projects performance swudpilot ministries involved in
the programme budgeting and performance indicatevelopment to provide support
to the implementation of the State Treasury Systeracess Improvement and
Modernisation Strategy for the period 2007-2011.

Delivering performance auditing workshops organibgdhe Central Harmonisation
Unit as preparation for carrying out more complegits and to exchange experiences
after conducting such audits.
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d) More efficient use of auditing resources towards th improvement of financial
management and control in identical processes spaimg across several budget
users — horizontal audits

To achieve greater efficiency in the use of thdateoh auditing resources and because
there are a number of identical processes operatirseveral or almost all budget
users, the upcoming period will be used to orgathiseso-called “horizontal” audits.
“Horizontal” audits will involve internal auditordrom several budget users for
conducting audits of the same processes withinr thestitutions (e.g. strategic
planning, accounting systems, subsidies and grattty, The goal is to gain a general
overview of the control mechanisms in the processesmon or identical to several
or all budget users.

Measures:
» Carrying out horizontal audits through the follogiactivities:

v’ identifying processes to be subject to horizontadits on the basis of
information available to the State Treasury on iggabf financial
management and control in identical processes ingnnith several budget
users;

v/ entering into agreements between institution inedlselected budget
users and the Ministry of Finance) on conductingizomtal audits and
delivering audit reports;

v including horizontal auditing of these processde amnual internal audit
work plans in the institutions involved;

v creating a working group comprising representatigbsnternal auditors
who will jointly with the Central Harmonisation Uniproduce the
Horizontal Auditing Guidelines;

v' conducting the audits and drafting individual augjports to serve as the
groundwork for Central Harmonisation Unit's prodoot of the
consolidated report and its delivery to the Stata$ury;

v' production of an Action Plan for taking measures $trengthening the
system of internal controls in identical process&ased on the
consolidated report, the State Treasury will designAction Plan jointly
with the budget users involved in horizontal aungjti

e) More efficient use of auditing resources towards t& improvement of financial
management and control with interrelated public setor institutions — vertical
audits

Since some of the budget users are mutually coeddat functional terms (e.g. in
health, education, justice systems, public entsggriand their competent ministries)
and that there are significant transfers of budgeftands taking place between them,
the upcoming period will be used to organise theated “vertical” audits.

“Vertical” audits will require the involvement ofnternal auditors from the
functionally related budget users in carrying outliss of processes, which lead to
flows of resources between the budget users. Theigdo develop a comprehensive
view of the established control mechanism for tteeess as a whole.
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Measures:
» Carrying out vertical audits through following adties:

v identifying institutions to be involved in verticaudits which will be
conducted under the remit of the Central HarmoitisatUnit in
collaboration with the State Treasury and basethfummation on mutual
budget transfers;

v/ entering into agreements on vertical auditing betwéhe institutions
involved, defining the creation of an audit teamme tmanners in which
audit reports are to be submitted, etc.;

v including vertical audits in annual internal audibbrk plans of the
institutions involved,;

v' conducting audits and production of audit repontgh a copy set to the
State Treasury.

f) Development of the model of internal auditas’ work quality assessment

Internal audit quality assurance may eoms internal and external assessment. The
internal audit unit head carries out internal wqkality assessment. In addition to the
State Audit Office, the Central Harmonisation Ualgo conducts an external quality
assessment of the internal audit work with budgetsi

For the upcoming period, a model of external qualgsurance of internal audit work
will need to be developed to be employed by thet@eRrarmonisation Unit as the
basis to conduct the external quality assurancentefnal audit work with budget
users, in keeping with the competencies stemmioig fthe Public Internal Financial
Control Law. Additionally, the internal audit uniteeads should develop their own
guality assurance and improvement programmes fomtbrk of internal audit. The
Central Harmonisation Unit will develop a templé&iethis purpose.

Measures:

» Develop a model for external quality assurancentdrnal audit work on the basis of
which the Central Harmonisation Unit will conduattarnal audit work quality
assurance.

* Production of model for internal quality assuran€eénternal audit work, i.e. draft of
the Program of assurance and improvement of intewditors’ work quality to be
drafted by the Central Harmonisation Unit.

* Production of the Program of assurance and imprewerof internal auditors’ work
quality by internal audit unit heads to serve as fbundation for making internal
assessment of internal audit work quality.

» These activities will be supported by a programinearkshops.

g) Rational establishment of internal audit at smdlbudget users

The 2008 Budget Users’ Internal Audit Rulebook jeg criteria whereby budget
users need to establish internal audit units. Basesluch criteria, internal audit must
be put in place even in the smaller budget useterms of their number of staff and
the available budget. Most of them has not doree thi

In the forthcoming period it will be necessdoy analyze the mutual connections
between smaller budget users with some of the biggét users in the sense of
competency and the ways of financing.
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5.3.

According to the analysis, the establishment cérimal audit will be initiated through
the already existing models (agreements, jointriate audit units). Furthermore,
options will be explored for carrying out interraaldits with small budget users using
models introduced by this Strategy. They include ke of specialised audit teams,
horizontal and vertical audits. To exercise ratie@sablishment of internal audit, the
existing criteria and ways of internal audit estbhent will be redefined, as
necessary.

Measures:

Identify small budget users obliged to establidgbnmal audit.

analyse alternative options for putting internatliaun place employing the existing
options (agreements, establishing joint internalitawnits, using services rendered by
specialised teams and vertical audits), taking aatof cost-effectiveness in spending
resources and the availability of human capacities.

Establishing internal audit with small budget usseser model chosen.

Amendments to the Budget Users’ Internal Audit Raolek if there should be a need
to redefine the existing criteria and ways of intdraudit establishment.

OBJECTIVES AND MEASURES OF FURTHER CENTRAL
HARMONISATION UNIT DEVELOPMENT

During the previous period, the Central HarmongatUnit was to a greate extent
oriented towards the production of regulations woedk methodology, the creation of
organisational arrangements for the internal fimgraontrol system establishment and
development, including the organisation and dejivef professional training for
internal auditors and people in charge of finaneiahagement and control.

In the forthcoming period, the Central Harmonisatignit will focus on strengthening

its coordinating role in the internal financial ¢tan system development, defining the
new role in the training process and establishimis|with the academic community,
and the activities of monitoring quality of the embal financial control systems
established with budget users.

Strengthening the Central Harmonisation Unit's coodinating role
In keeping with further internal financial cont®ystem development as envisaged in
this Strategy, it is necessary to strengthen therdioating role of the Central
Harmonisation Unit, which includes cooperation with
* Budget users

To ensure that public internal financiahttol becomes and remains a central
function of budget users, the Central Harmonisatioit will aim to establish strong

and systematic links with budget users at all levetluding heads, FMC Champions,
Finance Directorates, program managers and intacitors.
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» the State Treasury

For the purpose of coordination between the intefireancial control system
development and the budget system developmentsCéméral Harmonisation Unit
will closely cooperate with the State Treasury.sTimutual cooperation will focus on
the development of financial management and contr@thodology and the
development of a quality assurance model to beleppb these systems with budget
users. Therefore, the Central Harmonisation Unit tre State Treasury will jointly
define questionnaires to make an analysis of threestilevel of understanding of
financial management and control within budget sisgintly define an approach to
the development of areas for improvement and teke ip conducting horizontal
audits. These activities will make the developmehtfinancial management and
control with budget users supportive of implememtihe objectives set forth in the
State Treasury System Process Improvement and Misddon Strategy for the
period 2007-2011.

The Central Harmonisation Unit and the State Tngasull organise joint seminars
and workshops on the budget system developmenthrengarallel developments in
the internal financial control system. These waél intended for persons in charge of
financial management and control and for interniaitars.

« the Public Internal Financial Control Council

The Central Harmonisation Unit will increase opienadl involvement of the PIFC
Council in the internal financial control systemvdlmpment. The PIFC Council will
be involved through its provision of advice for thether development of internal
financial control based on analyses of the existimgditions and recommendations to
the Government of Croatia concerning measures etidtees to be taken for further
development in the areas of financial managemeshtantrol and of internal audit.

» the National Fund, the Central Finance and Contrgqagency (CFCA) and the
Central State Office for Development Strategy arnd Eunds Coordination
(CODEF)

In order to take advantage of the experiences damehe development within the
framework of the EU pre-accession funds for theppse of further development of
internal financial control system, the Central Hamsation Unit will cooperate with
the institutions in charge of managing and impletimgnthe EU pre-accession funds
(the National Fund, CFCA, CODEF).

The Central Harmonisation Unit will also activelyonitor further financial
management development in the EU pre-accessionsfamd will systematically
support auditors in conducting their audits indhea of EU pre-accession funds.

The aim is to avoid creating different systems elier possible, while taking account
of certain specific requirements.
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+ the State Audit Office

Cooperation between the Central Harmonisation dnd the State Audit Office has
occured from the outset of the establishment oflipuinternal financial control
system.

In the previous periods, cooperation with the Statadit Office considerably
contributed to the internal financial control systestablishment and development
with budget users, especially in the internal angitield.

In the upcoming period, cooperation and exchangafofrmation on the extent to
which the internal financial control systems estii@d with budget users contribute to
the budget reforms implementation will be espegimiiportant, in terms of providing
proposals for improvement.

Given that the forthcoming period is expected tadgreater involvement of internal
auditors in more complex audits, including systeand performance auditing, joint
seminars will be needed between the State Auditc©fand internal auditors to
exchange their respective experiences in suchiagdit

* the Agency for Auditing the Implementation of ELbBrammes System

The Central Harmonisation Unit will actively monitthe relationships established
between the Agency for Auditing the ImplementatadrEU Programmes System and
internal auditors within the system of the EU peceession funds management. The
development of cooperation between internal andreat audit primarily falls under
the scope of the Agency and internal audit. Under scope and through its
coordinating role, the Central Harmonisation Unili wontribute to this cooperation
development. This involves EU funds systems augliwork methodology, organising
additional training sessions for internal auditorghe area of EU funds auditing.
Based on the internal audit work quality assuranf@mation, there will be a need to
improve the areas with identified weaknesses taavginternal audit’s work quality.
This in turn will contribute to making a better falation for the development of
cooperation between the Agency and internal awslitor

Measures

Organising meetings with heads of budget userssoper in charge of financial
management and control and with internal auditassting the institutions, delivering
presentations, workshops and seminars.

Coordinating the activities with the State Treasuhg National Fund, CODEF and
CFCA on the development of work methodology to cotree areas of financial
management and control.

Organising joint seminars with the State Treaswrydersons in charge of financial
management and control and internal auditors.

Topical meetings of the Public Internal Financiabn@ol Council and sending
Council’s conclusions to the Government of Cro&draadoption.

Organising joint seminars with the National Fund &FCA to exchange experiences
concerning the EU pre-accession funds financial agament and control
development.

Organising joint seminars with the State Audit Cd#fiand the Agency for Auditing the
Implementation of EU Programmes System
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b) Organising professional training in cooperation wih the academic community

(the Faculty of Economics)

Further development of the overall internal finahaontrol system emphasises the
need for further investment in training those pedplolved in financial management
and control and internal auditors. The Central Harigsation Unit has invested
considerable effort in organising professional nirag to date. To meet the
aforementioned need, the Central Harmonisation Wilitjointly with the academic
community explore the options to cooperate as wslldeveloping methods for
organising professional training in financial maaagnt and control and internal
auditing for the public sector needs.

The role of the Central Harmonisation Unit, fromingea training organiser and
deliverer, should now focus to the role of a cooatlr in the area of professional
training. This includes the definition of trainipgogrammes, setting the standards and
overseeing the quality with which training is beohgjivered.

The Central Harmonisation Unit will continue witlctizities related to organising
seminars, workshops and specialised training ianioral management and control and
internal auditing, and experts from individual fislmay be engaged.

Measures

In cooperation with the academic community (theufigoof Economics), the Central
Harmonisation Unit will analyse options for coopera, methods and costs of
organising professional training in financial rmgament and control and internal
auditing;

After conducting such analysis, options for entgrinto a cooperation agreement
between the Ministry of Finance and the FacultyEebnomics will be considered
(defining training programmes, setting standardstigipation of trainers from the
Ministry of Finance and other institutions, traigidelivery quality control, etc.);
Developing syllabi and training programmes with thaversity

Delivering financial management and control anenmal auditing training organised
by the Faculty of Economics and in cooperation vthign Ministry of Finance.

Monitoring quality of the established internal financial control systems

In the upcoming period, the Central Harmonisationt Will focus on monitoring the
quality of the internal financial control systenstablished within budget users. The
emphasis in quality assessment will be on the éxtewhich the established systems
contribute to the implementation of objectives andasures set out in the State
Treasury System Process Improvement and Modermms&irategy for the period
2007-2011 and ensure the application of the Budggtprovisions. As mentioned
before, the Central Harmonisation Unit will coogerawith the State Treasury
concerning the internal financial control systenalgy assurance model. Furthermore,
the Central Harmonisation Unit will encourage caagien between persons in charge
of financial management and control and internaitaus from various budget users,
in order to exchange information and their respectixperiences in the development
of the internal financial control system.
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d)

Measures:

Production of the Consolidated Annual Public In&rfrinancial Control System

Report, whereby the Central Harmonisation Unit repthe Government of Croatia
on the status of the internal financial controltegs.

Periodical assessments of the internal financiatrobsystem, as needed.

Organising workshops to exchange experiences in dinelopment of internal

financial control systems with budget users intehfiie persons in charge of financial
management and control and for internal auditors.

Strengthening Central Harmonisation Unit's expertie

To further develop the internal financial contrg®m and provide support expected
in that regard from the Central Harmonisation Uoattinued activities will take place
aimed at strengthening competencies of the CHU. §taé existing capacities will be
additionally professionally improved through senmnghand courses and the staff will
acquire the necessary knowledge from the areamafidial management and control
and internal auditing. In addition to core competerfrom the area of financial
management and control, there is a need for aninggwofessional improvement in
other skills, including the application of informat technology and language skills.
Moreover, efforts will be invested in ensuring aabohial recruitment of professional
staff, preferably possessing experience in findnoianagement and control and
public internal auditing. The Central Harmonisatidnit will keep working with other
national and international institutions for the efnof exchanging knowledge and
experiences.

Expertise of the Central Harmonisation Unit willsal be strengthened through
ongoing communication and exchange of informatioth wther stakeholders in the
system of internal financial control with budgeers

Measures:

Development of expertise of the existing Centrakrmtanisation Unit's capacities

through seminars and courses

Recruiting competent civil servants into the Cdrttarmonisation Unit

Linking the Central Harmonisation Unit with othemstitutions and international

bodies (Croatian Association of Accountants andakamal Experts, the Croatian
Institute of Internal Auditors, the Faculty of E@mics, and cooperation with experts
through EU pre-accession funds)

Networking and information exchange system devekmmthrough websites,

brochures, leaflets, etc.
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6. MONITORING OF THE STRATEGY IMPLEMENTATION

The Central Harmonisation Unit of the Ministry ofin&nce will oversee the
implementation of the Strategy, i.e. the achievanwnthe objectives, measures and the
activities contained in the Action Plan, which faran integral part of the Strategy.

The Central Harmonisation Unit will report to théFE Council on the activities
performed, the results achieved and potentialatiffies faced during the course of achieving
the objectives and measures, and it will make psajsoto eliminate them accordingly. This
will be done during the regular PIFC Council megsitaking place three times a year.

The PIFC Council will discuss the reports prepdrgdhe Central Harmonisation Unit
and give its advice and opinions before the repamssubmitted to the Government of the
Republic of Croatia.

Furthermore, the Central Harmonisation Unit wilpoet to the Government of the
Republic of Croatia through the Consolidated AnnPRalblic Internal Financial Control
System Report. The production of this report is daory in accordance with Article 35 of
the Croatian Public Internal Financial Control Law.

For the purposes of the Consolidated Annual Pubternal Financial Control System
Report, the Budget Users will produce their regpecindividual public internal financial
control system reports. These will serve as a Velfiae reporting on the activities under their
remit as per the Action Plan and on the resultseael.

Although the achievement of the objectives, measaral activities contained in the
Action Plan as an integral part of the Strategfirss and foremost supportive of budgetary
reforms initiated on the basis of the State Treastystem Process Improvement and
Modernisation Strategy for the period 2007-2011 drednew Budget Act (Official Gazette,
No. 87/08), it is important also to point out thhe development of the internal financial
control system creates sound preconditions forattfeevement of objectives and measures
envisaged in the Anti-corruption Strategy (Officfahzette, No. 75/08) and the 2008-2011
State Administration Reform Strategy.
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7. CONCLUSION

The internal financial control systestablishment and development is a complex and
long-lasting process. The activities in this fiemmmenced as early as in 2004 and resulted in
the creation of legal regulations and bylaws, thganisational capacities and the actual
implementation of the system with budget users.

The establishment of this system is a ifipeprocess, as it does not involve the
creation of a completely new system of controlsolhdevelops in parallel with the existing
systems of controls. In a way, the establishmenthig system implies embedding its
elements into the existing systems of managemendt @mtrol with the aim of its
improvement.

In order for the internal financial contreystem to be truly used for its intended
purpose, it has to be fully integrated into theseé®g public sector management processes.

The current stage in terms of this systevelopment suggests that this has not yet
been fully achieved. Specifically, the links betwdbe internal financial control system and
the budget system haven’t been sufficiently exmglore

The initiated budget reforms bring neep@aches to budget resources management,
developing the planning processes through estahgstinks between objectives and
budgetary resources and the development of progeabudgeting, as well as the orientation
not only to inputs but also to the results achievEdis creates possibilities for a greater
degree of flexibility in managing budgetary res@sén order to achieve agreed objectives,
while increasing responsibility not only for the @nmmt and type of cost but also for the results
achieved.

Moreover, operating in a turbulent eomment and the limited availability of
budgetary resources implies that public sectorrmsgdions need to have efficient systems of
internal financial control in place to help thenspend to the demands set before them, while
ensuring efficient and economical use of budgetaspurces.

The internal financial control system, heneeeds to find its rightful place and role
within management processes, and especially bundgeagement process, in order to provide
adequate support to the implementation of budgérmes and better quality budget
management in general.

The most important activities envisagedhis Strategy aimed at further developing
the internal financial control system follow thelpaelow:

* raising awareness of financial management as agriat part of management
process in general;

» strengthening the roles of the existing financeectorates/sectors for the need of
coordinating the financial management and contsthtdishment and development
activities and providing support to other sectiohsnanagerial structures taking part
in financial management;

» development of financial management and contrthhénbudget cycle processes;

» development of cost and management accountingeaftimdation for good quality
financial information systems needed for finanar@nagement purposes;

» development of risk management process;

» strengthening internal audit in terms of its conepet and scope of work;

* more efficient use of the existing auditing resesrby carrying out horizontal and
vertical audits and the creation of specialisedtangiteams;

» development of a quality assurance model to beiegppor the evaluation of the
established internal financial control systems.
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Experiences gained in the development of the iatefinancial control system for
managing the EU pre-accession funds can be usgckat value for the development of this
system for the national needs.

During previous periods, the Central Harmatis Unit was intensively involved in
the creation of the regulatory framework and thespription of work methodology. In the
period to come, CHU will focus more on strengthegnits coordinating role, linking the
participants in the development of this system, #rel development of quality assurance
model for the system established.

In doing so, the Central Harmonisation Unill extensively cooperate with the State
Treasury to make sure that approaches to the aitéimancial control system development
and budget system developments are coordinated.

For the purpose of implementing the soeas and activities from the Action Plan
constituting an integral part of this Strategy, exgnces and assistance of international
experts will be employed through EU pre-accessimjepts (IPA 2007, PHARE 2006) and
through projects funded from other sources (SIGMAmrt, MATRA FLEX programmes).
Projects have already been approved for some oédheities, and for the other part of the
activities new projects will be required.

The Central Harmonisation Unit will @lbe in charge of monitoring the execution of
measures and activities in the Action Plan and mgjplort the Government of the Republic of
Croatia on the activities carried out.
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