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ECONOMIC ESSENCE AND CLASSIFICATION OF
FINANCIAL ERRORS AND IRREGULARITIES IN

BUDGET ORGANIZATIONS AND CRITERIA FOR
THEIR INTERNAL AUDIT ASSESSMENT
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Abstract. The article examines the economic essence of financial errors and irreqularities arising in budget organizations,
their classification from the perspective of internal audit, and the criteria for their evaluation. International auditing stan-
dards (ISA 240, ISA 450, ISSAI 400 and 4000) and national legal acts are comparatively analysed, and the boundaries
between the notions of “financial error”, “irregularity”, “material misstatement”, and “fraud” are clarified. As a result, an
internal audit classification based on the criteria of intent, legality, unlawful benefit, financial impact, and legal conse-

quences is developed, together with an algorithm for distinguishing these categories in practice.

Keywords: budget organization, internal audit, financial error, irregularity, material misstatement, fraud, materiality, clas-
sification criteria, budgetary discipline, audit evidence.

Annotatsiya. Maqolada budjet tashkilotlarida yuzaga keladigan moliyaviy xato va nomuvofiqgliklarning iqtisodiy mohiyati,
ularning ichki audit nuqtayi nazaridan tasnifi hamda baholash mezonlari tadqiq etilgan. Xalqaro audit standartlari (ISA
240, ISA 450, ISSAI 400 va 4000) hamda milliy normativ-huquqiy hujjatlar qgiyosiy tahlil qilinib, “moliyaviy xato”, “nomu-
vofiqlik”, “jiddiy noto‘g'ri ko‘rsatish” va “firibgarlik” tushunchalari o‘rtasidagi chegaralar aniqlashtiriigan. Tadqiqot natijasida
mazkur toifalarni gasd (niyat), qonuniylik, noqonuniy manfaat olish, moliyaviy ta’sir va yuridik ogibat mezonlari bo‘yicha

farqlashga asoslangan ichki auditorlik tasnifi ishlab chigilgan hamda toifalarni amaliyotda ajratish algoritmi taklif etilgan.

Kalit so‘zlar: budjet tashkiloti, ichki audit, moliyaviy xato, nomuvofiqlik, jiddiy noto‘q’ri ko‘rsatish, firibgarlik, ahamiyatlilik,
tasnif mezonlari, budjet intizomi, audit dalillari.

AHHOmMauyusi. B cmambe uccriedogaHbl 3KOHOMUYECKasi CyuHOCmb bUuHaHco8bIX OowuboK u Hecoomeemcmeud,
BO3HUKatoWux 8 6r00XXemHbIX Op2aHU3ayusix, Ux Knaccughukayus ¢ no3uyuli BHympeHHe20 ayouma u Kpumepuu OUeHKU.
Ha ocHose cpasHumernbHo20 aHanu3a mMexo0yHapoOHbIx cmaHOapmos ayouma (ISA 240, ISA 450, ISSAI 400 u 4000)
U HayUoOHaslbHbIX HOPMamuBHO-MPasos8bIX aKmo8 YMOYHEHb! epaHuubl Mex0y MOHSMUSIMU «ghuHaHcosasi owubkay,
«HEecoomeemcmauey, «Cyu,eCmeeHHOe UCKaXXeHUe» U «MoweHHU4Yecmeo». Pa3pabomaHa Krnaccugukayus ons yeneu
8HYmMpeHHe20 ayduma, OCHOBaHHasi Ha KPpUMepusiX yMbicria, 3aKOHHOCMU, [O/y4eHUsI HENnpasoMepHOoU 8b1200bl,
guHaHco8020 8030elicmeusi U topudUYEeCKUX rocrnedcmeuli, a makxe npedrioXeH an2opumm UX paKkmu4ecKkoz2o
pasepaHuUYeHusl.

Knroyeenie crnioea: 6r0xemHass opa2aHu3auusi, 8HympeHHul ayoum, ¢buHaHcoseasi owubka, Hecoomeemcmesue,
CYU|eCMBEHHOE UCKa)eHUe, MOWEHHUYECME0, Cyu,ecmeeHHOCMb, Kpumepuu Kriaccugukauyuu, 6GrooxemHas
ducuyunnuHa, aydumopckue 0okazamerbcmaa.

INTRODUCTION

Financial errors and irregularities arising in the process of using budgetary funds are among the most
important indicators determining the quality of public financial management. They directly affect not only
the reliability of financial reporting data, but also budgetary discipline, the efficiency of service delivery, and,
ultimately, public trust. Therefore, improving the internal audit system in budget organizations should begin,
first of all, with a scientifically grounded definition and classification of the phenomena that constitute its audit
objects — financial errors and irregularities.

In practice, these concepts are often used interchangeably. Internal audit reports frequently employ such
terms as “error,” “deficiency,” “violation,” and “legal violation” without clearly defined criteria, which leads
to inconsistencies in comparing and generalizing identified cases and in selecting appropriate corrective
measures. When a similar case is classified as a simple accounting error in one organization and as a serious
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legal violation in another, the comparability of audit results is undermined.

The consequences of terminological ambiguity are practical in nature. The measures applied depend
on how an identified case is classified: an accounting error may be resolved through correction, whereas a
legal violation may result in disciplinary or administrative liability. When the boundaries between categories
are unclear, the decision is left to the auditor’s professional judgment, which may lead, on the one hand, to
unjustifiably severe measures and, on the other hand, to the understatement of serious cases.

The purpose of this study is to reveal the economic essence of financial errors and irregularities in budget
organizations, classify them for internal audit purposes, and substantiate assessment criteria that distinguish
these categories from one another. To achieve this objective, the following tasks were undertaken: interpretations
of the concepts in international standards and national legislation were compared; a system of distinguishing
criteria was developed; and an algorithm for applying the proposed classification in practice was suggested.

LITERATURE REVIEW

The most consistent approach to the nature of misstatements in financial statements has been developed
in the International Standards on Auditing. ISA 240, “The Auditor’s Responsibilities Relating to Fraud in an Audit
of Financial Statements,” classifies misstatements into two groups according to their cause: those resulting from
error and those resulting from fraud. The principal distinguishing feature between them is whether the action
was intentional or unintentional. ISA 450, “Evaluation of Misstatements Identified during the Audit,” establishes
procedures for accumulating identified misstatements, separately accounting for corrected and uncorrected
misstatements, and assessing whether their aggregate amount exceeds the materiality threshold.

Forthe public sector, this approach is expanded in INTOSAIl documents. ISSAI 100, “Fundamental Principles
of Public-Sector Auditing,” distinguishes financial, performance, and compliance audits and establishes a
common framework for materiality, audit risk, and audit evidence. The compliance audit standards within the
ISSAI 400 and ISSAI 4000 series identify “non-compliance” as an independent category. It refers to an activity
or transaction that does not comply with established criteria, such as laws, regulations, contractual provisions,
or budget estimates. Importantly, non-compliance may not necessarily result in a misstatement in the financial
statements, but it nevertheless remains an object of audit.

The conceptual foundations of internal auditing are set out in the documents of The Institute of Internal
Auditors (lIA), where internal auditing is defined as an independent and objective assurance and consulting
activity aimed at creating value. The COSO Internal Control — Integrated Framework interprets errors and
irregularities as possible consequences of weaknesses in the control environment, risk assessment, control
activities, information and communication, and monitoring components. This approach requires the auditor to
assess not only the identified case itself but also the control weakness that gave rise to it.

As a theoretical basis for assessing fraud risk, the three-factor concept developed in criminology and
adapted to auditing practice is widely applied: opportunity, pressure, and rationalization. This concept is
indirectly reflected in ISA 240, which requires auditors to separately assess fraud risk factors. In the public
sector, the opportunity factor is often associated with weaknesses in control activities, while the pressure factor
may be related to requirements to achieve predetermined performance indicators.

ISA 265 establishes the procedure for communicating deficiencies in internal control to management and
distinguishes such deficiencies according to their significance. This approach makes it possible to consider not
only the identified case itself but also the underlying control weakness as an independent object of assessment,
thereby introducing an additional dimension into the classification.

In the national literature, issues of financial control and internal audit in budget organizations have mainly
been studied from the perspective of identifying legal violations and strengthening budgetary discipline.
Researchers regard internal audit as a tool for improving the efficiency of the use of budgetary funds. However,
the classification of identified cases according to their intrinsic nature — particularly the distinction between
an ordinary accounting error and an intentionally committed unlawful act, as well as the practical criteria by
which an auditor should draw this distinction — has not been sufficiently developed. It is precisely this gap that
determines the relevance of the present study.

RESEARCH METHODOLOGY

The study employed a set of qualitative analytical methods. Legal-dogmatic (content) analysis was used
to examine international standards and national regulatory documents; comparative analysis and logical
generalization were applied to distinguish between the relevant concepts; and a multi-criteria grouping method
was used to develop the classification. The procedure for applying the classification in practice was formalized
as a decision-making algorithm based on a sequence of questions (a deductive scheme). In addition, artificial
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intelligence tools were used as an aukxiliary instrument for systematizing the research materials and preparing
the article text, accounting for no more than 10 percent of the overall work.

The sources analysed included the Budget Code of the Republic of Uzbekistan, Presidential decrees
related to public financial control, the Model Regulation on the Internal Audit Service, as well as ISA 240, ISA
450, ISSAI 100, ISSAI 400, and ISSAI 4000.

Analysis and Results

A financial error is an unintentional deviation made in the recognition, measurement, classification, or
reporting of a financial and economic transaction of a budget organization. Its economic essence is manifested
in the distortion of information: as a result of an error, a management decision is based on inaccurate information,
and resource allocation becomes suboptimal. The sources of an error may include insufficient knowledge,
incorrect application of accounting policies, technical calculation errors, or incomplete primary documentation.

An irregularity is a situation in which an organization’s activity or an individual transaction fails to comply
with established criteria, such as legislation, the budget estimate, the staffing schedule, public procurement
procedures, or contractual terms. The economic essence of an irregularity lies not in the distortion of information,
but in the violation of prescribed conduct: funds may be correctly recorded in the accounts, but they may have
been spent outside their designated purpose or in breach of established procedures. Therefore, an irregularity
may not be reflected in the financial statements at all and can often be identified only by comparing the
transaction with the applicable criteria.

A material misstatement is not an independent category, but rather an assessment of an error or irregularity
in terms of its level of materiality. It arises when an identified deviation, individually or together with other
deviations, may influence the economic decisions of users. Fraud, by contrast, is an intentional act of deception
committed for the purpose of obtaining an unlawful or unjustified benefit and is distinguished from the other
categories by the criteria of intent and benefit.

The relationship among these four categories can be illustrated as fields differentiated according to the
criterion of intent (Figure 1). As the figure shows, a material misstatement does not occupy a separate field,;
rather, it represents a level of assessment that may cut across both unintentional and intentional cases.

Field of Identified Deviations

Unintentional Intentional
Financial error Fraud
Irregularity Unlawful benefit

Material misstatement — a cross-cutting assessment based on materiality

Figure 1. Boundaries Between Financial Error, Irregularity, and Fraud
Source: developed by the author.

The analysis substantiated the possibility of consistently distinguishing these categories according to five
criteria (Table 1).

Table 1.
Internal Audit Classification of Financial Error, Irregularity, Material Misstatement, and Fraud
Criterion Financial Error Irregularity ﬁ?stset:lltﬂmen ¢ Fraud
. . May or may not be Not decisive; Present, committed
Intent No, unintentional assessed based on | . .
present the outcome intentionally
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Criterion Financial Error Irregularity x?stsil;?;men ¢ Fraud

Violation of legal,

Violation of accounting budget estimate, Violation of

financial reporting Open and intentional

Legality

rules or contractual . violation of the law
. requirements
requirements
Usually absent, but Present (for personal
Unlawful benefit | None may sometimes be | None benefit or the benefit of
present a third party)
Small or moderate; Exceeds the Usually results in direct

Financial impact Varies, often indirect

subject to correction materiality threshold | financial loss

Legal Correction and Dlsc!p!lnary' or Restatement of Administrative or
administrative

consequences preventive measures liability financial statements | criminal liability

Notification of
management Immediate notification
and correction of of senior management
financial statements
Source: developed by the author based on an analysis of international standards (ISA 240, ISA 450, and ISSAI
400).

Remediation plan
and strengthening of
controls

Recommendation and

Audit response .
correction

As shown in the table, the boundaries between the categories are determined not by a single criterion but
by a combination of criteria. In practice, the criterion of intent is of decisive importance to the auditor because it
changes the nature of the audit response: an unintentional error requires correction and preventive measures,
whereas an intentional act requires the issue to be immediately escalated to senior management.

However, directly proving intent does not fall within the authority of the internal auditor. Therefore, the study
proposes a procedure for assessing intent through indirect indicators: recurrence of the identified case, the
existence of actions aimed at concealing it, artificial preparation or manipulation of documents, circumvention of
control procedures, and indications of a relationship with an interested party. If two or more of these indicators
are identified, the auditor records the case as an indicator of fraud risk and, without independently making
a legal qualification of the act, applies the established procedure for referring the matter to the competent
authority.

To distinguish the categories in practice, an algorithm based on a sequence of questions is proposed.
First, does the identified case contradict an established criterion (if not, it is treated as an accounting error)?
Second, is the violated criterion an accounting rule or a legal norm (correspondingly, an error or an irregularity)?
Third, does the amount or nature of the deviation exceed the materiality threshold (material misstatement)?
Fourth, are there indications of intent and unlawful benefit (fraud risk)? This algorithm reduces the subjectivity
of auditors’ judgments and enables the comparison of cases identified across different organizations.

Identified Case

1. Does it contradict an established criterion? J—P{ ° No - Accounting Error ‘

5
2. Is the violated criterion an accounting rule "4 " ;
» 9 —> No — Financial Error
or a legal requirement?

* =

. Does the amount or nature of the deviation > @ Yes = Material Misstatement
exceed the materiality threshold?

v

.
4. Are there indicators of intent and > e Vos > aFeandiRisk }

unlawful benefit?

v

@ Documented as an Irregularity

Figure 2. Algorithm for Classifying Financial Errors and Irregularities

@QOe@
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Source: developed by the author.

At each stage of the algorithm, the auditor substantiates the response with supporting evidence in the
working papers. This requirement is necessary to prevent the classification process from becoming merely
formal: the reliability of the audit conclusion is ensured not by the category label itself, but by the grounds on
which that category is selected.

To apply the assessment criteria in practice, a scale is required to measure the materiality and impact level
of each category. The study substantiates the combined use of quantitative and qualitative criteria (Table 2).

Table 2.
Internal Audit Assessment Criteria for Financial Errors and Irregularities
Criterion Group Indicator Assessment Method
Quantitative Share of the deviation amount in the Comparison with the established
budget estimate or expenditure item materiality threshold
. . e Aggregation of accumulated deviations
Quantitative Aggregate amount of identified cases (ISA 450 approach)
Assessment according to the hierarchy:
Qualitative Legal force of the violated provision law — resolution — departmental
regulation
Qualitative Recurrence of the identified case Comparison with previous audit results
Qualitative SD;%:: of weakness in the internal control Assessment by COSO components

Impact on service delivery and

Consequence . s
q achievement of objectives

Qualitative expert assessment

Assessment using a high/medium/low

Consequence Impact on reputation and public trust scale

Source: developed by the author.

When determining the materiality threshold, a two-stage approach is recommended for budget organizations.
The overall threshold is established as a percentage of the organization’s annual budget estimate, while a
reduced threshold is applied to certain expenditure items. The use of a lower threshold for remuneration, public
procurement, and earmarked funds is explained by the stricter legality requirements applicable in these areas.

The advantage of the proposed system of criteria is that it does not rely solely on monetary measurement.
Practice shows that cases involving relatively small amounts but recurring systematically, or indicating
fundamental weaknesses in the internal control system, may represent a greater management risk than a large
one-off deviation. The inclusion of qualitative and consequence-based criteria enables the auditor to identify
such cases as priorities.

The research findings are significant for internal audit practice in several respects. First, a clear classification
standardizes the structure of internal audit reports: each identified case is documented in a uniform manner
according to its category, criterion, and consequences. This makes it possible to conduct consolidated analyses
across agencies and sectors.

Second, the classification establishes a common language of communication between internal and external
audit. Since external audits conducted by the Chamber of Accounts are based on ISSAI requirements, the use
of the same categories in internal audit enhances the comparability of results and helps reduce duplication of
audit procedures.

Third, clear boundaries between the categories help maintain a balanced approach to accountability.
Treating every error as a legal violation may encourage defensive behaviour among employees and weaken
the advisory function of internal audit. Conversely, reducing serious cases to the level of minor deficiencies may
undermine the effectiveness of the control system.

Fourth, the classification creates a link between internal audit and the professional training system. Once
the categories are clearly defined, auditor training programmes can be structured accordingly: typical cases for
each category, procedures for their detection, and documentation requirements may be studied as separate
modules.

A limitation of the study is that the proposed classification is based on theoretical and regulatory analysis.
Assessing its practical effectiveness requires the collection of empirical data from internal audit reports of budget
organizations and pilot testing of the classification. In addition, the criteria for indirectly assessing indicators of
intent should be refined to reflect the specific characteristics of each sector.
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CONCLUSION AND SUGGESTIONS

First, in budget organizations, a financial error has an economic meaning as a distortion of information,
whereas an irregularity represents conduct that does not comply with established criteria. This distinction
makes it possible to methodologically separate the two main areas of internal audit: assessing the reliability of
financial reporting and verifying the legality of operations.

Second, an internal audit classification was developed to distinguish financial errors, irregularities, material
misstatements, and fraud according to the criteria of intent, legality, unlawful benefit, financial impact, and legal
consequences. The classification is supplemented by an algorithm based on a sequence of questions, which
helps reduce subjectivity in auditors’ judgments.

Third, quantitative measurement alone is insufficient for assessing identified cases; a system of criteria is
required that also takes into account the legal force of the violated provision, recurrence of the case, the degree
of control weakness, and the consequences. Future research should focus on integrating this classification into
the system of internal audit working papers and testing it using empirical data.
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