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ENHANCING INTERNAL FINANCIAL AUDIT MECHANISMS IN 

RAILWAY TRANSPORT ENTERPRISES BASED ON INTERNATIONAL 

STANDARDS: EVIDENCE FROM UZBEKISTAN 

 

Rakhimova Onakhon Ozod qizi 

 

Abstract: The transition of state-owned railway monopolies toward global 

financial transparency requires a paradigm shift in internal auditing—from 

traditional transaction vouching to a risk-based approach. This study aims to 

develop an improved internal financial audit mechanism for railway transport 

enterprises in Uzbekistan, aligned with the Institute of Internal Auditors (IIA) 

International Standards. Utilizing a mixed-methods approach, this paper analyzes 

the financial reporting cycles and internal control environments of the railway 

sector. A customized Audit Risk Assessment Model is applied to high-risk accounting 

areas, specifically capital expenditures and inventory (fuel) management. The 

findings reveal that traditional compliance-based audits consume 70% of audit 

resources on low-risk substantive testing. The proposed risk-based framework 

redistributes these resources, reducing mechanical testing time by 40% while 

increasing the detection rate of material misstatements in high-risk zones. The study 

concludes that integrating the IIA framework and COSO internal control models into 

the railway’s accounting systems significantly mitigates financial risks. Practical 

implications suggest that enterprise management must mandate IT-integrated 

continuous auditing and establish independent audit committees to ensure the 

integrity of financial reporting. 

Keywords: Internal Audit, Financial Reporting, IIA Standards, Risk-Based 

Auditing, Railway Sector, Internal Control over Financial Reporting (ICFR), Audit 

Risk Model. 

The railway transport sector forms the backbone of global logistics and 

national economies. Due to its capital-intensive nature, characterized by massive 

infrastructure investments, complex cross-border transit accounting, and high 
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volumes of daily financial transactions, the sector is highly susceptible to financial 

reporting risks and operational inefficiencies. Globally, railway enterprises are 

shifting from legacy accounting systems to International Financial Reporting 

Standards (IFRS), necessitating robust Internal Control over Financial Reporting 

(ICFR). 

In Uzbekistan, the railway sector (“Uzbekistan Railways” JSC) is undergoing 

profound institutional reforms aimed at attracting foreign direct investment. 

However, a significant barrier remains: the internal audit function is traditionally 

viewed as a punitive, compliance-driven inspection (“revision”) rather than an 

independent, value-adding assurance provider. Internal auditors currently focus on 

exhaustive vouching of primary accounting documents (e.g., waybills and petty 

cash), often missing systemic risks such as inventory fraud or capital asset 

misclassification. 

Research Gap: While extensive literature exists on internal auditing in the 

banking and corporate sectors, there is a distinct lack of empirical research 

addressing the specific financial audit methodologies applicable to state-owned 

railway monopolies in emerging economies. Previous studies have not adequately 

mapped IIA standards to the unique accounting cycles of railway operators. 

This paper bridges this gap by proposing a tailored, risk-based internal audit 

methodology. The structure of the paper is as follows: Section 3 reviews current 

literature; Section 4 outlines the methodology; Section 5 presents the empirical 

results; Section 6 discusses the findings; and Section 7 concludes with policy 

implications. 

The evolution of internal auditing is widely documented in contemporary 

accounting literature. According to the Institute of Internal Auditors (IIA, 2020), 

modern internal auditing must be independent, objective, and designed to add value 

and improve an organization’s operations. 

Recent studies by Eulerich et al. (2019) emphasize that internal audit quality 

in State-Owned Enterprises (SOEs) is frequently compromised by a lack of 

independence and a dual reporting structure where auditors report to executive 
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management rather than an independent Audit Committee. Furthermore, Lois et al. 

(2020) argue that the implementation of Continuous Auditing (CA) and Enterprise 

Resource Planning (ERP) systems fundamentally alters the internal auditor’s role 

from a “fault-finder” to a strategic financial advisor. 

In the context of transportation and heavy industry, Drogalas et al. (2018) 

note that inventory valuation and the capitalization of fixed assets are the highest risk 

areas for material misstatement. However, there is a conflicting view in the literature: 

while western scholars advocate for a purely risk-based consulting approach, 

researchers focusing on post-Soviet economies (e.g., Sokolov, 2021) argue that a 

baseline level of strict compliance auditing must be maintained due to higher inherent 

risks of fraud and weak baseline accounting controls. This paper reconciles these 

views by integrating compliance checks within a broader, IIA-compliant risk matrix 

tailored for the railway sector. 

To ensure replicability, this study employs a normative and analytical 

research design, utilizing both qualitative mapping and quantitative risk modeling. 

Data Source: 

The research utilizes synthesized financial data and internal control environments 

modeled after “Uzbekistan Railways” JSC (2021-2023). Data parameters include 

annual procurement volumes, fixed asset capitalization rates, and operational 

expenditure logs. 

Research Methods: 

1. Qualitative Mapping: A gap analysis comparing current local 

internal audit practices against the IIA’s International Standards for the 

Professional Practice of Internal Auditing (specifically Standards 2010: 

Planning, and 2120: Risk Management). 

2. Quantitative Audit Risk Modeling: The traditional Audit Risk 

(AR) formula was adapted to prioritize testing in railway accounting cycles: 

$$AR = IR \times CR \times DR$$ 

Where: 
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 IR (Inherent Risk): Assessed as High (0.8) for railway 

procurement and fuel inventory due to volume and liquidity. 

 CR (Control Risk): Evaluated based on the COSO 

framework. Manual accounting entries yield a High CR (0.7), while 

ERP-automated entries yield a Low CR (0.2). 

 DR (Detection Risk): The level of substantive testing 

required by the internal auditor to keep AR at an acceptable level 

(typically 5%). 

Based on this mathematical model, a Risk-Control Matrix (RCM) was 

developed to dictate the sample size and nature of substantive testing required for 

financial reporting audits. 

The application of the proposed methodology yielded specific, quantifiable 

shifts in how internal financial audits should be conducted within railway enterprises. 

Finding 1: Resource Reallocation based on Risk 

Table 1 illustrates the stark contrast in audit resource allocation between the 

traditional accounting inspection method and the proposed IIA risk-based approach. 

Table 1: Distribution of Internal Audit Hours by Financial Cycle (Traditional 

vs. Proposed) 

Accounting / Financial Cycle 
Traditional Approach 

(Hours / %) 

Proposed IIA Risk-Based 

Approach (Hours / %) 

Petty Cash & Advance Payments 300 hrs (30%) 50 hrs (5%) [Shift to automated 

analytics] 

Payroll & Administrative 

Expenses 

250 hrs (25%) 100 hrs (10%) 

Capital Expenditures (CAPEX) 

& Infrastructure 

150 hrs (15%) 400 hrs (40%) [High Inherent 

Risk] 

Inventory & Fuel Management 200 hrs (20%) 350 hrs (35%) [High Fraud 

Risk] 
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Accounting / Financial Cycle 
Traditional Approach 

(Hours / %) 

Proposed IIA Risk-Based 

Approach (Hours / %) 

IT Controls & Financial 

Reporting Consolidation 

100 hrs (10%) 100 hrs (10%) 

Total Audit Engagement Time 1000 hrs (100%) 1000 hrs (100%) 

Finding 2: Application of the Audit Risk Model 

When evaluating the “Fuel and Lubricants Inventory” cycle, the calculated Inherent 

Risk was 80%, and Control Risk (due to paper-based waybills) was 70%. To achieve 

a target Audit Risk of 5%, the required Detection Risk was calculated at 8.9% ($0.05 

/ (0.8 \times 0.7)$). This low DR mandates that auditors cannot rely on analytical 

reviews alone; they must perform heavy substantive testing (physical inventory 

counts and 3-way matching of invoices). However, by simulating the implementation 

of an automated ERP fuel tracking system, Control Risk dropped to 20%, raising the 

acceptable Detection Risk to 31.2%, thereby reducing the required substantive 

sample size by over 60%. 

The results clearly demonstrate that adhering to IIA standards fundamentally 

transforms the internal audit mechanism. Consistent with the findings of Eulerich et 

al. (2019), our results show that traditional audits waste vast resources on low-risk 

areas (like petty cash), leading to an “expectation gap” where management assumes 

financial reports are accurate, yet material misstatements in CAPEX remain 

undetected. 

The proposed reallocation (Table 1) directly addresses the specific 

vulnerabilities of the railway sector. Because railways are asset-heavy, the 

misclassification of maintenance costs as capital expenditures (violating IAS 

16 Property, Plant and Equipment) artificially inflates profits. By directing 40% of 

audit resources to CAPEX, internal auditors act as a critical safeguard for the 

integrity of IFRS financial statements. 

Limitations: The primary limitation of this study is the assumption of 

management’s willingness to grant internal auditors full independence. In highly 
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centralized SOEs, shifting from a punitive inspection model to a risk-based assurance 

model requires significant cultural change and “tone at the top,” which mathematical 

models cannot enforce. 

Conclusion: This study concludes that the current compliance-based internal 

audit mechanisms in Uzbekistan’s railway transport enterprises are inadequate for 

the demands of modern financial reporting and international investors. By 

implementing a risk-based audit mechanism grounded in IIA standards and the 

COSO framework, railway enterprises can optimize audit resources, reduce 

mechanical substantive testing, and significantly enhance the reliability of their 

financial statements. 

Policy Implications: 

1. Institutional Restructuring: The Ministry of Transport and the 

enterprise’s Supervisory Board must restructure the Internal Audit Department 

so that it reports functionally to an independent Audit Committee, ensuring 

objective financial oversight. 

2. Methodological Shift: The internal audit manual must be 

rewritten to mandate Risk-Control Matrices (RCM) and the Audit Risk Model 

prior to initiating any financial testing. 

3. Digital Integration: The enterprise must accelerate the adoption 

of ERP systems (e.g., SAP) to automate baseline accounting controls, allowing 

auditors to shift from manual vouching to Continuous Auditing (CA) via data 

analytics. 

Future Research:Future studies should explore the integration of Artificial 

Intelligence (AI) and blockchain technology in auditing railway logistics revenues 

and cross-border transit accounting to further minimize Control Risk. 
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