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ABSTRACT:
The article's purpose is to develop methods for parametric audit of
the reliability of foreign affiliates and to analyze the risks of foreign
transactions with related parties. The article proposes procedures for
determining the reliability status of an enterprise as a component of
a group of international companies by the non-financial parameters
of its activity, which is proposed to compare with financial criteria for
the formation of the tactics and strategy of foreign economic activity
of a group of international companies.
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RESUMEN:
El propósito del artículo es desarrollar métodos para la auditoría
paramétrica de la confiabilidad de las filiales extranjeras y analizar
los riesgos de las transacciones extranjeras con partes relacionadas.
El artículo propone procedimientos para determinar el estado de
confiabilidad de una empresa como componente de un grupo de
compañías internacionales por los parámetros no financieros de su
actividad, que se propone comparar con criterios financieros para
formar las tácticas y la estrategia de la actividad económica
extranjera de un grupo de empresas internacionales.
Palabras clave: auditoría interna, partes relacionadas, Corporación
multinacional

1. Introduction
Globalization, as a process, has created favorable conditions for the expansion of transnational corporations (TNCs) in the
world. Ukraine is also gradually becoming a full-fledged player in international business through European integration,
which helps to increase the number of entities that are resident and part of various groups of international companies.
Increasing of business activity of foreign corporations in the market of Ukraine and Ukrainian subjects of foreign economic
activity abroad actualizes scientific researches in the field of audit of foreign economic operations and evaluation of the
enterprises-components of multinational companies operating in a different regulatory environment with specific economic
conditions. Improvement of the methodological provisions of the audit in the sphere of foreign economic transactions with
related parties will ensure a level playing field for international business and its economic security.
The study of statistics on the size of financial investments of domestic enterprises (Fig. 1) makes it possible to determine
their positive growth dynamics that change their structure towards increasing the share of long-term financial
investments. This indicates that Ukrainian enterprises are increasingly using the path of diversifying their business risks
through long-term participation in the capital of other enterprises, which updates scientific research in the field of
enterprise reliability assessment in terms of reducing the risk of investor capital loss through related party transactions
that involve inherent risk of accounting fraud.     
Analysis of the dynamics of share capital formed by direct investment in the capital of Ukrainian enterprises (Fig. 2) allows
to determine the fact of its size increase from 2010 to 2014, and a slight decrease in the period from 2014 to 2016.The
total volume of investments and their dynamics confirm the importance of investigating the operations of enterprises that
invest in the capital of other entities or are themselves the objects of such foreign investment. Analysis of the statistics on
the volume of financial investments and foreign direct investment in the equity of Ukrainian enterprises makes it possible
to confirm that the interconnectedness of capital of a certain level is observed in the Ukrainian economy.

Figure 1
Dynamics of financial investments of the enterprises 

of Ukraine for 2012-2017, million uah
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Figure 2
Dynamics of share capital generated by direct investments in Ukraine 

(from Ukraine) for the period 2010-2017, $ million  USA [6]

 
Mutual foreign investment between enterprises leads to the emergence of international mergers of enterprises that are
interdependent through the owners of capital or management and can carry out foreign economic transactions. Some
mergers of such companies are transformed into transnational corporations, which include several enterprises (mostly
manufacturing ones) from different countries. From the point of view of audit (both internal and external), mergers of
enterprises (from different countries and industries), under the overall control of one owner (one group of owners) are
considered a group of international companies. The value of intra-corporate audit is updated for such mergers, as the
specific nature of the organization of groups of international companies poses high risks for saving the invested capital.

2. Methodology
The development of the evaluation system was carried out on the basis of parametric analysis of the activities of affiliated
enterprises, which allowed to identify specific groups of parameters and qualitative characteristics of the assessment.

3. Results
Based on the main risks of FEA implementation, it is necessary to formulate appropriate directions for assessing the
reliability of linked enterprises and the security of operations with them, which will allow to carry out a comprehensive
assessment of important qualitative and quantitative characteristics of an enterprise, which is a component of a group of
companies and (or) is a counterparty in foreign economic  operations. Based on the assessment of the reliability of the
linked company, the top executives of the group of companies (the parent company) will be able to make decisions about
further cooperation with such enterprise and retain a share of capital in it.
The following should be distinguished as targets for the creation of a group and for managing its effect: ensuring the
economic interests of the group (saving capital and return on investment); strengthening the reputation of the group;
increasing the capacity of the group.



Therefore, the specific tasks of the internal audit of foreign economic transactions of an enterprise with related parties can
be defined two main: ensuring the effectiveness of operations with linked enterprises; ensuring economic security of
operations with linked companies (Fig. 3).
The basis for the auditor's judgment in the internal audit transactions may be formed both on the basis of a quantitative
financial criterion (the total financial result from participating of  linked enterprise’s capital, an increase in return on
investment, an increase in the value of assets), and taking into account  the quality characteristics of linked enterprise
that form its reliability.
Such criteria can be applied when planning the next substantive audit procedures, as well as to develop internal auditor
recommendations for improving the management of the group as a whole.

Figure 3
Basis of Auditor's Professional Judgment in 
Internal Corporate Audit of Related Parties

An internal audit of the reliability of related party transactions is performed by a reliability assessment of the linked
enterprise itself, according to the risks of its business. We assume that the required level of operations' effectiveness with
linked enterprises is only ensured in operations with such enterprises that have a high level of reliability and economic
security.  Although in the traditional sense, it is thought that the risk and return on investment are directly proportional.
In the context of research into the risks of foreign economic activity of linked enterprises, both systematic and specific
risks are actively manifested.  Thus, the economic security of conducting foreign trade operations is influenced by the
systematic risk that arises in the country of the linked enterprise and global economic processes. At the same time, the
effectiveness of foreign trade transactions between linked enterprises is influenced by the specific risk of management in a
particular enterprise.  The development of measures aimed at reducing the specific risk of foreign economic activity of
linked enterprises will make it possible to compensate for the impact of systematic risk, which is not influenced by
management activities.
Determining that the effectiveness of operations and their economic security are different aspects of assessing the
feasibility of such operations, we analyze the possible interdependence between these categories.
 We propose to evaluate the economic security of foreign trade operations through an assessment of the reliability of the
linked enterprise itself, where certain formal or informal links exist.
If we consider foreign economic transactions between linked enterprises of one group as a system whose properties can be
measured through the prism of the parameters that characterize it, it is advisable to assess the reliability of the linked
enterprise on the basis of parametric estimation, which will allow to fully characterize the linked enterprises,  with which
foreign trade operations are carried out. The assessment of linked enterprise by the managers of the group of companies
should ensure that the activities of the linked enterprise and its relationship with the corporate objectives are consistent
with: achieving and improving the efficiency of foreign economic operations, increasing the capacity of the group as a
whole, security of operations and strengthening of the group’s reputation.
In accordance with each objective, a list of parameters was developed according to two aspects of evaluation: financial
aspect by quantitative criteria, non-financial aspect by qualitative criteria.  Thus, the financial parameters make it possible
to quantify the effect of having a link with an enterprise through the indicators of overall financial result (OFR), financial
investment efficiency( return of invest) (EPIC), asset value (A) and net quick assets (NA), financial investment value  (FI).
The non-financial parameters of the internal audit of external economic transactions with related parties make it possible
to assess the level of security of operations and the link with such enterprise. Table 1 provides the qualitative
characteristics of the non-financial parameters and the quantitative indicators of the financial parameters of the linked
enterprise's reliability assessment.

Table 1
Characteristics of financial and non-financial parameters for assessing

the reliability of a linked enterprise in an internal audit system

Reliability assessment options of Characteristics of parameters



linked enterprise

1 2

Non-financial valuation options of linked enterprise

1. Level of control of the capital’s
owner

The share of participation in the capital determines the degree of control
over the activity and the possibility of influencing on the operations and
management decisions.

2.Currency risk The risk of exchange rate losses due to currency exchange rate volatility,
which conducts transactions with the investigated linked enterprise.

3. The system of accounting,
reporting, internal control and
qualification of accounting staff

The reliability of the accounting system on linked enterprise, the reliability
of the credentials, the effectiveness of the internal control system of the
enterprise, which is determined by the ability to prevent and detect
accounting errors. Reliability of computer systems, protection of
information and reporting. Compliance of the accounting, taxation and
reporting system with the legislative and regulatory requirements of the
country of activity.

4. Compliance with customs
standards of reliability and safety

Reliability and security of international logistics, compliance with the
legislative requirements in the field of customs, simplified procedures for
customs clearance.

5. The level of transparency of
reporting

The degree of openness, completeness and timeliness of disclosure in the
financial and non-financial statements, which makes it possible to evaluate
the enterprise to all interested parties for making sound decisions.

6.Compliance with international
quality and environmental
standards

Determines the level of application in the activity of international quality
standards (ISO) and environmental management, compliance with
international agreements in the field of ecology and environmental
protection.

7. The level of social responsibility
in a linked enterprise

Determines the degree of enterprise-wide implementation of social
responsibility principles that can provide economic benefits.

Financial valuation options

1. Total financial result from related party foreign economic transactions (FIUs)

1.1.  Financial result from
exchange differences

The amount of additional economic benefits (losses) resulting from the
conversion of foreign currency transactions by changing the exchange rates
at the date of conversion.

1.2. The financial result of
mistakes and penalties

The amount of additional economic losses due to the accrual of fines for
late or incorrect submission of company reports.

1.3. Profit paid on equity
participation of linked enterprise

The amount of the paid-in part of the profit on the results of participation in
the capital of linked enterprise

1.4. Amount of debt written off The amount of bad debt and unrelated costs oflinked enterprise that is
attributed to the group's financial results.

2. Return on invested capital Absolute and relative performance indicators for equity investments of
linked enterprise

3. Fair value of assets (A, NA, FI) Increase (decrease) in the value of the group's assets by participating in
linked enterprise's equity

Source: Developed by the authors

For each non-financial reliability parameter of linked enterprise, a list of qualitative characteristics has been developed to
assess the reliability status of corporate governance and internal audit of linked enterprise.
Based on the assessment, the enterprise-component of the group is given a status of reliability that can determine the
policy of controlling foreign trade transactions with such a linked enterprise by the parent company. The assessment
provides for the provision of 5 types of reliability status: A, B, C, D, Z. The statuses are given in Table.  2.

Table 2
Characterization of the reliability statuses that are provided to the linked

enterprise based on the evaluation of the reliability parameters

Status type Reliability status characteristic



 Status A Provided to the linked enterprise that meets all the qualitative assessment criteria - the
risk of loss of economic security is minimal.

Status B Provided to the linked enterprise that has a small degree of risk but is managed

Status C It is provided to the linked enterprise that has part-managed risks for a particular
component.

Status D There is a risk and it identified as unmanaged.

Status Z There is uncertainty about the reliability of the linked enterprise.

Source: Developed by the authors

The proposed parametric system for assessing the reliability of the linked enterprise is intended to be based on the
assumption that the reliability of the linked enterprise he actually provides economic benefits from its operations.  It is
proposed to perform the estimation of the reliability of the linked enterprises on the basis of the algorithm (Fig. 4).
Consider the process of assessing the reliability of the linked enterprises  using the example of “Dneprometiz”, a Private
Joint Stock Company, which submits consolidated financial statements to International Financial Reporting Standards.  In
the first stage, a visualized structure of the group of enterprises is defined, which allows to clearly illustrate the
interdependence of the capital of the enterprise with other components of the group.

Figure 4
Algorithm of estimation of linked enterprises’ reliability within a 
group taking into account financial and non-financial parameters

The results of the assessment of the qualitative reliability criteria of the linked enterprises of PJSC “Dniprometiz” in 2017
are shown in Table 3. The results of the linked enterprise reliability assessment make it possible to state that the risk of
fraud is minimized in operations with such linked enterprises as Severstal-Metiz OJSC, PJSC Severstal, LLC
SeverstalDistribution, SeverstalInfocom OJSC.  Almost all the parameters of the linked enterprise reliability assessment
have defined high statuses of reliability (A to C), due to the affiliation of all the above enterprises to the composition of
one group with a single corporate strategy and enterprise policy.
The subsidiary of KM Dniprometiz LLC, which is linked to PJSC Dniprometiz through its participation in the capital, received
the status D according to the parameters "Reporting Transparency Level" and "Compliance with International Quality and
Environmental Safety Standards" due to the lack of published information on these parameters, which is due to the
peculiarities of the legislation in the field of publication of financial and non-financial information for limited liability
companies.

Table 3
The results of the assessment of the qualitative reliability criteria 

of the  linked enterprises of PJSC “Dneprometiz” in 2017

No.
in

order

The legal form of business and
the name of the enterprise

Determination of reliability status by
non-financial parameters Quantitative

interpretation of
evaluation results

1 2 3 4 5 6 7

1 Severstal-Metiz OJSC C B B А А А C 22

2  Severstal PJSC C B B А А А C 22



3  SeverstalDistribution LLC C B B С А А C 22

4  SeverstalInfocomOJSC C B B А А А C 22

5  KM Dniprometiz LLC A А B С D D C 17

6 UPCROFT LIMITED Z Z Z Z Z Z Z 0

7 LYBICA HOLDING C С Z Z Z Z Z 4

Source: identified and calculated by the authors

Quantitative interpretation of the linked enterprise reliability assessment was carried out by assigning an appropriate
number of points to the determined reliability status: status A - 4 points, status B - 3 points, status C - 2 points, status D
- 1 point, status Z - 0 points.  The sum of the points assigned to the reliability parameters corresponds to the result of the
quantitative assessment of the reliability of the linked enterprise in the table.  3.
The linked enterprises registered in Cyprus and the Netherlands (UPCROFTLIMITED and LYBICAHOLDING, respectively)
received the lowest reliability statuses across all valuation parameters, which poses the greatest risks in dealing with these
businesses.  The results of such an assessment identify the need to expand the list of internal auditor audit procedures to
obtain sufficient and relevant evidence that could substantiate the economic viability of UPCROFTLIMITED and
LYBICAHOLDING operations.

4. Conclusions
The proposed parametric system for analyzing and evaluating the reliability of an affiliate in order to ensure the
effectiveness of the internal audit of a group of interconnected entities is based on determining the status of its reliability
as a component of a group of international companies based on the non-financial parameters of the enterprise, such as:
level of control of the owner of the capital, currency risk, system of accounting, reporting, internal control and qualification
eof accounting personnel, compliance with customs standards of reliability and security, level transparency of reporting,
compliance with international standards of quality and environmental safety, the level of social responsibility of a related
company, which allows the internal auditor to determine the compliance of the activity of the related enterprise and its
relationship with the corporate goals of the group (achieving and improving the efficiency of foreign economic operations,
increasing the capacity of the group in general, security of operations and strengthening of the group's reputation).
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