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OBSERVATIONS OF THE AUDITOR GENERAL

ON THE FINANCIAL STATEMENTS OF THE GOVERNMENT OF CANADA

FOR THE YEAR ENDED 31 MARCH 2011

Once again, we congratulate the government for receiving an unqualified audit opinion (now termed “unmodified” audit
opinion under Canadian auditing standards (CAS)) on the financial statements. Our opinion provides assurance that
government is properly reporting its overall financial performance to Parliament and to Canadians. Reporting the
financial results of the Government of Canada requires a great deal of work by public servants. The individual departments
and central agencies worked together to prepare the Government of Canada’s financial statements.

In recognition of an increasingly global economy, The Canadian Auditing and Assurance Standards Board has adopted the
International Standards on Auditing as Canadian auditing standards to improve the basis for high-quality, consistent, and
comparable audits. This year, we successfully implemented the new Canadian auditing standards in the conduct of this audit.

You will notice that as a result of the new auditing standards, the auditor’s report looks different this year. Its new wording,
title and format are largely to make it clearer and to emphasize the roles and responsibilities of both management and the
auditor. Management is responsible for internal controls over the preparation of financial statements that are free of
significant errors; the auditor is responsible for conducting the audit in accordance with CAS and with specific
requirements to comply with ethical standards. While the new CAS are generally consistent with the previous standards,
there were a number of changes in the execution of the audit. Examples include increased audit procedures related to the
existence and condition of inventory, and increased communication with management and those responsible for the
financial statements.

The purpose of these Observations is to comment on matters that we would like to bring to Parliament’s attention.

PARLIAMENTARY AUTHORITY FOR CAPITAL EXPENDITURES

As noted in the 2006 November Report of the Auditor General of Canada, which discussed the federal government’s
expenditure management system, parliamentary control of the public purse is fundamental to responsible government.
Granting government the authority to spend is one of Parliament’s principal functions and a key part of holding the
government to account. The Financial Administration Act provides the legal framework for financial management. Before
government can spend public funds, it must obtain Parliament’s approval or authority. Two of the principal instruments
used by Parliament to grant spending authority are capital votes and operating votes. Our concern relates to how
departments and agencies charge their capital expenditures against these votes.

As described in the Main Estimates, capital votes are used when a department’s capital expenditures exceed $5 million.
Under existing guidance by the Treasury Board of Canada Secretariat, departments and agencies can charge minor capital
expenditures to their operating votes. Minor capital expenditures are defined as capital expenditures that are not
considered controlled capital expenditures. This means, in substance, that they are not land, buildings, structures and
works, or major modifications or renovations.
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This guidance is dated, and it allows departments to broadly interpret which capital expenditures may be charged to an
operating vote rather than a capital vote. Departments may set different thresholds with no upper limit for capital
expenditures classed as minor capital expenditures. We noted that one department has set a limit of $1 million for minor
capital expenditures. Another department recorded capital expenditures associated with infrastructure modernization as
minor capital expenditures and charged them against an operating vote. Under the current guidance, significant capital
expenditures can be and are being charged to operating votes even when departments have a capital vote. Further, in
practice, what government entities class as minor capital expenditures is inconsistent from one entity to another. In our
view, the issue should be addressed to ensure appropriate parliamentary control of government spending.

As noted earlier, government entities that plan to have more than $5 million in capital expenditures should receive a capital
vote. As a result, many entities do not have one. Rather, they have a single operating vote called a program expenditures
vote and they charge both capital expenditures and operating expenditures to this vote. We estimated capital expenditures
for entities in this category and noted that in 2010-11, a number of the entities incurred capital expenditures in excess of
$5 million. The estimated total capital expenditures for those entities are significant, and some of the entities could have
had capital expenditures well in excess of $5 million.

The Secretariat’s guidance on what to charge to capital or operating votes was first issued in 1992 and has not been updated
substantively since then. The Secretariat needs to assess the circumstances in which capital votes are required, the
$5 million threshold, and the factors that determine which expenditures are to be charged to capital votes rather than
operating votes. This will ensure that the regime is clear and remains relevant in order to support parliamentary authority
and government accountability to Parliament.

The Secretariat has agreed that such a review would be timely, and it will undertake to conduct it over the course of next
year. In particular, it has committed to review the current practices in government and ensure that the regime is up-to-date
and coherent. It has also committed to implement any changes arising from this undertaking in the next feasible cycle of
the Estimates. We support this review and encourage the government to undertake it and to implement changes as quickly
as possible.

TRANSITIONING TO THE NEW ACCOUNTING STANDARDS

In last year’s Observations, we brought to Parliament’s attention the fact that many government entities were converting to
either International Financial Reporting Standards or Public Sector Accounting Standards for fiscal years beginning on or
after 1 January 2011. Essentially, all of these entities continue to progress in converting to the new standards and related
adjustments will need to be properly reflected in the Government of Canada’s 31 March 2012 financial statements. We
will audit these adjustments in 2012 to ensure that they are properly reported.

ACCOUNTING STANDARDS FOR OTHER GOVERNMENT ORGANIZATIONS—

ENTITY-LEVEL FINANCIAL STATEMENTS

Audited financial statements are an important source of information for purposes of governance and accountability. For
financial statements to be useful, they need to be relevant, reliable, comparable, clearly presented, and understandable.
This is accomplished through the use of a generally accepted accounting framework set by an independent
standard-setting body as the basis of financial reporting—in other words, through a process that ensures that accounting
standards are not biased and do not serve the wishes of any particular interest group.

Independent standard-setting bodies fill the role of developing and promulgating accounting standards. They follow an
established and transparent process involving deliberation and consideration of the views of a wide range of stakeholders.
In Canada, that task rests with the Public Sector Accounting Board (PSAB) of The Canadian Institute of Chartered
Accountants. This standard-setting process is independent; it solicits and relies on comments and input from a broad set of
constituents before finalizing any new accounting standard. Stakeholders are provided with many opportunities to
comment on and influence accounting standards as they are developed. Once finalized and implemented, accounting
standards are expected to be applied by financial statement preparers and auditors alike.
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PSAB has established a complete set of public sector accounting standards. These standards, known as generally accepted
accounting principles, apply to the summary-level financial statements of a government as a whole, including all levels of
government, and government organizations.

The federal budget and summary financial statements of the Government of Canada are prepared under these same
underlying principles. In my Opinion on the financial statements, we are able to state that the financial statements are
presented fairly in accordance with the stated accounting policies, which conform to Canadian public sector accounting
standards. Canada is a world leader in preparing high-quality summary financial statements of a national government. We
note that 2010-11 is the thirteenth consecutive year in which we have expressed an unmodified audit opinion on the
government’s summary financial statements. This is a significant accomplishment, of which Canada can be proud.

The government established an accounting standard, referred to as Treasury Board Accounting Standard 1.2 (TBAS 1.2),
that the Treasury Board of Canada requires be applied by government organizations defined as departments under
Section 2 of the Financial Administration Act. Among these organizations are 22 boards, commissions, agencies, and the
Officers of Parliament, whose separate financial statements are audited by the Auditor General. We have no concerns
about the government providing additional direction or guidance to government bodies on their financial reporting. In our
view, however, additional guidance and direction must be consistent with PSAB standards to preserve the credibility of
these organizations’ financial statements.

At present, there are some differences between TBAS 1.2 and PSAB standards. For example, the financial statements are
presented under TBAS 1.2 differently from the way they would be presented under PSAB standards. An additional note
was included in the financial statements of affected entities for the year ended 31 March 2011 to deal with these
differences; this was intended as a temporary solution, for 2011 only. The Secretariat and my Office have agreed to resolve
these differences by 31 December 2011, so the 2011-12 financial statements of those organizations can be prepared on a
basis consistent with public sector accounting standards. The Secretariat has advised us they will seek Treasury Board
approval following the resolution of these differences.

In conclusion, for these entity-level financial statements to be credible they need to be prepared—as the government’s
summary financial statements are—on a basis consistent with the accounting standards set by PSAB, the authoritative
standard-setting body for the public sector in Canada. We look forward to resolving this with the Secretariat by
31 December 2011, as agreed.

CONTINUING MATTERS

We also wish to bring to Parliament’s attention certain matters, included in the table below, that we have reported in the
Observations for the past several years. It is important that the government continue to work on these matters to ensure that
financial information is accurate, complete, and timely.



Observation Current status

National Defence—

Asset Management

Inventories at National Defence account for $6 billion of the government’s
$6.8 billion in inventories. Since the adoption of accrual accounting in
2003, we have been reporting National Defence’s difficulties in the proper
recording and valuation of its inventory and asset pooled items (previously
referred to as “repairable spare parts”). As a result of these difficulties,
hundreds of millions of dollars in adjustments are made each year to the
government’s financial statements. While the Department has made some
improvements to its accounting systems and practices, these issues are still
unresolved, and errors remain in the pricing, quantities, and timely
recording of transactions for the Department’s inventory and asset pooled
items.

National Defence has introduced a new resource management system,
which provides it with an opportunity to improve its accounting systems and
minimize existing deficiencies. However, management does not have a
completed overall, detailed plan to ensure that the quantities and valuation
of the inventory and asset pooled items are accurate, complete, recorded and
maintained on a timely basis. We are concerned that unless management
takes action in these areas, the problems we have reported since 2003 will
continue.

Canada Border

Services Agency—Tax

Revenue System

Deficiencies

For several years, we have stated that the Canada Border Services Agency
needs to improve its tax revenue accounting systems and practices, as
unexplained differences still exist between the accounts receivable in the
general ledger and the various reports taken from the customs tax program
systems.

A 2008 report by the Standing Committee on Public Accounts
recommended that the Canada Border Services Agency provide to the
Committee a detailed plan with timelines for improving its tax revenue
accounting systems. The government’s response to the report noted that it
had an implementation plan to address the shortcomings related to financial
reporting and data integrity. In addition, the Agency had completed a review
and identified needed improvements in selected financial controls. This
issue was to be resolved within two years. It is now 2011, and unexplained
differences still exist.

The Canada Border Services Agency has advised us that it plans to
implement a new accounts receivable system by 1 April 2013 that will
address this issue.
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Observation Current status

Estimate of Tax

Revenues

Over the last few years, we have reported that the government needs to
regularly monitor and improve its approved tax estimation methodologies
to ensure the accuracy of its reported tax revenues.

We recognize that the tax methodology is complex and that several
government entities provide input into the methodology. Hence, the
government needs to ensure that a robust methodology is in place to validate
and improve the accuracy and completeness of the revenue estimation
process and to identify opportunities for improvement. We note that some
aspects of a testing regime are in place. However, in this regard, the
government should strengthen the current testing regime by:

� documenting the overall approach to validating key assumptions
and trends;

� incorporating into the methodology evolving economic factors and
changes to the administrative environment, such as administering
the Harmonized Sales Tax on behalf of some provinces;

� expanding the extent of back-testing of data and applying it to all
revenue types; and

� incorporating the analysis of variances compared with actual
results into the methodology on a more timely basis.

Canada Revenue Agency needs to work with other government entities to
address these matters.

Accrual Appropriations

by Departments and

Agencies

We reported in previous years that the government had outlined a plan to
implement accrual-based budgeting in phases and, after implementing it,
would evaluate the costs and benefits of accrual appropriations in the
2012–13 fiscal year.

Accrual-based appropriations would provide Parliament with the same
basis for control and approval over voted spending as the government’s
overall financial plan and the summary financial statements.

The 2011 Status Report of the Auditor General of Canada to the House of
Commons included a chapter, Financial Management and Control and Risk
Management, which reported that the government’s progress in
implementing accrual appropriations was unsatisfactory. We encourage the
government to complete its studies of accrual-based budgeting and
appropriations and determine whether or not it will implement accrual
appropriations in the future.
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