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OBSERVATIONS OF THE AUDITOR GENERAL

ON THE CONSOLIDATED FINANCIAL STATEMENTS OF THE GOVERNMENT OF CANADA

FOR THE YEAR ENDED 31 MARCH 2012

Our opinion provides assurance that the Government of Canada is properly reporting its overall financial performance to
Parliament and to Canadians. Reporting the financial results of the Government of Canada requires significant efforts
from public servants. Staff in individual departments and central agencies work together to prepare the Government of
Canada’s consolidated financial statements. For the fourteenth consecutive year, we have expressed an unmodified audit
opinion on the consolidated financial statements and we thank those involved for their assistance and for the cooperation
extended to my Office during the audit.

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

TRANSITIONING TO NEW ACCOUNTING STANDARDS

During the 2011–12 fiscal year, many government entities have transitioned to new accounting frameworks. Some
adopted International Financial Reporting Standards, while others chose Canadian Public Sector Accounting Standards
(PSAS) or Government Not for Profit (GNPO) accounting standards. As the Government of Canada’s consolidated
financial statements are prepared based on Canadian PSAS, no incremental work was required to prepare the
government’s consolidated financial statements for entities transitioning to PSAS. However,

1) For entities to be consolidated, it was necessary to harmonize the accounting policies of certain Crown corporations

that transitioned to an accounting framework other than PSAS to meaningfully report the consolidated results of

those corporations in the government’s consolidated financial statements.

2) For entities accounted for as government investments, adjustments in their respective financial statements were

required to transition to a new accounting framework. These adjustments were reflected in the government’s

investment in these entities. The transitional adjustments did not impact the government’s annual deficit.

We are satisfied that the consolidated financial statements adequately reflect the adoption of new accounting standards for
these government entities.

SIGNIFICANT TRANSACTIONS DURING THE YEAR

In the 2011–12 fiscal year, there were two significant transactions related to transfers between the federal and two
provincial governments for sales tax or harmonized sales tax (HST) and one transaction relating to termination benefits.

Government transfers

The two government transfers relate to the following situations:

1. The province of British Columbia terminated the HST administration agreement and was required to repay

transitional assistance in the amount of $1.6 billion.

2. As part of an agreement to implement the amended Quebec sales tax, the Government of Canada is required to make

payments totalling $2.2 billion to Quebec.
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According to PSAS, government transfers are recognized in a government’s financial statements as expenses for the
period in which the events giving rise to the transfer occur. Recoveries are recognized as receivables when there is
sufficient evidence that the recipient has not met necessary conditions and is required, under the terms of the transfer, to
repay all or some of the amount originally transferred.

We analyzed these transactions and concluded that the transfer payments were accounted for appropriately and were
adequately disclosed in the consolidated financial statements.

Workforce adjustment

As part of the Government of Canada’s comprehensive review of departmental spending to identify areas where costs can
be reduced, it is expected that 19,200 government positions will be eliminated over a three-year period, with many
affected individuals qualifying for a workforce adjustment. According to Public Sector Accounting Standards,
involuntary termination benefits payments are recognized as a liability and an expense in the government’s financial
statements when the amount can be reasonably estimated and when the government has demonstrably committed to
terminate the employment.

We concluded that the workforce adjustment liability was appropriately accrued and disclosed in the consolidated
financial statements.

PARLIAMENTARY AUTHORITY FOR CAPITAL EXPENDITURES

In last year’s Observations, we raised a concern about how departments and agencies charge their capital expenditures
against their capital and operating votes. We noted that the guidance on capital expenditures was dated. We also noted that
the Treasury Board of Canada Secretariat needed to assess the circumstances in which capital votes are required and the
factors that determine which expenditures are to be charged to capital votes rather than operating votes. The Secretariat
agreed to review the current practices in government during the 2011–12 fiscal year, and to implement any changes arising
from the undertaking in the next feasible cycle of the Estimates.

The Standing Committee on Public Accounts reviewed this matter, concurred with our observation, and, in its June 2012
report, recommended that the Treasury Board of Canada Secretariat provide the Public Accounts Committee with the
results of its review by 30 September 2012. The Standing Committee also recommended that the Secretariat update its
guidance on these matters in time for the preparation of the 2013-14 Main Estimates.

During the year, the Secretariat formed a working group with representation from all capital intensive departments, with
the objective to develop a common definition of a “capital expenditures” Vote. In the spring of 2012, the definition, which
aligns with the accounting standards of when to capitalize tangible capital assets, was finalized, and the Secretariat
communicated the definition to all departments. This definition of a “capital expenditures” Vote, which will be included in
the 2013–14 Main Estimates, will provide guidance on which expenditures should be charged to an operating or capital
vote. The previous definition of minor capital expenditures will no longer apply. The Secretariat requested each
department to submit a departmental implementation plan by 31 August 2012, indicating the fiscal year when it anticipates
being able to implement the new definition. The Treasury Board of Canada Secretariat will be requesting status updates
with each Annual Reference Level Update.

Also during the year, the Secretariat has assessed the circumstances in which capital votes are required and decided to keep
the $5 million threshold. As in the past, generally speaking, government departments that have more than $5 million in
planned capital expenditures are expected to establish a capital vote.

We are pleased with the efforts the government has made to review the current practices. We recognize its progress in
updating the definition of the “capital expenditures” Vote and in starting to implement the new definition with
departments and agencies. We encourage the government to remain vigilant to ensure timely implementation to better
support parliamentary authority and government accountability to Parliament.
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NATIONAL DEFENCE – NON-FINANCIAL ASSETS

Inventories at National Defence account for $6 billion of the government’s $7 billion in inventories. Asset pooled items
have a net book value of $3.7 billion and represent repairable spare parts associated with the Department’s capital assets.

Since 2003, we have been reporting National Defence’s difficulties in the proper recording and valuation of its inventory
and asset pooled items, which have resulted in hundreds of millions of dollars in adjustments made each year to the
government’s consolidated financial statements. We continue to require numerous adjustments in the current year relating
to pricing, verification of quantities, and the timely recording of transactions. It is important that the department performs
proper counts of its inventory and asset pooled items to ensure the quality of its information and the effectiveness of the
control environment.

Additionally, we have noted a number of issues related to the proper recording and amortization of the costs of its tangible
capital assets. Further changes are required to prevent errors from occurring.

National Defence is transitioning to a new resource management system which is aimed at enabling the department to
track and account for its inventory, asset pooled items and tangible capital assets in one system by December 2013. The
department is also working on several other related initiatives such as a new stocktaking policy, a contract to provide
national stocktaking assistance, and development of financial control frameworks for its business processes. These
initiatives are progressing with various milestones and completion target dates extending to 2016.

National Defence needs to actively monitor the implementation of these initiatives to ensure that the non-financial assets
are accurate, complete, recorded and maintained on a timely basis. In addition, the department needs to implement
compensating controls and processes during the period of transition to

� ensure that the quantities recorded for inventory and asset pooled items reflect the actual quantities in stock;

� ensure that accurate pricing is updated on a timely basis and that processes and procedures are in place to maintain the

integrity of price data; and

� ensure that work-in-progress and write-off of disposed assets are accurately reflected in the consolidated financial

statements.

It is important for National Defence to ensure sustained coordinated effort on this matter.

CONTINUING MATTERS

We also wish to bring to Parliament’s attention certain matters, included in the tables below, that we have reported in the
Observations for the past several years. We are pleased to note that, on various matters, the government has been taking
action to address them.



Observation Current status

Estimate of tax

revenues

The tax estimation methodology is complex and requires input from several
government entities. Over the last few years, we have reported that the
government needs to ensure that a robust methodology is in place to
monitor, validate and improve the accuracy and completeness of the tax
revenue estimation process.

The Canada Revenue Agency has strengthened the tax estimation
methodologies by

� improving the documentation of the overall approach to validate
key assumptions in the methodology for calculating tax revenues,
including clarifying the roles and responsibilities of the other
government entities;

� documenting evolving economic and administrative factors into
the methodology;

� expanding the extent of back-testing of data to validate the
effectiveness of the estimation process for all significant revenue
streams; and

� documenting the acceptable threshold for variances and ensuring a
process to incorporate recurring back-testing variances into the
methodology.

Although some audit differences were noted in the tax revenues, the above
undertakings, led by the Canada Revenue Agency, have provided a
structured process allowing for integrated efforts between government
entities to validate key assumptions and trends. We have noted improved
communication between the government entities around the input required
to estimate and validate the tax revenues and we encourage continued
timely, coordinated efforts among the government entities in the future.

Accounting standards

for other government

organizations — entity-

level financial

statements

For general purpose financial statements to be credible they need to be
prepared on a basis consistent with the accounting standards set by an
independent standard-setting body, such as the Public Sector Accounting
Board, which is the authoritative standard-setting body for the public sector
in Canada. The government established an accounting standard, referred to
as Treasury Board Accounting Standard 1.2 (TBAS 1.2). The Treasury
Board of Canada requires this standard to be applied by government
organizations defined as departments under Section 2 of the Financial
Administration Act.

In last year’s Observations, we noted that differences existed between the
Treasury Board Accounting Standard and Canadian Public Sector
Accounting Standards. The government agreed to resolve these differences
by 31 December 2011. The new TBAS 1.2 was released in April 2012 and
has been revised to align, in all significant respects, with Public Sector
Accounting Standards. Although other differences remain, they are being
considered and addressed on an individual entity basis. TBAS 1.2 is an
important directive; the government will need to assess future changes to
Canadian Public Sector Accounting Standards and revise TBAS 1.2, as
required, to ensure that the directive continues to align with Public Sector
Accounting Standards.
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Good progress, further reporting not anticipated



Observation Current status

Canada Border

Services Agency—Tax

Revenue System

Deficiencies

For several years, we have stated that the Canada Border Services Agency
needed to improve its tax revenue accounting systems and practices for
GST/HST revenue, as unexplained differences existed between the general
ledger and the various reports taken from the customs tax program systems.

During the year, the Canada Border Services Agency developed a
methodology to reconcile these unexplained differences and has conducted
a reconciliation of the GST/HST revenues reported from its legacy systems
to its revenue reported in the general ledger for the 2004–12 fiscal years. In
reviewing its methodology and reconciliations, we have determined its
process to be adequate in design and the resulting adjustments to be
appropriate. The Canada Border Services Agency is currently reconciling
the 2002 and 2003 fiscal years. We support management in its efforts to
complete this reconciliation work by the end of 2012, as well as to carry out
ongoing monitoring of current differences.

The Canada Border Services Agency has advised us that it plans to
implement a new accounts receivable system by October 2013. It is
important that management implement this system as planned, as it will help
to reduce unexplained differences between the general ledger and the
various reports taken from the customs tax program systems.

Accrual-based

budgeting and

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 implementing accrual-based
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 consolidated financial statements.

Both the April 2012 Report of the Standing Committee of Public Accounts
and the June 2012 Standing Committee on Government Operations and
Estimates commented on this matter. They recommended that the Office of
the Comptroller General complete its study of accrual-based budgeting and
appropriations and report back by 31 March 2013 its recommendations on
whether the Government of Canada should pursue accrual-based budgeting
in departments and accrual-based appropriations in its financial reporting
system. The April 2012 report further recommended that the Treasury
Board establish a firm schedule for when any changes would be
implemented.

The government needs to complete its studies of accrual-based budgeting
and appropriations and report back to the Public Accounts Committee and
the Standing Committee on Government Operations and Estimates by
31 March 2013.
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Matters requiring further action


