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AUDITOR GENERAL’'S COMMENTS

JoHN DOYLE, MBA, CA
Auditor General

THE AUDIT of the Summary Financial Statements is a significant
body of work for my Office. This is the largest financial statement
audit carried out in British Columbia, involving about 150 separate
government organizations and consuming thousands of hours of my

staff’s time, and that of many private sector auditors.

My audit opinion for the 2009/10 fiscal year contains three audit
reservations — areas where the financial statements are not in
compliance with Canadian Generally Accepted Accounting Principles
(GAAP). These are the same three audit reservations that featured in
the 2008/09 opinion.

Canadian auditing and accounting standards are undergoing
significant change. Audit practitioners, including my Office, will
be implementing international audit standards during the 2010/11
fiscal year. Also, publicly accountable organizations will soon be
adopting International Financial Reporting Standards (IFRS) and
organizations within the government reporting entity may change
their basis of GAAP.

In response to the potential impact of these changing accounting
standards, government amended the Budget Transparency and
Accountability Act (BTAA). The amendments allow government
to depart from Canadian GAAP for the Summary Financial
Statements. Of particular concern to government is whether or
not rate-regulated accounting will continue to be permitted in
the future. Recent events suggest that standard setters will allow
rate-regulated accounting to continue for two years longer than
originally planned, until January 1, 2013, and government has

therefore indicated it will not utilise the BTAA amendments.
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This report also includes:

« results of a survey we undertook on governance practices across

the government reporting entity;

« asummary of internal control issues described in auditors’ letters
to the management of government organizations and their

governing boards;

« recommendations to government that will improve its accounting

and reporting of transactions; and

« explanations of issues that were encountered during the audit

that will be of interest to legislators and the public.

In closing, I wish to thank all staff in my Office and in the private
sector audit firms who assisted in the audit of the 2009/10 Summary

Financial Statements.

P

John Doyle
August 2010
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INTRODUCTION

ON JuLy 8, 2010 THE PROVINCIAL government
released the audited Summary Financial Statements of the Province
of British Columbia for the year ended March 31, 2010.

The Summary Financial Statements report the consolidated financial
results of the entities that make up the government reporting entity
— this includes eight legislative offices, the legislative assembly, the
Office of the Premier, 20 ministries and 147 other organizations
including Crown corporations, school districts, universities, colleges

and health organizations. The Summary Financial Statements are an

important document for the people of British Columbia as it provides

an indication of the financial well-being of the Province.

The audited Summary Financial Statements are included in
government’s Public Accounts (available online at www.fin.gov.bc.ca/
OCG/pa/09_10/Pa0 9 10.htm). The Public Accounts also include
unaudited information, such as government’s discussion and analysis
of its financial results, and information about the Consolidated

Revenue Fund and the Provincial Debt.
KEY ISSUES

There are important issues behind the financial statement figures that
should be brought to the public’s attention. The five most significant

accounting and audit issues are these:

1. The Auditor General has given a qualified audit opinion on
the Summary Financial Statements because the statements do
not comply with generally accepted accounting principles
(GAAP). All three of this year’s reservations were also included
as reservations last year. First, oil and natural gas producer’s
royalty credits are inappropriately being netted from revenue
rather than being reported as expenses. Second, government is
not recording liabilities for deep-well credits owed to oil and gas
producers. The third reservation is the improper consolidation
into the Summary Financial Statements of the Transportation
Investment Corporation (TIC). Consolidating the accounts of

the TIC using the modified equity method rather than the

line-by-line method results in significant differences in the
financial statement balances. For more details, see 2009/10 audit

opinion reservations on page 5 of this report.

2. Accounting standards will be changing in the near future. This
could have a significant impact on how government accounts for
transactions. See Accounting standards are changing on page 7 of

this report.

3. Accounting by rate-regulated entities such as the BC Hydro and
Power Authority is a significant issue. If government had not
been permitted by current accounting standards to defer certain
expenses, the annual deficit would have been about $700 million

higher this year. See Rate-regulated accounting on page9.

4. The government’s response to changing accounting standards
included an amendment to the Budget Transparency and
Accountability Act that provided government with the flexibility
to change how it defines generally accepted accounting
principles. See Government’s response to changing accounting

standards on page 10.

S. Government has improved its management of working capital by
reducing its cash and temporary investment balances from about $7
billion as at March 31,2009 to $3 billion as at March 31, 2010, but it
can still do better. See Working capital management on page 11.

Also of key interest is a compilation of the recommendations of all

>«

the auditors’ “management letters” across the government reporting
entity. Management letters are a way for auditors to communicate
significant issues found during an audit to management and governing
boards. The number and significance of issues brought forward show
there is room for improvement in the operations of government. See

Management Letters: A Wealth of Information on page 12.

And finally, we are including a summary of a survey we undertook
this year that looks at governance across the government reporting
entity. Overall, the survey results were positive, with the majority of
entities reporting that they used a range of governance good practices.
‘We summarize the results and key observations of the survey in this

report. See Governance Survey: Summary of Results on page 19.
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INTRODUCTION

OTHER ISSUES WITH
RECOMMENDATIONS TO
GOVERNMENT

For a number of issues, we provide recommendations to government
that will improve the quality of future Summary Financial Statements
and of government’s accountability to legislators and the public.

A number of the recommendations are ones we have discussed in

the past but which government has not yet implemented. We
continue to discuss them because they are important issues and

should be resolved.

The recommendations related to these issues are in addition to
those implicit in the audit opinion reservations. Topics that include

recommendations include:

¢ Complete disclosure of prior year adjustments — Prior year
adjustments require additional disclosure. See page 23.

¢ Ministry financial statements — Ministries should prepare
financial statements for their areas of responsibility.
See page 23.

¢ Accounting for First Nations settlement costs — Government needs
to review its accounting for First Nations transactions to ensure
they are in accordance with GAAP. Although not material
this year, future transactions could result in audit reservations
in the Auditor General’s opinion on the Summary Financial
Statements. See page 24.

¢ Accounting for inherited Crown land — When valued, land should
be recorded as an increase to accumulated surplus or deficit,

not revenue. See page 24.

¢ Classification of debt - Warehouse debt and debt of the
Transportation Investment Corporation should be disclosed as

taxpayer-supported debt, not self-supported debt. See page 25.

¢ Disclosure of contractual obligations — Contractual obligations
should include additional disclosures, and a lower threshold
should be used when accumulating the information. See page 26.

¢ Pension plan disclosures — Government should improve its
disclosure of pension plans as required by generally accepted
accounting principles. See page 27.

OTHER ISSUES OF INTEREST

In this report we also discuss other issues of interest, without specific

recommendations to government. These topics include:

¢ The government reporting entity — what's in and what’s out?
See page 28.

¢ Inclusion of universities in the government reporting entity.
See page 29.

¢ Outsourcing of government operations and their impact on the
audit. See page 30.

¢ Accounting for debt using equity accounting. See page 30.

* Accounting for impaired investments (Children’s Education Fund).
See page 31.

¢ Accounting for payments for the 2010 Olympic security costs.
See page 32.

¢ Carbon neutrality. See page 32.

¢ Accounting for the HST transitional assistance funding.
See page 33.

¢ Accounting for bonus bid revenue. See page 33.
¢ Long amortization of tangible capital assets. See page 33.

¢ Accounting standards that are in the consultation stage.
See page 34.

ACCOUNTING FOR AND
AUDITING THE SUMMARY
FINANCIAL STATEMENTS

Finally, in this report we provide some background information
on topics such as the composition of the government reporting
entity, and how we go about auditing the financial statements of an
organization as large as the Province of British Columbia. These

topics include:
¢ Composition of the government reporting entity. See page 35.
¢ Government's financial reporting framework. See page 3S.
¢ The accounting consolidation process. See page 35.
¢ Auditing the Summary Financial Statements. See page 36.

¢ Materiality and the auditor’s role in informing users of departures
from Canadian GAAP. See page 38.

¢ New Canadian auditing standards. See page 39.
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1. 2009/10 AUDIT OPINION
RESERVATIONS

During our audit of the Summary Financial Statements for the year
ending March 31, 2010, we discussed a number of significant issues with
government, many of which were resolved satisfactorily. Government
made more than 25 monetary adjustments to the Summary Financial
Statements at our request, as well as a number of other adjustments to

disclosures in the financial statement notes and schedules.

However, government chose not to adjust a number of other items in
the financial statements and notes. As a result, the Auditor General
expressed three reservations in his audit opinion for departures from
Canadian generally accepted accounting principles (GAAP). The
effect of these reservations on the statement of financial position and

the results of operations is shown in Exhibit 1.

Had the adjustments been made, the deficit for 2009/10 would have
been $1,852 million, not the $1,779 million reported by government —

a difference of $73 million.

Exhibit 1 : Impact of the Auditor General’s audit reservations on the Summary Financial Statements

for the year ended March 31, 2010 ($ million)

As reported Audit adjustment required As corrected
Financial assets $31,675 ($663) $31,012
Liabilities 59,712 468 60,180
(Net liabilities) (28,037) (1,131) (29,168)
Non-financial assets 33,309 948 34,257
Accumulated surplus $5,272 ($183) $5,089
Revenue $37,521 $444 $37,965
Expense 39,300 S17 39,817
Surplus (deficit) for the year ($1,779) ($73) ($1,852)

Full consolidation of the Transportation
Investment Corporation

The government has consolidated the Transportation Investment
Corporation (TIC) using the modified equity method — a method
that would be appropriate if the TIC was a government business
enterprise. In our opinion, however, the TIC does not yet qualify as a

government business enterprise and so should be fully consolidated.

Had it been fully consolidated, all of its assets, liabilities, revenues
and expenses would have been included in the Summary Financial
Statements. Instead, being consolidated using the modified equity
method means that only the government’s investment in the TIC,
amounts owed to and by the corporation and the net loss have been
included in the Summary Financial Statements. The result for fiscal
2009/10 has been:

¢ understating cash by $15 million;

¢ overstating equity in self-supported Crown corporations
by $138 million;

¢ overstating loans for purchase of assets, recoverable from
agencies by $540 million;

¢ understating tangible capital assets by $948 million;

¢ understating accounts payable and accrued liabilities by
$291 million;

¢ understating taxpayer-supported debt by $544 million; and

¢ overstating self-supported debt by $544 million.
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Also, had the TIC been fully consolidated, there would be changes in the
notes to the financial statements — that is, contractual obligations totalling
$1,993 million would be classified as being for taxpayer-supported

Crown corporations instead of for self-supported Crown corporations.

The purpose of the TIC is to develop and operate toll highways. The
first one is the Port Mann Highway Improvement project, which
includes the Port Mann Bridge and improvements to Highway 1.

In assisting us in forming our opinion the government gave us
information about the future construction plans and projections of
revenue and expense for the TIC. The projections are based on policy
decisions that will be implemented as well as on estimates of future

costs and traffic volumes. We have not audited the information.

Although we have not audited the TIC’s projections, we have analysed
its financial model, including the assumptions related to capital

costs, toll revenues, debt and related interest expense. We identified

a number of areas in the model where further clarification is needed.
Examples are the sensitivity of the financial model to key variables
such as annual toll increases and traffic volumes, the interrelationships
of various components of debt (short-term debt, long-term debt and
sinking funds), and the corporation’s plans for the continuance of
tolling and any surpluses in future years. Management of the TIC

has stated that it will be re-examining its model for toll revenue

projections during this fiscal year, 2010/11.

For a corporation to qualify as a government business enterprise,

Canadian GAAP requires the organization to:

a. be a separate legal entity with the power to contract in its own

name and that can sue and be sued;

b. have been delegated the financial and operational authority to

carry on a business;

c. asits principal activity, sell goods and services to individuals
and organizations outside of the government reporting entity;

and

d. in the normal course of its operations, maintain its operations
and meet its liabilities from revenues received from sources

outside of the government reporting entity.

In our view, the TIC currently has the characteristics of (a) and (b),
but not of (c) and (d).

The service that government will sell to the public is the use of the
Port Mann Bridge. However, given that the bridge is not expected
to be ready for use until 2013/14, the government will not begin

collecting tolls and will not be in compliance with requirement (c)

for several more years.

The requirement in (d) that TIC maintains its operations and meets

its liabilities using revenue from sources outside of government means,
in effect, that the corporation must be profitable. These profits can
then be used by the TIC to retire its debt. The TIC cannot rely on
making sales to, or receiving subsidies in cash or kind from, other
parts of government. According to government’s projections, the TIC
will not maintain a profitable status for almost a decade — beginning

in 2018/19. Therefore requirement (d) has not yet been met.

Only when the TIC meets all of the requirements (a) through (d) can
it be consolidated into the Summary Financial Statements using the

modified equity method.

For all of these reasons, we have included a reservation in our audit
opinion on the Summary Financial Statements for 2009/10. The TIC

does not yet meet the definition of a government business enterprise.

As the TIC may qualify as a government business enterprise in the

future, we will review the situation annually.

Provision for deep-well credits and
the recording of oil and natural gas
producers’ royalty credits

Starting with fiscal 2008, we asked the government to record a
provision for deep-well credits that have been earned but not claimed,
and to record the incentives granted to oil and natural gas producers
as expenses instead of deducting the incentives from revenues, as
required by Canadian GAAP. The government has decided to do
neither of these, and so we have included two reservations in our

audit opinion.

Deep-well credits are earned by oil and gas producers when they
drill a well that qualifies as a deep well. The producers notify
government of the depth of the well that has been drilled, and then
the government calculates the credit earned as a result and issues a
certificate to the producers. Government also keeps its own record
of the amount of the credit for each well. When production starts,
government calculates a monthly amount of royalty payable on the

production from that well and applies the credits earned to reduce the
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royalty. The remaining credits are carried forward to be applied against
future production royalties (payable monthly) from that well. Although
the credits can only be used for royalties from the specific well, they are

transferrable to different owners if ownership of the well changes.

Canadian GAAP requires that liabilities be recorded when they are
incurred. In our opinion, a liability exists once the producer has
drilled the well, although government will not know about it until a
return notifying government of the deep-well drilling has been filed.
At that point, government cannot avoid paying the credit (by allowing
it to be deducted from the future royalty payments). Although there
may be some uncertainty about when government will have to act on

the liability, its existence is clear.

The total amount of earned and unclaimed credits at March 31, 2010

was $177 million.

This deep-well credits program is one of a number of incentives that
government provides to oil and natural gas producers. Other programs
provide credits for road construction and summer drilling, and to

induce activity in marginal, ultra-marginal and low-production wells.

These incentives are being deducted from oil and gas royalty revenues

in the Summary Financial Statements.

According to Canadian GAAP, financial statements should disclose
the gross amounts of revenues, to ensure that the total magnitude is
reflected in the financial statements. Such information is necessary for
understanding and assessing the financial impact of a government’s

revenue-raising capability and for enhancing legislative control.

Similarly, financial statements should disclose the gross amounts of
expenses so that the total magnitude of a government’s consumption or
reduction of economic resources in the period is reflected in the financial
statements. Such information is helpful in understanding and assessing

the cost of government services, programs and, in this case, incentives.

Although Canadian GAAP allows credits to be deducted from taxes,
these royalties are in the nature of an exchange transaction rather
than a non-exchange transaction (taxes), given that the producers are
paying for the extraction of the oil and gas public assets. In our view,
therefore, the credits deducted from the royalties should be added

back and shown as expenses instead of being deducted from revenues.

The amount of the credits deducted from revenues in 2010 (rather
than being shown as expenses) was $444 million - the amount by
which revenues for 2009/2010 have been understated.

This $444 million includes $104 million of deep-well credits that
should have been expensed in 2008/09, but does not include the
$105 million of deep-well credits that should have been expensed
in 2009/10 or the $32 million in credits used in 2009/ 10. So,
the amount by which expenses are understated in 2009/10 is
$517 million.

Taken together, the net effect of these two reservations is that
liabilities are understated by $177 million, revenues are understated

by $444 million, and expenses are understated by $517 million.

2. ACCOUNTING STANDARDS
ARE CHANGING

Government is a complex organization with significant flows of
money and transactions that can be difficult to properly account for.
It is therefore essential that the accounting policies chosen to record
and report those transactions reflect best practices for making the
financial information understandable and for conveying the substance
of what actually happened. This can be accomplished by following
Canadian generally accepted accounting principles (GAAP).

In Canada, accounting standards for governments are issued by the
Public Sector Accounting Board (PSAB) of the Canadian Institute of
Chartered Accountants (CICA).

Not all transactions entered into by government are specifically
covered by the accounting standards in PSAB. Further guidance,
for accounting transactions not covered by PSAB, exists in the
accounting standards issued by the Accounting Standards Board
of the CICA for publicly traded and privately owned companies.
Together, these standards are referred to as Canadian GAAP.

In situations not specifically covered by Canadian GAAP, guidance on
appropriate accounting policies can also be obtained from standards
issued by bodies empowered to do so in other jurisdictions.! However,
when a Canadian jurisdiction looks to other sources of GAAP, it must
be sure to choose policies that are consistent with this country’s GAAP

and with PSAB’s conceptual framework for accounting standards.

! Examples include the Government Accounting Standards Board and Financial Accounting Standards Board in the U.S., as well as the International Accounting Standards Board.
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Reporting in accordance with Canadian GAAP should result in
government financial statements that follow best practices. The

financial statements should:

¢ provide an accounting of the full nature and extent of the
financial affairs and resources that government controls,
including those related to the activities of its agencies
and enterprises;

¢ describe government’s financial position in a way that is useful
for evaluating government’s ability to finance its activities, meet

its liabilities and commitments, and provide future services;

¢ describe the changes in government’s financial position,
showing the sources, allocation and consumption of
government’s resources, the way government’s activities
affected its net debt and the way government financed its
activities; and

¢ demonstrate the accountability of government for the resources,
obligations and financial affairs for which it is responsible.

There were no changes in generally accepted accounting principles
that the government had to contend with in preparing the 2009/10
Summary Financial Statements. However, accounting standards in

Canada will soon be changing.

Last year in this report we noted that it was not clear which source of
GAAP that government organizations would be required to follow in
the future.

In December 2009, PSAB made amendments to the introduction of
the Public Sector Accounting Standards to clarify the requirements.
The introduction indicates what types of government organizations
are required to follow the Public Sector Accounting Handbook
beginning next year, and it also provides direction as to the source
of GAAP to be used by those organizations where the handbook is

not appropriate.

While commercial GAAP is the appropriate basis of accounting for
some government organizations, many others will need to review
the direction and requirements in the introduction, which calls for

organizations to be categorized as either:

¢ government business enterprises (for example, British Columbia
Hydro and Power Authority and British Columbia Lottery
Corporation);

¢ government not-for-profit organizations (for example,
universities and health entities); and

¢ other government organizations (for example, British Columbia
Assessment Authority and B.C. Pavilion Corporation).

Government organizations cover a variety of operations. Therefore,
putting these organizations into categories enables those that are

similar to use the most appropriate basis of GAAP. Accordingly:

¢ government business enterprises are directed to follow
International Financial Reporting Standards (IFRS) beginning
January 1, 2011;

¢ government not-for-profit organizations are directed to
continue to follow standards for not-for-profit organizations
in the CICA Handbook—Accounting (PSAB is proposing to
incorporate these standards into the Public Sector Accounting
Handbook in the near future); and

¢ other government organizations are generally directed to follow
the Public Sector Accounting Handbook given the nature of their
operations, although they are allowed to follow IFRS standards
where they believe that this basis is more appropriate for the

users of their financial statements.

Regardless of which choice is made, the basis of accounting
determined to be most appropriate must be disclosed and applied

consistently from period to period.

Several organizations in British Columbia’s public sector will likely
be adopting either the Public Sector Accounting Handbook or the IFRS
standards for the first time next year as a result of these changes. As
discussed under the topic of rate-regulated accounting on page 9,
although most government business enterprises are directed to adopt
IFRS beginning January 1, 2011, those enterprises that are defined as
rate-regulated may not need to adopt IFRS until January 1, 2013.

The changeover will be a major challenge for organizations and will
require a significant investment of time and resources on the part

of management. This is also true for our Office as transition will
mean a shift in how audit engagements will be managed, including

a substantial combined effort and focus to work through solutions
with management. The application of new policies and changes in the
configuration of systems and the maintenance of internal controls
will all have an effect on audit risk, significantly increasing the risk

of errors.

The active involvement of our Office in all stages of the planning,
development and implementation of government organizations’
conversion processes will be critical to our audit engagements given
the anticipated extent of change inherent in the process. We will need

to assess the soundness and relevance of transition plans to ensure
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that management has identified all risk areas. In addition, we will
need to understand and analyze the appropriateness of decisions,
interpretations, assumptions and significant choices made when
applying specific standards and accounting policies. Finally, we will
need to understand the impact of the changes on information
systems and accounting processes in order to determine the overall
strategy and specific auditing procedures required, and the timing of

their application.

The nature and extent of our involvement in the transition process
will respect the need to maintain our independence in keeping with
rules of the auditing profession. Therefore, we will need to define the
extent of our involvement with management and communicate such

involvement to audit committees.

While the changeover to new sources of GAAP is a major challenge
for all of us in the coming year, it is also an opportunity for us to
review our practices to ensure their efficiency and effectiveness

going forward.

3. RATE-REGULATED
ACCOUNTING

The purpose of rate regulation is to ensure that:

¢ ratepayers receive safe, reliable and non-discriminatory energy
services at fair rates from the utilities; and

¢ shareholders of those utilities are afforded a reasonable
opportunity to earn a fair return on their invested capital.

Meeting these two goals is the mission of the British Columbia
Utilities Commission, which is the agency in this province

responsible for administering the Utilities Commission Act.

Rate regulation not only determines the prices that a company can
charge, but it also allows the company to defer and amortize over
a number of years those costs that would otherwise have to be

expensed in one year.

Three Crown corporations are regulated by the BC Utilities
Commission: British Columbia Hydro and Power Authority (BC
Hydro), the British Columbia Transmission Corporation, and the
Insurance Corporation of British Columbia (ICBC). The Province
includes all three in the Summary Financial Statements using the
modified equity method of consolidation. Therefore any rate-

regulated accounting policies used by these entities would not be

conformed to the accounting policies of general government.

The net effect of rate regulation in 2009/10 has been to increase the
net earnings of self-supported Crown corporations and thus reduce
the annual deficit recorded in the Summary Financial Statements

by $705 million (compared with $440 million in 2008/09). Note
36 of the Summary Financial Statements discloses the effects of rate
regulation on BC Hydro, which makes up almost this entire total:
namely, a $696 million increase in the company’s net earnings in
2010 (compared with a $438 million increase in 2009). BC Hydro
also holds unamortized net regulatory assets of $1,713 million. These
regulatory assets are, in effect, expenses that have been deferred to

future years.

The BC Utilities Commission, although independent of BC Hydro,
the BC Transmission Corporation and ICBC, is nonetheless a
provincial agency. Government, through the Lieutenant Governor

in Council, appoints the commission’s members and the government
is also able to give special direction to the utilities commission that
can affect the profitability of the regulated entities. This past year, we
examined whether such direction is having a material impact on the
earnings reported in the Summary Financial Statements. We found no
indication that it is. However, in light of recent changes in accounting
standards and new provincial legislation, we wish to comment on the

continued ability of the Province to use rate-regulated accounting.

Under Canadian GAAP, the exemption that allowed rate-regulated
enterprises to use this accounting method was removed in 2009.
This means that rate-regulated entities have had to look to other
jurisdictions under the Canadian GAAP hierarchy in order to
continue using this principle for 2009/10. This was found in US

Financial Accounting Standards Board guidance.

BC Hydro and other commercial Crown corporations are
government business enterprises and as such are required by the
Public Sector Accounting Board to transition to International
Financial Reporting Standards (IFRS) effective January 1, 2011.

Currently, however, IFRS standards do not allow for the use of rate
regulated accounting. Under IFRS, BC Hydro would have to expense

many of the transactions it now accounts for as rate-regulated assets.

Very recently, there has been new uncertainty about whether or not
rate-regulated entities will have to adopt IFRS on January 1, 2011 as
planned. On July 28, 2010 the Canadian Accounting Standards Board
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issued an accounting exposure draft that may permit rate-regulated
entities to continue to use current Canadian accounting standards for
an additional two years. This would allow an entity, such as BC Hydro,
to use rate-regulated accounting until January 1, 2013. This will allow
time for standard setters to consider whether or not it will allow rate-

regulated accounting under IFRS.

The provincial government recently amended the Budget Transparency
and Accountability Act effective April 1, 2010 (see the following
topic). Under the amended Act, the government has the ability to
apply accounting principles from other jurisdictions as long as those
principles are recognized by the standard-setting organization in that
jurisdiction. This could result in the government choosing to use rate-

regulated accounting, even beyond 2013.

4. GOVERNMENT’S RESPONSE
TO CHANGING ACCOUNTING
STANDARDS

At the time of writing this report government s still considering the
specific impact that the changing accounting standards will have on
each specific organization. The Office of the Comptroller General

is consulting with organizations to determine the most appropriate
basis of GAAP that each will follow under the public sector GAAP
framework (see Exhibit 10 on page 36). Government organizations
could follow Public Sector Accounting Board Standards (PSAB);
Not-for-profit accounting standards; or the CICA Handbook (which
will become International Financial Reporting Standards (IFRS) as of
January 1, 2011).

It is also possible that changes in accounting for transactions by
government could result from the government’s amendment of

its Budget Transparency and Accountability Act (BTAA). The
amendment allows government to alter its interpretation of Canadian
GAAP, and is in effect as of April 1, 2010.

The amended act allows the government to adopt standards of its
own choosing rather than those that follow the GAAP framework
provided by PSAB. If the government does so decide, it will have

to choose from generally accepted accounting principles for
organizations in Canada other than senior governments, or from
generally accepted accounting principles applicable in a jurisdiction
outside Canada that have been set by a recognized standard-setting

organization in that jurisdiction.

The government has told us that the purpose of the recent
amendment to the definition of GAAP in the BTAA was to ensure
government was able to address potential inconsistencies or conflicts
during the transition of accounting standards to IFRS. One such
conflict is the question of whether or not accounting standards under
IFRS would allow the use of rate-regulated accounting by companies
such as BC Hydro.

Government’s implementation of balanced budget legislation does
not work well with accounting policies that can increase volatility in
annual surplus or deficit. The inclusion of fair value accounting and
the removal of rate-regulated accounting are two potential changes in

accounting standards that can increase volatility.

Based on the recent exposure draft regarding rate-regulated entities
that we discussed on page 9, which is likely to permit the use of rate-
regulated accounting until at least January 1, 2013, government has
told us that it will not be required to amend the accounting guidance
of PSAB under the BTAA to address rate-regulated accounting.
Government also stated that, at this stage, they have no reason to
believe that any departures from the guidance of PSAB will be
required during the transition to IFRS.

‘We will monitor whether or not government uses the legislated
amendments to the Budget Transparency and Accountability Act to

re-define GAAP in the provincial government reporting entity.

It is also common practice for an organization to consult its auditors
when the organization is contemplating changing its accounting
policies. We request that the government consult with the Auditor

General before implementing any significant accounting changes.
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KEY ISSUES

5. WORKING CAPITAL
MANAGEMENT

In last year’s report we commented on the effective management of
working capital. We noted that in many ways government should be
run like a business. It should manage its surplus cash and investments
effectively, and maintain good control over other aspects of working
capital management. Collecting accounts receivable on a timely

basis and ensuring that payments to suppliers are made within an
appropriate time (generally 30 days after receipt of the invoice or
receipt of the goods, whichever is later) is an important part of

managing cash balances appropriately.

How well these working capital balances are managed can have a
significant influence on borrowing requirements and the costs of

servicing debt.

We are pleased to note that government’s actions have resulted in a
decrease in cash balances. Last year, government held over $7 billion
in cash, cash equivalents and temporary and warehouse program
investments at yearend. This year, the total of these has significantly
decreased, from $7.3 billion to $2.9 billion. This decrease of $4.4
billion is due mainly to a reduction of $2.1 billion in warehouse
program investments and a decrease of $2.1 billion in cash and cash
equivalents. Although an improvement, we note that there is still

a large amount of cash and cash equivalents held in the education
sector — almost $1.3 billion at March 31, 2010.

Working capital management is the subject of a report that will be

issued soon by our Office.
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MANAGEMENT LETTERS

From July 2009 to June 2010, staff and contractors from our Office
and from many private sector accounting firms audited the financial
statements of all government entities that are included in the
government reporting entity. In planning and performing each audit,
consideration is given to an entity’s governance and accountability, and
internal control over areas such as financial management, disclosure,
and information technology. Findings related to the risks identified
are then brought to management’s attention with recommendations,
referred to as a management letter. (A standard of the Canadian
Institute of Chartered Accountants is that significant findings be
communicated to management by the auditor.) It is management’s
responsibility to weigh the costs of implementing recommended
control improvements against the benefits that will be achieved, and to

implement those recommendations it considers beneficial.

The findings presented in management letters are significant, and in
the opinion of this Office they should be considered by management

as soon as possible.

Our Office expects management letters to be issued to all government
organizations in the government reporting entity (167 entities?), plus
the Office of the Comptroller General. Therefore, the total number
of management letters expected to be issued for 2009/10 is 168. Of
those, 153 (91%) had been issued at the time we were writing this
report (Exhibit 2).

Informing management about items identified during the financial
statement audit is a by-product of the audit work. It is not part of

the process of obtaining sufficient, appropriate audit evidence to
support the content of the auditor’s report on the financial statements.
Consequently, management letters do not have to be released with the

auditor’s report on the financial statements.

Exhibit 2: Number of management letters issued during

2008/09 and 2009/10

2009/10 Management
letters issued
91%
Management
[etters not issued
9%
2008/09 2009/10
Management letters issued 151 90% 153 91%
Management letters
not issued at the time 16 10% 15 9%
of this report
Total 167 100% 168 100%

It is a generally accepted practice for auditors to present their
management letter findings to the audit committee, with management
present. It is also common for management to provide a written
response to the management letter points. In this way, the audit
committee has an opportunity to understand the issue from the
perspective of both the auditors and management and is informed of
the actions that management will take as a result of the management
letter. Delays in issuing a management letter can result if an audit
committee does not meet during the summer or if an auditor needs to
follow up on an issue that does not impact the release of the financial

statements.

These may be the reasons that not all management letters of
government reporting entities in 2009/10 were released in time for
us to review them for this report — although we also add that, in the
interests of providing more timely information we are releasing this
report two months earlier than we did last year. Still, we received 91%

of the management letters this year, compared with 90% last year.

% The figure consists of 147 government entities (see Exhibit 9 on page 35), plus 20 ministries
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MANAGEMENT LETTER ISSUES
RAISED IN 2009/10

The 153 management letters issued to date for the 2009/10 fiscal year
include a total of 389 issues and recommendations. Of the 389 issues,
256 pertain to new control concerns identified in the current year’s
audit, while the remaining 133 (34%) issues pertain to items identified
in the prior year’s audit that were not addressed (or were only partially

addressed) by management during the current fiscal year.

Last year, we noted that of the 463 issues identified, 104 (22%) of the
issues pertained to items that had not been addressed. It concerns us
that management has not resolved so many issues brought forward by

their auditors.

These management letter issues focus mainly on improving the areas of
governance and accountability, financial management and disclosure,
and information technology. We found that 121 (79%) of the 153
management letters issued contain fewer than five issues, including 61
(40%) letters where no issues were reported at all. Of the remaining 32
(21%) letters, seven had 10 or more issues (see Exhibit 3).

Exhibit 3: Number of issues in each management letter,

2008/09 and 2009/10

2008/09 2009/10

Number of governments entities with
10 or more management letter issues 9 7
S to 9 management letter issues 27 25
1 to 4 management letter issues 69 60
No management letter issues 46 61
Total number of management letters issued 151 153

50%
40%
30%
20%
.|
10 & up 5-9 1-4 0

Bl 2010 [ 2009

In last year’s report we disclosed the 13 areas of control concern that arose
most often in government entities’ management letters. In reviewing and
preparing this year’s report, we note that most of last year’s control concerns

recur as themes in this year’s management letters.

However, one of last year’s themes, “Non-compliance with laws and
regulations,” included only one management letter point this year, therefore
we have not reported it as a separate theme. For 2009/10 one additional
area where control concerns were reported was added. The new theme
occurring in this report is “Lack of appropriately disclosed accounting
policies” Management letter concerns related to the new theme are

identified under the “Financial Management and Disclosure” area.

Exhibit 4 lists the control concerns we have identified this year. These
themes identify the most common control concerns noted in government

entities’ management letters.

Exhibit 4: 2009/10 control concerns identified in management
letters, by area

Area 2009/10 Management Letter Themes

Governance and .
= Governance practices
Accountability

Financial Management
and Disclosure

Lack of appropriately disclosed
accounting policies

Documentation and management
of contracts

Authorization levels and appropriate
review of expenditures

Account reconciliations

Asset management procedures and the
accuracy of financial data

Management review of reports

Segregation of duties

Inconsistent or inappropriate application
of accounting policies

Inadequate compilation and retention
of financial records

Documentation and testing of disaster

Information Technology recovery plans

System documentation and controls

System security
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The audit process is not intended to disclose issues outside the
financial statement process. Each organization therefore needs to be
vigilant in conducting its own review of possible issues such as those
related to our report themes of financial management and disclosure,
governance and accountability, and information technology. To help

organizations identify potential risk areas, we summarize below all

Exhibit 5: Frequency of management letter themes, 2009/10

major findings from the audits, highlighting those concerns that
arose most often and have the greatest potential risk and impact. All
government entities should examine these findings with a focus on

improving their own controls.

Exhibit S shows the number of times each theme arose in the

management letters.

(Breakdown of the 389 management letter points issued)

Governance practices

Lack of appropriately disclosed accounting policies

Documentation and management of contracts 6

Authorization levels and
appropriate review of expenditures

Account reconciliations

Asset management procedures
and the accuracy of financial data

Segregation of duties )

Inconsistent or inappropriate
application of accounting policies

Documentation and testing of
disaster recovery plans

System documentation and controls 3

System security

Various other issues 1

Inade'quate Compi.lation and
retention of financial records
]

31
I
13

30 40 50 60 70 80 90 100

Number of management letter points

Auditor General of British Columbia | 2010 Report 2 |

Observations on Financial Reporting: Summary Financial Statements 2009/10



MANAGEMENT LETTERS: A WEALTH OF INFORMATION

CONTROL CONCERNS RAISED
IN MANAGEMENT LETTERS IN
2009/10

The following section presents summaries of the prevalent themes
raised in the management letters that provincial government entities
received during 2009/10.

Governance and accountability findings
in 2009/10

Governance practices

Governance refers to the structures and processes by which
organizations are directed, controlled and held to account. These are
supported by guiding core principles of accountability, leadership,
integrity, stewardship and transparency. Strong governance practices
provide clear and ethical direction, anticipates risk, communicates
effectively, and gives and receives feedback on performance. Weak
governance is at the heart of many public sector failures and may lead

to the loss of public trust.

In 2009/10 there were 31 instances, of which 12 were unresolved
issues from the prior year, where governance practices issues were
identified. Several issues are limiting the ability of some government
entities to govern effectively. These include: policies that are not being
reinforced or are missing; incomplete oversight; unclear roles and
responsibilities; lack of meetings or communications; and absence of

a whistle-blower program.

To operate effectively and efficiently, government entities need to
have an independent functioning board of directors (or equivalent)
to implement correct and complete policies, procedures and controls,
and ensure that the entity adheres to them. Clearly defined roles and

responsibilities must also exist and be understood.

Financial management and disclosure
findings in 2009/10

Lack of appropriately disclosed accounting policies
The purpose of financial statements is to communicate information
to users that is relevant to their needs. Accounting policies adopted
by a government entity will affect the financial position, results of

operations and cash flows, as shown by its financial statements.

Accordingly, the usefulness of financial statements is enhanced by
disclosure of the accounting policies. There needs to be a clear and
concise description of the significant accounting policies included

as an integral part of the financial statements.

In 2009/10 there were nine occurrences of lack of appropriate
disclosure of accounting policies. These occurrences were due
to accounting guidelines requiring disclosure of major transfers,
transactions, balances, secured liabilities and accounting

policy changes.

Government entities should ensure that full disclosure of information
is included in the financial statements. Accounting disclosure should
include those required by GAAP, as well as additional information

that may be relevant to users.

Documentation and management of contracts

A government entity establishes contracts with outside parties in
order to provide or receive specific services related to its day-to-day
business activities. In the absence of complete and specific contract
documentation, discrepancies can arise in the interpretation of

terms within the agreement. These discrepancies can hinder business
relationships, cause inefficiencies in the overall business operations of

government and lead to legal disputes.

In 2009/10 there were 16 instances, of which two were unresolved
issues from the prior year, where poor documentation and
management of contracts were identified. A number of issues related
to inadequate contract documentation and management within

many government entities. These issues included the absence of
formal finalized contracts, lack of review of significant contracts to
ensure accuracy and adherence to terms, and outdated, unclear and
incomplete contract documentation. In addition to contracts executed
with outside parties, it was noted in a few entities that internal
contracts with employees were incomplete, missing or contained

terms that required clarification.

Government entities should ensure that adequate documentation and
controls are in place when a contractual relationship exists between an

entity and outside parties.
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Avuthorization levels and appropriate

review of expenditures

Government entities implement policies and procedures to ensure that
adequate control exists over the purchasing of goods and services. Not
following proper authorization for expenditures mean there is greater

possibility of unauthorized purchasing, overspending, and fraud.

In 2009/10 there were 20 instances, of which 10 were unresolved
issues from the prior year, where improper understanding of
management authorization levels and appropriate review of
expenditures were identified. Deficient policies and procedures
related to the authorization of expenditures in a number of
government entities. The key issues were: not adhering to expenditure
authorization levels; not adhering to signing authority levels;
payments being made without proper authorization levels; and
inappropriate documentation. The management letters pointed out

that policies and reviews would assist in eliminating these issues.

Adequate review of expenditures is a control that assists in
eliminating unauthorized purchases and payments. Government
entities need to ensure that there are appropriate levels of

expenditure authorization in place.

Account reconciliations

Account reconciliations are a strong financial and operational
control. Organizations perform account reconciliations to ensure
their transaction recording is complete and accurate. The absence
of adequate reconciliation procedures leaves an entity susceptible
to errors in financial accounts, which in turn can lead to improper
representation of the operating performance, as well as erroneous

future budgeting and potential for fraud.

In 2009/10 there were 13 instances, of which two were unresolved
issues from the prior year, where account reconciliation issues
were identified. These issues included a lack of reconciliations
over accounts, and a lack of timely reconciliations and follow-up

procedures for identified accounts.

Government entities should ensure that reconciliations are in place
for key operational and financial accounts. The reconciliations need to
be adequately structured, performed on a regular basis and reviewed

by management.

Asset management procedures and

the accuracy of financial data

Strong asset management procedures help maintain an organization’s
level of proficiency in using its assets to meet its operational needs. An
organization’s operational assets include inventory and capital assets.
Strong control over these assets requires strict policies and procedures
over ordering, warehousing, safeguarding, and financial measurement

for reporting purposes.

In 2009/10 there were 23 instances, of which seven were unresolved
issues from the prior year, where asset management procedures and
accuracy of financial data were identified. These control concerns
primarily surrounded inventory management, inventory counting and

purchasing controls.

Government entities need to ensure they have adequate policies
and procedures in place to enable them to effectively manage their
organizational assets. Strong asset management procedures facilitate
efficient use and safeguarding of organizational assets, and support

accurate and complete financial reporting for these assets.

Management review of reports

Internal reports are generated to inform management of operations
and helps identify errors and inconsistencies. Government has

a large reporting infrastructure in place to ensure operations are
efficient and effective. Lack of management review of reports creates
the potential for inefficiencies, errors and fraud. Strong policies and
procedures over internal reports include review and sign-off by the

appropriate personnel.

In 2009/10 there were 71 instances, of which 21 were unresolved
issues from the prior year, where management review of reports
issues were identified. The most common themes were the lack of
management review over internal reports and the deficient design of

the internal report or the procedures surrounding it.

Government entities need to ensure that correct and timely report
review practices are undertaken, and that report findings and

recommendations are acted on in a timely manner.

Segregation of duties
Segregation of duties is one way to ensure that adequate controls
are included in a financial process. Ideally, different individuals

should be assigned responsibility for each critical function in each
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financial process. A key operational control is the segregation of
duties, which is accomplished by having critical functions performed

independently of one another.

In 2009/10 there were 24 instances, of which 13 were unresolved
issues from the prior year, where segregation of duties issues was
identified. Systems that contained these issues were of financial,

payroll and purchasing types.

Government entities should adopt appropriate segregation of duties

policies, where applicable, to reduce the risk of fraud and error.

Inconsistent or inappropriate application of
accounting policies

Government entities are required to follow a set of policies that
dictate how information is presented and accounted for in their
individual set of financial statements and for the consolidated financial
statements of the government reporting entity as a whole. Accounting
policies are set by each individual organization, but must adhere to
Canadian generally accepted accounting principles (GAAP). This is

the framework for the financial reporting process in Canada.

In 2009/10 there were 53 instances, of which 14 were unresolved
issues from the prior year, where there were inconsistent or
inappropriate applications of accounting policies. The most common
issues reported related to the capitalization of expenditures,

amortization of fixed assets, and revenue and expense recognition.

The application of consistent and appropriate accounting policies
helps guide an organization in its financial reporting process and
ensures that the entity is adhering to GAAP. All recommendations
provided to the entities relating to deficient accounting policies
need to be understood and addressed in a timely manner to ensure
that financial information is complete and accurately reported in the

Public Accounts.

Inadequate compilation and retention

of financial records

Various policies and procedures are implemented within organizations
to ensure that financial records are complete and properly retained to
create an audit trail of operations. The compilation and retention of
these financial records is an important ongoing control that provides

evidence to verify the effective day-to-day operations of the entity.

In 2009/10 there were 44 instances, of which 10 were unresolved

issues from the prior year, where inadequate compilation and

retention of financial records were identified. These occurrences
resulted from poor or untimely record-keeping, which can make

review of transactions difficult and lead to errors or fraud.

Government entities should ensure they have good financial record

keeping that will help improve efficiencies and reduce errors.

Information technology (IT) findings in
2009/10

Documentation and testing of disaster

recovery plans

In the event of a major failure, emergency or disaster occurring in
any government entity, appropriate procedures and documentation
should be in place to minimize the loss of data and the disruption to
public services. A disaster recovery plan enables the entity to plan
for and structure its current resources to minimize the potential
interruption to government services or loss of data. This formal
document should be reviewed on a regular basis and updated
whenever a significant change to the business or operating system

takes place.

In 2009/10 there were eight instances, of which four were unresolved
issues from the prior year, where documentation and testing of
disaster recovery plans issues were identified. These control concerns

came from various entities across all of government.

Government entities need to be proactive in performing risk
assessments with respect to business continuity and disaster recovery
planning. Key processes, systems and required recovery times should
be identified and used to drive the development of comprehensive

disaster recovery plans.

System documentation and controls

Government entities rely heavily on information technology systems
to deliver services and manage financial information. Well-developed
and well-designed systems are able to control data entry and data
manipulations through error checking, controls and security.

In addition, a strong information technology system should be

supported by clear and robust system documentation and user guides.

In 2009/10 there were 23 instances, of which 13 were unresolved
issues from the prior year, where system documentation and control
issues were identified. Some of the more common control concerns
identified are inadequate system design and control procedures, lack

of adequate system documentation to support the understanding and
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use of the system by its users, and a lack of review of system event logs

or exception reports.

To reduce operational and financial reporting risk, government
entities need to maintain complete system documentation and ensure
that adequate system controls are properly designed, implemented
and adhered to.

System security

Government entities continue to invest heavily in information
technology to assist in streamlining their operations. These IT systems
and services require that the information processed be correct, which
in turn requires the data and the overall systems to be secure. Without
complete security, there is an increased risk of incorrect or fraudulent

transactions occurring.

In 2009/10 there were 41 instances, of which 17 were
unresolved issues from the prior year, where system security

issues were identified.

Many entities were found to have inadequate passwords (missing, for
example, periodic changes and minimum length requirements). A
lack of password complexity and expiration terms also increased the
risk of unauthorized access to the IT system. Numerous instances of
inappropriate internal user access rights were also observed and many
entities were found not to have a periodic review process to check
whether employee access rights to areas of the IT system have been
appropriately authorized or are warranted for individual users job
function. Inadequate controls over physical access to computers and

the safeguarding of file server rooms were noted as well.

Government entities should follow and enforce proper and

complete information technology security policies and procedures.
Data contained within an organization needs to be secure from
unauthorized access attempts. Management needs to continuously
monitor access to IT systems from outside parties, as well as regularly
review the access rights of all employees to ensure that information is

not manipulated, lost or stolen.
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AS PART OF OUR AUDIT of the Public Accounts for
2009/10, we gathered evidence using an online survey to better
understand governance practices across the British Columbia
government reporting entity (GRE). The purpose of this work was
to support our financial audit, while enabling the Office to make
observations on public sector governance practices across the GRE

and within individual sectors.
Methodology

The survey was made up of questions drawn from good practice
guidance, including our Office’s recently released Public Sector
Governance — A Guide to the Principles of Good Practice. As a
result, our criteria were based on our good practice model, and not
what is currently required by government. Entities were required
to provide supporting information and documentation for many
of their survey answers. To gain assurance over the information we
received, we reviewed a sample of the responses. All the responses
were then grouped into five sectors - ministries, Crown agencies,
health authorities (and hospitals), school districts, and colleges and
universities - and the results were analyzed to identify significant

governance themes.

The overall response rate was 90% across the entire GRE, and ranged
from a low of 81% for ministries to a high of 93% for school districts.
Ministries ultimately achieved a final participation rate of 95% once

three late submissions came in.

Analysis

The results of our first online survey of governance practices across
the GRE provide a useful picture of governance practices in British

Columbia’s public sector.

Opverall, the survey results were positive, with the majority of entities

reporting that they use a range of good governance practices.

A summary of our key observations from the survey results follows.

Ministry responsibilities

In conducting our survey we recognized that ministries have different
governance arrangements than other entities within the GRE.

For example, ministries are not governed by a board of directors.
Also, while some aspects of governance are the responsibility of
ministries, other aspects of governance are partially or completely the
responsibility of central agencies - for example, internal audit, which
is performed by the Internal Audit and Advisory Services Branch, or
training performed by the Public Service Agency.

Many of the specific governance roles and responsibilities of
ministries are outlined in government’s Core Policy and Procedure

Manual. Our survey questions for ministries were tailored accordingly.

We noted that several ministry responses referred us to central
agencies for governance responsibilities that the Core Policy and
Procedures Manual shows as being a ministry responsibility. The most
significant example was around risk management - some ministries
referred to the Risk Management Branch and Government Security
Office within the Ministry of Finance. We address this topic as part of

our current audit of risk management.

leadership, ethics and a culture committed to
good public sector governance

Our survey results suggest that roles and responsibilities of the board
Chair (or Deputy Minister in the case of ministries) were generally
documented in writing and the majority of respondents stated that
the board Chair (or Deputy Minister) position description is

reviewed annually.

Our analysis indicated that tracking and documentation of externally
provided training to board members (or ministry executive, in the

case of ministries) is an area where many entities could improve.

Almost all entities reported having taken steps to ensure that board
members (or ministry executive) are free from prejudice, bias and
conflict of interest. However, no sector reported a regular cycle for an
external review of their conflict-of-interest procedures and documents
or external scrutiny of their conflict-of-interest policies. We also found
that almost one-third of school districts reported that the procedures
and documents relating to standards of behaviour were never

reviewed by an external expert.
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Stakeholder relationships (internal and external)
Our analysis revealed that some school districts and entities in the
health sector were not disclosing the roles and responsibilities of the
board in their annual reports or on their websites. We also noted that
board and ministry executive minutes were being kept by almost all
entities in the survey. One ministry responded that it did not keep
minutes, and another ministry responded that this question was not

applicable.

Risk management

Survey responses indicated that the majority of organizations across
all sectors determine organizational roles and responsibilities for risk
management and are taking steps to analyze risks for their likelihood

and consequence. However, responses for entities in the health and

school district sectors suggest they recognize that risk management

is an area for improvement (through, for example, ensuring that risk

registers are completed and risk mitigation strategies developed).

‘We also noted that all sectors have room for improvement in their
assessment of the effectiveness of their risk mitigation strategies,
with ministries scoring highest at 60%, and all other sectors at less
than 50% (Exhibit 6). These results suggest that entities within these
sectors are aware of the need to manage risk, but lack some of the

formal disciplines available to manage it.

The Office of the Auditor General is currently conducting an audit of
risk management practices in government ministries. We will use the
results of that work to inform good risk management practice across

British Columbia’s public sector.

Exhibit 6: Has the board (or ministry executive) ensured that the effectiveness of risk management strategies are assessed?

H No
B Yes

100% =
90% -
80% A
70% =
60% =
50% -
40% A
30% -
20% A
10% A

Health School
entities districts

Crown

Colleges and

Universities

. Ministries
entities
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Internal compliance and accountability

Overall, responses indicated a strong emphasis on internal
compliance and accountability. However, one area for improvement
is in strengthening the role of internal audit (Exhibit 7). Ministries
were not asked about internal audit because it is carried out for the
ministries by the Internal Audit and Advisory Services Branch within
the Office of the Comptroller General.

Planning and performance monitoring

Because the board Chair (or Deputy Minister) has significant
influence over entity governance that individual’s performance
should be assessed. Our survey found that, to ensure appropriate
performance, assessment of the board Chair by the other board

members (or, for Deputy Ministers, by the other members of the

ministry executive) could be more frequent.

We also noted that school district documentation around
performance reporting could be improved: 49% of school districts
reported that the board does not have clearly documented procedures

for performance reporting.

‘We found as well that the frequency of traditional top-down
assessment of board member performance by the board Chair (or by
the Deputy Minister of the executive in the case of ministries) varied

from 18% for school district respondents to 100% in ministries.

With the exception of entities within the health sector, we found that
fewer than half the entities in the other sectors (excluding ministries,
who were not asked this question) reported that their board members
assess each other’s performance or that they had the effectiveness that

occurs when the board is assessed by an external party (Exhibit 8).

Exhibit 7: Has the board ensured that an effective internal audit function is established?

100% A

90% -

80% A

70% A

60% -

50%

1

40%

1

1

30%

1

20%

1
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H NA
H No
B Yes
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Exhibit 8: Is the effectiveness of the board in meeting its mandate formally assessed by an external party?2?

1

1

1

1

1

100% A
90% A
80% A
70% =
60%
50%
40%
30%
20%
10% +

B NA
H No
B Yes

Colleges and Crown
Universities agencies

> Ministries were not asked this question.

External compliance and accountability

The majority of entities reported that their boards or ministry
executive is ensuring that the entity is in compliance with applicable
statutory and regulatory obligations. Crown agencies and entities in
the colleges and universities sector most commonly reported that
this compliance review occurred annually. The remainder of sectors

reported other frequencies.

Health School
entities districts

Information and decision support

Almost all entities in all sectors reported that their boards or ministry
executive has access to sufficient and appropriate information. This
result was consistent with the results of our recent survey of board
members across the government reporting entity, reported on in our
December 2009 report Making the Right Decisions: Information Use
by the Boards of Public Sector Organizations. In that survey, we found
that, overall, boards in British Columbia’s public sector agencies

are receiving and using the information they require to fulfill their

responsibilities.
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COMPLETE DISCLOSURE OF
PRIOR YEAR ADJUSTMENTS

When the prior year numbers in the financial statements are changed
as a result of prior year adjustments, Canadian GAAP requires that the

fact, nature and effect of the change be disclosed.

The government believes that it achieves this with the disclosures in
note 24 of the Summary Financial Statements. In our view, however,
this is insufficient and not in accordance with GAAP because it
disclosed only the effect of the change on the prior period equity
balance or on the prior year surplus or deficit; it does not fully explain

the nature of the change.

For example:

¢ The note discloses that the opening accumulated surplus for
2010 has been decreased by $116 million to restate the Health
Benefits Trust liability, but nowhere is there an explanation
as to why this restatement is needed, nor is it disclosed that
accrued liabilities at March 31,2009 have been increased by
$116 million.

¢ The note discloses that there has been a change in the
accounting policy used by the University of British Columbia
(UBC in the note) to account for the Canadian Foundation
for Innovations, and the impact on the opening accumulated
surplus for 2010 is to reduce it by $12 million. However, there
is no disclosure of the $24 million decrease in tangible capital
assets at March 31,2009, or of the $10 million increase in
accounts payable and the $22 million decrease in deferred
revenue as of that date.

As well, sometimes the adjustments made to the prior year numbers
have no impact on equity, so there is no disclosure of them in note

24. This year, for example, prior year accounts payable have decreased
by $18 million and deferred revenue has increased by $22 million,
while fee and licence revenue reported for the prior year has decreased
by $13 million, investment income has increased by $13 million,

other expenses have decreased $17 million and interest expense has

increased $17 million.

RECOMMENDATION #1 Werecommend that, when
prior year numbers have been restated, government draw attention
to the restated numbers with appropriate referencing and make full
disclosure of the changes that have taken place, in accordance with

Canadian generally accepted accounting principles.

MINISTRY FINANCIAL
STATEMENTS

All government organizations in British Columbia prepare separate
financial statements, however individual government ministries do
not prepare separate financial statements. This is the practice in
other provinces, except Alberta, where ministry financial statements

are prepared.

In our view, separate financial statements for individual ministries
would improve the government’s accountability. The ministry results
for the year could be compared to budgeted amounts. This would
enhance the validity of the performance measures currently included

in each ministry’s service plan reports.

In addition, if financial statements were prepared on a consolidated
basis, including the organizations each ministry is responsible for,
these financial statements would give a more complete picture of the
sector and thus allow a better understanding of the performance and

financial management in the sector.

We note that the Public Sector Accounting Standards Board (PSAB)
currently has a project underway related to entity level financial
statements. The objective of the project is to issue an accounting
standard that addresses recognition and measurement criteria and
presentation and disclosure issues that are unique to departmental,
ministerial or other entity-level general purpose financial statements.
‘We note that PSAB does not intend to require the issuance of entity
level financial statements by governments or government entities,
but is providing this guidance for those that choose to prepare these
statements. In our view, however, this practise should be adopted as
has been done by Alberta.

RECOMMENDATION #2 Werecommend that
government require individual ministries to prepare separate
financial statements, and also prepare consolidated financial
statements showing the financial results of the sectors they are

responsible for.
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ACCOUNTING FOR
FIRST NATIONS
SETTLEMENT COSTS

Treaty negotiations between the Province, Canada and First Nations
have been ongoing since the BC Treaty Process was established in
1992. Treaty negotiations are multi-stage processes that culminate
with the implementation of a treaty that defines the unique rights of
First Nations (as protected under the Canadian Constitution) and,

effectively, settles outstanding aboriginal land claims.

The final sequence of events leading up to a treaty is as follows:
¢ The negotiators for the three parties reach a final agreement
and initial it.
¢ The First Nation votes on ratification.

¢ Ifthe agreement is ratified, then the Province passes legislation
to authorize the government to sign the agreement.

¢ The First Nation, the Province and the federal government sign
the agreement.

¢ The federal government passes legislation.

¢ The Final Agreement is implemented (for example, Orders-in-
Council are passed to bring the legislation into force) and the

treaty goes into effect.

Currently six First Nations in British Columbia are negotiating

final agreements.

In our report on the 2008/09 Public Accounts, we discussed the need
for government to continue to review its accounting policies related to
settlements with First Nations. At issue is when the Province should

recognize its liabilities arising from a treaty.

Last year we asked the government to give accounting recognition
to the Maa-nulth treaty as at March 31, 2009. The Province declined
to record this transaction, a decision that resulted in liabilities and
expenses being understated in the Summary Financial Statements
by $27 million. We did not qualify our 2009 audit opinion for this
omission because we determined the amount of error remaining in

the financial statements was not material.

Government reviewed the accounting for First Nations settlement
transactions last year and has taken the position that no liability can
arise until the federal parliament has passed the legislation, since

only the federal parliament has the authority to enact a treaty and the

Province cannot be liable for something that does not yet exist.
Thus, the Province has concluded that the cost of settlement
agreements with First Nations should be recognized in the financial

period that the Final Agreement is ratified by all parties.

‘We continue to disagree with this conclusion. In our view, the liability
arises at the date the Province signs the final agreement. Although the
federal parliament may not yet have passed the enabling legislation,
under Canadian GAAP the liability exists because the province
cannot unilaterally decline to fulfill its obligations under

the agreement.

RECOMMENDATION #3 Werecommend that the

provincial government again review its accounting policy with respect
to the settlement of First Nations transactions to ensure the policy is

in accordance with Canadian GAAP.

ACCOUNTING FOR INHERITED
CROWN LAND

Although not a topic that had much prominence during the audit of
the 2009/10 Summary Financial Statements, accounting for land has
been the subject of discussion between this Office and the Office of
the Comptroller General for several years. Accounting for land has
improved over the years; however there are still disagreements over
the proper recognition and accounting methods to be used when

accounting for land.

Government first began to capitalize land - that is, recognize land as
an asset — in the mid-1990s. Since that time government has recorded
land that it has purchased or otherwise improved. This includes land
under resource roads, highways, buildings, parks and other non-
depreciable land parcels. However, land inherited by government is
not recognized by government in its financial statements. This is in
keeping with Canadian GAAP, which states that lands inherited by
the Province of British Columbia (meaning inherited from the former
British Columbia Crown colony in 1871) are not given accounting
recognition as land assets in the Summary Financial Statements
because the costs, benefits and economic value of these inherited
Crown lands cannot be reasonably quantified. Government’s

accounting policy is to capitalize these lands at a nominal value of $1.

From time to time, some of this land may be sold or given away as
free Crown grants (for example, for use by municipal governments as
parkland or for other services). When government decides to do this,

measuring its value becomes possible because the land is being used
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to meet the needs of government for some form of transaction with a
third party. Accordingly, government values the land and recognizes

its existence and its disposal in its financial statements.

While we agree with recognizing the land, we disagree with the way

in which government is accounting for that recognition — namely, by
recording revenue equal to the value of the land. When the land is
given away as a grant, the government writes off the land, recording an
expense. This accounting results in no net impact on the government’s
statement of operations since the expense recorded when the land

is given away is offset by the revenue recorded when the land is
recognized. This accounting portrays the government to be in no
better or no worse a position after having disposed of the Crown land.
However, the effect of the free Crown grant is that the government has
given away something of value -- it has fewer assets than it did before

the transaction occurred.

Revenues (including gains) are defined by Canadian GAAP as
increases in economic resources, either by way of increases of assets
or decreases of liabilities, resulting from the operations, transactions
and events of the accounting period. The government has not gained
an asset by recognizing the Crown land: the land is already owned by
the Province because it was inherited through the right of the Crown.
Therefore, we do not agree that the recognition of Crown land can
result in revenue (a gain) to the Province when there is no net change

in government’s economic position.

In our opinion, the value of the land should be recognized in the
government’s financial statements as a credit to the accumulated

surplus/(deficit) balance, and not as a credit to revenue.

In recent years, the amount of land used in transactions has not been
material, and so we have made no reference to these differences in our

audit report.

RECOMMENDATION #4 We recommend that when
inherited Crown land is valued, the change in value be recorded
in accordance with Canadian GAAP as a credit to accumulated

surplus/(deficit) and not to revenue.

CLASSIFICATION OF DEBT

Government reports debt in the Summary Financial Statements and
in the Provincial Debt Summary as either taxpayer-supported or

self-supported.

The distinction between the two types of debt is important to
government, as self-supported debt is generally repaid through the
profitable activities of government business enterprises. In fact, all

of the province’s debt must be repaid from government’s overall
resources — government does not budget its debt repayment or annual
expenses based on whether the cash available is from taxes, borrowing

or some other source.

However, given that government does disclose its debt in this manner,

it should at least classify the debt properly.

Last year in this report we recommended that government’s
warehouse debt should be classified as taxpayer-supported debt rather
than self-supported.

Warehouse debt is a government program that takes advantage of
market opportunities to borrow in advance of future requirements.
These funds are invested until they are needed by the government or

its Crown corporations and agencies.

At March 31, 2009, for the first time in a number of years, there was
warehouse debt outstanding at the year-end. It totalled $2.1 billion.
Although there was no warehouse debt outstanding at March 31,
2010, the 2009 balance remains incorrectly recorded in the Summary
Financial Statements, and the debt will continue to be recorded
incorrectly for three more years in the five-year Provincial Debt

Summary schedules.

The government has stated that including warehouse debt with
self-supported debt is reasonable because, as the funds borrowed are

invested, the investment returns fund the interest payable on the debt.

In our view, the warehouse debt would be more appropriately
disclosed as taxpayer-supported debt. It is rare that the investment
earnings are more than the expense, and so there is a net carrying
cost that gets passed on to whichever organization the debt is
allocated to. This means the warehouse debt is not completely
self-supporting. As well, the warehouse debt is often allocated for use
by central government or by government organizations that are not

self-supporting.
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Of the just over $2 billion in warehouse debt outstanding at March 31,
2009, $1.2 billion was allocated for use by central government or by
other taxpayer-supported organizations and $0.8 billion was loaned to

self-supporting entities.

For fiscal 2009/10 and 2008/09, the audit opinion on the Summary
Financial Statements has been qualified with respect to the
classification of the Transportation Investment Corporation (TIC) as
a government business enterprise. A secondary outcome of the TIC
being incorrectly classified as a government business enterprise is that

the debt is classified as self-supported rather than taxpayer-supported.

While the TIC’s debt was only $20 million as at March 31, 2009, it was
$544 million a year later in March 2010. As construction of the Port
Mann Bridge and related projects occurs over the next few years, the
TIC’s debt is expected to rise to more than $3 billion. This may prompt
our Office to qualify our opinion on the Summary Financial Statements

and the audited schedules in the Provincial Debt Summary.

Including warehouse debt and debt of the TIC as self-supported debt
also skews the performance measures included in the Provincial Debt
Summary. The performance measures are broken down between self-
supported measures and taxpayer-supported measures. The lower the

taxpayer-supported debt, the better the measures appear.

RECOMMENDATION #5 Werecommend that the debt

of the warehouse borrowing program and of the Transportation
Investment Corporation be included with taxpayer-supported debt
and not self-supported debt.

DISCLOSURE OF
CONTRACTUAL OBLIGATIONS

A contractual obligation is a legally binding commitment government
enters into, requiring it to make payments in future years. Examples
are leases of buildings and equipment, contracts for services such as
payroll, and various P3 (public-private partnership) agreements that
government has entered into. Under Canadian GAAP, disclosure of
significant contractual obligations is required, with details such as a
description of the obligation’s nature and the extent and timing of the

related expenditures.

Government'’s contractual obligations are disclosed in note 25(d) of
the Summary Financial Statements. These are not small amounts. The
Province is committed to purchasing more than $53 billion in goods
and services as at March 31, 2010.

Government is meeting the minimum Canadian GAAP requirements
with respect to disclosing the nature of contractual obligations by
disclosing in the Summary Financial Statements the amount of
obligations by sector. Beginning last year, government now also
provides a reference to some more detailed information, outside of

the Summary Financial Statements.

However, in our view financial statements should stand on their
own — meaning the statements themselves should provide enough
information for the reader to be able to evaluate the impact of

the contractual obligations on the future financial performance

of government. It would therefore be helpful if more detailed
information on the contractual obligations were included within the

Summary Financial Statements.

Government could improve its disclosure of contractual obligations
in the Summary Financial Statements by providing a comparative
amount for the total column and giving additional details of the

types of obligations. This would be in keeping with Canadian GAAP
objectives for financial statements — namely, that information
provided in the financial statements should be useful for evaluating
the government’s ability to finance its activities and to meet its
liabilities and contractual obligations, and for evaluating government’s

ability to provide future services.

For example, in the schedule of contractual obligations is a contract
for provincial policing that obligates the Province to $284 million

in 2011 and $276 million in 2012. Nothing is listed beyond 2012.
This leaves it unclear as to whether or not the government intends to
continue providing these services and incurring similar expenses into

the future.

In previous reports, we have also suggested segregating the obligations
related to capital expenditures from those for operating expenditures,
and adding summary descriptions of the significant components of
each line item in the note. Adding these further details would help
readers understand the types of obligations government is committed
to. As well, separating capital from operating commitments makes

it easier for readers to assess the impacts of the two types of

commitment in future years.

RECOMMENDATION #6 Werecommend that

government include additional information about the nature of the

contractual obligations in the Summary Financial Statements.
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For disclosure purposes, the Province has assessed “significant RECOMMENDATION #8 Werecommend that
contractual obligations” to mean those over $50 million. This government improve its disclosure of pension plans as required by
threshold should be removed or at least reduced when government Canadian generally accepted accounting principles.

is gathering contractual obligation information from entities. In

our view, only after all contractual obligation information has been
gathered from all entities should an assessment of significance for
disclosure be made. Taking this approach would eliminate the risk of
sizeable contractual obligations going unreported in the Summary

Financial Statements.

RECOMMENDATION #7 Werecommend that

government use a lower cut-off for collecting and assessing
the disclosure of contractual obligations in the Summary

Financial Statements.
PENSION PLAN DISCLOSURES

We have reported in previous years, and continue to report, that
government is not in full compliance with the Canadian GAAP
disclosure requirements in the Summary Financial Statements for its
public sector employee pension plans. Particular items that continue

not to be disclosed include the:
¢ market value of plan assets at the beginning and end of period;
¢ current period benefit cost (current year expense);

¢ components of the retirement benefits interest expense for the
year; and

¢ amount of benefits paid during the year.

In prior years, all four of the Province’s statutory pension plans were
in an accounting surplus position. Because provisions in the plan
stipulate that government has no formal claim to surpluses, there has
been no recognition in the statement of financial position for the net

asset position of the plans.

This year, three of the plans — Public Service, Municipal and College

- continue to be in surplus positions. However, based on the most
recent actuarial valuation of the Teachers’ Pension Plan (December
31,2008), that plan has moved into an accounting deficit position

of $100 million. Under the terms of the pension plan, the Province

is responsible for 50% of any obligations. Therefore, included in the
Summary Financial Statements this year is a liability of $50 million for

the Teachers’ Pension Plan.
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THE GOVERNMENT REPORTING
ENTITY — WHAT'S IN AND
WHAT'S OUT?

One of the first questions governments must answer when creating
their consolidated financial statements is: which entities should be

included in the financial statements?

The composition of the government reporting entity is one of the
most important aspects of the Summary Financial Statements. The
inadvertent exclusion of an entity from being consolidated could
cause the financial statements to be materially misstated. As well, as
described on page 3 of this report, government must also determine
how an organization is to be consolidated. There are three options:
aline-by-line (full) consolidation method as is done for most
government organizations; a modified equity method as is done for
government business enterprises; and a proportionate line-by-line
consolidation method as is done for Canadian Blood Services, the

government’s sole government partnership.

Only since 2004/05 has British Columbia consistently consolidated
the SUCH sector — schools, universities, colleges and health entities
— into the Summary Financial Statements. For several years leading
up to 2004/05, the Auditor General had qualified his audit opinion
on the Summary Financial Statements because of the exclusion of the

SUCH sector from the government reporting entity.

The government reporting entity should include all entities that are
controlled by government. In practice, it is not always clear whether
or not an entity is controlled. Asking if control exists does not always
generate a simple yes or no answer because there are varying degrees
of control that can be present. However, in the end, control is a

question of fact.

As well, government does not have to exercise control; it just needs to
be able to control the organization. This can create a situation where
it seems that government does not control an organization, but then it

will take an action that demonstrates that in fact it does have control

after all. In this respect it is important to make the distinction between
the ability of the government to control an organization, and the
ability of government to introduce and pass legislation that will give

government control.

In considering whether an organization is controlled, we look at

the power that existing legislation gives to government. In the case
of BC Ferries for example, the fact that the government introduced
legislation in spring 2010 to limit the amounts paid to the board of
directors does not indicate that the government has control over the
corporation. But whenever legislation such as this is introduced, we

revisit the issue of control over the organization affected.

The organizations that make up the government reporting entity can
change each year as new organizations are created or dissolved or as

government removes itself from governing boards.

The Shared Services Organization Administration Society in the
health sector is a new organization that has been included in the
Summary Financial Statements for the first time this year. Also in the
health sector, the government has created the British Columbia Heath
Services Purchasing Organization. It will be consolidated when it
starts to operate in 2010/11.

Sometimes an organization will come to our attention, or to
government’s, that was created some years previously but was
overlooked. This was the case with the BC Academic Health Council.
Given that the council is governed by public sector employees from
health authorities and post-secondary education institutions as well
as government ministries, the organization is clearly controlled by

government. It has been included in the consolidation this year.

Not included in the consolidated financial statements even though
they are controlled by government are the four employers associations
set up following the 1992 Korbin Commission - one each for the
health, post-secondary, schools and social services sectors. Legislation
states that:

¢ these associations must comply with any strategic direction
issued by the Public Sector Employers Council (which is under
the purview of the Ministry of Advanced Education);

¢ the associations’ constitutions and bylaws must be approved by
the Minister and must be changed if the Minister requests it;

¢ apublic administrator can be appointed; and

¢ the Minister’s approval is needed for any borrowing.
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These four organizations should have been included in the Summary
Financial Statements, but they were not. If these associations had
been consolidated, financial assets would have been increased by
approximately $35 million, liabilities by $30 million, non-financial
assets by $2 million, equity by $7 million, and revenues and expenses
by $9 million. The omission of these entities was not enough to cause
us to provide a qualification of the audit opinion on the Summary

Financial Statements.

A number of changes in the government reporting entity also
occurred immediately after the year-end. These changes will be

reflected in the fiscal 2010/11 Summary Financial Statements:

¢ The Clean Energy Act, tabled on April 28, 2010, consolidates
BC Hydro and BC Transmission Corporation into a single

organization.

¢ Tourism British Columbia was dissolved effective April 1,
2010, and all rights, property and assets were transferred to the
Ministry of Tourism, Culture and the Arts. We do not expect
Tourism British Columbia to report as a separate entity in fiscal
2010/11.

¢ The Homeowner Protection Office ceased to operate on
April 1,2010, and its assets and liabilities were transferred to
the Minister of Finance and the BC Housing Management
Commission. We do not expect the Homeowner Protection
Office to report as a separate entity in fiscal 2010/11.

¢ AsofApril 1, 2010 the British Columbia Railway Company
became a subsidiary of the BC Transportation Financing
Authority (BCTFA). We expect that BC Rail will not be a
separately reported government business enterprise in fiscal
2010/11, but instead will be fully consolidated within the
financial statements of BCTFA.

INCLUSION OF UNIVERSITIES
IN THE GOVERNMENT
REPORTING ENTITY

In the February 2010 Throne Speech government announced that,
“Legislation will be introduced enabling our universities to remove
themselves from the government reporting entity. We cannot let
accounting policy stand in the way of our students’ interests or hold
our universities back from pursuing their unique areas of excellence in

partnership with others”

Under current British Columbia legislation the government must

prepare its financial statements in accordance with generally accepted

accounting principles (GAAP). Under GAAP, those entities that

are considered to be controlled by government are included in the
government reporting entity — that is, included in the Summary
Financial Statements. Control is the power to govern the financial
and operating policies of another organization with expected benefits
or the risk of loss to the government from the other organization’s
activities. This is a question of fact, and to determine whether control

exists a number of accounting indicators of control are assessed.

For universities to be excluded from the government reporting entity, the
relationship between government and universities would have to change
such that universities are no longer controlled by government. This would
require changes to the current accountability relationship that exists
between the two parties. We understand that government is currently
considering whether the current governance and control framework is

appropriate for universities, or if changes should be made.

While it is government’s prerogative to make such change, financial
reporting under GAAP looks at the substance of the relationship

between government and other organizations, not just the legal form.

If legislation was introduced to exclude universities from the
government reporting entity, but under GAAP the universities were
still considered to be controlled by government, then their exclusion
from the Province’s Summary Financial Statements would be a
departure from GAAP, and would result in a reservation in our

audit opinion.

Universities are a significant component of the Summary Financial
Statements. In government’s Public Accounts, the unaudited “SUCH
Statement of Financial Position” discloses that universities have an
accumulated surplus of $5,043 million as at March 31, 2010, which is
included in government’s financial statements ($4,789 as at March 31,
2009). Removing universities from the government reporting entity
would have the effect of reducing the $5,272 million of accumulated
surplus recorded in the Summary Financial Statements as at March 31,
2010 ($6,572 million as at March 31,2009).

The “SUCH Statement of Operations” discloses that universities had
a surplus of $254 million in fiscal 2009/10 (compared to a deficit of
$89 million in 2008/09). The three largest universities (University of
British Columbia, University of Victoria and Simon Fraser University)
accounted for $200 million of the surplus in 2009/10 (and $105
million of deficit in 2008/09).
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Assuming government continues to require balanced budgets in the
future, any surpluses foregone by government by not consolidating

the universities will have to be made up by other organizations.

As well, if universities had left the government reporting entity in
2009/10 the impact to the Summary Financial Statements annual
deficit may have been even greater because any capital grants given
to the universities would have been expensed rather than recorded as
assets. This impact would be reduced by the amount of amortization

expense in the universities.

OUTSOURCING OF
GOVERNMENT OPERATIONS
AND THEIR IMPACT ON THE AUDIT

The provincial government has been outsourcing significant processes
for several years, entering into agreements with private or public-
owned companies to run some of government’s operations. For
example Medical Services Plan operations are now operated by a
company called Maximus, and the Ministry of Finance has outsourced
revenue management operations to a company now called Advanced
Solutions, An HP Company (HPAS).

As part of the provincial audit process, auditors are required to
understand and document government operations that result in
significant dollar amounts or disclosures in government’s financial
statements. Auditors examine the systems to ensure no known
problems exist with the accuracy of information included in the
financial statements. Auditors can obtain this assurance either from
our own examination of the system or from a report by another

auditor that verifies the system is working as intended.

Government should also be interested in ensuring that the
outsourcing companies have adequate controls in place to run public
sector operations accurately and effectively. A lack of appropriate
controls or a breakdown in operation of those controls can put

the Province at risk of facing, for example, inappropriate access to

information, service interruption, or inaccurate processing.

In the case of having contracted with Maximus and HPAS, for
instance, the provincial government has hired an independent firm
of chartered accountants to provide what is known as a “service
auditor’s report” over each system’s environment and the design and

effectiveness of its processing controls.

On March 30, 2009 the Ministry of Citizens’ Services outsourced
management of its core government information system

environment to HPAS. The company is tasked with managing the
operating environments that process significant and sensitive core

government applications and data.

In an outsourcing situation such as this, where control over significant
assets and sensitive information has been entrusted to a third-party, it
is critical to ensure that adequate controls are in place and operating
effectively over the term of the contract. As the steward of public
resources and data, the provincial government is responsible for
ensuring the privacy and accuracy of the data being processed by any

of its contracted companies.

We found, however, that in this first year of the Ministry of Citizens’
Services’ contract with HPAS, government did not obtain assurance
over the company’s control environment. We have recommended
that the ministry obtain, as soon as possible, an annual service
auditor’s report to provide assurance that the outsourced system is

operating as intended.

‘We add that our Office and the Office of the Comptroller General
have recently discussed the possibility of government’s Internal Audit
and Advisory Services (IAAS) branch taking on responsibility for
assessing some outsourced systems and providing service audi