Chapter 8

Audits

If Government is committed to openness, transparency and
accountability, then the House of Assembly establishment should be
subject to audit i.e. a comprehensive legidative audit.

— Auditor General*

The Audit Process of the House of Assembly

One of the themes permeating this report is the importance of transparency as a
fundamental building block of accountability. With respect to financia transparency, the
completion of an annual audit is one very important means of achieving that goal.

| have mentioned previously some of the difficulties surrounding the audit processin
the House of Assembly in recent years, including:

e thelimited scope of audits performed in the House over the years (i.e., the
completion of auditsonly as part of agovernment-wide audit and the absence
of any form of legislative or comprehensive audit process focused
specifically on the House of Assembly);

e the exclusion of the Auditor General from the House audit process by the
|EC from 2000 to 2004,

e thelack of any audits of the House for at least one year;

e thelack of timely completion of some audits; and

! Report of Auditor General to House of Assembly on Review of Departments and Crown Agencies For Year
Ended March 31, 2006, Part 2.1.

8-1



e thefailureof external auditsfor theyearsended March 31, 2002 and 2003, to
flag the troublesomeissuesthat were subsequently identified in respect of the
management of the financial affairs of the House.

The manner in which the accounts of the House were audited, especially since 2000,
has been a matter of public discussion, with a variety of opinions being expressed on
solutionsfor improving the audit process. Itisappropriate, therefore, that the whol e concept
of an audit processwithin aninstitution like the House of Assembly be examined, in order to
develop recommendations as to best practices for delivering audits of the accounts and
activities of the House in a manner that is effective, suits the purposes of the House, is
transparent, and provides accountability for the public funds that have been spent.

Government Audits- What Are They and Why Are They Carried Out?

The government is responsible for administering and managing public programs.
Government officialswho manage these programs and spend public funds must account for
their activities to the public. Officials, legislators and taxpayers al wish to know if
government funds are spent asintended and in accordance with appropriate laws, regulations
and policies. Theseindividualsneed to be aware of situationswhere government or specific
departments are not spending funds in accordance with their mission, or when services are
performed in an inappropriate or inefficient manner. From this idea of entitlement to
information on financial stewardship, the concept of public accountability hasdeveloped and
the need for government audits was established.

Auditors assist legislatures and other governing bodies to fulfill their reporting
responsibility to the public by providing assurance as to the credibility of management
reports, assessments of various administrative practices and compliance processes. Thus
auditors can assist in holding governments accountable to the public. However, it must be
emphasized that there are different types of audits. Thisissue bears elaboration because |
have sensed through the consultation process a belief or expectation in the minds of some
that “an audit is an audit,” and that therefore any type of audit should identify and disclose
any and all areas of potential concernto government and the public. | havelearned that this
may not be a reasonabl e expectation.

Governments and other public sector entitiesusetheir resourcesto achieve avariety
of different social and economic goals. While audited financial statements provide
accountability in the broadest sense of agovernment’ sfinancial operations, these statements
alone may not adequately report on and address the quality of financial stewardship and
control, or report on performance generally. To address such issues, governing bodies and
the public may be interested in information relating to such matters as;

e compliance with legisative authorities;

e the safeguarding of assets;
e appropriateness of management control systems,
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e efficiency in the administration of resources,; and
e overall effectiveness of various government programs.?

In this regard, it must be understood that the mandates assigned to auditors in
different circumstances can vary significantly. Accordingly, thetype of work performed by
the auditors and the nature of the issues covered by the respective auditors’ reports, will be
dependent upon the auditors mandate. Mandates for the auditors of the public sector are
dependent upon the expressed requirements of the governing body. In addition to
determining the types of procedures required to be performed by an auditor, the audit
mandate also provides the auditor with the authority to carry out his or her work. These
mandates may be embodied in legislation or established by contract by way of an
engagement letter. The most common mandates for auditors of the public sector include (i)
audits of the financial statements of the government, (ii) audits of compliance with
legidative and related authorities, and (iii) value-for-money audits. Together, these three
items constitute the concept of comprehensive auditing.

| notethat generally, over the years, the mandate prescribed for House of Assembly
auditswas considered to belimited to that of afinancial statement audit conducted as part of
the general government-wide audit. Asl explained in Chapter 3, when the Auditor General
in 2000 signified her plan to conduct a more comprehensive legidlative audit, which might
have encompassed the other audit dimensions outlined above, the plan was blocked by
legislative change. Clearly, the nature of the audit mandate is a crucialy important
determinant in establishing the level of objective scrutiny to be undertaken, and the extent to
which it is reasonable to expect that control deficiencies and management weaknesses will
be detected and reported. Thefollowing, therefore, isareview of the principles underlying
each of the three elements of comprehensive auditing.

(i) Audit of Financial Statements

The element of comprehensive auditing known as afinancial statement audit isthe
one most commonly associated with the role of an auditor and involves providing an
auditor’ s opinion on thefinancial statements prepared by the government. Section 5100 of
the Canadian Institute of Chartered Accountants (CICA) Handbook, sets out generally
accepted auditing standards that comprise the professional standards with which an auditor
must comply when expressing an opinion on financia statements.® This section requiresthe
expression of an opinion on whether the financial statements present fairly, in al material
respects, the financial position, results of operations and cash flows in accordance with

2 See Auditor General Act, S.N.L. 1991, c. 22, ss. 12(2) for amore comprehensive list.

3 The Canadian | nstitute of Chartered Accountants Handbook, Toronto, Canada[which will sometimes hereafter
bereferred to asthe CICA Handbook]. It should be noted that the CICA Handbook has sections specifically for
Public Sector Organizations that are in addition to or in place of some sections that apply to for non public
sector organizations. Throughout the course of thisreport, | refer to the CICA Handbook which encompasses
the entire set of standards for all types of organizations.



Canadian “generally accepted accounting principles.”

Often, public sector auditors have a mandate that requires the expression of an
opinion on whether the financial statementsare presented fairly in accordance with disclosed
accounting policies. In assessing the appropriateness of disclosed accounting policies, the
auditor would refer to the standardsin the CICA Public Sector Accounting Handbook, which
isapart of the CICA Handbook.

When an auditor’ s mandate is to express an opinion on the fair presentation of the
government’ s financial statements in accordance with a disclosed basis of accounting, the
auditor should express, in hisor her report on financial statements, areservation of opinion
on accounting policiesbelieved to result in misleading financial statements, together with the
reasons and a quantification of the effect on the statements.

Asnoted above, it ismy understanding that thisisthetype of audit that was generally
performed in relation to the House of Assembly, and no such reservations were expressed by
the auditors over the years.

(i)  Audits of Compliance with Legidative and Related Authorities

The second element of a comprehensive audit involves ng compliance with
legidative and related authorities. Thisisoftenreferredtoasa*legidative’ or “ compliance”
audit.

The examination standards aswritten in section 5100 of the CICA Handbook apply to
all instances in which an opinion is provided on financial statements. Since readers of an
audit opinion on compliance are entitled to the same degree of quality provided by an audit
opinion on financial statements, the examination standards set out in section 5100 apply to
both compliance and financia statement audits as well.*

In an engagement designed to express an opinion on compliance with authorities,
reasonable assurance that the authorities specified in the audit report have been complied
with is sought from appropriate officials of the institution being audited.®> Absolute
assurance is not possible due to the requirement for judgement, the inherent limitations of
internal control, and the use of varioustesting methodologies. In an opinion on compliance,
thewords"in all significant respects’ areused, asinsignificant itemsmay be discovered but
might be regarded as not worthy of inclusion in the report. If significant widespread non-
compliance is encountered, further testing should be completed to confirm or dispel
suspicions. If, in thisinstance, the auditor is aso responsible for the audit of the financial
statements, the impact of non-compliance should be considered and, in particular, whether

4 CICA Handbook, PS 5300.06.
® CICA Handbook, PS 5300.07.
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the non-compliance with legislative and related authorities results in misleading financial
statements.

Mandates within this type of compliance engagement include:

. expressing an opinion on whether an entity complied with specified
authorities or whether its transactions were carried out in compliance with
specified authorities;

o expressing an opinion on whether the transactions that have come to the
auditors’ noticein the course of discharging their other audit responsibilities
were carried out in compliance with specified authorities; and

. reporting instances of non-compliance with authorities observed in the course
of discharging their audit responsibilities.

Auditors of public sector entities may have mandates to report instances of non-
compliance with authorities that they have observed in the course of discharging their audit
responsibilities. Such mandates require the auditor to report only those mattersthat, in hisor
her opinion, do not comply with relevant authorities. Some auditors may consider it
appropriate to examine for compliance all of the matters that come to their attention in the
course of discharging their other audit responsibilities, while others may examine only
suspicious or high-risk transactions.®

Auditorswith such areporting mandate usually report the observed instances of non-
compliancein their annual reportsto the government or the legislature, as the case may be.
These reports vary between jurisdictions, depending on variations in audit mandate and
differencesin the style and format of each individual auditor'sreport. Notwithstanding the
format of the report, the context in which the observed instances of non-compliance were
found would be described.

With respect to the audits of the House of Assembly, it now appears that there were
ongoing compliance issues that were not detected in the financial statement audit process
over the years. The Auditor General’s recent special reports identify a number of alleged
instances, spanning nine years, where there was an apparent failure to comply with stipulated
maximum constituency allowances prescribed for certain Members. In addition, there are
indications that certain expenditures, charged to a given account, did not comply with the
purpose for which the funds were voted in that account. There are also questions as to
whether there was compliance with the federal Income Tax Act in relation to the
discretionary or non-receipted expenditure components of the constituency allowances.
None of these discrepancies or complianceissueswas highlighted in thefinancial statement
audits conducted over theyearsas part of the Auditor General’ s government-wide audits, or

6 CICA Handbook, 5300.19.
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as aresult of the specific audits of the House conducted by external auditors for the years
2001-02 to 2003-04.

(iii) Value-for-Money Audits

The third main element of comprehensive auditing is value-for-money auditing.
Value-for-money audits are conducted for the purpose of examining and reporting on matters
related to any or all of the following:

. the adequacy of management systems controlsand practices, including those
intended to control and safeguard assets, to ensure due regard to economy,
efficiency and effectiveness,

. the extent to which resources have been managed with due regard to
economy and efficiency; and

. the extent to which programs, operations or activities of an entity have been
effective.’

The auditor may be asked to audit all or only a portion of the matters set out above,
asspecified in hisor her mandate. Toillustrate, some mandates could require the auditor to
audit and report on the adequacy of procedures to measure and report on program
effectiveness, but do not require the auditor to report on the extent to which the programs are
themselves effective.

Thereporting requirements of value-for-money auditing mandatesalso vary. Many
value-for-money auditing mandates, such as those relating to federal and provincial
government departments and agencies, require the auditor to report deficiencies observed.
However, other auditing mandates require the auditor to express an opinion, such aswhether
there is reasonable assurance, based on specified criteria, that there are no significant
deficiencies in the systems and practices examined.

The auditor is expected to identify the criteriain his or her report and describe the
findings sufficiently to alow readersto understand the basi s upon which the auditor formed
his or her conclusions? Vaue-for-money audit reports may include the auditor's
recommendations and management's responses with respect to the matters reported.

The value-for-money dimension of auditing has generally not been followed in
respect of audits of the House. While the notion of “value for money” presents challenging

" CICA Handbook, PS 5400.04.
8 CICA Handbook, PS 5400.15.
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public policy and measurement considerations in the broadest context of the legidlature,
guestions related to “the adequacy of management systems controls and practices’ in the
administration and ongoing activities of the House are clearly relevant concepts. In fact,
through Chapters 3 and 4, | have reviewed multipleindications of inadequaciesin thisregard
- inadequacieswhich, prior to 2006, with afew exceptions, had gone essentially unaddressed
in the audit process.

It isobviousfrom the foregoing that there are various dimensions of comprehensive
auditing that have not been characteristically applied to assess compliance, management
practices and controls in the House in the past. Accordingly, the need for a more
prescriptive, encompassing audit mandate in this regard is compelling.

Thereisan additional auditing approach that also meritsconsiderationin view of the
nature of the issues before this commission - forensic accounting investigations.

Forensic Accounting I nvestigations

For many years, forensic accounting investigations were not commonly performed
within any organization, government or private enterprise. However, with recent eventssuch
asthe“Enron affair” and the “ sponsorship scandal,” forensic accounting investigations are
becoming much more prevalent.® Since the release of the provincia Auditor General’s
reportsin 2006, there has been considerableinterest in forensic accounting investigationsin
the hope or expectation that they may help resolve some of the guestions about the
transactions identified in those reports.

Forensic accounting investigations are conducted in afashion that is asthorough and
complete as possible. The findings of such investigations may be used in adversarial legal
proceedings with the forensic accounting practitioner acting as an expert witness.” These
findingsaretheresult of scientific detection and interpretation of the evidence of phenomena
introduced into the books and records of an accounting system. Forensic accountants mainly
utilize cause-and-effect analyses of these phenomenato discover any deceptionswithin the
system and the effects these deceptions have.* Forensic accounting is utilized to obtain
evidenceto support criminal charges such asthose related to bribery, fraud, theft, breach of
trust, extortion or forgery. Forensic accountants utilize both accounting expertise and an
understanding of the legal system to lay out factual conclusions in a clear and logical
manner, including a description of the actions and events which have happened, the parties

® The Enron Corporation collapsed in 2000 after aseveredrop in its share price amid allegations of impropriety
inits accounting for certain transactions and the occurrence of fraudulent activities within the ranks of senior
management. The “sponsorship scandal” in Canada has now been described and deat with by
recommendations as a result of the Gomery Inquiry.

19 The Canadian Law Dictionary (Toronto: Law and Business Publications (Canada) Inc, 1980) defines
“forensic” as “pertaining to court of justice; relating to or used in legal proceedings.”

" \What is Forensic Accounting?, Journal of Forensic Accounting, R.T. Edwards Inc., 2003.



involved, the amount of misappropriation and any damages resulting from the actions.”

In situationswhereinternal control systemsfail or have been compromised, forensic
accounting can often be valuable in analyzing the violation. Forensic accountants will
attempt to determine the parties involved in the violation, and the approximate damage
caused by the transaction. After the completion of the analysis, aforensic accountant may
provide recommendations respecting the control system to eliminate or minimize such
violationsfrom occurring in thefuture. Experiencesfrom forensic accounting investigations
can also help pre-emptively to eliminate control risks from the system.

Application of Forensic Accounting I nvestigationsto the House of Assembly

Due to their nature, forensic accounting engagements can be time-consuming and
requirethe use of asignificant number of highly trainedindividuals. They involve, in effect,
an examination on a document-by-document basis. With respect to its application to the
House of Assembly, it isnecessary to balance the benefits of forensic accounting against its
considerable costs.

Whileaforensic accounting investigation isavaluabletool for getting to the bottom
of guestionabletransactionsand for ng what may have gonewrong with asystem, itis
not intended to be the basis of normal on going audit processes in an organization or
institution. The cost associated with effectively double-checking every transaction as part of
ageneral audit processon a“go forward” basis, once suitable policies, practices and systems
of control arein place, would be disproportionate to the potential benefit. Infact, it hasbeen
suggested to me that no reputable accountant would promote the use of forensic accounting
speciaistsfor such purpose. Thereare, however, two past matterswhich would benefit from
further investigation.

Matter s Requiring Further Investigation or Audit

The work of this inquiry and that of the Auditor General have left unanswered
guestions with respect to a number of particular transactions that have, or may have,
occurred. Some of the most troublesome questions relate to the transactions anticipated in
the minutes of the Commission of Internal Economy on March 6, 2002, and February 26,
2003, with respect to potential year-end payments to MHAS related to their constituency
allowances. Aswas discussed in some detail in Chapter 4, the IEC minutes indicate that
adjustments to the constituency alowances were approved, but the amounts were not

2 Forensic Accounting and the Expert Witness, American Management Association, URL:
<http://www.flexstudy.com/catal og/index.cfm? ocation=sch& coursenum=95063>

13 Chapter 4 (Failures) under the heading “Lack of Commitment to Governance, Transparency and
Accountability”.



indicated; yet the nature of the payments appearsto have been verified to the satisfaction of
the external auditors. Nevertheless, | have been unable to confirm, from the records made
available to me and my research staff, whether or not any such payments werein fact made
or to whom they might have been made. To ensure that full confidence can be restored in
the House of Assembly and its operations, this unresolved discrepancy must be addressed to
ensure that appropriate action can be taken and the potential for a recurrence is blocked.
Accordingly, | recommend:

Recommendation No. 49

A forensic accounting investigation should be conducted to determineif the
transactions contemplated by the decisions of the Commission of I nternal
Economy on March 6, 2002, and February 26, 2003, with respect to
potential payments to MHAs of sums related to their constituency
allowancesoccurred, andif so, if they reflected theintent of the decision so
made.

A second area that requires an audit assessment is the financial operations of the
House for the fiscal year 2000-01. Section 9 of the Internal Economy Commission Act
requiresthat the accounts of the House, “under the direction and control of the commission,
be audited annually by an auditor appointed by the commission.” This is a mandatory
requirement. There must be an audit. The fact that the audit is to be conducted under the
“direction and control” of the commission does not mean that it can “control” the situation
by not having one at all.

| have already noted that the Commission of Internal Economy never did cause an
audit to be conducted of fiscal year 2000-01. That audit gap continuesto thisday. Thisisall
the more troublesome because it rel ates to the year (2000) when the amendmentswere made
to the Internal Economy Commission Act giving the IEC authority to bar access to the
Auditor General to the accounts of the House, following a stated intention by the Auditor
General to conduct acompliance audit. That isayear that certainly deservesaudit scrutiny.
As | indicated in Chapter 3, it was suggested to me that the failure to initiate the 2000-01
audit wasdueto aclerical error at the administrativelevel inthe House. However, inlight of
the decision to amend the legislation in 2000; the decision to oust the Auditor General; the
excessive and inappropriate delays in initiating the audits; the confusing array of 1IEC
minutes on the matter; and the IEC-directed revisions to the external auditor’s mandate
period asindicated in the [EC minutes, | am reluctant to accept the notion of clerical error as
an explanation for the audit void. In al the circumstances, | believeit is prudent to ask the
guestion: “Was there a reason the 2000-01 fiscal year was not audited?”’

| acknowledge that the Auditor General isin the course of avery substantial audit
process, and heisreviewing MHA constituency allowance accounts dating back to 1989. It
has been suggested to me that the work that the Auditor General is presently undertaking is
sufficient to meet the audit requirement in section 9 of the Internal Economy Commission
Act in respect of the year 2000-2001 and that no separate financia statement audit need
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therefore be performed. Itisnot at al clear, however, as to whether the Auditor General,
with his renewed mandate in 2006, will necessarily be performing a discrete and complete
audit covering al of the accounts of the House, producing financial statements and
compliance comments for the year 2000-01, as a separate part of his larger multi-year
review. If not, his current work will not in fact be a substitute for the audit requirement in
section 9.

| believe it isimportant that a full audit of 2000-01 be completed and that careful
consideration be given to the levels of materiality that should be applied, given the fact that
in the two subsequent years the level of materiality applied (which was appropriate
according to generally accepted auditing standards) appears to have been a contributing
factor to the failure to discover discrepancies that subsequent investigations have shown
werein fact present. If indeed an audit of this nature has been, or isbeing, conducted by the
Auditor General, and separate financial statements and opinions thereon relating to the
House of Assembly have been or are to be prepared, then they should be produced and
submitted to the | EC and the Public Accounts Committee for consideration. If they arenot,
or will not be, prepared as aresult of the Auditor General’ s current work, then they should
be, so asto comply with the law and the expectationsthat existed when the |EC took it upon
itself, following the legidlative amendmentsin 2000, to control and direct the audit process.

There is one other matter that should be addressed in this context. In Chapter 3,
reference was made to concerns expressed by the Auditor General in hisannual report for the
fiscal year ended March 31, 2003, that “ the expenditures of the House of Assembly have not
been audited for the past four years.”** That would include fiscal year 1999-2000. It is
obviously inappropriate for the accounts of the House to escape audit scrutiny for any year.
Inasmuch asit appearsthat thefiscal year 1999-2000 may not havefigured evenintheaudit
of the overall governments accounts generally, | believe that it is now appropriate for a
separate audit of this fiscal year to be conducted, as well as for 2000-01.

14 See Chapter 3 (Background) under the heading “ Audits of the House of Assembly”.
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Accordingly, | recommend:

Recommendation No. 50

Q) A complete financial statement and legislative compliance audit
should be conducted forthwith of the accounts of the House of
Assembly, as a separate entity, for the fiscal years 1999-00 and
2000-01, with appropriate level s of materiality, taking into account
thesize of the organization and the experience of subsequent years;
and

(2 Upon issuance of financial statements, auditor’s report and
management letter, if any, in relation to thefiscal yearsin question,
they should be referred to the Public Accounts Committee for
review.

Moving from an assessment of opportunities to reinforce the scope of the audit
process, and areas requiring specific attention, it is important to explore the reasonable
expectations for the nature and form of results of the audit process - the audit deliverables.

Audit Deliverables

The audit deliverables”™ vary from engagement to engagement and are directly
dependent upon the auditors’ mandate.

Inrelationto afinancial statement audit, the auditors’ report isrequired to expressan
opinion on whether the financial statements are in accordance with generally accepted
accounting standards, or adisclosed basis of accounting. Additionally, itisnormal practice
for amanagement letter to be issued at the completion of afinancia statement audit. This
letter communicates the various matters that would have come to the auditors' attention
during the audit, which, in their judgement, should be brought to the attention of senior
management of the organization with respect to the systems of interna control. As the
management letter might well contain information that discusses potential control
deficiencies within a client’s organization, it is important for this letter to be issued on a
timely basis.

Asabest practice, most auditors attempt to rel ease the management letter at the same
time as, or shortly after, the issuance of the auditors’ report. It is common practice for
auditorsto query senior management about the issues contained in a previous management

> The term “audit deliverables’ meanstheinformation given to the client to fulfil the mandate of the particular
type of audit, and includes such things as the audit report, management letters and independence letters.
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letter to determine if the issues were subsequently addressed or whether these issues il
persist for the current year’ s engagement.

The CICA Handbook, section 5751, sets out additional requirementsfor disclosureto
management. These items include:

. results of the auditors’ proceduresin relation to management judgments and
estimates,
. concerns identified in relation to significant accounting policies, such as

revenue recognition and cut-off of expenses;

. instances of fraud or any illegal actsidentified during the audit;

. alisting of significant errors corrected by management during the audit;

. unadjusted audit differences considered by management to be immaterial;
o significant weaknessesin internal control;

. concerns about fraudulent financial reporting;

. disagreements or difficulties encountered with management during the audit

engagement; and
. confirmation of auditor independence.

| would emphasize that, prior to the audit reports issued by the Auditor General in
2006, there had not been a concern raised in management letters in respect of the House
since 1997.

In relation to compliance audits, the main deliverable is an auditor’s opinion that
states whether the entity is in compliance with the required authorities. Additionally, a
management |etter often accompanies thistype of report. 1t discusses the exceptions found
during the examination, and includes as any other comments or recommendationsthe auditor
wishesto communicate to the oversight board. A compliance audit in relation to the House
of Assembly would, of course, be expected to examine MHA expenditures on constituency
allowances in relation to the prescribed maximums, and to either confirm compliance, or
through the management letter, highlight any exceptionsidentified. Since, prior to 2006, it
appearsthistype of audit was not specifically mandated for the House of Assembly, no such
issues were identified, or no related communication conveyed, until June of 2006.

Themain deliverablein relation to avalue-for-money audit isthe “ findingsreport.”

Due to the nature of this type of audit and the level of scrutiny from the public and media
that often results, thistype of report must be clearly written and concise so that the user of
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the report understandsthe motive and findings of theaudit. A value-for-money report would
clearly communicate the following items:*®

the objectives, scope, and time period covered for the audit;

the professional standards used;

adescription of the program or activity that was audited,;

the criteriaused and any disagreement with management on their suitability;
the observations made;

the recommendations made to assist in correcting deficiencies,
management comments in relation to findings; and

conclusions reached by the engagement team.

Aswithal typesof audits, thetiming of thiscommunication isessential and it should
be released as close to the audit completion date as possible. Auditor follow-up of
recommendations made in itsreport is crucial to ensuring that corrective actions are taken
and the issues identified are resolved. As noted previously, the value-for-money audit
approach has not to this point been applied in respect of the operations of the House.

Audit L egislation of the Province of Newfoundland and L abrador

Against the foregoing review of the basic concepts in the auditing discipline
generally, and some of the specificissuesidentified in the course of our review of the House
of Assembly, it ispertinent to consider the nature of the legislative framework applicableto
the audit of the public accounts of the Government of Newfoundland and Labrador. In this
regard, sections 10, 11, and 12 of the Auditor General Act are most relevant.”’

Sections 10 and 11 provide:

10.  The auditor genera is the auditor of the financia statements and
accounts of the province and shall make those examinations and
inquiriesthat the auditor general considers necessary to enable him or
her to report as required by this Act.

11.  The auditor general shall examine the several financial statements
required by the Financial Administration Act to be included in the
public accounts of the province, and any other statement that is
required to be audited by the auditor general under that Act or another
statement that the Minister of Finance may present for audit and shall
express his or her opinion as to whether the financial statements
present fairly thefinancial position, results of operationsand changes

16 C1CA Handbook, PS 5400.12.
TSN.L. 1991, c. 22.
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in the financial position of the province in accordance with the
disclosed accounting policies of the provincial government and on a
basis consistent with that of the preceding year, together with
reservations the auditor general may have.

To date, these provisions have been interpreted to mean that the Auditor General can
perform the financial audit of the province and report thereon. In accordance with these
responsibilities, he and his predecessors have been carrying out financial statement audits,
and have delivered their reports on the accounts of the province to the House annually as
required.”®

The more specific requirements of the audit process conducted by the Auditor
General are dealt with in section 12 of the Act:

12(1) Theauditor general shall ashe or she considers necessary but at | east
annually report to the House of Assembly on:

@ the work of the office;

(b) whether, in carrying out the work of the office, the auditor
general received al of theinformation including reports and
explanations the auditor general required;

(© the results of the auditor general’s examination of the
financia statementsreferred to in section 11; and

(d) audits, examinations and inquiries performed under this Act.
(2 A report of the auditor general under subsection (1) shall includethe
results of the auditor general’s examination of the accounts of the

province, and shall call attention to anything the auditor general
considers significant, including instances where:

@ collections of public money

(1) have not been effected as required under various Acts
and regulations, directivesor orders under those Acts,

(i) have not been fully accounted for, or

(iii)  have not been properly reflected in the accounts;

18 See ss. 12(1).
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(b) disbursements of public money

(i) have not been made in accordance with the authority
of asupply vote, or relevant Act,

(i) have not complied with regulations, directives or
orders applicable to those disbursements,

(iii)  have not been properly reflected in the accounts, or

(iv)  havenot been madefor the purposesfor which it was
appropriated;

(© accounts have not been faithfully and properly kept;

(d) assets acquired, administered or otherwise held are not
adequately safeguarded or accounted for;

(e) accounting systems and management control systems that
relate to revenue, disbursements, the safeguarding or use of
assets or the determination of liabilitieswere not in existence,
were inadequate or had not been complied with; or

() factors or circumstances relating to an expenditure of public
money which in the opinion of the auditor general should be
brought to the attention of the House of Assembly.

©)] Paragraph (2) (f) shall not be construed as entitling the auditor
general to question the merits of policy objectivesof the government.

Asnoted earlier in my report, for thelast several yearsthe Auditor General has been
performing “legidative” or “program” audits on a rotating, department-by-department or
program-by-program basis. | understand that this process was commenced during the 1990s
and the Auditor General had hoped to cover all programs within the government within at
least a12-year period. The program auditsthe Auditor General’ s office currently completes
areacombination of compliance and value-for-money audits, as| have described above. His
office has indicated that they believe that the authority to undertake this type of audit is
derived from the Auditor General Act, most notably, section 12. | understand, however, that
there have been occasional challenges to this position.® Whatever the scope of audit
permitted by section 12, itiscertainly clear that legidlative or compliance audits (as opposed
to value-for-money audits) are included. This is as it should be. It is fundamentally
important that an audit of the public accounts addressthe compliance of public officialswith
legidative and other regulatory requirements governing the spending of public money.

| would emphasi ze, therefore, that when the Auditor General isengaged to audit the
public accounts, hisauthority to audit extends beyond the standard financial statement audit

9 Asaresult, the Auditor General has proposed certain amendmentsto his constituent legislation to remove any
ambiguity surrounding the legality of performing value for money audits for the province.
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and may include compliance considerations. | note aswell, however, that from a practical
point of view, compliance audits are not completed on every part of government on an
annual basis. By contrast, whether a private auditing firm would have the authority to
engagein auditing inquiries beyond astandard financial statement audit would depend onthe
specific terms of engagement, which are established through agreement between the auditor
and the entity being audited at the outset of the process.

The Audit Process of the House of Assembly

For the fiscal years from 1989 to 1999, the Auditor General performed financial
statement audits of the province' saccounts. Theaccountsof the House of Assembly - avery
small part of the overall provincial accounts - were consolidated into these financial
statements and would have been contemplated during the Auditor General’ saudit planning
process. The degree of examination that the legislature’ s accounts would have received
during the Auditor General’ s audit of the provincial accounts was likely dependent upon a
number of factors, most important of which would normally be materiality and risk.

The concept of materiality recognizesthat some matters, either individually or inthe
aggregate, areimportant if financial statementsareto be presented fairly in accordancewith
generally accepted accounting principles. A misstatement, or the aggregate of all
misstatements, in financial statements is considered to be materia if, in the light of
surrounding circumstances, it is probabl e that the decision of aperson whoisrelying onthe
financia statements, and who has a reasonable knowledge of business and economic
activities will be changed or influenced by such misstatement or the aggregate of all
mi sstatements.”

Themateriality level calculated by the Auditor General to plan and execute hisor her
audits during these periods was calculated based upon the balances of the province's
consolidated accounts, where total revenues and expenditures now exceed $5 billion. This
materiality level for the consolidated accountswould be significantly different than thelevel
that would have been calculated for a separate audit based on the legislature’ s accounts
alone, where annual expenditures are more in the order of $15 million. As aresult of the
variance in materiality levels, the audit performed on the provincia financial statements
would not have focused on the accounts of the legidature in sufficient detail to extend to
issuing a separate audit opinion for the legislature.

Through the financial audit on the accounts of the province, severa management
letter points were raised and communicated to the Clerk of the House. The management
letterswere dated February 16, 1995, October 25, 1995, January 30, 1997, and December 15,
1999, and related to the audits of the Consolidated Revenue Fund financial statementsfor the
years ended March 31, 1994, 1995, 1996, and 1999. The Auditor General has issued no

2 CICA Handbook, PS. 5142.04.
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management letters to the House since December 15, 1999.

The letters for the years ended March 31, 1994 and 1995, included areferenceto a
lack of segregation of duties. The letter for the year ended March 31, 1999, stated “No
significant matters came to my attention during the audit.” When the Auditor General was
questioned about the comments, and why the reference to the lack of segregation of duties
was no longer mentioned in the letter of December 15, 1999, the Auditor General replied
that, when the matter was previously raised, suggestions for improving the controls
surrounding the lack of segregation of duties were made. | understand that, in such
circumstances, it is not uncommon for auditors to revisit their prior recommendations and
specifically assess progress, if any, on rectifying the deficiencies; and, if necessary, to
reiterate their concernsif the matter had not been rectified. It appearsthat this processwas
not followed in this case.

Up to year 2000, no stand-alone financial statement or program audits had ever been
performed on the accounts of the legislature. In 2000, the Auditor General attempted to
initiate aprogram audit in the House of Assembly, asnoted in Chapter 3. Whilethe Auditor
General performed compliance or legislative audits on a rotating basis throughout many
government departments prior to 2000, she had not previously selected the House for this
treatment. Unlike financia statement audits, these types of audits do not have amateriality
threshold and are performed to determine if government funds are spent for their intended
purpose. Asexplained in Chapters 3 and 4, thisattempt to perform such an audit wasfirmly
resisted by the IEC and resulted in changesin the legidation. The effect of the change was
to consign to the Commission of Internal Economy the authority to choose who would audit
the accounts of the House and, just asimportantly, to determine the scope of theaudit. Thus,
the IEC could - and did - thereafter bar the Auditor General from the House. Under the
amended legidation, the audit process was “under the direction and control of the
commission.”?* In choosing an alternative “external” auditor, the [EC could limit the scope
of the auditor’ s engagement to exclude a compliance audit.

Itiscritical to realize that choosing an external auditor whose terms of engagement
did not include a full compliance audit was not a substitute for the type of audit work that the
Auditor General was proposing to do in the House before being asked to leave. To achieve
equivalency, the mandate of the external auditor would have to have been defined to parallel
the scope of authority and responsibility given to the Auditor General in section 12 of the
Auditor General Act.

2 |nternal Economy Commission Act, R.S.N.L. 1990, c. I-14, s. 9, as amended by S.N.L. 2000, c. 17.
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The Exter nal Audits

Tenders for external audits were called in February 2003. The tender originally
requested proposalsfor audit servicesfor thefiscal periodsending March 31, 2001 to March
31, 2005, and an external public auditing firm was sel ected through the process. Theterm of
appointment, however, was subjected to achange from the original proposal term. Instead,
of the requirement to perform auditsfor fivefiscal years, the engagement period was reduced
to threefiscal years, from March 31, 2002, to March 31, 2004. | have already noted above,
that asaresult of thischange, an audit void was created whereby neither an external auditor
nor the Auditor General reviewed the financial records of the legislature for the fiscal year
ended March 31, 2001.

The mandate for the audit, as shown in the final request for proposals,? was as
follows:

. to support the Auditor General’ s attest opinion on the financial statements
and public accounts of the province;

. to provide attest audit assurance related to the annual statements of
expenditure and related revenue and the schedul es of assets and liabilities of
the House of Assembly; and

. to provide areport to the House of Assembly for each year, including any
significant comments the auditor wished to bring to the attention of the
House of Assembly.

Inthetechnical sense, it appearsthat the mandaterelatesto only thefirst element of a
comprehensive audit- that of the financial audit - and did not require any compliance or
value-for-money auditing to be performed. Again, | note that the engagement letter, which
would have prescribed the final mandate, was not available to me.?

The external auditsfor the fiscal yearsended March 31, 2002 and 2003 commenced
inthefall of 2003. At thetime, the auditors met with the Clerk of the House of Assembly,
and the Director of Financial Operations, amongst others to discuss planning for the audit,

2« Request for Proposals: Audit of the Accounts of the House of Assembly,” Requirement 3 (8)-(c) (undated —
obtained from Clerk of House of Assembly).

2 Asnoted in Chapter 3 (Background), the external auditors, in their response to the government’ s request for
audit proposals, had offered to perform some compliance testing during the course of their audits. No
engagement letter could be located, and the auditors have indicated that their engagement was ultimately to
performafinancial statement audit only. Intheend, it hasbeen difficult to determinejust what the scope of the
audit was, as no final documented engagement | etter was ever located either from the external auditors' or the
House' sfiles.
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and to arrange a time to commence the fieldwork.

Although the audit engagements began in the fall of 2003, there were significant
delays encountered throughout the audit process, and the audit reports related to the 2002
and 2003 fiscal yearswere not released until October 5, 2005. While the audit of the March
31, 2004 fiscal year had commenced prior to the release of the 2002 and 2003 reports, the
audit had not been completed by the summer of 2006 and was subsequently cancelled.*

| wastold that the delay in the issuance of the audit reports for 2002 and 2003 was a
result of multiple factors. Firstly, it appeared that the auditors encountered difficulty in
obtaining all of the documentation necessary to complete the engagement. This slowed the
progress of the audit team and resulted in the redeployment of the members of the
engagement team to other audits. Secondly, we have been told by the external auditorsthat
no pressure was placed on them by the management of thelegislature or the |EC to complete
theaudit. Whatever the reason, in my judgement prolonged delaysin the completion of the
audit exercise undermined the useful ness of the audit process and detracted from adherence
to the principles of transparency and accountability.

Apart from issues related to the timing of the audits, the results of the audits bear
further examination.

Results of the External Audits

The standards of the Canadian Institute of Chartered Accountants require that an
auditor must not issue an unqualified opinion in the following instances:

. thefinancial statements contain material departuresfrom generally accepted
accounting principles with respect to one or more matters; and

. there is alimitation in the scope of the auditor’s examination that prevents
him or her from obtaining sufficient appropriate audit evidence.

Astheexternal auditor has rel eased unqualified opinions on thefinancial statements
of the legidature for the years ended March 31, 2002 and 2003 it is apparent that they
determined neither of these conditions applied for the relevant fiscal periods.

Research staff of the Commission conducted athorough review of the audit processes
followed by the external auditors. Wewere provided with unlimited accessto the audit files

24 At ameeting of the Commission of Internal Economy on October 5, 2006, the | EC agreed that they would not
reguire the external auditorsto completethe audit of the House of Assembly for the year ended March 31, 2004.
(Information contained in the draft Minutes of Commission of Internal Economy, 2006-2007, October 5, 2006
at Minute No. 6.)
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related to those audits. Our review started with the planning sections of the 2002 and 2003
audit files. The engagement and control risk for the audits was considered normal by the
auditors and, due to the existence of a simple computer environment, computer risk was
assessed asminor. Materiality was cal cul ated based upon expenditures as recommended by
the CICA Handbook and was established at approximately $125,000.

It isimportant to note that, during an audit, testing is performed of the controls over
systems and of asampl e of transactionsthat havetaken place. Thetypesand extents of tests
are determined by the risks assessed and the materiality of the transactions. The results of
these procedures assist the auditor in determining if the financial statements of the entity are
free of material misstatements and dictate whether an unqualified opinion can be given on
the financial statements.

The audit procedures listed in the work plan and the related details of these
procedureswerereviewed. Proceduresthat wereincluded in the audit programswere signed
as having been performed by staff members responsible for execution of fieldwork and by
managers and partners as reviewers of the work performed.

Further review of the audit files, however, identified instances where audit
procedureswere not completed as outlined inthe audit plan. For example, 32 MHA expense
reportswere initially selected for testing during the 2002 audit. One of the expense reports
selected for testing was not completed, asit could not belocated, and two additional expense
reportswere selected. In the 2003 audit file, five of the 34 expense reports sel ected were not
tested. In thisinstance, no explanation was provided in the file to indicate why these five
expense reports were omitted from testing. No errors were found in the samples that were
tested.

No management letter was issued for either of the 2002 or 2003 audits, and no
management |etter points were documented in either of the files. Asdiscussed previoudly,
management | etters contain information about a client’ sbusinessto help himor her improve
controls and are regularly issued at the completion of most financial audits. When the
external auditor executives were asked about thisissue, they advised usthat no such letters
were issued for these years; and that, if aletter was necessary, it would be issued after the
completion of the 2004 audit (which audit, as noted above, was subsequently cancelled).

It was surprising to learn that signed engagement and management representation
letterswere not located in either of the audit files. These are standard formsfor all financial
statement audits. The engagement letter detailsthe scope of the audit to be performed andis
usually obtained prior to, or at the commencement of, the audit. Therepresentation letter is
normally dated the same asthe audit report and is obtained at the conclusion of the audit. It
confirms management’ s representations regarding the information provided to the auditor
during the audit.

While we did review the audit files and the processes documented, a detailed

assessment of the audit performed by the external auditor has not been undertaken to
determineif the audit was performed in accordance with CICA Handbook requirements, as
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thisis beyond the scope of the Terms of Reference of this Commission.

Our review of audit practices generaly, and the audit experiences of the House of
Assembly in particular, give rise to a number of concerns:

the lack of effort undertaken to ensure that audits were commenced and
completed on atimely basisin the past;

the confusion asto the scope of the audit for which the external auditorswere
engaged;

the failure of the audit process, as undertaken and completed to detect and
report any weaknesses or deficiencies (when it was subsequently discovered
that serious inadequacies did exist);

the need to ensure that the nature of the audits of the House was appropriate
to address the needs of the House and the public in terms of enhancing
accountability; and

the need to ensure that mattersidentified through the audit process (as noted
in respect of the auditsin the 1990s) are addressed on atimely basis.

Accordingly, | recommend:

D

(2)

3

(4)

Recommendation No. 51

The Speaker and the House of Assembly Management Commission
should berequired by legislation to ensure that appropriate audits
of the House of Assembly and its statutory offices are commenced
and completed on a timely basis,

Careful attention should be given by the Commission and its audit
committee to the detailed terms of engagement of each auditor to
ensure that the scope of the audit is appropriate to the purpose of
the proposed audit;

To remove doubt asto what is required, the types and broad scope
of any auditsthat arerequired to be conducted of theHouseand its
statutory offices should be stated in legislation; and

For each type of audit to be performed for the House of Assembly,
the appropriate communications and reports should be issued
within 60 days of the completion of the audits and management
should respond with any comments within a further 60 days.
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Common Practicesin Canada

In order to assess the past audit practices of the Newfoundland and Labrador
legidature, and to make recommendations on a mandate for the future, it is important to
understand the audit practices in place at the provincial and territorial legislatures across
Canada. To determine this, questions were asked of various finance officials employed by
the provincial and territorial legislatures acrossthe country. Some of these questionsand a
brief summary of the responseswill be described here. A complete listing of responses by
province and territory isincluded in Appendix 8.1 of this report.

Some of the more prominent questions and a brief summary of the responses are
outlined below:

1 Doesthe Auditor General audit the accounts of the House of Assembly (Legislature)
or isthisrole conducted by an external auditing firm?

The majority of the provincial respondents to this question stated that their Auditor
General performsthe audit of thelegidature. For two respondents, Nunavut and the Y ukon,
the Auditor General of Canada providesthisservice. Thefederal House of Commons uses
an external auditor to perform aseparate financial statement audit of the House of Commons.

Based upon the responses received, | felt that further clarification on this question
wasrequired. | mentioned earlier that the accounts of the legislature in Newfoundland and
L abrador have been included in the consolidated accounts of the province every year. Thus,
| wanted to ensure that | was able to determine if the responses were indicating a situation
similar to that in Newfoundland and Labrador, or if, indeed, there were different
arrangementsin the remainder of the country. Asaresult, all provincesand territorieswere
contacted and asked whether a separate financial statement audit is completed on the
legislature. Only two provinces, Ontario and Alberta, stated that their legislaturereceivesa
separatefinancial audit. Theremaining respondentsindicated that auditsare performed from
the perspective of the government as a whole, and, similar to the Newfoundland and
Labrador situation, materiality for the audit is at the level for the government as a whole.
The province of British Columbia stated that the Auditor General has never, as yet,
attempted to audit the accounts of the legidlature.

Other than the House of Commons, no respondents stated that an external auditing
firm was used to perform a financia statement audit of the legislature. Two provinces,
Nunavut and the Northwest Territories, indicated that an external accounting firmisused to
audit their pension plans.

2. Does the audit mandate (Terms of Engagement) of the Auditor for the accounts for
the Legislature differ in any way from that of the Auditor General in respect of
government departments? Does the process contemplate regular “ comprehensive
audits’ - or arethey more*“ high-level” reviews?

All respondents to this question stated that the audit mandate of the auditor for the

accounts of the legislature does not differ from the mandate that applies to various
government departments. Most provinces stated that the audit of the legislatureismainly a
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high-level review and does not take on the characteristics of acomprehensive audit. Alberta,
the Yukon, and Nova Scotia all stated that their audits could contemplate comprehensive
audits. All respondents stated that a value-for-money audit has never been performed on
their respective legidatures; however, the option is available, as with any government
department.

3. Isthere a management letter process whereby an auditor’ scommentsand concerns
aretabled inwriting, or isthisfunction accomplished through the Auditor General’s
report?

The answers to this question varied, with five respondents stating that there was a
management letter process in place. Four respondents stated that this function was
accomplished through the Auditor General’ s report.

4, Arethere stipulated timeframesin which an audit must be completed? What happens
if an audit is missed?

The majority of respondents stated that there is a requirement for the audit of the
legislature to be performed annually. In relation to deadlines for the completion of audits,
few provincesresponded to thisquestion. The Northwest Territories stated that they attempt
to have their audit completed by the end of August, while the Y ukon stated October 31.
Both of these entities have fiscal year-ends of March 31. Most respondents did not answer
the second part of thisquestion, asthe audits have always been completed in ageneral timely
fashion.

5. Isthere a policy for Commission follow-up on audit findings? What isit and who
over sees the process?

M ost respondents stated that thereisno formal policy in placein relation to follow-
up on audit findings. Most did state, however, that there is an informal policy in place
whereby management of the legislatures would review the auditor’ sfindings and provide a
formal responseto the auditor’ squeries. Additionally, it would be common practicefor the
auditors to follow up on these points in subsequent audits to determine if they have been
addressed.

The Future of Audits of the House of Assembly

It is apparent that the audit processes that were implemented in the past were not
sufficient to provide the transparency and accountability that is needed to maintain public
confidence, inthefinancial affairsof the House, let alonerestoreit fromits current position.
While audits are only one of the mechanisms for public disclosure of the information
surrounding the legislature, they are, nevertheless, an important one.

Asl havediscussed previoudly, there are three types of audits potentially applicable
to government generally and to the legidlative branch in particular: (i) financial audits, (ii)
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compliance audits, and (iii) value-for-money audits.

The survey indicated that most provinces and territories currently receive afinancia
statement audit only as a part of the overall audit of the accounts of the provinces or
territory, and only two of the respondent provinces and territories allow compliance or value-
for-money audits on their legislatures. Nonetheless, | am firmly of the view that an annual
financia statement audit of the Newfoundland and Labrador House of Assembly as a
separate entity is required.” Without it, there will not be the improved transparency and
accountability that is needed at this time. The goal of a financial audit is to express an
opinion on whether the accounts of thelegislature arefairly presented in accordance with the
accounting policies noted. As the concept of public accountability is critical to restoring
trust in the administration of government funds expended by thelegidature, | believethat the
House of Assembly must continue to receive an annual financial audit of its accounts.

| was particularly interested to learn that the Auditor General of Canada adds an
additional requirement to her financial audits of Crown corporations.® Thefederal Auditor
General hasinstituted apolicy of providing an opinion on whether the transactionsthat have
cometo her notice in the course of discharging her audit responsibilitieswere carried out in
compliance with “ specified authorities.” While thisis not afull compliance audit, it adds
additional assurancethat mattersrelated to compliance have been examined for such Crown
corporations. Appendix 8.2 provides an example of such an audit report. | believe that
adding such arequirement to thefinancial audit of the House on an annual basiswould be an
important measure to reinforce accountability of the legislature.

Asimportant as subjecting the House to a separate annual financial statement audit
(supplemented by alimited compliance report) may be, something moreisalso required. A
full compliance audit would determine whether government spending is properly authorized
and isin accordance with government policy. Regardless of the fact that none of the other
provinces or territories that responded to the survey is currently subjected to a compliance
audit, | believe that auditors of the House should be periodically mandated to perform a
compliance audit and to express an opinion on whether the expenses incurred in the
operations of the House of Assembly are in accordance with the policies of the legislature
and, where applicable, the policies of the government. The scope of a compliance audit is
greater than the expanded financial audit | have just mentioned, and would result in astand-
alone report. 1t would cover the full scope contemplated by a compliance audit described
previously, and not simply express an opinion on transactionsthat have cometo the auditors
attention while performing other audit functions. It would involve the preparation of an
audit plan that would articulate the scope of the engagement, the criteria to be used to
conduct the audit, and the resources necessary to complete the engagement.

% note that the Supreme Court of Newfoundland and L abrador which is part of the other branch of government
- thejudicial branch - has a separate financial statement audit of itsfinancia operations conducted on an annual
basis, pursuant to s. 67 of the Judicature Act, R.S.N.L. 1990, c. J-4.

% See e.g. Auditor’s Report on the Canadian Air Transpost Security Authority (March 31, 2006) at Appendix
8.2.
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There are currently two issues to be addressed with respect to the intensity of the
compliance audits. One is with respect to ensuring that internal controls recommended in
this report have been implemented, or existing controls are being appropriately modified to
ensure the right controls are in place for the present. The other iswith respect to ensuring
that the controls are effectively maintained and are not slowly changed or eroded over time
S0 asto render them useless.

Due to the amount of preparation required to complete afull compliance audit, | do
not believe that it would be practical to have a compliance audit of the House performed
every year. Instead, | am satisfied that the required outcomes from a compliance audit can
be obtained if one is completed every three to four years, or once during each General
Assembly. Fiscal periods in which a full compliance audit is not completed would be
supplemented by the opinion on the transactions examined during the financial statement
audit as noted previously.

In the short term, to addresstheissue of improving public confidence, | believethat a
compliance audit should beinitiated within six months of the implementation of the changes
to the controls that are being recommended in thisreport. Thiswill allow time to have the
controlsimplemented. Then, to ensure that they continue to operate, another one should be
performed within ayear. If there are no significant issues that arise from these first two
compliance audits, then the schedule can revert to once every General Assembly. To those
who feel that acompliance audit should be done every year, it must be remembered that right
now the Auditor General only does compliance audits on a rotating basis throughout
government on atwelve-year cycle. Theregimethat | am recommending (once every four-
year General Assembly and twice in the next general Assembly) is a substantial
improvement on that.

A value-for-money audit determinesif government programsare being run efficiently
and effectively. Dueto the nature of such an audit, | am of the view that avalue-for-money
audit is not required for the legislature. The concept of an Auditor General, rather than the
voting public, determining the effectiveness of government programs hasfurther reduced the
popularity of thistype of engagement for the legislature in multiplejurisdictions across the
country. None of the other provinces or territories currently is subjected to a value-for-
money audit. | would stress, however, that there is one component of the concept
highlighted in the review of the value-for-money audit outlined earlier in this chapter that
should be considered generally applicable to the audit process in the House - the need to
examine and report on “the adequacy of management system controls and practices,
including those intended to control and safeguard assets’?” (not from the perspective of the
efficiency or effectiveness of legidative programs, but from the perspective of effective
financia control). | would envisage that this examination could be incorporated in the

% See under the heading “ Government Audits — What are They and Why are They Carried Out?’; (iii)
Value for Money Audits’.
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regular financial statement audit mandate by way of explicit inclusion in future engagement
letters.

Performance of the Audit Engagements

It isnecessary to consider the most appropriate organization to be engaged to perform
the audits of the House of Assembly: the Auditor General or an external accounting firm.

One advantage to having the Auditor Genera perform the audit of the legislatureis
the fact that he or she has a “whole of government” mandate. Such mandates are all-
encompassing, matching the responsibilities and interests of legislatures and covering
organizations as diverse as government departments, agencies, commissions, boards and
Crown corporations.® In this way, legislatures can rest assured that they will receive all
their officers’ conclusions and recommendationsfor thewhole government entity. Aswell,
the Auditor General is fully familiar with public sector processes and would be more
accustomed to the government’ sreporting systemsthan aprivate firm engaged from outside.
Thisisnot to say that external auditorswould be unqualified or unprepared to performthis
type of work. Many private firms are regularly engaged on projects that involve
government-related work and so would also have public sector experience

Another advantage of having the Auditor Genera perform these types of
engagementsis that the Auditor General’ s office has the option of reporting directly to the
House. Private sector auditors must report directly to their appointees, usually the
executives of the government departments, or in the case of the House, the Clerk or the
Speaker. The Auditor General will often have accessto the Public Accounts Committee of
the legislature, and this gives the Auditor General aformal and very direct way to apprise
legislators of significant audit findings.”

One advantage of using an external auditor isthat external auditors have developed
specialized skills in the area of internal controls in response to changes in the field of
auditing with the adoption of Multilateral Instrument 52-109 and Sarbanes Oxley
legidation.* These regulatory requirements in Canada and the United States require
management to certify with respect to the design and effectiveness of their organization’'s
disclosure and reporting controls. External auditors are engaged to audit controls
implemented within the organization, or to assist organizations with reviewing and
implementing any necessary controlsto assist the management team to gain confidence over
the effectiveness of internal controls and thereby to enable them to feel comfortable in

% See Canadian Council of Legislative Auditors, “Legislative Audit: Serving the Public Interest,” (Draft
Discussion Paper as part of the CCOLA Project), (February 2000), online: Canadian Council of Legidative
Auditors < http://www.ccola.calweb/english/serving %20public %20interest.pdf>.
29 i

Ibid.
% Canadian Securities Administrators, Multilateral |nstrument 52-109: Certification of Disclosuresin Issuers
Annual and Interim Filings, March 2004; and Sarbanes-Oxley Act 2002, P.L 107-204.
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signing the required certifications. A similar engagement related to the accounts of the
House could be efficiently and effectively performed by external auditors.

It has been argued that one of the most significant advantages of using an external
auditor to perform the audit of the legidature is that it ensures the autonomy of the
legislature is not unduly impacted. Accordingly, itisalso argued that having the option of
selecting an auditor providesflexibility to the Commission of Internal Economy and ensures
the independence surrounding the audit can be maintained.

This is not to say, as some have suggested, that it is inappropriate to have the
Auditor General audit the accounts of the House. In fact, variants of thistheme of Auditor
General inappropriateness were put forward as the justification for removing the Auditor
Genera fromthe Housein 2000. Justifying commentsincluded, for example, that inasmuch
as the Auditor General is an “officer” of the House, it would be inappropriate to have an
insider-employee act as the auditor. Also, since the Auditor General’s overall budget is
established by the |EC, it has been argued by somethat it isinappropriate to have him or her
audit the affairs of the body that exercises fundamental decision-making powersin relation
to hisor her resources. Of course, thisis spurious. Even in the private sector, an auditor is
engaged and paid by the entity that will be audited. In that sense, the external auditor is
“employed” by the entity. This relationship does not compromise the auditor’'s
independence. Theauditor remainsbound by detailed professional rulesof conduct. Inany
event, the Auditor General is, inreality, not an employee of the House in the normal sense of
theterm. The officeisregarded asindependent and isequally bound by professional rules of
conduct. The practices across Canada also belie aconcern about an audit of the legislature
by an Auditor General unduly affecting legislative autonomy: with the exception of the
House of Commons no provincial or territorial jurisdiction has used an external auditor to
promote |egidlative independence.

The Auditor General is by statute the “auditor of the financial statements and
accounts of the province.”** Inasmuch as the House spends public money, the accounts of
the House are included in the accounts of the province. It is therefore certainly not
inappropriate for the Auditor General to conduct an audit of the House' s spending of public
money. Either the Auditor General or an external auditor, provided they are given the
proper mandate could be expected to conduct an effective financial audit of the House.

Having considered this matter carefully, | believe that an annual financial statement
audit of the House (supplemented by alimited compliance report, as previously described)
must be performed, but the | EC, assisted by advicefromitsaudit committee, should havethe
option of choosing either an external auditor or the Auditor General to perform it.* To

3! Auditor General Act, SN.L. 1991, c. 22, s. 10.

3 note that Bill 11, “An Act to Amend the Internal Economy Commission Act” has recently been placed
before the House of Assembly but has not yet been enacted. It purportsto repeal s. 9 of the Internal Economy
Commission Act and to provide that “ The accounts of the House of Assembly shall be audited annually by the
Auditor General.” Inmy view, thisamendment is not adeguate to addressthefull panoply of auditing concerns
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prevent a situation from arising again in which the accounts are not subjected to a specific
audit, as occurred for the fiscal year ended March 31, 2001, the Auditor General should
automatically be considered the auditor if an external auditor is not selected by the IEC by
the end of the fiscal year. The Auditor General should also have a residual authority to
perform an audit of the House on his or her own motion if that is considered warranted.

An external auditor or the Auditor General could also, inprinciple, equaly performa
compliance audit. However, due to the Auditor General’s greater familiarity with
government systemsand policies, | believe that the most efficient and cost-effective process
would be to have the Auditor General perform thistype of audit, particularly for the audits
during the next General Assembly.

Accordingly, | recommend:

Recommendation No. 52

Q) The accounts of the House of Assembly and its statutory offices
should be audited annually by either the Auditor General or an
independent external auditor chosen by the House of Assembly
Management Commission assisted by the advice of its audit
committee;

(2 Such an annual audit should consist of a financial audit of the
House of Assembly and its statutory offices separate from that of
the government as a whole and should include:

(@ an analysis of and an expression of opinion on whether or
not the expenses incurred by the House of Assembly
administration are in accordance with the policies of the
House of Assembly Management Commission and, where
applicable, the policies of the executive branch of the
government; and

discussed in this chapter. Most significantly, it begs the question as to what the scope of the audit should be.
The recommendations in this report, on the other hand, recognize the necessity for two types of audits: (i) a
financial statement audit (with certain enhanced characteristics) to be conducted annually by either the Auditor
General or an external auditor, and (ii) acompliance audit to be conducted once every General Assembly by the
Auditor General. Therecommendations| have made, if accepted, would subsume the provision of Bill 11 and
make its enactment unnecessary.
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(b) an analysis of and an expression of opinion on whether the
Clerk’ s assessment of the effectiveness of internal controls
of the House and statutory offices is fairly stated and
whether internal controls are operating effectively;

(3) Wherethe Commission fails to appoint an auditor for a particular
fiscal year by the end of the previous fiscal year, the Auditor
General should be deemed by legislation to be the auditor for that
year,

4) Subject to paragraph (5), a compliance audit should be conducted
by the Auditor General on the House of Assembly and its statutory
offices once every General Assembly;

5) Until the controlsin the House of Assembly administration have
been assessed as having no significant weaknesses, a compliance
audit should be performed by the Auditor General, initially within
six months of the adoption of the revised controls as implemented
in response to this report, and then within one year of the first
assessment; and

(6) Any such audits shall not be considered to entitle the Auditor
General or any other auditor to question the merits of policy
objectives of the House of Assembly service, the House of Assembly
Management Commission or the statutory offices.

Constituency Allowance Review

In addition to the compliance audits recommended above, consideration needsto be
given to providing the Speaker of the House with the ability, at any time, to commence a
review of the spending of any Member of the House of Assembly. Aswith the compliance
audit, the purpose of this examination would be to determine if aMember’s spendingisin
accordance with the policies of the legislature and the government, where applicable. This
option would allow the Speaker flexibility to assure himself or herself of the appropriateness
of the expenditures and assure the Member that all iswell.

In fairness to the Member, should the Speaker have concerns that the expenditures

are not appropriate, the Member must be given the opportunity to have an independent
person review the situation and offer his or her opinion, which | believe must be binding.
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Accordingly, | recommend:

D

(2)

Recommendation No. 53

The Speaker should, at any time, have the authority to review a
Member’s allowances to ensure that the expenditures are for the
intended purposesand arein accordancewith thepoliciesand rules
so established; and

If the Speaker determines that such expenditures, in his or her
view, are not appropriate, the Member should have the option of
requesting the matter to be reviewed by the Commissioner of
L egidlative Standards.

Tabling of the Annual Report

Eachyear the|lEC isrequired to table areport in the House of Assembly. Asaresult
of severa amendments over the years, this obligation assumed less and less significance
because of the relaxation on the requirement for timely reporting. As well, in the past
number of years, the minutes describing the discussions of the IEC were incomplete and
financial components were incorrect. Elsewhere in this report, | have described these
mattersin further detail. It isimportant, however, that reports of the activities of the [EC be
availableto the public and that they reflect accurately what has occurred. Thisannual report
should be prepared by the Speaker of the House and should comprisethe deliverables of the
auditor, aswell asthe other documents deemed necessary for the overall governance of the
legidlature. The annual report should contain the following documents:

the audited financial statements of the accounts of the House of Assembly;

the management letter containing audit findings and recommendations
resulting from the audit of the House of Assembly;

adiscussion of past audit recommendationsand how they are presently being
addressed by the House of Assembly;

areport that outlines a plan to address audit recommendations of the current
year audit;

the minutes of all meetings held by the Interna Economic Commission
during the year;

a statement of the total salary, allowances and expenses approved for each
Member;
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. alisting of all payments made to each Member of House of Assembly;

. alisting of any changes or adjustments made to the alowances previously
approved for each Member of the House of Assembly; and

. astatement from the Comptroller General stating that the salary, allowance,
and expense amounts in the listing agree with the amounts recorded in the
accounts of the government.

In order to ensure the full benefit of thisannual report and maximum accountability
of public funds, the report should be tabled and published within three months of the
legislature’ sfiscal year-end.

Accordingly, | recommend:

Recommendation No. 54
(1)  Anannual report should be tabled in the House of Assembly;

(20  Theannual report should contain the items noted in this report
and be tabled in the House within 90 days of year-end and if the
House is not then sitting, within five days of the next sitting of the
House; and

3 I'n addition, the Speaker should berequired to deliver a copy of the
report to every MHA, post it on the House's website and make it
available on request by members of the public.
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