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Comments of the Auditor General

Auditor General’s Report

This Report, commenting on the financial statements of
the Province of Newfoundland and Labrador, is my
second as Auditor General of Newfoundland and
Labrador. The Consolidated Summary Financial
Statements reflect the financial position and annual
operating results of all organizations in the Government
Reporting Entity (GRE). The statements provide the most
complete information about the operating results and
financial position of the Province. This Report provides
additional information and commentary resulting from
the audit, by this Office, of the Consolidated Summary
Financial Statements of the Province for the year ended
March 31, 2013.

As Auditor General, I am responsible for this Report to the House of Assembly.

Accountability

The Public Accounts are one of the most important documents which enable the House of
Assembly, and all Newfoundlanders and Labradorians, to hold Government accountable for
its stewardship of public funds.

The Consolidated Summary Financial Statements (Public Accounts) provide the most complete
information about the financial position and operating results of the Province. They combine the

financial position and operating results of central Government and departments, with those of
other Government entities.

Financial Results

Financial Results

The Province recorded a deficit of $195 million for the year ended March 31, 2013, a variance of
$63 million from the expected deficit of $258 million which was forecast at the time of Budget
2012.

Offshore Revenue

In 2012-13, oil royalties were $1.8 billion, or 24.4% of total revenues. While still significant, oil

royalties declined by 34.6% from the 2011-12 level of $2.8 billion, providing a stark indication
of the volatility of this revenue source.
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Comments of the Auditor General

The impact of oil production on the overall revenues of the Province is even greater considering
that a significant portion of corporate income tax, personal income tax, and other direct, indirect
or induced revenues result from activity in the offshore sector as well.

While of significant importance to the economy and treasury of Newfoundland and Labrador, it
IS important to recognize that activity and revenue from the non-renewable resource sector is
time limited and will diminish if not replaced.

Expenses

Since 2004, the Province’s expenses have grown from $5.1 billion to $7.7 billion in 2013, an
increase of $2.6 billion, or 51.0%. Per capita expenses in Newfoundland and Labrador are the
highest in Canada. In fact, per capita expenses are approximately 40% higher than the average
of all other provinces.

Tangible Capital Assets

From 2004 to 2013, the Province has spent a total of $3.6 billion related to tangible capital
assets. Acquisitions of tangible capital assets from 2011 to 2013 averaged approximately $675
million - almost 3 times greater than the average annual acquisition of tangible capital assets
from 2004 to 2010 - which was $230 million. As the Province attempts to balance its budget,
continued spending on tangible capital assets at current levels are not likely sustainable.

Net Debt

The Net Debt of the Province at March 31, 2013 was $8.3 billion. Net Debt has declined by
approximately $3.1 billion since 2003-04 and by $3.5 billion from its peak in 2004-05. Despite
significant surpluses in 2010-11 and 2011-12, Net Debt has remained relatively constant over
the past four years. The beneficial impact of surpluses on Net Debt has been primarily offset
by acquisitions of tangible capital assets during these periods.

While the overall level of Net Debt has declined over the past seven years, the component parts
show mixed results. The liability for employee future benefits has seen significant variability
over the period from 2003-04 to 2012-13. Employee future benefits include obligations related
to pension arrangements and group health and life insurance benefits which are generally cost
shared with provincial retirees. The liability related to employee future benefits totaled
$5.6 billion at March 31, 2013, a $400 million increase from the previous year and represents
67% of the Province’s Net Debt.
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Comments of the Auditor General

Employee Future Benefits

The unfunded liability related to employee future benefits declined significantly in 2005-06, the
year the $2 billion advance payment under the Atlantic Accord 2005 was directed to the
Teachers’ Pension Plan. In addition, further special payments totaling approximately $1.6
billion were made between 2006 and 2013 to address the unfunded pension liability. Since
2007-08, the unfunded liability has increased, such that, at March 31, 2013, the total unfunded
liability is now greater than it was at March 31, 2005, despite in excess of $3.6 billion in special
payments over that period. This reflects the inherent volatility related to this unfunded liability
and the risks borne by the taxpayers of the Province for the retirement benefits of public
employees.

Looking Forward

The 2013 provincial budget presented a three year outlook which forecast two years of deficits
followed by a return to surplus by 2015-16. In its 2013-14 mid-year financial update,
Government indicated that the projected budget deficit for 2013-14 is now expected to be $451
million instead of the projected deficit of $564 million at the release of Budget 2013. The
decrease in the projected deficit for 2013-14 results primarily from lower expenses.

As Government attempts to deal with deficits over the medium term, it will have to consider a
number of alternative options - increasing revenue, decreasing expenses, borrowing or a
combination of all. A major consideration in determining the response to potential deficits will
be whether they are viewed as being temporary or more sustained. The answer will, to a large
extent, depend on expectations of commodity prices and production levels.

Demographic change is one of the most significant indicators, or predictors, of the future
demands on public services. Demographic issues have impacted the revenues and expenses of
the Province in previous years and will continue to do so in the future. These demographic
issues include shifts in the population between various regions within the Province, migration
to other jurisdictions and an aging population. Such issues will impact delivery of public
services and the types of services required as well as their associated costs. The impact of
demographic change will also have a significant impact on labour markets.

Muskrat Falls

On December 17, 2012, Government announced the sanction of the Muskrat Falls project (the
Project). The Project consists of a Muskrat Falls 824 megawatt hydroelectric plant, a
transmission line connecting the Muskrat Falls plant to the Churchill Falls plant and a
transmission line to move the power from the Muskrat Falls hydroelectric plant to the island part
of Newfoundland and Labrador.
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The Project is expected to cost $6.9 billion and will be financed in part by the Province through
equity contributions to Nalcor Energy. The expected commitment will be approximately $1.9
billion. In addition, the Province has committed to funding all contingent equity which may be
required to cover cost overruns on each aspect of the Project. The Project has also been
financed through an issuance of bonds by Nalcor Energy’s project subsidiaries in the amount of
$5.0 billion. The bonds are fully guaranteed by the Government of Canada. The Province has
also provided a guarantee to the Government of Canada to compensate it for any costs under this
Guarantee which are triggered by legislative or regulatory actions of the Province.

The size and complexity of the development creates considerable risk that the Province and the
proponents will have to carefully manage in the construction phase. Ultimately, any risks related
to project execution (including costs and timing) will be borne by the taxpayers, ratepayers, or
both.

As at November 15, 2013, Nalcor Energy and/or its subsidiaries had spent or committed
$1.8 billion related to the Project.

Reports issued pursuant to Section 15(1) of the Auditor General Act

Section 15(1) of the Auditor General Act (the Act) requires the Auditor General to report to the
Lieutenant-Governor in Council instances the Auditor General becomes aware of during the
course of an audit which may involve improper retention or misappropriation of public money or
another activity that may constitute an offence under the Criminal Code or another Act. Section
31 of the Act requires the report be made through the Minister of Finance. In addition, Section
15(2) of the Act requires that I attach to my annual report a list containing a general description
of the incidents and the date reported to the Lieutenant-Governor in Council. The following
incidents were reported to the Minister of Finance in connection with audits performed for the
years ended March 31, 2012, and March 31, 2013:

. During the audit of the Department of Transportation and Works for the year ended March
31, 2012, a matter came to my attention related to the retention and control of cash receipts
at a ferry terminal in the Province. Officials of the Department informed my Office that a
suspected misappropriation of public money had been detected. Officials of the
Department forwarded the matter to the police for investigation. | reported this matter to
the Minister of Finance on April 5, 2013.

. During the audit of the Department of Transportation and Works for the year ended March
31, 2013, a matter came to my attention related to the misappropriation of cash receipts at a
ferry terminal in the Province. Officials of the Department informed my Office that a
suspected misappropriation of public money had been detected during the year ended
March 31, 2013. Officials of the Department forwarded the matter to the police for
investigation. | reported this matter to the Minister of Finance on August 30, 2013.
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Comments of the Auditor General

. During the audit of the Consolidated Revenue Fund for the year ended March 31, 2013, |
made inquires of management related to fraud, as required by Canadian Auditing
Standards. As a result of these enquires, | was made aware of the following:

. Officials of Service NL informed my Office of a possible instance of employee fraud.
Service NL officials indicated that the employee involved has been suspended with
pay pending the outcome of an investigation by the Strategic Human Resource
Management Unit and the Professional Services and Internal Audit Division. I
reported this matter to the Minister of Finance on December 2, 2013.

. Officials of the Department of Child, Youth and Family Services informed my Office
of three instances of possible fraud. Officials of the Department informed my Office
that in one of the instances the matter was heard in Court and sent over for plea.
Officials of the Department further indicated that the remaining two instances have
been referred to the police for follow-up. | reported this matter to the Minister of
Finance on December 2, 2013.

Acknowledgements
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Comptroller General during the completion of the audit, as well as from officials of the various

Government departments and Crown agencies. | also thank the entire staff of the Office of the
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Auditor General
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Our Office

The Office of the Auditor General operates from two locations - Mount Pearl and Corner
Brook. The staff of the Office contribute, as a team, towards the audit of the Public Accounts of

Newfoundland and Labrador.
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Introduction

Background  This Report provides information on the Consolidated Summary Financial
Statements of the Province of Newfoundland and Labrador for the year ended
March 31, 2013. These financial statements are the principal means by which
Government reports to the House of Assembly and to all Newfoundlanders
and Labradorians on its stewardship of public funds.

This Report presents commentary on certain financial information contained
in the financial statements. Two appendices are also included. Appendix I
presents answers to questions which are frequently asked in relation to the
Public Accounts, while Appendix Il presents a glossary of terms used in the
Public Accounts.

Legislative In accordance with section 59 of the Financial Administration Act (FAA),
Requirements  Government prepares a report called the Public Accounts. In accordance with
the FAA, the Public Accounts must show:

e the state of the public debt;
e the revenue and expenditure;
e all compromises, remissions, refunds and amounts written off; and

e those other accounts and statements that may under good accounting
practice be required to show the financial position of the Province at the
end of the fiscal year.

Under section 19 of the Transparency and Accountability Act, the
Comptroller General is required to include (consolidate) the audited financial
statements of Government entities in the Public Accounts.

Treasury Board prescribes the manner and form in which the Public Accounts
of the Province are prepared, as provided by the FAA.

Section 11 of the Auditor General Act requires that the Auditor General
express an opinion as to whether the financial statements required by the FAA
to be included in the Public Accounts present fairly the financial position,
results of operations and changes 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.
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Consolidated
Summary
Financial
Statements

The Consolidated Summary Financial Statements reflect the financial position
and annual operating results of all organizations in the Government Reporting
Entity (GRE). The statements provide the most complete information about
the operating results and financial position of the Province. They combine
the results of operations of the Consolidated Revenue Fund, which accounts
for the financial activities of the central Government and departments, with
those of other Government entities.

The GRE consists of government departments and all organizations the
Province controls. Control is defined as 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.

Organizations in the GRE are shown in Table 1. The organizations in the
GRE include Government Business Enterprises (GBEs), school districts,
health boards, government not-for-profit organizations, and other government
organizations.

GBEs generate their revenues by selling goods or services outside of the
GRE. Their operations are self-sustaining - they do not rely on government
funding. The GBEs are Nalcor Energy and the Newfoundland and Labrador
Liquor Corporation. The accounting for GBEs is significantly different from
all of the other organizations in the GRE, reflecting their self-sustaining
nature.

Table 1
Consolidated Summary Financial Statements

Government Reporting Entity
March 31, 2013

Audited by the Office of the Auditor General

Audited by a Private Sector auditor

Business Investment Corporation

Board of Commissioners of Public Utilities

C.A Pippy Park Commission

Central Regional Health Authority

Consolidated Revenue Fund

Chicken Farmers of Newfoundland and Labrador

Heritage Foundation of Newfoundland and
Labrador

College of the North Atlantic

Livestock Owners Compensation Board

Conseil scolaire francophone provincial de Terre-
Neuve et Labrador

Newfoundland and Labrador Arts Council

Credit Union Deposit Guarantee Corporation

Newfoundland and Labrador Crop Insurance
Agency

Dairy Farmers of Newfoundland and Labrador

Newfoundland and Labrador Housing
Corporation

Eastern Regional Health Authority

Chapter 3, January 2014
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Audited by the Office of the Auditor General

Audited by a Private Sector auditor

Newfoundland and Labrador Immigrant
Investor Fund Limited

Eastern School District

Newfoundland and Labrador Industrial
Development Corporation

Egg Producers of Newfoundland and Labrador

Newfoundland and Labrador Legal Aid
Commission

Labrador-Grenfell Regional Health Authority

Newfoundland and Labrador Municipal
Financing Corporation

Labrador School Board

Provincial Advisory Council on the Status of
Women - Newfoundland and Labrador

Marble Mountain Development Corporation

Provincial Information and Library Resources
Board

Memorial University of Newfoundland

Research & Development Corporation of
Newfoundland and Labrador

Multi-Materials Stewardship Board

Student Loan Corporation of Newfoundland and
Labrador

Municipal Assessment Agency Inc.

The Rooms Corporation of Newfoundland and
Labrador

Nalcor Energy

Newfoundland and Labrador Centre for Health
Information

Newfoundland and Labrador Film Development
Corporation

Newfoundland and Labrador Liquor Corporation

Newfoundland and Labrador Sports Centre Inc.

Newfoundland Hardwoods Limited

Newfoundland Ocean Enterprises Limited

Nova Central School District

Public Health Laboratory

Western Regional Health Authority

Western School District

Unaudited

Churchill Falls (Labrador) Corporation Trust

No financial statements prepared

Newfoundland and Labrador Farm Products
Corporation

Auditor General of Newfoundland and Labrador
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The Consolidated Summary Financial Statements are prepared in accordance
with Canadian Public Sector Accounting Standards established for
governments by the Public Sector Accounting Board of the Canadian Institute
of Chartered Accountants (PSAB). The significant accounting policies of the
Province are contained in the notes to the Consolidated Summary Financial
Statements.

Under Canadian Public Sector Accounting Standards, a summary reporting
model is the only appropriate reporting model for governments. This requires
that all entities in the GRE be consolidated in summary financial statements —
this model is adopted by the Province of Newfoundland and Labrador.

For the year ended March 31, 2013, the Public Accounts contains the
Consolidated Summary Financial Statements, the Independent Auditor’s
Report on those financial statements, and other information which
Government is required to include or chooses to include.

Responsibility  Government, through the Comptroller General, is responsible for providing

for the Public the House of Assembly with the Province’s financial statements (the Public

Accounts Accounts), prepared in accordance with Canadian Public Sector Accounting
Standards, the standards which are considered to be generally accepted
accounting principles (GAAP) for Canadian governments.

The Comptroller General is responsible for preparing the Consolidated
Summary Financial Statements, including related notes and schedules. To
prepare financial statements in accordance with GAAP, the Comptroller
General is required to make judgments, estimates and assumptions that affect
the application of accounting policies and the reported amounts of assets,
liabilities, revenue and expenses.

The Consolidated Summary Financial Statements include a Statement of
Responsibility, signed by the Minister of Finance and President of Treasury
Board and the Comptroller General. =~ Government is responsible for
maintaining a system of internal control in order to provide reasonable
assurance that transactions are properly authorized, assets are safeguarded,
financial records are properly maintained, and to prepare summary financial
statements that are free from material misstatement whether due to fraud or
error.
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Independent Auditor’s Report

The responsibility of the Office of the Auditor General is to perform an audit
of the Consolidated Summary Financial Statements in accordance with
Canadian generally accepted auditing standards (GAAS). The Office forms
an opinion based upon the results of the audit and, in accordance with GAAS,
issues an Independent Auditor’s Report on the Consolidated Summary
Financial Statements.

Some key points about the Independent Auditor’s Report are:

Level of The audit is designed to obtain reasonable, but not absolute, assurance that the

Assurance Consolidated Summary Financial Statements, as a whole, are free of material
misstatement. It is not possible to provide absolute assurance in a financial
statement audit because it is not practical to examine 100% of transactions
(due to volume), internal control systems have inherent limitations (due to
control override potential), and much audit evidence is persuasive rather than
conclusive.

Reasonable assurance means that sufficient appropriate audit evidence has
been obtained to reduce audit risk to an acceptably low level to support the
conclusion that the financial statements are free of material misstatement.
This is consistent with GAAS.

Materiality The Independent Auditor’s Report provides an opinion on whether the
Consolidated Summary Financial Statements present fairly, in all material
respects, the consolidated financial position of the Province at a point in time
(e.g.; March 31, 2013), and the consolidated results of its operations, the
change in its net debt, the change in its accumulated deficit, and its cash flows
for the year then ended (e.g.; the year ended March 31, 2013) in accordance
with Canadian Public Sector Accounting Standards.

Audit procedures are performed to detect material misstatements in the
financial statements. Materiality means how significant a financial statement
omission or misstatement, either individually or in the aggregate, would need
to be in order for such omissions or misstatements to be expected to influence
or change the decisions of reasonably knowledgeable users relying on those
financial statements. Guidance is provided by GAAS and professional
judgment is exercised in order to set an overall level of materiality for the
audit.

Auditor General of Newfoundland and Labrador Chapter 3, January 2014
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All errors or misstatements noted during the audit are accumulated and an
assessment is made whether they would individually, or in aggregate, cause
the financial statements to be materially misstated, based on the level of
materiality chosen for the audit or because of other qualitative considerations
associated with the information irrespective of the magnitude of the
misstatement or omission.

Audit An audit involves performing procedures to obtain audit evidence about the

procedures amounts and disclosures in the Consolidated Summary Financial Statements.

andevidence  The procedures selected depend on the auditor’s judgment, including an
assessment of risks of material misstatement of the Consolidated Summary
Financial Statements, whether due to fraud or error.

Internal controls relevant to the preparation of the Consolidated Summary
Financial Statements are considered in order to design audit procedures, but
not for the purpose of expressing an opinion on the effectiveness of
Government’s system of internal controls.

The audit also includes evaluating the appropriateness of accounting policies
used and the reasonableness of accounting estimates made by Government, as
well as evaluating the overall presentation of the Consolidated Summary
Financial Statements.

Audit Opinion  An unqualified audit opinion was issued on the Consolidated Summary
Financial Statements for the year ended March 31, 2013, concluding that they
were fairly presented, in all material respects, in accordance with Canadian
Public Sector Accounting Standards.

We have not provided an opinion on the effectiveness of internal controls or
whether Government exercised its fiduciary responsibilities - these are not
the focus of a financial statement audit. If we have suggestions of any means
to improve controls or management practices during our audit, we discuss
them with Government and communicate these findings in writing to
Government. This is consistent with GAAS.

Chapter 3, January 2014 Auditor General of Newfoundland and Labrador



CHAPTER
4

UNDERSTANDING THE CONSOLIDATED

SUMMARY FINANCIAL STATEMENTS



Understanding the Consolidated Summary Financial Statements

Introduction

Understanding
the Consolidated
Summary
Financial
Statements

The Consolidated Summary Financial Statements present the most
comprehensive view of the financial position of the Province as at March 31,
2013. Included with the financial statements, the Department of Finance
provides a commentary - Understanding the Financial Health of the Province
of Newfoundland and Labrador. This commentary is intended to provide
readers of the financial statements with additional tools to be able to assess
the information contained in the financial statements.

The Office of the Auditor General also adds to the understanding and
interpretation of the financial results. This report contains additional
commentary and highlights specific issues we feel are important to
understanding the financial condition of the Province.

While the Budget outlines Government’s plan for the coming fiscal year, the
Consolidated Summary Financial Statements are the financial report card of
the actual results for a fiscal year. The Province’s fiscal year runs from April
1 to March 31. The financial statements are a comprehensive document
consisting of five individual statements as well as explanatory notes and
schedules.

The five individual statements are each designed to provide separate pieces of
information that are linked together to present an overall financial picture.

Consolidated Statement of Financial Position

This statement provides a snapshot of the financial position of the Province at
a point in time - the end of the fiscal year (e.g.; March 31, 2013).
Comparative figures are also shown for the same point in time the previous
year. This allows the reader to be able to make comparisons and consider
trends related to financial results.

There are five main components that make up the financial position of the
Province. Table 1 outlines the components of the Consolidated Statement of
Financial Position at March 31, 2013.
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Table 1

Consolidated Summary Financial Statements
Components of the Consolidated Statement of Financial Position

As at March 31, 2013

($000s)
Component Amount
Financial Assets $ 5,115,515
Liabilities 13,463,260
Net Debt 8,347,745
Non-financial Assets 3,915,955
Accumulated Deficit $ 4,431,790

Financial Assets

Financial assets are those that could be used to discharge existing liabilities or
finance future operations. Chart 1 shows the financial assets of the Province
for the year ended March 31, 2013.

Chart 1

Consolidated Summary Financial Statements
Financial Assets
As at March 31, 2013

($000s)
Equity in Cash and
government temporary
business investments

enterprises
$1,837,588
(35.9%

$1,969,744
(38.5%)

Loans, advances

and investments Inventories held

(net) for resale Receivables (net)
$364,814 $6,686 $936,683
(7.2%) (0.1%) (18.3%)

Total: $5,115,515
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Understanding

Chart 2

the Consolidated Summary Financial Statements

Equity in Government Business Enterprises (GBEs) reflects the net assets
(assets less liabilities) of Nalcor Energy and the Newfoundland and Labrador
Liquor Corporation. This equity is used by these entities to generate a profit
each year which accrues to the benefit of the Province.

Liabilities

Liabilities represent amounts that are payable or will be required to be paid to
third parties and include amounts payable in the normal course of operations,
deferred revenue, amounts due to bond holders and other lenders that have
provided money to finance the Province’s operations and amounts the
Province is responsible for related to employee future benefit obligations.
Chart 2 shows the liabilities of the Province as at March 31, 2013.

Consolidated Summary Financial Statements

Liabilities
As at March 31, 2013
($000s)
Payables, accrued
and other liabilities
Unfunded pension $2,410,877
liability 17.9%
$3,269,968 Deferred revenue
24.3% $176,121
1.3%

Group health and life

orrowings, net of
sinking funds +

insurance re_tirement unamortized
benefits unrealized foreign
$2,322,897

17.3%

exchange gains
(losses)

5,283,397
Total: $13,463,260 $ 39.29%
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Net Debt

Net Debt represents the difference between liabilities and financial assets.
This is one of the key measures that is used to evaluate the financial health of
all senior governments in Canada.

The Province’s Net Debt at March 31, 2013 was $8.3 billion. (2012 -
$7.8 billion)

Non-financial assets

The most significant non-financial assets are the Province’s investment in
tangible capital assets. These are, essentially, the physical assets that
Government uses to deliver services to the people of the Province.

Tangible capital assets comprise such things as land, buildings, roads,
equipment, vehicles and other items which have a useful life extending
beyond one year.

Non-financial assets of the Province at March 31, 2013 were:

e Tangible capital assets $3.8 billion
e Prepaid expenses, deferred charges and inventories 0.1 billion
Total Non-financial Assets $3.9 billion

Accumulated Deficit

As the name implies, this is the accumulated amount of deficits that the
Province has incurred over time less any surpluses.

The accumulated deficit of the Province at March 31, 2013 was $4.4 billion.
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Consolidated Statement of Change in Net Debt

This statement provides information on how Net Debt has changed from one
year to the next. There are two main elements that impact Net Debt from year
to year:

1. Surplus or deficit for the year

If the Province operates with a surplus for the year, this will reduce Net
Debt. Similarly, a deficit will increase Net Debt.

2. Changes in Tangible Capital Assets

The acquisition of tangible capital assets increases Net Debt each year.
This amount is adjusted for the net book value of any disposals of tangible
capital assets during the year and by the amount of amortization which is
already included in determining the surplus or deficit for the year.

Consolidated Statement of Operations

This statement shows the results of the complete operations of the
Government Reporting Entity for the year April 1, 2012 to March 31, 2013,
including the Consolidated Revenue Fund (central Government, Legislature
and departments) and the 45 Crown corporations, boards, and authorities that
are controlled by the Government of Newfoundland and Labrador. These
results are compared to the original estimates that were presented to the
legislature and approved as part of the budget process.

The statement provides the amount of revenue that the Province generated
during the year and is broken down by major categories. Chart 3 shows the
revenues of the Province by source for the year ended March 31, 2013.
Approximately 24% of the Province’s total revenues came from offshore
royalties.
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Chart 3

Consolidated Summary Financial Statements
Revenues by Source
Year Ended March 31, 2013

($000s)
Net income of government
Government of Canada business enterprises
$992,112 $240,686
13.2% 32% O\
- Taxation
Other $3,520,852
$462,613 16.9%

6.2%
Offshore royalties In; le ;’ ;n;?%t

$1,828,234 N

24 4% Fees and fines 2.4%
$277,028
3.7%

Total: $7,505,493

The statement also provides information on the expenses incurred by the
Province during the year by major functional area. Chart 4 shows the
expenses of the Province by major functional area for the year ended
March 31, 2013. Approximately 56% of the Province’s total expenses of
$7.7 billion were spent in the social sector.
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Chart 4

Consolidated Revenue Fund Financial Statements
Expenses by major functional area

Year Ended March 31, 2013

($000s)
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24%

esource Sector
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$4,315,39%4
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Total: $7,700,518

The difference between revenue and expense for the year is the annual surplus
or deficit. When revenue exceeds expenses, a surplus results and, conversely,
when expenses exceeds revenue, a deficit is the result.

The Province has recorded a deficit of $195 million for the year ended March
31, 2013 (2012 - $974 million surplus).

Consolidated Statement of Changes in Accumulated Deficit
This statement provides the details of what comprises the change in

accumulated deficit for the year. In general, the accumulated deficit is
impacted by the annual surplus or deficit.
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The accumulated deficit at the end of the fiscal year is also impacted by
adjustments to the opening balance of accumulated deficit. For the year
ended March 31, 2013, these adjustments primarily resulted from:

e First time adoption of Public Sector Accounting Standards by certain
entities forming part of the GRE.

e Differences between the accounting policies of the Consolidated Revenue
Fund and those of a Government Business Enterprise.

Consolidated Statement of Cash Flows

This statement provides useful information to the reader regarding how
cash resources were generated during the year and how they were used. The
4 main categories that cash is provided from or applied to are:

e Operations

e Capital Transactions
e Financing Activities
e Investing Activities

Notes to the Consolidated Financial Statements and Schedules
The Notes and Schedules provide considerable additional detail and

explanation around information contained in the financial statements. The
notes are an integral part of the financial statements.
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The Financial Condition of the Province

Introduction The commentary prepared by the Department of Finance, Understanding the
Financial Health of the Province of Newfoundland and Labrador, is included
with the Public Accounts Volume 1, Consolidated Summary Financial
Statements. It highlights certain elements of the financial statements and also
provides commentary and analysis on certain key indicators of the financial
condition of the Province. Individuals are encouraged to read this
commentary.

In this chapter, we provide commentary on the financial condition of the
Province. Certain key financial indicators are examined in detail. Where
appropriate, and available, comparative information from other provinces in
Canada has been included. We have included data for a ten year period (where
available) which should allow readers of this report and the financial statements
to look at long-term trends which provide further indicators of whether a
government is living within its means and whether financial circumstances
are improving or deteriorating. To further allow readers to assess expected
future direction, we have also included forecasted information, where
available. The forecasted financial information for 2014 was obtained from
the Fall Update 2013-14; while the forecasted financial information for 2015
and 2016 was obtained from Budget 2013.

Economic Growth

Significant Newfoundland and Labrador has undergone a period of economic growth
growth in over the past ten years. Increased activity in the resource sector, aided by
GDP major development projects, has resulted in growth in gross domestic product

(GDP) and other related economic indicators. This activity, as well as a
substantial increase in commaodity prices, has impacted Government revenues
over the period.

Chart 1 shows real and nominal GDP for the Province for the years 2007 to
2012, as well as the forecast for 2013 to 2015.
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Chart 1
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Real GDP decreased from $29.7 billion in 2007 to a forecast amount of
$29.4 billion in 2013. During the same period, nominal GDP increased from
$29.7 billion to $34.4 billion, representing an average annual growth of about
3% per year.

During the past seven years, nominal GDP has increased while real GDP has
declined slightly. As real GDP indicates the effect of changing levels of
production of goods and services in the Province each year, a slight decline in
the real GDP would indicate that there has been a slight decline in the level of
goods and services produced during this time period. The increase in nominal
GDP during the same time period highlights the significant impact that
increasing commodity prices have had on GDP growth over the period.

Chart 1 also highlights the impact of the volatility of commodity prices on
the Province’s GDP. For example, from 2009 to 2010, nominal GDP
increased by $4.1 billion while the real GDP only increased by $1.6 billion.
Also, from 2008 to 2009, nominal GDP decreased by $6.5 billion, which is
significantly more than the decrease of $2.9 billion in real GDP. This
represents a tremendous decline in commaodity prices over the short period of
time.
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Auditor General of Newfoundland and Labrador

Another important factor when considering the financial condition of the
Province is the volatility of revenue sources, particularly the larger revenue
sources such as oil royalties and mining tax. A major factor affecting
revenues related to commodity based sources is the price of those
commodities. Commodity prices are impacted, to a large extent, by the
strength of the global economy.

The global recession of 2009 had a significant impact on Newfoundland and
Labrador. The economy contracted and Provincial revenues declined
considerably - the result of an associated decline in commodity prices.
Economic forecasters still see a period of low to moderate growth ahead,
reflecting the continued fragility of the global economy. This uncertainty
will impact provincial finances in the short to medium term.

Surplus/(Deficit)

Consistent with the economic growth over the past ten years, the Province has
also recorded surpluses in six of the past ten years (Chart 2) and its ability to
raise revenue and support debt has improved during this period.

However, the surpluses that the Province has experienced in recent years have
primarily been the result of increased offshore royalties and payments received
from the Federal Government under the Atlantic Accord Agreements. The
amount of revenue received from offshore royalties is dependent upon world oil
prices and/or production levels. World oil prices are highly volatile and
production levels relating to non-renewable resources can vary significantly.
Changes in these factors can result in significant variability in revenue from
year to year.

The net cumulative value of the surpluses less deficits for 2003-04 to 2012-13
is $4.1 billion. This has contributed to the reduction in Net Debt of
$3.1 billion since 2003-04.

Chart 2 shows the actual surplus (deficit) for the years ended March 31, 2004
to 2013 and the projected surplus (deficit) for the years ending March 31,
2014 to 2016.
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Chart 2

Condition of the Province

Consolidated Summary Financial Statements
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The Province is forecasting 2 years of deficits in 2013-14 and 2014-15 before
a forecast return to surplus by 2015-16. Including the deficit reported for
2012-13, the cumulative deficit expected over the next three years is
approaching $1.5 billion.

Chart 2 also shows the impact that payments received under both the Atlantic
Accord 1985 and the Atlantic Accord 2005 have had on the surpluses or
deficits recorded for the years ended March 31, 2004 to 2012. Since 2003-
2004, the Province has received approximately $4.8 billion under these
agreements. The net cumulative value of surpluses over the past ten years of
$4.1 billion would have been a net cumulative deficit of approximately
$0.7 billion in the absence of revenue from the Atlantic Accord agreements.
2011-12 was the last year that the Province received any payments under the
Atlantic Accord agreements.
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As Government plans for the medium term, it will have to consider a number
of alternative options to deal with expected deficits - increasing revenue,
decreasing expenses, borrowing or a combination of all. A major
consideration in determining a response will be whether any expected deficit
is viewed as being temporary or more sustained. The answer will, to a large
extent, depend on expectations of commodity prices and production levels.

Net Debt

The Consolidated Statement of Financial Position provides details of the
components of Net Debt. In simple terms, Net Debt equals all the liabilities
of the Province less its financial assets. Net Debt of the Province at March
31, 2013 was $8.3 billion.

Liabilities are amounts that the Province owes others. Liabilities consist of
those items which are payable for items purchased in the ordinary course of
doing business, amounts borrowed and which will be repaid over a longer
time frame and obligations related to employee future benefits. These
benefits include pensions and group health and life insurance.

Financial assets are amounts that the Province has available to pay its
liabilities or finance future operations. Financial assets consist of cash and
temporary investments, amounts receivable from third parties, inventories
held for resale and equity in government business enterprises (GBEs). The
GBEs of the Province of Newfoundland and Labrador are Nalcor Energy and
its subsidiaries and the Newfoundland and Labrador Liquor Corporation.

Chart 3 shows Net Debt for the years ended March 31, 2004 through to the
forecast amount at March 31, 2014.
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Chart 3

Consolidated Summary Financial Statements
Net Debt

Years Ended March 31
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In order to reduce Net Debt, Government will need to record surpluses greater
than the net change in its tangible capital assets.

At March 31, 2013, Net Debt had declined by approximately $3.5 billion
from its peak in 2004-05. Net debt has remained relatively stable over the
period from March 31, 2009 to March 31, 2012, despite significant surpluses
in 2010-11 and 2011-12. The beneficial impact of surpluses on Net Debt has
been primarily offset by acquisitions of tangible capital assets during these
periods.
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In 2012-13, Net Debt has increased by $511 million. Continued investment
in tangible capital assets combined with a significant deficit has contributed
to the rise in Net Debt. While no information has been provided as to the
expected level of spending on tangible capital assets in 2014-15, the
forecasted deficits totaling approximately $1.1 billion for the 2013-14 and
2014-15 indicate Net Debt will rise at least by that amount in addition to any
spending on tangible capital assets.

The level of Net Debt by March 31, 2015 may realistically be expected to
approach the levels of 2008.

Net Debt as a percentage of provincial GDP

GDP is a measure of the value of goods and services produced in a
jurisdiction in one year. It is the measure most often used to indicate the size
and strength of a provincial economy. Government must manage its revenue
raising and spending practices in the context of the economy of the Province.

GDP provides an indication of the ability of the Province to raise revenue
and support debt. The financial demands placed on the economy by
Government spending and revenue raising practices can be assessed for
sustainability by comparing the level of Net Debt to provincial GDP.

Chart 4 shows Net Debt as a percentage of GDP from 2004 to 2014.
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Chart 4

Consolidated Summary Financial Statements
Net Debt as a Percentage of GDP
Years Ended March 31
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As a result of improving economic conditions and an improved overall
financial position of the Province, Net Debt as a percentage of GDP has
declined from a high of 63.4% in 2004 to 24.7% in 2013. Furthermore, in
2013 the Province’s Net Debt as a percentage of GDP was lower than the
average of all other provinces.

Net Debt as a percentage of GDP has deteriorated in 2013 as a result of a
deficit recorded for the year. Given that deficits are forecast for 2013-14 and
2014-15, this indicator is likely to continue to further deteriorate in the near
term.
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Chart 5

Net Debt as a percentage of total annual revenue

Net Debt is the amount which the government of the day leaves for future
governments to repay. The ability to repay this debt is dependent, to a large
extent, on the ability of the Province to generate sufficient revenue in the
future.

It is useful to compare Net Debt to total annual revenue. A percentage that is
increasing would indicate that more time will be needed to repay Net Debt
and may not be sustainable.

Chart 5 shows Net Debt as a percentage of total annual revenue from 2004 to
2014.

Consolidated Summary Financial Statements
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Government
target for Net
Debt per
capita

Chart 6

Net Debt as a percentage of total annual revenue has improved considerably
since 2004 and has averaged approximately 101% from 2009 to 2013. This
would indicate an improved ability to repay Net Debt.

However, Net Debt as a percentage of total annual revenue has risen to
approximately 111% in 2013 and is expected to rise to approximately 124%
in 2014. If this trend continues, the Province would have more difficulty
repaying Net Debt in the future.

Net Debt Per Capita

In Budget 2012, Government established a target of having Net Debt per
capita equal the average of all other provinces within 10 years. Chart 6
shows the Province’s Net Debt per capita as compared to the average of all
other provinces for the years March 31, 2004 to 2014.

Province of Newfoundland and Labrador
Net Debt per Capita Compared to Average of All Other Provinces
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Chart 7

By March 31, 2013, the Province’s Net Debt per capita of the Province is
nearing the average of that of all other provinces. While the Provincial Net
Debt per capita has improved considerably since 2007-08, the average of all
other provinces’ has deteriorated since that time. If Government incurs
deficits in the future, it may become more difficult to achieve and maintain its
target.

For the year ended March 31, 2013, the Province’s Net Debt per capita has
increased by approximately $900, from approximately $14,900 to
approximately $15,800. The deficit of $195 million for the year ended March
31, 2013, contributed to this increase. Furthermore, the Province’s Net Debt
per capita is expected to increase to approximately $17,300 by March 31,
2014.

Components of Net Debt

While the overall level of Net Debt has declined since its peak at March 31,
2005, the component parts show mixed results. Chart 7 shows the
components of Net Debt for the years ended March 31, 2004 to 2013.

Consolidated Summary Financial Statements
Net Debt and its Components

Years Ended March 31

($ Billions)

16

12

2004 2005 2006 2007 2008 2009 2010 2011 2012 2013
Payables mm Public Debt mm Employee Future Benefits
mmmm Financial Assets mmmm Deferred Revenue = Net Debt

Auditor General of Newfoundland and Labrador Chapter 5, January 2014



The Financial Condition of the Province

Financial Assets

Financial assets have increased by approximately $3.7 billion from 2003-04
to 2012-13. Cash and temporary investments have increased by
approximately $1.7 billion, other financial assets have increased by
approximately $0.7 billion, and equity in government business enterprises has
increased by approximately $1.3 billion over this period.

Public Debt

The Public Debt component, the actual borrowing of Government in capital
markets, has decreased by approximately $1.5 billion from 2003-04 to 2012-
13. This has occurred, primarily, because debt has been repaid as it has come
due.

Employee Future Benefits

On the other hand, the liability for employee future benefits has seen
significant variability over the same period. Employee future benefits include
obligations related to Provincial employee pension arrangements and group
health and life insurance benefits which are generally cost shared with
provincial retirees.

Pension Beneficiaries

The unfunded liability related to Government sponsored pension plans arises
from the nature of the plans and the legislative framework around the plans.
The Province provides its employees with a “defined benefit” plan which
promises to pay specified amounts upon retirement. If there are insufficient
funds available to meet this obligation, the Province is responsible for any
shortfall. The Pension Funding Act provides a deficiency guarantee by the
Province to cover any deficiency shortfall under the Government employee
pension plans.

Chart 8 shows the number of Public Service Pension Beneficiaries (individuals

who are active participants, have a pension benefit deferred, or are receiving
pension benefits) for the years ended December 31, 2003 to 2012.
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Chart 8
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As Chart 8 indicates, the number of Public Service Pension Beneficiaries has
increased from approximately 51,000 in 2003 to approximately 70,000 in
2012 - an increase of 19,000 or 37%. Of this increase, 7,700 or 43% is the
result of an increase in the number of individuals receiving pension benefits.
The increase in the number of beneficiaries has contributed to the increase in
obligations related to employee future benefits.

Pension Plans

Note 7 to the Consolidated Summary Financial Statements provides detail as
to the determination of the unfunded pension liability. Six pension plans are
included in the determination of the liability:

e Public Service
e Teachers’
e Memorial University of Newfoundland
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e Uniformed Services
e Members of the House of Assembly
e Provincial Court Judges’

Actuaries measure the expected pension benefits to be paid to employees over
time. This measurement would take into consideration such factors as
expected changes in wage rates, expected retirement dates and mortality rates.
Actuaries estimate the assets required today, and which would be expected to
earn a return over the long term, in order to be able to pay the expected
benefits as they come due. If the assets which are currently available are less
than the actuary indicates should be available, the difference represents the
unfunded pension liability. In other words, insufficient money is available
today to be able to meet future obligations.

The money that currently is available for pensions is invested in a variety of
areas - equities, bonds and real estate. Actuaries make an assumption as to
the overall annual expected earnings of these investments. The current
assumptions range from 6.0% to 6.75%.

Chart 9 shows the components of the Province’s unfunded pension liability
for the years ended March 31, 2004 to 2013.

Chart 9
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Group Health and Life Insurance

Active and retired public sector employees and Members of the House of
Assembly are eligible to participate in group health and life insurance plans.
Once an employee retires, the Province continues to cost share these
premiums.

As at March 31, 2013, the plans provided benefits to a total of 22,455 retirees.
This represents a 6.3% increase in beneficiaries in just one year. Obligations
for retirement benefits result from a commitment by Government to provide
benefits to employees on retirement in return for their current services.
Extended health care and life insurance benefits for retirees are a form of
compensation offered for current services rendered by employees and accrue
over the years employees work.

Chart 10 shows the components of the group health and life insurance liability
for the years ended March 31, 2004 to 2013.

Chart 10
Consolidated Summary Financial Statements
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Combined Liability

Chart 11 shows total employee future benefits liability for the years ended
March 31, 2004 to 2013.

Chart 11

Consolidated Summary Financial Statements
Employee Future Benefits Liability
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Unfunded The unfunded liability related to employee future benefits declined
liability for significantly in 2005-06, the year the $2 billion advance payment under the
employee Atlantic Accord 2005 was directed to the Teachers’ Pension Plan. In

future benefits  aqqition, further special payments totaling approximately $1.6 billion were

fr?::ég‘;;s 0 made between 2006 and 2013 to address the unfunded pension liability.
Since 2007-08, the unfunded liability has increased, such that, at March 31,
2013 the total unfunded liability is now greater than it was at March 31, 2005,
despite in excess of $3.6 billion in special payments over that period.
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The increase in the unfunded liability for employee future benefits since 2005
was primarily caused by the following factors:

e  Market risk associated with the pension fund assets. Pension assets are
subject to market risk and were impacted dramatically by the stock
market correction that occurred during 2008 and 2009. A significant
portion of the Province’s additional contributions to the pension assets
were offset by the decline in the value of the assets resulting from this
market correction. This highlights the inherently volatile nature of this
liability. The impact of this market correction is presently being
amortized into the liability over the estimated average remaining service
life of the active participants of the retirement benefit plans.

e  The obligation for group health and life insurance continues to increase
each year as employees continue to earn benefits for services rendered.
This obligation is not funded. Since 2004-05, the group health and life
insurance obligation has increased from $1.2 billion to $2.3 billion - an
increase of approximately 92%. The increase results from the increased
cost of these plans and the increased number of provincial employees
earning benefits.

e The liability for employee future benefits also increases each year
because of the interest on the unfunded portion of the liability. Since
2004-05, the obligation has increased by $2.7 billion as a result of
interest.

Unamortized Losses

The liability for employee future benefits may change because actual
experiences are different than those assumed by the actuary or if there are
changes to the assumptions used by the actuary. Differences of this nature
are referred to as experience gains and losses. Current accounting standards
require that any experience gains and losses on employee future benefits be
amortized over the estimated average remaining service life of the active
participants. In other words, the full impact of the experience gains and
losses on the liability is recognized over a longer period of time.

For the pension plans, this presently ranges from 7 to 16 years, depending on

the pension plan. The amortization commences in the year subsequent to the
year in which the experience gain or loss arose.
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For the group health and life insurance benefits liability, this presently ranges
from 11 to 13 years, depending on the plan. The amortization commences in
the year subsequent to the year in which the experience gain or loss arose.

Chart 12 shows the total employee future benefits liability for the years ended
March 31, 2004 through March 31, 2013, including unamortized losses.

Chart 12
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Chart 13

The unamortized losses on employee future benefits ranged from $0.8 billion
to $2.8 billion for the years ended March 31, 2004 to 2013. W.ithout the
ability to defer and amortize the experience losses, the employee future
benefits liability would be much higher each year. Net Debt would also be
higher as a result. For example, for the year ended March 31, 2013, the
employee future benefits liability would have been $8.4 billion, instead of
$5.6 billion as reported.

The amortization of these unamortized experience losses of $2.8 billion over
the next several years will result in a substantial increase in the unfunded
liability for employee future benefits. Furthermore, additional experience
gains or losses may occur in the future as previous actuarial assumptions are
revised to reflect actual experiences or there are changes to the assumptions
used by the actuary. These experience gains or losses will also impact the
unfunded liability for employee future benefits.

Employee future benefits expense

Chart 13 shows the employee future benefits expense for the years ended
March 31, 2004 to 2013.

Consolidated Summary Financial Statements
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As Chart 13 indicates employee future benefits expense has increased
from $233 million in 2007-08 to $735 million in 2012-13 - an increase of
$502 million or 215%.

Foreign currency debt to total government debt

A comparison of a government’s foreign debt to its total debt (net of sinking
fund assets) reflects the degree to which it is vulnerable to foreign currency
swings.

Chart 14 shows foreign currency debt to total government borrowings for
2004 to 2013.

Chart 14
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Foreign currency debt as a percentage of total borrowings has declined overall
since 2004. However, as foreign currency debt still represents a significant
portion of the Province’s total borrowings, the Province is still vulnerable to
changes in the exchange rates associated with this debt.

Revenues

Significance of  As the significance of the offshore oil sector has impacted the overall economy

oil royalties of Newfoundland and Labrador, there is a corresponding growing reliance
by Government on oil royalties to fund its programs and services. This
revenue source as a percentage of revenues has increased substantially in
recent years. In 2003-04, oil royalties were $127 million, or 3.2% of total
revenues, excluding revenues from the Atlantic Accords. In 2012-13, oil
royalties were $1.8 billion, or 24.4% of total revenues, an increase of $1.7
billion.

The impact of oil production on the overall revenues of the Province is even
greater considering that a significant portion of corporate income tax,
personal income tax, and other direct, indirect and induced revenues result
from activity in the offshore sector as well.

Chart 15 shows total revenues for the years ended March 31, 2004 to March
31, 2014.
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Chart 15
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Oil royalties are a very volatile source of revenue for Government. The revenue
that the Province receives from oil royalties depends on the level of oil
production, the price of oil and the Canada-US dollar exchange rate. These
factors are all outside Government’s control, are subject to significant
variability and are a challenge to forecast. In addition, oil is a non-renewable
resource and, by its very nature, will decline over time.

Revenue from oil royalties declined by approximately $1.0 billion from 2011-12
to 2012-13, a clear indication of the volatility of this revenue source.
Meanwhile, oil royalties are only projected to increase by approximately $0.2
billion between 2012-13 and 2013-14.

Given its lack of control over the factors that impact oil royalties, and its
increasing reliance on this revenue source, Government has to carefully
consider the degree to which it relies on this revenue source to fund its
programs and services in the future.
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Royalties Chart 16 shows the budget estimate and actual offshore royalties from 2005
difficult to to 2013, along with the budget and revised forecast for 2014.

forecast

Chart 16

Consolidated Summary Financial Statements
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There have been significant differences between budget estimates and actual
offshore royalties from 2005 to 2013 (and forecasted for 2014). Actual
revenue from offshore royalties has exceeded the budget estimate for each
year since 2005 with the exception of 2007 and 2013. For 2014, the actual
revenue from offshore royalties is expected to be less than the budget
estimate.

The difference between budget and actual demonstrates the uncertainty that
exists in predicting offshore royalties.
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Chart 17 shows monthly oil production for the period of January 1998 to
September 2013.

Chart 17
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Monthly oil production is subject to significant variation. While 2012
production levels were impacted by scheduled downtime for maintenance,
monthly oil production has shown an overall downward trend since 2007.

Chart 18 shows the average monthly spot price of Brent Crude and the
Canada-US exchange rate from January 1998 to September 2013.
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Chart 18
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There have been significant fluctuations in the price of Brent Crude and the
Canada-US exchange rate during this period.

Oil royalties are significant to the Provincial treasury and they are inherently
difficult to forecast. Therefore, Government should consider this risk in its
short and long-term expenditure planning.
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Chart 19

Own source revenues as a percentage of GDP

The Government of Newfoundland and Labrador receives revenue from two
general sources. The first is from within the Province and is referred to as
“own source revenue”. The second source is transfers from the Federal
Government,

Own source revenue as a percentage of GDP gives an indication of the
amount of revenue a government raises from the economy through such items
as taxes, fees, and royalties. It provides an indication of the flexibility a
government has to increase its financial resources through own source
revenues.

Chart 19 provides information on own source and Federal revenues from
2004 to 2014.
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Chart 20

Although in excess of $1.0 billion of our total revenue comes from the
Federal Government, it has generally been declining over the past 10 years.
At the same time, however, own source revenues have increased significantly
since 2004.

The ability of the Province to generate own source revenues in the future
depends upon the size and strength of the Provincial economy. Therefore, it
is important to consider own source revenue in relation to the Provincial
economy.

Chart 20 shows own source revenues as a percentage of GDP from 2004 to
2014.
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Revenue raised from sources within the Province, as a percentage of GDP,
has increased from 14.8% in 2004 to a high of 23.0% in 2010 and is now
dropping back to 19.3% in 2013. The Province now generates more income
from the economy than it did in 2004, likely a reflection of the strength of the
resource sector. Compared to the rest of Canada, it appears the Province may
have a greater reliance on the resource sector.

Federal Government revenues compared to total revenues

Federal Government revenues compared to total revenues reflects how
dependent Government is on transfers from the Federal Government and how
vulnerable Government is to changes in these transfers in its ability to finance
its programs and services.

A significant portion of Government revenue consists of transfers from the
Federal Government such as Health and Social Transfers and cost-shared
programs. Newfoundland and Labrador does not currently receive
equalization payments and, as such, is considered to be financially self-
reliant. Equalization transfers are affected by each province’s performance in
relation to the performance of other provincial economies, and, therefore, are
subject to change. However, given the current operation of the equalization
formula, entitlements do not respond, on a timely basis, to changes in
economic or financial circumstances.

Chart 21 provides information on the percentage of Federal revenues
compared to the Province’s total revenues from 2004 to 2014.
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Chart 21
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Federal revenue as a percentage of total revenue has declined from 36.6% in
2004 to 13.2% in 2013. As Federal revenues have remained relatively
constant over the past ten years, the improvement in the measure of Federal
revenues as a percentage of total revenues is attributable to increases in own
source revenues. The lower the percentage of Federal revenues as a
percentage of total revenues, the less potential impact (i.e. the vulnerability)
the Province has related to any change in these revenues.
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Offshore royalties as a percentage of own source revenues

The reliance of the Government on offshore royalties to fund its programs and
services has grown significantly in recent years. Offshore royalties have
become the single largest source of revenue for Newfoundland and Labrador.
In 2004 offshore royalties were $127 million, while in 2013 offshore
royalties were $1.8 billion.

World oil prices are highly volatile and production levels relating to non-
renewable resources can vary significantly. Therefore, changes in these
factors can result in significant changes in revenue from year to year and
differences between budget forecasts and actual results. As a result,
Government’s financial position can be significantly impacted by factors which
are outside of its control.

Chart 22 shows the actual offshore royalties from 2004 to 2013 as a
percentage of own source revenue, along with the forecast for 2014.

Chart 22
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Chart 23

Offshore royalties as a percentage of own source revenues have grown from
4.8% in 2004 to 28.1% in 2013 - an increase of 23.3%. The forecast of
32.0% in 2014 represents a further increase of 3.9% from 2013 after a
significant drop in 2013 from 2012.

EXxpenses

In its Budget for the year ending March 31, 2014, Government has projected
deficits for the 2014 and 2015 fiscal years, meaning that expenses are
expected to be at a level that exceeds revenues.

Chart 23 shows expenses, and the growth in expenses, for the years ended
March 31, 2004 to 2014.
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Since 2004, expenses have grown from $5.1 billion to $7.7 billion, an
increase of $2.6 billion, or 51.0 %. While expenses declined slightly in 2013,
they are expected to increase by almost 1.4% in 2014 to $7.8 billion.

Chart 24 shows expenses by sector, for the years ended March 31, 2004 to
2013.

Chart 24
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Note:  During 2011-12, departmental reorganization resulted in certain expenses in the Social Sector being
transferred to the Resource Sector. For the purposes of this chart, expenses for the years 2011 through
2013 have been presented in a manner that is consistent with the financial results that were originally
published in the Consolidated Summary Financial Statements prior to the occurrence of the departmental
restructuring to facilitate comparability.
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Since 2004, there has been a significant increase in spending in the Social
Sector, where expenses have grown from $3.5 billion to $5.5 billion, an
increase of $2.0 billion or 57%. The Social Sector represented 71% of total
spending for the year ended March 31, 2013. This growth in spending has
occurred primarily in the areas of Health and Community Services and
Education.

Spending for the Department of Health and Community Services has
increased from $1.8 billion (35% of total expenses) in 2004 to $2.8 billion in
2013 (36% of total expenses). This increase of $1.0 billion represents 38% of
the total increase in all expenses of $2.6 billion since 2004.

Spending for the Department of Education has increased from $1.0 billion
(19% of total expenses) in 2004 to $1.5 billion in 2013 (19% of total
expenses). This increase of $0.5 billion represents 19% of the total increase
in all expenses of $2.6 billion since 2004.

Expenses by sector (function) as a percentage of total expenses

A useful indicator to assess the degree to which a government can maintain
existing programs is to examine the trend of government spending in particular
functional areas, or sectors, over a period of time. A sector that grows at a
much faster rate than total expenses may not be sustainable over the long
term. Furthermore, this could impact the sustainability of other sectors or
programs.

Chart 25 shows expenses by sector as a percentage of total expenses from
2004 to 2014.
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Chart 25
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Spending in the Social Sector has been at least 68% of all Government
spending for each year since 2003-04 and has grown from 68% to 71% of
total Government spending during this time period. Meanwhile, the
percentage of Government spending in the Resource Sector has remained
relatively constant since 2003-04. The percentage of Government spending
in the General Government Sector has declined since 2003-04.
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Chart 26 shows the Province’s per capita expenses for the years ended March
31, 2004 to 2013, together with a comparison of these per capita expenses to
the average of other provinces in Canada.

Chart 26

Province of Newfoundland and Labrador
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Province has  Per capita expenses in Newfoundland and Labrador are the highest in Canada.
the highest per  Furthermore, our per capita expenses are approximately 40% higher than the

capita average of other provinces.
expenses in
Canada Certain factors would contribute to the Newfoundland and Labrador per

capita expenses being higher than those of other provinces. For example, the
Government has to provide services to a relatively small population that is
disbursed over a large geographical area. The appropriate level of expenses
will have to balance factors such as need and affordability.

Reducing per capita expense in Newfoundland and Labrador to the average
of other provinces would require a reduction of expenditure levels of
$2.3 billion.

Auditor General of Newfoundland and Labrador Chapter 5, January 2014



The Financial Condition of the Province

Expenses as a percentage of GDP

Comparing expenses to GDP provides an indication of the trend of Provincial
spending over time in relation to the growth in the economy. A trend that
shows expenses as a percentage of GDP rising may not be sustainable.

Chart 27 shows expenses as a percentage of GDP from 2004 to 2014.
Chart 27
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The Province’s expenses as a percentage of GDP have declined since 2010,
but are still higher than they were in 2008 - which was the lowest point in
since 2004. In addition, expenses as a percentage of GDP in Newfoundland
and Labrador are consistently higher than other provinces.

Interest costs as a percentage of revenue

Government incurs interest costs on its borrowings, as well as on its liabilities
relating to employee future benefits. At March 31, 2013, Government’s long-
term borrowings, net of sinking funds, were $5.3 billion, its unfunded pension
liability was $3.3 billion and its unfunded group health and life insurance
retirement benefits liability was $2.3 billion. In 2013, interest costs (debt
expenses) related to these obligations totaled $780 million. The significance
of debt expenses is that this money is not available to fund programs and
services.

Interest costs as a percentage of revenue, sometimes called the “interest bite”,
is an important indicator of the state of government finances.

Chart 28 provides the debt expenses as a percentage of revenue for the years
2004 to 2014.
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Chart 28
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Debt expenses as a percentage of revenue has declined overall since 2004.
However, since 2009 debt expenses as a percentage of revenue have
increased. These costs continue to be a substantial burden for government.
For example, if expenses as a percentage of revenue were reduced from the
current level of 10.39% to the average of other provinces, this would result in
an annual saving of approximately $186 million.
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Tangible Capital Assets

Tangible capital assets generally relate to the physical infrastructure of the
Province and include roads, buildings and major equipment. A tangible
capital asset has a useful life that extends beyond one year. The acquisition
is recorded as an asset of the Province in the year acquired and the cost is
amortized (recorded as an expense) over the life of the asset.

Chart 29 outlines the acquisition of tangible capital assets (TCAs) and the
related amortization for the years ended March 31, 2004 to 2014.
Chart 29
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Government has increased capital spending dramatically in recent years, in
large part due to an announced Infrastructure Strategy. From 2004 to 2013,
the Province spent a total of $3.6 billion related to tangible capital assets.
Acquisitions of tangible capital assets from 2011 to 2013 averaged
approximately $675 million ($665 million from 2011 to 2014f) — almost 3
times greater than the average annual spending on tangible capital assets from
2004 to 2010 - which was $230 million.

The acquisition of tangible capital assets may be seen as a means to provide
better services and reduce future expenditures. However, the acquisition of
tangible capital assets increases Net Debt as the tangible capital assets have to
be acquired through either the use of financial assets or the assumption of
additional liabilities.

During the next two years, Government expects to incur deficits from its
operations, which will increase Net Debt. The acquisition of tangible capital
assets also increases Net Debt. Therefore, Government will need to carefully
consider whether the level of tangible capital asset acquisitions that has
occurred in recent years is sustainable in the future.

In addition, Government has established a target of having Net Debt per
capita equal the average of all other provinces within 10 years. Government
will also need to consider the impact that a significant level of tangible capital
asset acquisitions on an annual basis combined with potential deficits will
have on the achievement of this target.

Ratio of the Net book value of tangible capital assets to the cost of tangible
capital assets

The net book value of tangible capital assets as a percentage of cost of
tangible capital assets measures the extent to which the estimated useful lives
of the Province’s tangible capital assets are available to provide services to
the public. A lower percentage indicates that the Province’s tangible capital
assets have less remaining useful lives available. If the tangible capital assets
have less remaining useful lives available, the Province may have less
flexibility when providing services in the future because of the need to spend
more of its resources on the repair or replacement of tangible capital assets.

Chart 30 shows the ratio of the net book value of tangible capital assets to the
cost of tangible capital assets for 2005 to 2013.

Chapter 5, January 2014 Auditor General of Newfoundland and Labrador



The Financial Condition of the Province

Chart 30

Consolidated Summary Financial Statements

Ratio of the Net Book Value of Tangible Capital Assets to the Cost of Tangible Capital
Assets

Years Ended March 31

70%

60%

50%

40%

30%

20%

10%

0%

Auditor General of Newfoundland and Labrador

]

2005

i

2006 2007 2008 2009 2010 2011 2012 2013
mmm Newfoundland and Labrador - Average - other provinces

The net book value of tangible capital assets as a percentage of cost of
tangible capital assets has averaged approximately 30% from 2005 to 20009.
Since 2009, the percentage has increased from 30% to 37%, which can be
attributed to the investment in tangible capital assets since that time.

Chart 30 also indicates that, relative to other jurisdictions in Canada,
Newfoundland and Labrador infrastructure is considerably older, an
indication of future need.

The acquisition of tangible capital assets may be seen as a means to provide
better services and reduce future expenditures. However, Government needs
to consider the impact that tangible capital asset acquisitions have on the
Province’s Net Debt and maintain acquisitions at a level which is sustainable
over the long term.
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Demographics

Demographic change is one of the most significant factors which will affect
future demands for public services and the delivery of those services.
Demographic issues have impacted the revenues and expenses of the Province
in previous years and will continue to do so in the future. Demographic
issues include shifts in the population between various regions within the
Province and an aging population. Such issues will impact service delivery,
the types of services required and the associated costs. The impact of
demographic change will also have a significant impact on labour markets.

Population

From 2003 to 2012, the population of Newfoundland and Labrador has
decreased from 518,520 to 512,659. Chart 31 shows the population of the
Province by region for the years 2003 to 2012.

Chart 31
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Population
shifts may
create
challenges for
the delivery of
public services

Chart 32

During this time period, the population of the Avalon Peninsula region, which
includes the St. John’s region, increased from 249,150 to 264,851.
Meanwhile, during this time period the populations for other regions of the
Province, all of which had populations under 50,000, generally declined.
This is likely the result of individuals moving to the Avalon Peninsula region,
from either within the Province or outside of the Province, to pursue
educational or employment opportunities or leaving the Province altogether.

Population shifts between various regions of the Province can create
significant challenges for Government and have to be given serious
consideration when determining how to deliver public services in a cost
effective and efficient manner. This is particularly important when planning
for the development of infrastructure including roads and health care and
education facilities. Government may find it increasingly challenging to
maintain the delivery of public services, such as education, in regions where
there are declining populations. This is in contrast to other regions where
Government may struggle to keep up with the demands for education services
that are created by increasing populations.

Aging population

Chart 32 shows the percent of population by age cohort for 1971, 1997, 2002,
2007, 2012, and 2026.
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aging
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Chart 33

The population of Newfoundland and Labrador is getting older. In 1971, the
percentage of the population that was 60 years of age or older was 9%, while
in 2012, 24% of the population is 60 years of age or older. Meanwhile, the
percentage of the population that is under 15 years of age has declined from
37% in 1971 to 15% in 2012. Furthermore, in 2026 it is forecasted that 33%
of the population will be 60 years of age or older, while 15% of the
population will be under 15 years of age.

An aging population will create significant challenges for Government and
has to be given serious consideration when determining how to deliver public
services in a cost effective and efficient manner and in prioritizing
expenditures. As the population ages, there will be an increased demand for
certain public services such as health care and seniors’ housing.

Health care spending is highly correlated to the age of the population. As the
population ages, there will be an increase in the prevalence of chronic
diseases such as heart disease, cancer, diabetes and arthritis, which will result
in higher demands on health care in the future.

Chart 33 shows the expenditures per capita on health care in the Province by
age group for 2011.
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Aging
population is
expected to
impact labour
markets in the
Province

Delivery of
public services
is impacted by
employment
rates

In addition, aging of the population will likely be more prevalent in certain
regions of the Province, as younger people move to larger centers to pursue
educational or employment opportunities. This may have significant
implications for long term planning of regional health care facilities and
service delivery models.

However, the demand for other public services such as education, on an
overall basis, will decline has the population ages. As in cases where the
demand for a public service is increasing, decreases in the demand for a
public service also has implications for long term planning related to the
delivery of the service.

An aging population is also expected to impact labour markets in the
Province. As older people leave the labour force there will be fewer younger
people available to enter the labour force, potentially resulting in labour
shortages. This situation would be most prevalent in regions of the Province
where the population is generally older and may impact certain employment
categories more than others. These potential labour shortages would be
addressed by individuals staying in the labour force longer or increased in-
migration and will likely result in higher labour costs.

The delivery of public services is also impacted by the number of people
working in various regions of the Province. The employment rate measures
the percentage of a population of working age that is employed. Regions with
increased levels of economic activity, such as the Avalon region, would be
expected to have a higher employment rate. This creates increased need for
infrastructure, such as roads, to support the economic activity and less need
for other public services such as income support or employment creation
programs. However, in regions where there is lower employment, the need
for public services such as income support or employment creation programs
increases. Regions with lower employment rates may also experience
population declines as people move elsewhere to seek employment
opportunities. This shift in the population further compounds the challenges
in delivering public services to these regions.

Chart 34 shows the average employment rate by region in the Province for the
years 2007 to 2013.
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Chart 34
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The employment rate for the Avalon region has exceeded other regions of the
Province since 2007.
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Environmental Liabilities

Environmental Liabilities

There are many sites in the Province which have environmental
contamination resulting from such things as PCBs and old fuel storage tanks.
These sites include, for example, the old Harmon air force base, the
Marystown Shipyard, former mining properties and the former Abitibi-
Consolidated sites.

Government will ultimately have involvement with all contaminated sites in
the Province, however, the extent of the involvement and resulting financial
costs may vary. Costs associated with remediation can be significant.

In the case of contaminated sites for which the Province has responsibility,
current generally accepted accounting principles require that, if a reasonable
estimate of environmental remediation costs can be determined, and it is
likely that the Province will be liable for these costs, the amount should be
recorded as a liability in the Province’s financial statements.

The Province’s financial statements include an environmental liability of
$28.3 million as at March 31, 2013, relating to 15 sites reported by the
departments of Environment and Conservation, Transportation and Works,
Education, and Natural Resources.
The Public Sector Accounting Board has issued a new accounting standard
related to liabilities for contaminated sites. Under this new standard, a
liability for remediation of contaminated sites should be recognized when, as
at the financial reporting date, all of the following criteria have been satisfied:
(@) anenvironmental standard exists;
(b) contamination exceeds the environmental standard;
(c) the government:

(i) isdirectly responsible; or

(if) accepts responsibility;
(d) itisexpected that future economic benefits will be given up; and

(e) areasonable estimate of the amount can be made.
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Environmental Liabilities

The new standard for liabilities related to contaminated sites becomes
effective on April 1, 2014, and, as a result, the Province’s financial statements
will need to be in compliance with this standard for the year ended March 31,
2015.

In order to implement this standard, Government will need to evaluate
contaminated sites using the criteria established by the standard and record a
liability related to any contaminated sites for which all of the criteria have
been satisfied. In order to perform the evaluations of the contaminated sites
that are needed to implement the standard, Government will need complete
and accurate information related to the contaminated sites for which it is
potentially responsible. This would include information regarding estimated
remediation costs.

At the present time, Government’s contaminated sites database does not
contain information regarding the estimated remediation costs associated with
many of the contaminated sites that have been identified. Officials of the
Department of Environment and Conservation have indicated that
remediation costs are difficult to determine without a full assessment of the
impacted sites.

Given the complexity that is often involved with performing assessments of
sites that are potentially contaminated, Government may have difficulty
obtaining the information that it requires for the implementation of the
standard by the year ended March 31, 2015. In addition, the new standard
outlines disclosure requirements related to liabilities for contaminated sites.
In order to comply with the standard, Government will need to disclose
additional information in its financial statements related to contaminated sites.

In order to ensure that it implements the new standard, Liability for
Contaminated Sites, by the year ended March 31, 2015, Government should
increase its efforts to identify all contaminated sites in the Province for which
it is potentially responsible and complete any required environmental
assessments related to all known sites where contamination may exist. In
addition, Government should evaluate the contaminated sites using the
criteria established in the new standard and record a liability related to sites
for which the criteria have been satisfied by the effective date of the standard.
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ABOUT THE PUBLIC ACCOUNTS



Answers to Frequently Asked Questions about the Public Accounts

What are the Public Accounts?

The Public Accounts contain the annual financial statements of the Province of Newfoundland
and Labrador. They are a representation by Government, of the Province’s financial condition as
at the end of a fiscal year, and the results of its operations, the changes in its Net Debt and its
cash flows for the year ended on that date.

The Financial Administration Act requires that the Public Accounts show:
e the state of the public debt;

e the revenue and expenditure;

e all compromises, remissions, refunds and amounts written off; and

e those other accounts and statements that may under good accounting practice be required to
show the financial position of the Province at the end of the fiscal year.

Why are they prepared?

The Financial Administration Act requires that the Public Accounts be prepared and tabled in the
House of Assembly. The Public Accounts provide an important link in an essential chain of
public accountability. In an era where, in Canada and throughout the world, there is a heightened
need for transparency and accountability, the preparation and audit of Government’s financial
statements is of increasing importance. These statements are the principal means by which
Government reports to the House of Assembly and to all Newfoundlanders and Labradorians on
its stewardship of public funds.

What are the Public Accounts ""Volumes'?

The Public Accounts for the year ended March 31, 2013, are published in two volumes:

Volume | - Consolidated Summary Financial Statements

This Volume presents the Consolidated Summary Financial Statements of the Province of
Newfoundland and Labrador. The Consolidated Summary Financial Statements are prepared on
the accrual basis of accounting in accordance with the accounting standards (i.e.; Canadian
Public Sector Accounting Standards) established for governments by the Public Sector

Accounting Board of the Canadian Institute of Chartered Accountants (PSAB), and as outlined in
the significant accounting policies of the Province.
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Answers to Frequently Asked Questions about the Public Accounts

Information contained in this Volume provides the most complete information about the
operating results and financial position of the Province and combines the financial activities of
the Consolidated Revenue Fund (which accounts for the financial activities of the 17
Government departments and the Legislature) and the various Crown corporations, boards and
authorities which are controlled by and therefore accountable to the Government of
Newfoundland and Labrador. Government departments and Crown agencies are accountable for
the administration of their financial affairs and resources through a Minister.

The types of entities included in these financial statements are outlined as follows:
Chart 1

Entities included in the Consolidated Summary Financial Statements
March 31, 2013

Consolidated Summary
Financial Statements

T
T T T T

Consolidated 4 Regional 5 School 36 Crown
Revenue Fund Health Districts Agencies
(17 Departments Authorities

and Legislature)

As Chart 1 shows, the Consolidated Summary Financial Statements include the financial
activities of the Consolidated Revenue Fund as well as 45 other entities (4 regional health
authorities, 5 school districts and 36 Crown agencies).

Volume Il - Consolidated Revenue Fund Financial Statements
This Volume provides information about the operating results and financial position of the

Consolidated Revenue Fund only, comprised of the 17 Government departments and the
Legislature. These statements are also prepared on an accrual basis of accounting.
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Answers to Frequently Asked Questions about the Public Accounts

What Statements are included and what do they show?

Government’s financial statements are intended to reflect a fundamental difference between
financial reporting for a government and financial reporting for private sector businesses.
Governments use public money to provide services through various programs, with no intent to
make a profit. As such, a government’s financial statements differ from those of business by
focusing on Net Debt - not profit or loss. Simply put, Net Debt represents the amount
Government will eventually have to raise to pay for incurring past liabilities, and is calculated as
total liabilities less total financial assets.

The Consolidated Summary Financial Statements are comprised of five main statements:
Consolidated Statement of Financial Position

This statement shows the Province’s financial assets, liabilities, Net Debt, non-financial assets
and accumulated deficit.

Financial assets (such as cash, temporary investments and receivables) are different from non-
financial assets (such as roads, schools and hospitals) in that they can be used to discharge
existing liabilities or finance future operations. Liabilities include borrowings as well as
liabilities relating to employee future benefits, including the unfunded pension liability. The
difference between liabilities and financial assets is the Province’s Net Debt. This is the amount
which the government of the day leaves for future governments to either repay or refinance.

Non-financial assets will be used in providing programs and services and therefore are deducted
from Net Debt in calculating the accumulated deficit. It is this accumulated deficit which reflects
the difference between past expenses and revenues, i.e. the net accumulation of all annual
surpluses and deficits.

Consolidated Statement of Change in Net Debt

This statement reflects the change in Net Debt for the year, calculated as the annual surplus or
deficit, any changes in the net book value of tangible capital assets and any changes in other non-
financial assets.

Consolidated Statement of Operations

This statement reflects the annual surplus or deficit, along with a comparison of budgeted and
actual revenues and expenses. The surplus or deficit is calculated as the difference between
revenues and expenses for the year and represents the extent to which Government was able to
raise sufficient revenues to provide for the costs of programs and services, and servicing the
debt.
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Answers to Frequently Asked Questions about the Public Accounts

Consolidated Statement of Change in Accumulated Deficit

This statement reflects the change in accumulated deficit primarily resulting from the surplus or
deficit for the year.

Consolidated Statement of Cash Flows

This statement reflects the change in cash (and cash equivalents such as temporary investments)
and the source and use of cash through operations, financing and investing activities. It also
reflects acquisitions and disposals of capital assets.

In addition to the five main statements, there are also several schedules and notes which are an
integral part of the statements, and which provide additional disclosure and explanation
regarding significant balances, transactions and events during the year.

What accounting policies does Government follow?

The Consolidated Summary Financial Statements are prepared on the accrual basis of accounting
in accordance with the accounting standards established for governments by PSAB, and as
outlined in the significant accounting policies of the Province. Revenues are recorded when
earned with expenses being recorded when incurred, in accordance with the applicable
significant accounting policies.

Since PSAB recommendations relating to financial reporting by governments are generally
accepted within Canada, section 59 of the Financial Administration Act (FAA) requires
compliance with these recommendations to properly present the financial position, results of
operations and changes in the financial position of the Province at the end of the fiscal year.

The accounting policies used by Government in preparing its financial statements are included in
Note 1 to the statements and deal with such things as the method of consolidation and how
assets, liabilities, revenues and expenses are recognized. The Province fully complies with
PSAB recommendations and standards.

When preparing its financial statements, Government makes significant estimates, as not all
information is available or determinable at the time of finalizing the statements. In these cases,
estimates are based on the best information available at the time the statements are prepared.
Examples of where estimates are used include the accrual of employee future benefits, the
amortization of foreign exchange gains or losses, and the allowance for guaranteed debt. As well,
estimates have been used in recording some tangible capital assets given that only limited
information is available on some older assets. These estimates are audited and are provided for
under generally accepted accounting principles.
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Answers to Frequently Asked Questions about the Public Accounts

Who audits the Public Accounts?

The Auditor General is responsible for auditing the financial statements required by the FAA to
be included in the Public Accounts. Section 11 of the Auditor General Act requires that the
Auditor General express an opinion as to whether the financial statements present fairly the
financial position, results of operations and changes in the financial position of the Province in
accordance with Government’s disclosed accounting policies and on a basis consistent with that
of the preceding year, together with any reservations the Auditor General may have.

Why are they audited?

The House of Assembly is responsible for overseeing the activities of Government and holding
Government accountable for its handling of public resources. To assist this process, Government
provides information about how it used public resources entrusted to it. One of the main ways
Government does this is through the annual preparation, and tabling in the House of Assembly,
of the Public Accounts of the Province.

The House of Assembly uses the services of the Auditor General to assist it in carrying out its
oversight responsibilities by providing assurance to the Members of the House of Assembly that
the information provided in the Public Accounts is appropriate, credible, complete, and
accurately reflects the results of the activities of Government.

Consequently, the Auditor General’s fundamental role in auditing the Public Accounts is to bring
an independent audit and reporting process to bear upon the manner in which the financial
statements are prepared and presented.

An audit provides reasonable, but not absolute, assurance that the Province’s financial statements
are free of material misstatement. Materiality means how significant financial statement
omissions or misstatements, either individually or in the aggregate, would need to be in order for
such omissions or misstatements to be expected to influence or change the decisions of
reasonably knowledgeable users relying on those financial statements. The tolerable level of
error or misstatement is a matter of judgment.

It is not possible to provide absolute assurance in a financial statement audit because it is not
practical to examine 100% of transactions (due to volume), internal control systems have
inherent limitations (due to control override potential), and much audit evidence is persuasive
rather than conclusive.
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Answers to Frequently Asked Questions about the Public Accounts

By applying audit procedures to test the accuracy or reasonableness of the figures appearing in
the financial statements, we achieve our desired level of assurance. We use audit procedures such
as tracing samples of transactions to supporting documents, testing the effectiveness of certain
internal controls, confirming year-end balances with third parties and reviewing the
reasonableness of estimates.

We also obtain assurance regarding the financial information of Crown agencies which are
consolidated in the Province’s financial statements, by reviewing the agencies’ audited financial
statements and, in the case of agencies which are not audited by the Auditor General, by
obtaining and reviewing information from the auditors of the agencies.
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Glossary

Accumulated
surplus/deficit

Accrual basis

Annual
surplus/deficit

CICA

Consolidated
Revenue Fund

Consolidated
Summary
Financial
Statements

Debt expenses

Environmental
liability

Federal
transfers

Financial assets

Canadian
Generally
accepted
auditing
standards

Auditor General of Newfoundland and Labrador

This equals the net accumulation of all annual surpluses and deficits
experienced by the Province.

A method of accounting whereby revenues are recorded when earned and
expenses are recorded when incurred, regardless of when cash is received or
paid.

The difference between a government’s annual revenues and expenses.

The Canadian Institute of Chartered Accountants.

All revenues over which the Legislature has power of appropriation form one
Consolidated Revenue Fund. This includes the financial operations of
Government departments and the Legislature.

Summary financial statements which consolidate the financial statements of
the Consolidated Revenue Fund with the financial statements of various
Crown Corporations, Boards and Authorities which are controlled by the
Government and which form part of the Province’s reporting entity.

Also known as the cost of borrowing, or debt servicing costs, this is the
interest cost incurred by a government on its borrowings and liabilities
associated with retirement benefits.

An estimate of the cost of remediation that the Province will have to incur in
the future.

Funds received by a province from the Federal Government, such as the
Canada Health and Social Transfer and cost-shared programs.

Assets of a government (such as cash, investments, loans and accounts
receivable) that could be used to discharge existing liabilities or finance
future operations.

This refers to the auditing standards that auditors, including the Office of the
Auditor General, follow in order to be consistent in its auditing practices with
similar organizations and to comply with the standards as proclaimed by the
CICA. The authority for these standards is the CICA.
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Gross domestic
product (GDP)

Interest bite

Interest cost

Net borrowings

Net Debt

Non-financial
assets

PSAB

Public
Accounts

Public debt

Tangible
capital assets

Appendix Il, January 2014

The money value of goods and services produced within a geographical
boundary. It can be reported without adjusting for inflation (known as market
value, current or nominal GDP) or it may be discounted for the effects of
inflation (real GDP). In this report, GDP information is obtained from the
Department of Finance, and is not adjusted for inflation unless otherwise
indicated.

The extent to which a government must use revenue to pay interest costs,
rather than to provide new or expanded programs and services, reduce
taxation levels or repay debt.

Interest on the Province’s debt (e.g. borrowings, unfunded pension liability),
as well as other debt-related expenses.

Total borrowings (debentures, treasury bills, etc.) less sinking funds. Also
referred to as Provincial debt.

Government’s liabilities less its financial assets. This is the residual liability
amount that will have to be paid or financed by future taxpayers.

Assets consumed in the delivery of government services, but not intended to
reduce existing or future liabilities. Non-financial assets are primarily
comprised of tangible capital assets.

Public Sector Accounting Board of the Canadian Institute of Chartered
Accountants. The Board issues standards and guidance with respect to
matters of accounting and financial reporting in the public sector.

Annual financial accountability document of the Province. It includes
Volume | - Consolidated Summary Financial Statements and Volume Il -
Consolidated Revenue Fund Financial Statements.

Borrowings of a government. Debt generally consists of debentures, notes
payable, capital leases and mortgages.

Non-financial assets which are held for use in the production or supply of
goods and services and have useful economic lives extending beyond an
accounting period. Examples include buildings, roads, infrastructure, marine
vessels and heavy equipment and machinery.
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