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6.

FINANCE - LIABILITY AND RISK MANAGEMENT

BACKGROUND

6.1 Exhibit 6.1 on page 85 provides a summary of the Provincial debt and related funds as at
March 31, 1999. The exhibit summarizes the debt burden of Government Service Organizations
(see Appendix Il, page 214 for list) and Government Business Enterprises (see Appendix Il, page
214 for list) including debts and obligations of crown agencies, guaranteed by the Province. Exhibit
6.2(a) on page 86 provides a summary of the governance, accountability and management
organization for the control of the Province's debt and debt-related activities. Exhibit 6.2(b) on
page 87 illustrates the internal committee structure, outlined in the debt management policy, which
has been put into operation. Management indicated to us that all sub-committees have been active
and functioning over the past year.

6.2 The Provincial Finance Act and the annual Appropriations Act establish the statutory
requirements, authorities and limits for Provincial borrowing. Under these Acts, Executive Council
has the delegated authority and responsibility for approving Provincial borrowing, including any
guarantees of borrowing by crown agencies.

6.3 The Department of Finance, through its Investments, Pensions and Treasury Services
Branch, is responsible for the ongoing management and control of the Province's debt and related
sinking funds and the Public Debt Retirement Fund (PDRF). Finance develops and maintains cash
flow plans identifying the funds required to be borrowed during a fiscal year to support
government's programs and to meet its other obligations. To meet cash requirements, the Province
issues a variety of debt obligations in a number of capital markets including lines of credit with
major Canadian banks.

6.4  Our 1994, 1995 and 1997 Reports included chapters on the results of our review of Finance's
policies and practices for managing the Province's debt and debt-related activities. We continue to
monitor Finance’s plans and progress in this significant area.

6.5 During 1999, the Office of the Auditor General and the Internal Audit Division of the
Department of Finance co-sponsored the engagement of an external consultant to undertake a
Liability and Risk Management audit of the Liability Management & Treasury Services Division

of the Investments, Pensions and Treasury Services Branch of the Department of Finance. The audit
was conducted during March and April 1999 and the report released in November 1999. The
consultant was assisted by representatives of both the Office of the Auditor General and Internal
Audit Division of the Department of Finance

RESULTS IN BRIEF

6.6 The following are the principal observations from our review of the consultant’s work and
the status of action taken or planned regarding matters previously reported upon by this Office.

®m  Action has been taken to address many of the comments and suggestions included in our

previous Reports. However, based on the results of the audit work of the external
consultants, certain issues raised in past Auditor General Reports dealing with overall
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governance, accountability and reporting of the Provincial debt and derivative related
activities have not been fully addressed.

m  Cost-effective management of the Province's debt and debt-related costs remains a
priority for government. The size of the Province's total debt together with the
significant proportion of the debt payable in foreign currencies (more than 45% as at
March 31, 1999 - see Exhibit 6.1) warrants a high level of reporting to and attention by
government, the House of Assembly, and the public.

m  The objectives, strategies and initiatives outlined in Blebbt Management Plan
included inGovernment By Desigare significant and continue to provide a formal
basis to hold Finance accountable for debt management activities and results. To
achieve the goals and targets set out ifDidlat Management PlaandGovernment By
Design government must ensure that the resources available are sufficient to support
implementation of necessary improvements and to ensure monitoring and reporting are
timely, accurate and effective.

SCcoOPE OF REVIEW

6.7  Our overall objective in 1999 was to determine the status of action taken or planned
regarding matters previously reported by this Office. This was primarily addressed through the
work of the external consultant contracted by the Internal Audit Division of the Department of

Finance and this Office.

6.8 The broad objectives of the audit by the external consultant were to determine whether the
Division:

®  has an effective risk management framework to manage the financial risk of the
Provincial Debt and Obligations;

m s properly controlled and provides adequate reporting to the Executive Director, Deputy
Minister and Minister of Finance; and

® s properly staffed in terms of expertise and resources.

6.9 The planned areas of audit coverage included, Liability Management & Treasury Services;
Cash Management; Finance and Administration; Human Resources; Corporate Governance; and
Information Technology.

PRINCIPAL FINDINGS

6.10 Action has been taken to address many of the comments and suggestions included in our
previous Reports. However, based on the results of the audit work of the external consultants,
certain issues raised in past Auditor General Reports dealing with the overall governance,
accountability and reporting of the Provincial debt and derivative related activities have not been
fully addressed. The status of certain of these matters is noted in Appendix 6.1 on page 88 (first
reported as part of our 1995 chapter on debt management) which summarizes key governance
guestions for the use and control of derivatives (adapted from a booklet dbétigdtives for
Directors published by KPMG - one of a number of available references for debt management
practices or guidelines). Significant and continued effort will be required to fully implement the
policies, maintain plans, and implement systems necessary to support improved and continued
control of the Province’s debt and debt management activities on an ongoing basis.
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6.11 The consultants’ report was issued in November 1999. For this chapter, we have reproduced
selected sections from the executive summary of the draft report - i.e., 3.0 Overview Of Liability
Management And Treasury Services Division, and 4.0 Summary Findings and Recommendations.

3.0 OVERVIEW OF LIABILITY MANAGEMENT AND TREASURY SERVICES
DIVISION

The Division's accountability framework flows from the Provincial Finance Act an
Appropriations Act. Under these Acts, the Governor in Council or the Minister of Finance h
delegated authority and responsibly [sic] for approving Provincial indebtedness.

The Division is overseen by the internal Debt Management Committee ("DMC") whose f
it is to set strategic objectives and approve broad debt management initiatives and the aut
its sub-committees.

The operations are overseen by the Executive Director, Investments, Pensions and Treasul
who reports to the Deputy Minister of Finance who ultimately reports to the Minister of Fi

3.1  Branch History

The Investment, Pensions and Treasury Services Branch has been going through a dyi

evolutionary period of change over the last five years. This can be seen through the Auditof

reports. The information from the Auditor General Reports can be categorized into the fo
(1) summary of the debt portfolio; (2) governance; (3) derivatives; (4) documentatig
management information systems; (6) branch organizational structure and staffing comp
(7) reporting; and (8) Department of Finance senior management plans for future evolutig
following comments, from various Auditor General Reports, provide a context for the impro
in Liability Management accomplished over the past number of years.

Summary of the Debt Portfolio

u In 1994, the Province had assumed a significant amount of foreign exchange expog
an expectation of obtaining interest rate savings. The Province’s debt position
burden of servicing the debt were among the least favourable in the Country.

n In 1995, the Province’s debt position and the burden of servicing the debt were an
least favourable in the Country. The risks associated with having a substantial p3
outstanding debt issued in foreign currencies compounded this situation.

u The total commercial debt outstanding had increased from $4.263 billion in 1985 to §
billion as at March 31, 1995, and as at March 31, 1997, commercial debt was |
billion.

u Historically, the Province has had significant foreign exchange exposure. For e
between 1976 and 1989, the percentage of net debt in foreign currencies average

u Since March 31, 1994, the Province has moved from having virtually all of its outst

debentures and other commercial debt at fixed interest rates to having between 2
floating rates.

u Debt servicing costs have generally increased at a higher rate that [sic] total gov
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Governance

Derivatives

Management Information Systems

The Department of Finance’s Debt Management Plan measures foreign exchange
on the basis of gross debt adjusted for foreign currency swap contracts and certair
liabilities. On this basis, as used by the Department of Finance, foreign currency €
was 72% at March 31, 1994, and has declined to 50.5% by March 31, 1999.

Changes to the Provincial Finance Act in 1994 provided the Minister of Finance
flexibility to manage investments, including sinking funds.

In 1995, the objectives, strategies and initiatives outlined in the Debt Management P
significant and provided a formal and improved basis to hold Finance accountable
management activities and results. However, more detailed and specific polic
procedures in key areas to support the Debt Management Plan had yet to be fully
In 1995, a clear definition of the Province’s policies and limits with respect to the use
and other financial instruments, including derivatives, was required. These need
consistent with the Province’s risk management policies and strategies which, at tl
had not been fully defined and documented.

In 1995, an effective governance function for the Province’s derivative activities h
been put in place.

In their Management Report as a result of the March 31, 1995 audit of the Prg
financial statements, the auditors appointed under Section 65 of the Provincial Fing
had made a number of summary comments and recommendations relating to thg

control of financial instruments (i.e. derivatives). One of the recommendationshag

a senior high-level committee be established including both internal and external R
department members to set appropriate derivatives policies and to monitor the de
transactions throughout all departments and associated agencies and entérprises

In 1994, Finance had the authority and planned to expand the nature and extent of
alternative instruments (e.g. derivatives) to manage the Province’s debt costs and
The specific policies, plans and procedures for the use and control of derivative tran
had not been fully defined and approved.

The extent of Finance’s use of alternative financial instruments (i.e. derivatives), |
for management of the Province’s debt and debt costs or for investment purpof
increased from 1994 to 1995.
Draft policy statements on debt management and on the use of derivatives were prej
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Organizational Structure and Staff Complement

Reporting

Future Plans

During the 1994 audit, Finance was in the midst of a reorganization, and some key f
were not filled.
Since 1993 there was an [sic] almost a 100% turnover of senior staff involved
administration and ongoing management of the debenture debt.

ositions

in the

As of January 1996, most but not all positions within Finance’s Investments, Pensipns and

Treasury Services Branch had been filled.

The Liability Management and Treasury Services division was at full staff compler
November 1997 for the first time in a number of years.

The investment and liability management functions are managed by a small nu
qualified and experienced staff at Finance. This poses risks to the Province in the
staff changes. In an attempt to mitigate such risks, an internal committee structurg
to debt management has been formally established at Finance.

In 1994, the objectives, strategies and initiatives outlined in the Debt Management
the first time (emphasis added) provide a formal and improved basis to hold F
accountable for debt management activities and results.
The Debt Management Plan published in the 1994-95 Government by Design pul
included the following:

u The department’s debt management and investment information systems
upgraded and enhanced to provide timely data to make debt and invg
decisions based on associated risk assessment.

u The department’s analytical capability will be increased to access alte
financing instruments, measure risks, and employ options, swaps and other f
products to manage the liability portfolio.

Debts and obligations of a number of crown agencies guaranteed by the Province

relflected in the notes to the financial statements and not covered in the Debt Man

Plan.

The current version of the Debt Management Plan tabled in April 1995, includ

government’s strategic objectives for the management of the Province’s debt. Itid

a number of strategies and initiatives adopted by Finance to assist in meeting

management objectives. Medium and longer-term targets for the followin

objectives/indicators were included in Government by Design:

u net direct debt as a percentage of GDP;

u net debt charges as a percent of revenue;

u Provincial credit rating; and

u net direct debt per capita.

The financial statement accounting policies for reporting the Province’s derivative pq
and the related income or costs have not been fully defined and documented.

In 1994, it was indicated that the Province’s strategy was to use sinking and debt re|
funds to help mitigate foreign currency exposure, reduce refinancing risk, and plar]
orderly retirement of debt.

In 1994, Finance senior management acknowledged its plans for managing the ¢
continue to evolve.

In 1995, Finance stated they will be developing more detailed plans and specific poli
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76 FINANCE - LIABILITY AND RISK MANAGEMENT

suggested these be appropriately defined, documented, and submitted for Executiv¢
approval as soon as possible.

b Councill

In 1995, Finance had indicated it would continue to expand and enhance its policies, plans and

procedures for its debt management activities, including those for the use and control of de
These improvements are to be defined and implemented over time as and when necessary
become available.

3.2 Overview of Division Mission

The mission of the Division is defined within the Debt Management Plan of the Governn
Design document published on an annual basis and is expressed as follows:

3.2.1 Liability Management

rivatives.
resources

nent by

To manage the debt portfolio of the province so as to maximise the likelihood of achieving {he fiscal

objectives of the province, while minimising the debt portfolio's long term cost of carry and
cash requirements at a minimum cost to the Province.

The day to day operations of the Division is led by the Director, Liability Manageme
Treasury Services who reports to the Executive Director, Investments, Pensions and
Services. Those liability management activities that are within the purview of the Divis
managed within the parameters set by the Debt Management Policy statement. This stat
been approved by the internal DMC and addresses the risk to which the Province is exposs
guidelines to which the Division must subscribe.

In this regard, the Division executes transactions on behalf of the Government, the primar
which is to meet the financial requirements of the Province and management of the finar
arising from the Province's debt.

3.2.2 Treasury Services

To manage effectively the banking arrangements of the province, to service outstanding
to estimate and manage cash balances of the consolidated and related funds.

The cash management team carries out cash forecasting for the Government, invests sur
and borrows to meet the Province's cash needs, manages the Province's banking arrangg
completes bank reconciliations and other cash management administrative functions.

Cash management activities are the responsibility of the Manager, Cash Management
except completion of bank reconciliations, which is the responsibility of the Manager
Servicing & Information.
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Furthermore, the Treasury Services group provides various services to other departments, Crown
Corporations and Agencies. In this regard, Treasury Services will execute transactions ¢n behalf
of various Crown Corporations and Agencies the primary goal of which is to ensure that fijnancial

requirements are met for the Province by ensuring a co-ordinated borrowing and in
program within the marketplace. As well, Treasury Services will undertake to provide fi
advice to various departments on alternative financing projects which may include the
Private Partnership.

3.2.3 Information Technology

The Division uses purchased software packages to administer divisional information with
reliance on spreadsheet application software. The IT Division of the Finance CSU (Cq
Services Unit) administers information technology within the Department of Finance.

A new Treasury Management System will be implemented in the near future. We unders
the new system will enhance operational efficiency and risk management modelling capab
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providing a centralised database where information can be effectively shared while reducing certain

manual operations.

6.12 The consultant’s draft report contained 67 recommendations. Of these recommendations,
26 were identified as requiring immediate attention and 42 as being less significant. The following

comments are extracted from the Summary Findings and Recommendations section in the E

Summary to the draft report.

xecutive

4.0 SUMMARY FINDINGS AND RECOMMENDATIONS

“Our summary recommendations to improve the transaction control cycle and to estal
appropriate risk management framework are provided below. These recommendation
applicable, have been benchmarked to best practice within government and industry.

The resulting recommendations are grouped under two headings:
Operational by planned area of audit coverage.

Risk Managen

4.1 Risk Management

Effective financial risk management begins with a solid understanding of the organisation's
objectives and strategies, and clear identification of the financial risks to be taken and the
returns associated with those risks. Integral to sound business planning is a formal desg
the organisation's "risk appetite" and the nature and level of risks that are acceptab
organisation.

The risk management infrastructure forms the foundation for the risk management frame
is the organisational, analytic, operational and systems infrastructure necessary to su
transaction control cycle. Without these "building blocks," the risk management transactior
cycle is unable to operate effectively, controls are diminished, and management will |
information necessary to monitor performance and evaluate different strategies.
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The risk management activities should be supported by an appropriate organisational strucfure, such
as defined and documented roles and responsibilities, and risk management framework, such as
defined and documented risk measurement methodology, reporting framework and limit structure.

The Division's mission statement and objective is defined within the Debt Management Pl

the Government by Design document. The Division's identification of the risk expos
incorporated within the Debt Management Policy statement. However, the Division's,
extension the Province's, 'risk appetite’ has not been explicitly defined nor have the expecte
associated with those risks. However, the Debt Management Committee has recently de
Risk Table and Policy Statement in response to that issue.

In this regard, the following tasks should be undertaken to further develop a risk mang
infrastructure:

4.1.1 The Government should establish a risk framework where its tolerances for financ
risk and its financial risk management philosophy are formally set and provided t
management.

The internal DMC has recently approved a Debt Management Policy statement that sets
of operational targets for interest rate, liquidity, currency, settlement, counterparty, and ops
risks. However, itis not clear whether this Policy Statement is consistent with the risk tolera
philosophy of the Government.

The Government should issue written risk management guidelines that link the strategis
Government to its risk tolerance/philosophy. These guidelines should establish the 1
permitted treasury activities, guidelines for acceptable levels of risks and benchmark ret
structure and independence of the risk management processes, and an accountability fr
Responsibility for overseeing this process should be formally delegated by the House of A
to the Debt Management Committee.

4.1.2 The Debt Management Committee should be expanded to include members exte
to the Finance Department.

We recommend that membership in the Debt Management Committee be expanded tt
members external to the Finance Department. The Committee composition should be an
include members of the Fiscal and Economic Policy Branch as this group may lend its expe
respect to short and long term economic conditions which may bring to light economic facto
can influence the borrowing/refinancing plan of the Division. These individuals should

sufficiently high level to provide adequate interpretation of economic conditions. A
consideration should be given to include additional high level staff from other department
can provide additional resources and independent oversight by the Committee to ensur
fulfilment of its mandate can be objectively monitored.
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4.1.3 The Division should enhance its measurement and reporting against the Po
Variables outlined in the Debt Management Policy statement.

The internal DMC recently approved a Debt Management Policy statement defining 14 key
risks managed by the Division and sets 36 Policy Variables that provide financial risk tar
limits. This Policy represents an excellent step toward improving the measurement of r
articulation of the 'risk appetite' of the Government. We recommend the following enhang
to this new Policy:

specific linkage of the detailed Policy Variables to the financial objectives, strateg
risk tolerance of the Government; and

establishment of a formal measurement and reporting program to report on progres
meeting financial risk targets or compliance with risk limits.

A number of Policy Variables have been established as operational targets as opposed to h
These operational targets, established in 1998 are compared against the current debt portf
has arisen from experience and debt management decisions made over the past number

In some instances actual risk exposures are well in excess of those targets (e.g. avera
maturity of debt, duration, foreign currency risk). Inthese cases, we recommend that man
develop a formal strategy for meeting these targets, and formally review and report on

toward achieving those targets on a regular basis. This strategy should recognize the exi
portfolio and the challenges of effectively managing this portfolio to the operational targe

4.1.4 A benchmark portfolio of debt should be developed to form the basis of performan
measurement.

Best practice within Government is to construct a benchmark debt portfolio to allow for perfo
measurement of the Division's activities and responsibilities. Many provinces hav
independent advisors to assist them to construct a model portfolio. Such a model w
parameters for the debt portfolio, such as the duration and repricing of debt and degree of
risk, in an effort to achieve a theoretical "efficient frontier" for borrowing. This portfolio sho
designed in conjunction with management of the Division, and approved by the Debt Man
Committee.

This benchmark debt portfolio should be used for assessing the actual performance of D
management in achieving the rate level that could have been reached by the benchmark
Variance to such a rate level should be commented upon by Divisional management. Add
the benchmark portfolio provides a threshold against which quantitative risk measures, su
effect of a rate shock on current debt service cost, can be compared.

4.1.5 Allexisting and contingent (potential) indebtedness of the Province, including that r
currently in the purview of the Division, should be aggregated within the Division an
incorporated within the portfolio sensitivity analysis.

The Division does not currently have an oversight responsibility or accurate information
existing and contingent indebtedness of the Province (e.g. guarantees, leases and pe
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such, the Division has not formalised its basis for measuring certain exposures. For exam
is no policy that dictates which time period such guarantees, leases or performance bon

be assigned for purposes of sensitivity analysis nor a policy as to the method of valuatiof

(e.g. discounted cashflows, cost less provision, other).

All existing and contingent (potential) indebtedness of the Province should be aggregated v
Division, and policies for measuring such risk within the overall risk profile and sensitivity a
should be formalised.

4.1.6 The 'counterpart credit exposure report' should include the consolidated exposure
all counterparts and such exposure should be independently calculated and report
by the Division.

The Division relies on its derivative counterparties to provide it with the mark-to-market ex
on its outstanding swap transactions on a monthly basis. Not all counterparties pro
information. If such information is not reported, the Division does not independently calcul
report this amount. The Division does not perform an independent verification of its coun
calculation. We understand that the new Treasury Management System will have the fung
to undertake this calculation.

The Division should incorporate all counterparty exposures within the ‘counterpart credit e
report’. Such amounts should be independently calculated by the Division and compar
amounts reported by each counterparty.

4.1.7 The systems and processes for measurement and reporting of the Provinces' finar
risk positioning should be enhanced.

A robust risk measurement methodology would ensure reliability of input data, tested and
pricing models, a revaluation methodology that accurately reflects the cost of closing out
positions at current market prices and an integrated profile of all market risks.

The Division's formal aggregation, measurement and reporting of risk positions are limited i
and scope. This factor was one of the reasons the Division has made the acquis
implementation of the Treasury Management System a high priority. The Division should

incorporate all risk exposures within the existing measurement systems for the quantificati
financial risk inherent in the portfolio. As well, the Division should ensure that it begins t¢
out scenario analysis and stress testing to ensure that potential movements in the u
financial risks within the portfolio are understood.

4.1.8 Policy and Procedural documentation for the Division should be enhanced.

Policies and procedures translate the Division's strategy and objectives into operating dd
to control the Division's activities. Policies should clearly set out all the parameters withir
the risk management strategies are formulated, executed and monitored, and should be
ratified by the DMC. Procedures act to operationalise the DMC's policies and should be co
amended to reflect the current processes.
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Management has demonstrated their understanding of the need for establishment of forma||, detailed

procedures for key risk management functions. However, management has been reluctant
resources to develop and document detailed procedures for key functions that will be ref
the introduction of the new Treasury Management System. Given the current lack of

process documentation we would recommend that each desk create a high level desc
processes that will form the precursor for detailed procedures to be documented at a later

implementation of the new Treasury Management System). This information will ass
department in designing new controls and processes for the new Treasury Management

4.1.9 Succession Planning and Human Resource Development for the Division shoulg
formalised.

Management should devote additional focus to human resource development items and
of key person risk through the following:

n Development of a formal succession plan/reduction of key person risk;
u Cross training of staff within each division;
n Focus on development of staff skill sets/knowledge of the liquidity and

management processes.

Of a total staff complement of 16 full time employees, 7 have less than a full year of exp
within the Division (although they have extensive experience in government or the private
There are currently no formal training, succession or personal development plans for stz
Division.

Additionally, there is no policy requiring staff to be removed from their position for a minim
5 days. Each individual should be removed from their position for this period of time tg
another individual to re-perform their function. This will provide the Division opportun
cross-train staff as well as to ensure the job function is being performed in the appropriate

4.1.10 An independent Risk Management function for the Division should be instituted.

Senior management relies extensively on the Manager, Derivative and Quantitative Eval
both execute transactions and to monitor and communicate the results of those transact
key functions of measurement and management of interest rate and foreign currency ris
be segregated.

Given the broad range and complexity of risks assumed by the Division, on behalf of the H
we see strong justification for the appointment of an independent risk manager. This pog
be a component part of the Division and would be responsible for the identification, meas
and reporting of all financial risk. This would not be simply a policing or audit function, but i
would be key [sic] role in identifying and communicating to the internal DMC the risk ¢
resulting from the liability positions assumed.
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4.1.11 Financial Risk Management Reporting by the Division should be improved.

The current organisational reporting structure is through the Executive Director to the
Minister of Finance, who reports to the Minister of Finance and ultimately the Cabine
reporting to the Deputy Minister of Finance is carried out on a regular basis informally, with
reporting through the bi-monthly Debt Management Committee meeting, while the Min
Finance is reported to on an ad-hoc basis. We understand that no regular reports which §
the risks inherent in the Province’s debt are provided to the Minister of Finance, other

annual Debt Management Plan. Best practice would dictate the need for sufficient an
reporting of the risks undertaken to those ultimately responsible for the Province's debt.

4.2  Operational

The process for managing individual transaction risks and cumulative portfolio risk is exec
the transaction control cycle. It consists of a structured process by which risks are id
measured, captured, managed and reported. Additionally, the results of the control g
continuously evaluated relative to stated goals and objectives to enable effective perf
monitoring and control. The comprehensive development of the control cycle is essential tg
management program.

4.2.1 Segregation of duties within the Division should be enhanced.

There are various instances that we noted which require enhancements to the level of se
between certain incompatible functions. Management is aware of the issues and |
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accommodating the necessary changes as resources become available within staff complement

constraints.

The primary concern is to ensure that back office staff do not have reporting responsibil
individual who has trading responsibility. Furthermore, an individual with trading respon
should not be responsible for the creation of risk reports. Finally, in conjunction w
development of the appropriate level of cross training, bank account reconciliation staff s
required to change the accounts which they reconcile at least semi-annually. Bank reco
provides a key control to determine the legitimacy of cash transactions and the accounting
transactions.
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4.2.2 Bankaccount maintenance and banking relationships on behalf of the Province should

be enhanced.

The Division has relationships with all five major banks. There is a significant time and r¢
requirement for administering these banking relationships and to reconcile the bank acco
timely basis.

The Department of Finance should assess the cost effectiveness of current banking arra
Considerations should be given to consolidating the banking operations with a goal to
operational savings to the Province while increasing efficiency. Furthermore, consideratio
be given to a more proactive approach to closing inactive and dormant bank accounts ir

psource
unts on a

ngements.
achieve
N should
order to

reduce the work to maintain and reconcile these accounts.
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4.2.3 The accuracy and timeliness of Cash Forecasting data should be improved.

The current cash forecasting process within Liability Management and Treasury Services i
However, there is no requirement for other departments to provide timely and accurate cas
information. Estimates of cash inflows/outflows rely heavily on the experience of the Ma|
Cash Management Services. We determined that there are large recurring variances betw
end of day cash positions and that day's projected closing cash position.

A requirement should be set for all departments to provide timely and accurate cash
information. Other departments should be held accountable for the accuracy and timeling
cash forecast information (possibly by transfer pricing the cost associated with the additiorn
required). Finally, the actual variance from projected end of day cash position should be de
and a threshold amount should be set prior to investigation.

4.2.4 Accounting records and management reports within the Division should be comple

We noted various instances in which the full processing cycle has not been completed fq
types of transactions within the Division. As such, this would cause the accounting recot
misstated at a point in time. We understand that adjustments are made to the accounting
ensure that such records are complete on a yearly basis. Furthermore, certain transactia
being recorded on management reports used within the Division.

The completeness and reliability of accounting and management records ensures that Divis
are made aware of the total exposure to which the Province is exposed. Immediate effort
made to ensuring [sic] that all reports and accounting records are brought up to date and r,
in a timely fashion as opposed to on a yearly basis.

As a control process, we believe that the Internal Audit Division should undertake
assessments of the Division on a 12 - 18 month cycle. This regular assessment should €
all functions within the Division and should be reported upon to the Deputy Minister of Fif

4.2.5 An implementation plan should be developed for the new Treasury Managem¢
System

The Division has not developed an implementation plan for the new Treasury Managemen|
Management should develop a detailed implementation plan that aligns people, processé
new system. This plan should provide the detailed process changes and the changg
resources. As detailed procedural documentation regarding the current systems and proce
available, each desk should create a high level description of existing processes that will
precursor for transforming the Division to the new Treasury Management System. This hi
description may then be used as a foundation for development of the detailed implementa;
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CONCLUDING REMARKS

6.13 Based onthe results of the audit work of the external consultants, certain issues raised in past
Auditor General Reports dealing with overall governance, accountability and management of the
Provincial debt and derivative related activities have not been fully addressed.

6.14 The size of the Province's total debt, together with the proportion payable in foreign

currencies, warrants increased reporting to and attention by government and the House of Assembly.
The Department of Finance has taken and continues to take action to enhance its policies and
practices relating to the ongoing management and control of the Province's debt and related costs.

6.15 There are significant public policy issues and decisions related to the management of the
Province’s debt, such as the appropriate level of debt, the appropriate mix of foreign and domestic
debt, and the level of acceptable risk. It is not the role of this Office to actively participate in such
discussions. Our role and focus is on whether policies, plans and systems exist and operate to
support the overall governance, accountability and management processes regarding control of the
Province’s debt and debt-related costs. It is incumbent on government to ensure that sufficient
appropriate resources are allocated to achieve the level of management control necessary in the
circumstances. Regardless of which public policy direction or emphasis is taken, management of
the Province’s debt should likely continue to be a matter of significance and interest to the House
of Assembly.
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Exhibit 6.1
SUMMARY OF PROVINCE'S DEBT
AS AT MARCH 31, 1999
(Source: Derived from Province’s Consolidated Financial Statements)
(thousands of Canadian $) Foreign %
1999 1998 1999 1998

Gross Long Term Debt

Government Service Organizations (1) $ 13,803,074 $ 13,141,728 46.5% 49.1%

Government Business Enterprises 208,776 189,658 0.0% 0.0%
Total Long Term Debt to be Managed 14,011,850 _ 13,331,386 45.9% 48.4%
Sinking Funds (2)

Government Service Organizations (1) 4,218,955 3,980,976 31.4% 29.2%

Government Business Enterprises - - 0.0% 0.0%
Funds to be Managed 4,218,955 3,980,976 31.4% 29.2%
Net Long Term Debt $ 9,792,895 $ 9,350,410 52.1% 56.5%
Other Debt

Bank Advances and short-term borrowings 942,001 891,599 9.7% 7.5%

Pensions, retirement and other obligations 810,011 457,994 0.0% 0.0%

Deficiency in government business enterprises 674,110 573,058 53.6% 55.1%
Net Provincial Debt $ 12,219,017 $11,273,061 45.4% 50.3%
Notes:

(1) The Investments, Pensions and Treasury Services Branch of the Department of Finance is directly re
for managing 83.5% (82.7% - 1998) of the gross long term debt, 65.0% (63.6% - 1998) of the sinkin
related to Government Service Organizations and 92.8% (92.7% - 1998) of bank advances and s

borrowings.

sponsible
g funds
hort-term

(2) Sinking Funds include funds held in Sinking Funds related to debenture debt issues, the Public Debt Retirement

Fund and Defeasant Assets.
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Exhibit 6.2(a)

DEBT MANAGEMENT ORGANIZATION OVERVIEW

HOUSE OF ASSEMBLY
(Public Accounts Committee)
\
Executive Council
(Priorities and PIz\anninq Committee)

‘ Minister of Finance
\

‘Deputy MinisterT ‘Crown Agencies‘
[

\ L ]
Executive Director Controller*

Investments, Pensions and |
Treasury Services™ |

| | |

Director, Director, Liability Director,
Investments* Management and | Internal Audit*
Treasury Services
Managers of: Managers of: Underwriters
- Internally Managed - Cash Management
Fixed Income Services

Investments (vacant)
- Derivatives and

- Internally Managed Quantitative Evaluation *
Equity Investments (filled in November 97)
(vacant)

- Alternative Financing
- Portfolio Analytics (vacant)

(filled in July 97)
- Financial Reporting and
- Financial Reporting and Analysis #

Analysis #

* These positions also serve on Finance’s Internal Debt Management Committee (chaired by the Deputy Minister) and
where appropriate selected sub-committees defined in the draft debt management policy. (See Exhibit 6.2(b)).

* Also has responsibilities for pension services and regulation.

# One Manager services both Divisions.
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Exhibit 6.2 (b)

DEBT MANAGEMENT COMMITTEE ORGANIZATION OVERVIEW

DEBT MANAGEMENT
COMMITTEE*

[ \ \ | \ |
Credit Cash Investor ISDA Master Internal Audit Market
Sub- Forecasting Relations Agreements Advisory Meeting
Committee Sub- Sub- Sub- Sub- Sub-

Committee Committee Committee Committee Committee

* Chaired by Deputy Minister of Finance.
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Appendix 6.1
KEY GOVERNANCE QUESTIONS FOR DERIVATIVES
Questions Status1995 Summary Comments Consultant’s Comments 1999
1. Policies
(a) Has the government (i.eNeeds more This is a responsibility ofm 1995 status remains val
Executive Council|action the highest level upon for the establishment d
Priorities and Planning, which other activities ar¢ clear and internally
and the Minister dependent. consistent risk managemejnt
established clear ard This requirement i policies and the extent
internally consistent risk recognized but there is jo  communication thereof.
management policies, and timetable for its completior].
are they communicatgd
clearly?
(b) If so, are managemen{$&leeds more Without clearly
Strategies angacton communicated strategigs
implementation procedurgs and policy direction at the
consistent with the senior level this area cannpt
authorized policies? be fully completed.
This is not just a case of
documenting transactiors
that have and are occurring.
There are no limits defined
for scope of activities, np
limits on risk taking, nd
standards for valuing
positions and ensuring
performance, etc.
Again there is no timetable
for completing thes¢
responsibilities.
2. Limits
(@) Are  comprehensivgNeeds more Managementindicatesthes® 1995 status remains val
treasury limits in place thataction will be developed along for the monitoring agains
cover various types of risk: with the above outstanding  established limits.
i.e. -treasury products, items. However
- market risk, transactions have and will
- legal risk, occur for which the
- credit risk, Province is responsible
- liquidity risk, and without these limits being
- operations risk? fully defined and approved.
(b) Are procedures in place [déNeeds more There are very broaf
monitor treasury’gaction portfolio targets established,
activities against but no specific limits o
established limits and (s policies (re: risk
appropriate action takgn management) establish¢d
when limits are exceeded? against which to monitor
T and react.
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Appendix 6.1 (cont'd)

KEY GOVERNANCE QUESTIONS FOR DERIVATIVES

Questions Status1995 Summary Comments Consultant’s Comments 1999

3. Procedures and Systemp
Support Needs more While there is bettefm 1995 status remains valld

(a) Is there an independgrdction segregation of duties now, for the independenft
back office function there is still room td reporting function,
supporting treasury improve. documentation o
activities? The back office reports tp procedures and adequalky

those responsible fqr of information technology
authorizing and managing
the transactions.

(b) Are documente ¢INeeds more There are some informal However, the
procedures and controls jiaction accounting and reporting implementation of the new
place for: procedures being followef Treasury Management
- treasury decisionf in dealing with transactiong, System should alleviate

making and execution, however there are np some of these difficulties.
- back office functions documented procedures apd

and controls for the varioug
- accounting and segments listed.

reporting?

(c) Does the Province hay&leeds more Systems are just adequdgte
adequate integratedction for present level and type of
computer hardwarg, activity, however the current
software, expertise arjd systems will not be adequatte
operations understandifg for future planned activity.
to support the range of
treasury’s activities?

4. Valuation

(a) If computer models afanill need Sophisticated models afem 1995 status remains valld
used in treasury, are thaction being reviewed but ndt for use of computef
models independently currently being used. Bas|c  models, valuation issugs
validated on a regulgr spreadsheets are currenfly and scenario analysis.
basis? being used.

(b) Are the systems capable|dieeds The current systems are ot
performing "what if?'l action able to efficiently complete
scenarios, in order to these scenarios and as| a
determine the Provincels result potential risk is ndt

potential risk?

being regularly reported.
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Appendix 6.1 (cont'd)

KEY GOVERNANCE QUESTIONS FOR DERIVATIVES

accounting of all treasury
positions?

accrual or mark-to-markgtboth

S

external financia
statements, with not
disclosure of derivatives.
Mark-to-market is being
completed for internal
monthly reports, usinel
information
externally
counterparties.

D

produced
by th¢g

(b) Isthe Province bringing i
treasury activities
disclosure reporting in lin
with current regulation
and best practices?

SYes, but
Ewill evolve

Ul (D

However, the specifi¢m
accounting policies anfd
procedures for derivativg
have not yet been full
defined and documente
There is no timetable fd
this topic, but presumabl
will be necessary for Marc
31, 1996 statements.

The accounting policies afe
linked to the overal
strategies and policies, anfd
until these are complete it |s
difficult to complete the
accounting policies.

(%)

D S o

Questions Status1995 Summary Comments Consultant’s Comments 1999
5. Accounting/Disclosure
(a) Is there an emphasis p¥es, a bit of Accrual accounting used fom  No further work carried

out.

No further work carried
out.

6. Management

(a) Should outside advisors
retained to review th
government’'s risH

practices?

Does senior managems
receive useful reportin
updates on the treasu
function and activities on
regular basis?

management policies and

b8ome action
Btaken

rBome actior]
taken
ry
A

Finance has made use
external parties to revie
selected aspects of i
treasury plans and activitie

UG < g

Treasury management
receiving regular report]
which include mark-to;
market reporting, buf
reporting to government i
not formalized yet. Furthef,
the back office function i$
not fully independent of
segregated from seni
treasury management.

1)

[2)

=

1995 status remains val
for review of risk
management policies ar
practices.

1995 status remains val
for reporting to governmer
and segregation o
functions.

— —+ O
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Appendix 6.1 (cont'd)

KEY GOVERNANCE QUESTIONS FOR DERIVATIVES

Questions Status1995 Summary Comments Consultant’s Comments 1999
(b) Does the governmepNeeds more The Minister is informed of m 1995 status remains valid.
receive timely and relevanaction treasury activites on g
information regarding verbal basis. The reporting
treasury activities? to others in government has
not yet been formally
defined. There is np
timetable for the completiop
of this.
(c) Does government knoyWNeeds more Potential risk exposure arjda 1995 status remains valid.

the most the Provindeaction

could lose as a result

treasury risks in a wors}

case scenario?

(d)

of the effect of treasury’

activities on cash flow and

deficit last year?

Is the government awaf&es

Df

stress tests are not reported

to government. The policigds
and procedures have npt
been established to require
this type of reporting, angd
there is no timetable for the
completion of this.

Government is aware ¢fm
treasury’s activities ir
general terms and on |a
selected basis.

No further work carried
out.

7. Performance
Measurement
()

seen or evaluated as
profit centre?
Do

treasury staf

understand the Province

position in this regard?

(b) Do treasury staff sign o
on the Province's code

ethics?

(c) Is the compensation

treasury consistent withaction

the Province's overa
objectives?

Is the treasury functigriNo

fYes
'S

Treasury is aware it i
dealing with public monie
and does not view itself as|a
profit centre.
However, there are np
overall policies ang
strategies clearly governirg
this.

v
| |

fNo
pf

No code of ethics definefim
for Province. However,
most treasury staff hay
professional designatior]
which require they adhere {o
a defined code of ethics.

n @

rMay need

There is an active mark¢m
with high demand fo
skilled treasury personngl.
Building and retaining #
solid world class treasury
team may require additiongl
resources.

No further work carried
out.

No further work carried
out.

1995 status remains valid.
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Appendix 6.1 (cont’d)
KEY GOVERNANCE QUESTIONS FOR DERIVATIVES
Questions Statusl995 Summary Comments Consultant’s Comments 1999

8. Internal Control

(a) Are the staff authorized {ores, but The senior staff responsibjem 1995 status remains valid.
engage in and to monitpwill for treasury activities havp
treasury activities qualifieficontinue to various professionall
and trained? evolve qualifications and

experience.

(b) Do key controls exist tpNeeds more Finance has taken soma& 1995 status remains valld
ensure that only authorizgdction action in the past year, byt  for enhancement of kely
transactions take placg, needs to continue efforts fo  controls.
and that all transactions gre improve systems anfd
completely and accurately controls, including
recorded, and that definition of more detailed
unauthorized transactions plans, policies an
would be detected quickly procedures. Business plans
and appropriate actidn identify a number of
taken? initiatives, but there is not p

formal implementation plan
or schedule, including
definition of resource$
required.

(c) Is there adequatéNeeds more Auditor General's coveragem 1995 status remains valid
independent audiftaction will continue to evolve, an for cyclical audits to bg
coverage of and reportirjg likely be ongoing in certai carried out for this division|
on the treasury function respects, but will rely o

public accounts audit
function re: Province’d
financial statement
reporting.

Finance's internal audit
group has not been (bpt

should be) involved in th
auditing of derivative
activities.
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Appendix 6.1 (cont'd)

KEY GOVERNANCE QUESTIONS FOR DERIVATIVES

Questions Status1995 Summary Comments Consultant’s Comments 1999

9. Evaluation

(@) Is compliance with allNeeds more Being done informally by m 1995 status remains valld
policies and procedurgsction treasury managemen(ﬂ. for independent valuation
evaluated regularly? However, without detaile of the division performancg

plans and specific policidgs and the need forf
and procedures defined and  independent oversights.
documented, such

evaluations cannot bl

formally completed by

others independent qf

treasury. The external

parties to Finance’$

derivative transactionp

expect compliance with

minimum standards and

controls for the industry.

(b) Has the governmeniNeeds more There is an advisorym 1995 status remains valld
established an investmgrdaction committee, chaired by the for the need for an
or risk management Finance Deputy Minister, independent oversight
committee, composed o¢f for pension investments, bt function.
knowledgeable peopl¢, not for sinking or othe
including senior managefs debt-related funds and
and perhaps outside activities. At the present
advisors, who regularly time those responsible for
review treasury strategiess, the treasury operations algo
controls and performanceg? are responsible for risk

management anfd
assessment. Sudh
committees should b

appropriately independe
of management responsib

(c) Should government retal
outside advisors to revie
the
policies and practice
being and/or to b
followed?

risk management

Wwill need
\action

S

a)

The Province’s risk
management policies an
procedures are not formal
defined and documented, a
there is no timetable fg
completion. Once
completed, policies shoul

be independently reviewed.

1995 status remains valid




