FINANCE AND ADMINISTRATION COMMITTEE — APRIL 30, 2012

VAUGHAN'S RESPONSE TO THE NOVEMBER 2011 C.D. HOWE REPORT

Recommendation

The Commissioner of Finance & City Treasurer recommends:

1. That the staff report and presentation by Ernst & Young be received; and,

2. That recommendations a) and b) in Ernst & Young’s report be approved, and the Province of
Ontario require key sections of the Financial Information Return (FIR) be included as part of

annual municipal audits.

Contribution to Sustainability

Contribution to sustainability is not directly associated with this report; however the strength of the
City of Vaughan'’s finances is integral to its sustainability. Strong reserves, multi-year budgeting,
the review of programs and services provided by the City, and continued emphasis on managing
tax rate increases all contribute to the objective of financial sustainability and stability.

Economic Impact

There are no economic impacts associated with this report.

Communications Plan

Corporate Communications will provide a media release. Staff will also be providing a copy of the
complete report to the Municipal Finance Officers Association and the Ministry of Municipal
Affairs.

Purpose

The purpose of this report is to provide Members of Council and the public with the facts
regarding the City of Vaughan's financial performance over the 2001 to 2010 time period. The
fact is, the City did not over spend budgets (as portrayed in the C.D. Howe report) but in fact
prudently invested unbudgeted revenues and under-spent operational budgets in the City's
reserves, resulting in discretionary reserve balances increasing from $86.8 million in 2001 to
$211.8 million in 2010 (Source — Audited Financial Statements from 2001 to 2010).

Background - Analysis and Options

In November of 2011, C.D. Howe Institute released a backgrounder “Holding Canada’s Cities to
Account: An Assessment of Municipal Fiscal Management”. In the report, the City of Vaughan
was portrayed as having over-expended budgets between 2001 and 2010 to a cumulative
amount of $119 million. Staff immediately requested the C.D. Howe data to understand how they
arrived at this conclusion.

A preliminary review of the data indicated that they had missed budget data, revenue data was
also missing from the analysis and certain financial information was interpreted as expenditures
in ways that were not consistent with the City’s audited financial statements (e.g. unfunded future
liabilities, transfers to capital and reserves). In addition, annual approved capital budgets were
compared to annual capital spending in the same year, but for different projects. This particular
analysis does not result in any meaningful information due to the fact that spending on capital
projects continues over several years and is unrelated to capital approvals in any given year.
Capital spending should be analyzed on a project by project basis. Also, in-year Council
approved adjustments to approved capital budgets often occur as a result of Council addressing



issues that arise within the year (e.g. 2009 purchase of hospital lands) or unbudgeted grants
becoming available (e.g. Investing in Ontario grant). These budget adjustments occur after the
annual budgets have been approved. They were not considered in the C.D. Howe analysis.

Staff's preliminary review indicated that correcting and revising the analysis based on these
findings significantly altered the cumulative overspending of $119 million portrayed in the C.D.
Howe report, virtually reversing the reported overspending.

Objective Third Party Opinion Sought

Given the significance of the conclusions made by C.D. Howe in their report, it is important that
their report and its conclusions be reviewed and the facts made available to the residents of
Vaughan and the public at large. This can best be accomplished through the use of an objective
and qualified third party. To that end, the following steps were taken:

Staff issued a Request for Proposal (RFP) to retain an external firm to review the C.D. Howe
analysis and comment on the completeness of the data used by C.D. Howe and the approach,
methodology and analysis relative to the conclusion drawn and published by C.D Howe with
respect to the City. The RFP also requested an analysis of the City’s record of over/under
expenditures since 2000, and comments or recommendations on other items or issues, if any,
uncovered during the review. As a result of the RFP process, Ernst & Young LLP was retained to
undertake the review.

Ernst & Young is one of the largest accounting firms in Canada, with a strong focus on the public
sector, with experience providing professional services to other municipal clients, not-for profit
organizations, pension funds and other public sector organizations. Ernst & Young also have
served as auditors for large municipalities in Canada and have a good understanding of the
financial reporting needs of Canadian municipalities.

Ernst & Young'’s findings are noted in the attached report and indicate that contrary to the C.D.
Howe report, the City cumulatively under-spent its budgets between 2001 and 2010. Their
findings are summarized below:

C.D. Howe Assertion

EY Finding in Respect to the City

2001 to 2010, cumulative over-spending
in Vaughan amounted to 46.4% of total
2010 budget*

2001 to 2010 Combined Operating, Capital and
Water/Wastewater - Vaughan under-spent by
approximately 6%

2001 to 2010 Operating Budget -
Vaughan has the largest overshoot (31%)

2001 to 2010 Operating - Vaughan under-spent
by 6%

2001-2008 Vaughan...worst offender in
cumulatively over-spending on capital
expenditures

2001 to 2010 Capital - Vaughan under-spent by
3%

Chronic over-spending by ...Vaughan

Overall
2010**

under-spending of 6% from 2001 to

* C.D. Howe expressed the cumulative dollar variances over the 10 years between 2001 and
2010 in their report as percentages of the 2010 budgets, rather than as a percentage of the total
cumulative budget. This has the affect of inflating the percentage variance. Ernst & Young have
calculated their variances as percentages of the total cumulative budgets, which does not inflate
the variance but rather expresses it as an average.

** Staff also note that Vaughan contributed an additional $186 million to reserves during the 2001
to 2010 time frame.



Other Observations
Low Risk Rating From the Province of Ontario

The City annually receives a “Financial Indicator Review” prepared and published by the Ministry
of Municipal Affairs assessing a number of financial risk factors for Ontario municipalities. The
City of Vaughan has been assessed as “Low Risk” (the best rating) on every risk factor for every
year since 2002, which was the first year assessed. This rating would not be possible if the
conclusions drawn by C.D. Howe were accurate.

Use of the Municipal Financial Information Return

The Financial Information Return (FIR) is the principal source of information for the C.D. Howe
analysis. The FIR is a data collection tool used by the Ministry of Municipal Affairs and Housing
to collect financial and statistical information on Ontario municipalities, and consists of
approximately 90 pages of spreadsheet linked calculations with very detailed property tax
calculations, statistical information, financial information and performance measure information.

However, the website advises that “users of the data should be cautious with aggregating data
and/or making comparisons between Municipalities and/or between different reporting years.” In
addition, the Province of Ontario does not require that the FIR be audited, therefore there could
be omissions or inconsistencies in the data reported from municipality to municipality. The FIR is
not designed for general “public consumption”.

In their report, Ernst & Young indicate that taxpayer’s should be able to rely on the City’s audited
financial statements, which are simpler documents to review, have accompanying explanatory
notes to the financial statements, and up until 2009, consolidated the operating budget and
audited operating results on one schedule (Consolidated Schedule 1 — Current Fund Operations)
in a simple format for the reader.

Public Sector Accounting Board — Changes to Municipal Financial Reporting

As of 2009, all municipalities, including the City of Vaughan were required to prepare their
Financial Statements under the new Public Sector Accounting Board standards (PSAB) which
require full accrual reporting, including accumulated amortization, annual amortization expense
for depreciable assets, recognizing subdivision infrastructure assumed through subdivisions as
revenues, elimination of capital expenses and elimination of the reporting of transfers to reserves
and capital.

The change in reporting requirements makes the comparison of financial results for 2009 and
beyond more complex when comparing to results prior to 2009.

Ernst and Young Recommendations

Staff agree with the following recommendations (a) and b)) in the Ernst and Young report, as they
reflect best practices and will assist taxpayers in their review of the City’s financial information.

a) The City should attempt to provide taxpayers with an “executive summary” of financial
information that would contain high level budget and actual financial data in one easy to
understand schedule

b) The City should highlight any budget modifications approved by Council in its annual
reporting to ensure that the full budget is presented



Staff also recommend that the Province of Ontario require key sections of the Financial
Information Return (FIR) be included as part of annual municipal audits in order to ensure
consistency in reporting of information.

Relationship to Vaughan Vision 2020/Strategic Plan

The report is consistent with the priority initiatives set by Council.

Regional Implications

Not applicable.
Conclusion

The City takes the stewardship of public funds very seriously. The results of the third party
review by Ernst and Young of the C.D. Howe report clearly demonstrates that the City has NOT
been overspending as portrayed in the C.D. Howe report. In fact, under-spending and additional
revenues have made it possible to substantially increase reserve/saving contributions between
2001 and 2010. Vaughan continues to have a very strong financial position relative to most
Ontario municipalities.

Attachments

Attachment 1: Ernst & Young — Report with respect to City of Vaughan’s Financial Results from
2001 to 2010

Report Prepared by:

Barbara Cribbett
Commissioner of Finance & City Treasurer
Ext. 8475

Respectfully submitted,

Barbara Cribbett, CMA
Commissioner of Finance/City Treasurer
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Memorandum -

To:

Clayton Harris, City Manager ' April 23, 2012
Barbara Cribbett, Commissioner of Finance & City Treasurer

From: John Barrett, Ernst & Young LLP ’

David Rombouah, Ernst & Young LLP:

Report with respect to City of Vaughan’s Financial Results From 2001-2010

Introduction

1.

Pursuant to our engagement letter dated March 12, 2012, Ernst & Young LLP (‘EY") has
completed its analysis of the City of Vaughan's (the “City”) financial results for the years 2001 to
2010, inclusive.

Our analysis was performed in accordance with our engagement letter and our procedures were
limited to those described in this report (the “Report”). The conclusions resulting from our work
are stated herein and supplemental details are provided in the appendices.

Scope of Services

3.

As outlined in our engagement letter, our work included analysis of the following items:

a) Commenting on the completeness of the data used by the C.D. Howe Institute (“C.D.
Howe") with respect to the City;

b) Commenting on the approach, methodology and analysis relative to the cohc!usions
drawn and published by C.D. Howe with respect to the City;

¢) Analysis of the City's record of over/under expenditures since 2000; and

d) Making comments or recommendations on other items or issues, if any, uncovered
during our review.

Disclaimer

4.

In preparing this Report, EY has been provided with and, in making comments herein, has relied
upon audited and unaudited financial information that is publicly available and other information
prepared by the City's management (the “Management”) and discussions with representatives
of the City. EY has not audited, reviewed or otherwise attempted to verify the accuracy or
completeness of such information and, accordingly, EY expresses no opinion or other form of
assurance in respect of such information contained in this Report.


http://www.ey.com
reinog
Text Box
Attachment 1
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Summary of Findings

5.

In November 2011, C.D. Howe produced a report, Holding Canada’s Cities to Account: An
Assessment of Municipal Fiscal Management (the “C.D. Howe Report”), that compared the
financial results of a number of Canadian cities for the years 2001 through 2010.

Based on EY’s analysis of the financial reports provided by the City, the City, in aggregate, spent
less than budgeted (as such budgets were amended by Council), for the years 2001 through
2010. Itis worth noting that CD Howe did not include certain relevant information in their
analysis and that EY and C.D. Howe used differing approaches in terms of assessing
performance against budget. This was the primary reason for the difference in the findings
between EY and C.D. Howe as noted below:

C.D. Howe Assertion

EY Finding in Respect of the City

Vaughan has the largest bias of all
municipal budgets and the second
worst accuracy. (pg 7)

The CD Howe Report did not appear to include the budgets for
water and waste water but did include the water and waste water
expenditures. In addition, CD Howe treated transfers to reserves
as expenditures when in fact they are monies set aside for future
use and included unfunded liabilities as expenditures, which do not
represent cash flows but are in fact estimated future liabilities.

Cumulative overspending from 2001
to 2010 in Vaughan amounted to
46.4% of their most recent total
budgets. (pg 8)

The City’s disbursements were lower than budget by approximately
6%, as noted in the table on page 5. See Appendix “B” for further
details with respect to this variance.

Most municipalities had cumulative
operating budget overshoots
between 2001 and 2008, with
Vaughan having the largest
overshoot relative to its 2010
operating budget. (pg 9)

Budgeted amounts for water and waste water were not included by
CD Howe although actual disbursements were. Taking into account
these budgeted amounts, the City disbursed approximately 6% less
than budget in respect of operating disbursements. See Appendix
“B” for further details with respect to this variance.

Vaughan, Edmonton and London
were the worst offenders in
cumulatively overspending on
capital expenditures over the 2001
— 2008 period. (pg 10)

The City’s disbursements were approximately 3% less than budget
with respect to capital budgets as noted in the table in Appendix
“BH.

The chronic overspending of cities
such as Edmonton, London and
Vaughan means that taxpayers
there are paying more than they
would if these cities had stuck to
their city budgets. (pg 14)

The C.D. Howe Report did not take into account budget
amendments, the water and waste water budgets nor did it include
all budgeted amounts approved by Council. In addition, the CD
Howe Report included transfers to reserves as expenditures and
included unfunded liabilities as expenditures, which do not
represent cash flows but are in fact estimated future liabilities.

Page 2
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Background

7.

10.

11.

12.

As part of its normal reporting, the City produces a number of financial reports for public
distribution. These include audited financial statements (either fund accounting or accrual) and
Financial Information Returns (“FIRs”). Municipalities are required to produce both, although
FIRs, which are not audited, typically contain more financial information than would ordinarily be
available in audited financial statements.

Until 2009, Ontario municipalities, in accordance with Provincial legislation, budgeted and
produced year-end financial results based on fund accounting (operating, capital and reserves).
Beginning in 2009, as a result of new municipal reporting standards mandated by the Province of
Ontario through the Public Sector Accounting Board, Ontario municipalities are now required to
report financial results on an accrual basis. The Municipal Act, 2001, however, permits
municipalities to budget on a balanced fund accounting basis, which is the budget approach
used by the City of Vaughan and many Ontario municipalities.

In assessing each municipality, C.D. Howe’s methodology consisted of a review of publicly
available information as detailed in the C.D. Howe Report. Management has indicated that C.D.
Howe did not discuss any of the City’s financial information with Management and, as such,
certain information related to the City was not considered.

As part of normal processes employed by the City, budgets (Operating and Capital) are
approved by City Council (“Council”) each year. Such budgets are sometimes amended part
way through the year to allow for modifications based on new information or plans that have
been approved by Council.

Management indicated to EY that certain relevant information should be considered when
assessing performance against budgets approved by Council and you have asked us to review
certain financial metrics bearing this information in mind.

The C.D. Howe Report contained summary tables whereby each municipality was assigned a
letter grade that summarized each city’s performance against budget. The City scored a grade
of “B” under C.D. Howe’s criteria, as detailed on page 6 of the C.D. Howe Report. A copy of the
C.D. Howe Report is attached as Appendix “A” to this Report.

Growth of the City

13.

During the time period covered by the study, the City had significant growth in number of
residents and undertook a significant capital expenditure:

Page 3
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14.

a) The City has grown from approximately 190,000 residents in 2000 to approximately
297,000 residents in 2011 (an increase of 56%); and

b) The City increased from 52,000 households in 2000 to 84,000 households in 2010 (an
increase of 62%).

Each of the factors above indicates a city in a period of significant growth. It is expected, that as
a result of such growth, that an expansion of spending will occur.

Approach

15.

16.

17.

18.

19.

20.

EY obtained copies of the approved Operating and Capital budgets for each of the years from
2001 through 2010 (the same period as the C.D. Howe Report), including budgets for water and
waste water.

EY also obtained FIRs for the years 2001 through 2008 and audited financial statements for
2009 and 2010. EY understands that the format of FIRs changed after 2008 and that such FIRs
were not prepared on the same basis after that time. EY understands that C.D. Howe used the
same data sources for the C.D. Howe Report. EY has been advised by the City that this change
was based on a mandate from the Public Sector Accounting Board.

Operating and Capital disbursements were obtained from Schedule 40 and Schedule 50,
respectively, for each of the years 2001 through 2008. The column used to assess
disbursements was titled “TOTAL Expenditures LESS Unfunded Liabilities”.

For the years 2009 and 2010, EY used data from the City’s audited financial statements. The
sum of the “Expenses” from the Consolidated Statement of Operations and Accumulated Surplus
was added to the amount for “Cash used to acquire tangible capital assets” from the
Consolidated Statement of Cash Flows. Deducted from this amount was amortization as it
appears in the City’s audited financial statements as it does not represent a cash payment.

Year end surplus amounts that were transferred to City reserves, which we have been advised is
in accordance with City policy, (as indicated by Management) were deducted from the total
expenditures as these transfers are as a result of expenses being under budget, or revenues
being over budget, and do not represent cash disbursements to third parties but rather net
savings. As such, EY is of the view that such transfers should not be included when analysing
performance against budget.

EY discussed all of these items with the City Management to confirm our understanding.

Page 4
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Review of Annual Expenditures

21. Based on our review of information provided by the City, EY has prepared the following table that
compares actual expenditures to budgeted amounts (as such budgets were approved and/or
amended by Council):

CDN$000s
Transfer to Own
Operating + Capital Actual Funds in Excess
Year Budget (A) Expenditures (B) of Budget (C) /ariance = (A)-(B)+(C)
2001 212,122 200,965 4,657 15,814
2002 222,005 245,141 27,144 4,008
2003 227,138 234,794 8,536 880
2004 265,167 302,837 48,487 10,817
2005 341,503 294,363 32,895 80,035
2006 287,319 297,410 19,311 9,220
2007 307,512 286,206 6,108 27,414
2008 305,856 331,932 13,994 (12,082)
2009 442,748 410,534 24,155 56,369
2010 332,051 384,965 22,357 (30,557)
2,943,422 2,989,147 207,644 161,919 6%

22. As noted above, the City, once transfers in excess of budgeted transfers (i.e. excess savings) to
reserve funds are taken into account, has spent less than budgeted for the period 2001 to 2010
on an aggregate basis. The quantum of this surplus is approximately $162 million, as detailed in
the table above.

23. More detailed information in respect of budgets and disbursements can be found in Appendix “B”
to this Report.

24. EY also notes the following in respect of assertions found in the C.D. Howe Report:

C.D. Howe Assertion EY Finding in Respect of the City

Vaughan has the largest bias of all The CD Howe Report did not appear to include the budgets for
municipal budgets and the second water and waste water but did include the water and waste water
worst accuracy. (pg 7) expenditures. In addition, CD Howe treated transfers to reserves
as expenditures when in fact they are monies set aside for future
use or as funding available for capital spending. C D Howe also
included unfunded liabilities as expenditures, which do not
represent cash flows but are in fact estimated future liabilities,

Cumulative overspending from 2001 | The City’s disbursements were lower than budget by approximately

Page 5
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C.D. Howe Assertion

EY Finding in Respect of the City

to 2010 in Vaughan amounted to
46.4% of their most recent total
budgets. (pg 8)

6%, as noted in the table above. See Appendix “B” for further
details with respect to this variance.

Most municipalities had cumulative
operating budget overshoots
between 2001 and 2008, with
Vaughan having the largest
overshoot relative to its 2010
operating budget. (pg 9)

Budgeted amounts for water and waste water were not included
although actual disbursements were. Taking into account these
budgeted amounts, the City disbursed approximately 6% less than
budget in respect of operating disbursements. See Appendix “B”
for further details with respect to this variance.

Vaughan, Edmonton and London
were the worst offenders in
cumulatively overspending on
capital expenditures over the 2001
— 2008 period. (pg 10)

The City’s disbursements were approximately 3% less than budget
with respect to capital budgets as noted in the table in Appendix
“B”. EY also notes that it is difficult to assess performance against
capital budgets due to the nature of capital spending. The timing of
such spending is often difficult to predict and a better way to assess
performance against budget is to compare total spending for each
project over its lifespan, rather than comparing year to year
disbursements.

The chronic overspending of cities
such as Edmonton, London and
Vaughan means that taxpayers
there are paying more than they
would if these cities had stuck to
their city budgets. (pg 14)

The C.D. Howe Report did not take into account budget
amendments, the water and waste water budgets nor did it include
all budgeted amounts approved by Council. In addition, the CD
Howe Report included transfers to reserves as an expenditure and
included unfunded liabilities as expenditures, which do not
represent cash flows but are in fact estimated future liabilities.

Discussion of Findings

25. EY notes the following based on our work and a review of the C.D. Howe Report:

a) EY included water and waste water budget amounts (and the cash flows related thereto)
while C.D. Howe included the actual water and waste water expenditures but did not
include the budgeted amounts. Although water and waste water budgets are presented
as a separate budget, EY is of the view that these amounts should be included as they
are amounts approved for expenditure by Council;

b) C.D. Howe appears to have included an amount for unfunded liabilities in the yearly
disbursements. EY has not included this amount as they do not represent cash flows
but in fact represent the unfunded liability (primarily in respect of post-employment
pension and benefit amounts) as at a certain date;

c) It does not appear that C.D. Howe has included disbursements in respect of capital
assets for 2009 or 2010. Such amounts, which EY has included, can be found on the
City’s Consolidated Statement of Cash Flows for 2009 and 2010;

Page 6
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d) It does not appear that CD Howe took Council approved capital budget amendments into
account when analyzing budgeted amounts. The value of such amendments was
approximately $129 million over the 10 year period of the analysis;

e) Without reviewing working papers in respect of other municipalities covered by the C.D.
Howe Report, it is impossible to assess the City’s performance compared to other
subjects in the C.D. Howe Report and such an analysis is outside of the scope of this
engagement;

f) It appears that, based on EY’s work, the City was under budget, in aggregate, for the
years 2001 through 2010. It is worth noting hat CD Howe did not include certain relevant
information in their analysis and that EY and C.D. Howe have used differing approaches
and that these differences are the principal reasons for the differences noted above; and

g) The City has collected significantly more in operating revenue than has been budgeted
over the ten year period from 2001 through 2010 (as detailed in Appendix “B”). Such
revenue levels may be able support increased transfers to reserves (see paragraph 19)
or spending at the City, if such increases had been required. EY notes that revenues in
Appendix “B” do not contain revenue from “Contributed tangible capital assets” as
detailed in the City’s audited financial statements for 2009 and 2010.

Comments and Recommendations

26. EY has the following recommendations in respect of the City’s financial reporting:

a)

The City should attempt to provide taxpayers with an “executive summary” of financial
information that would contain high level budget and actual financial data in one easy to
understand schedule;

The City should highlight any budget modifications approved by Council in its annual
reporting to ensure that the full budget is presented; and

Obtaining an audit opinion on each year’s FIR may provide taxpayers with more comfort
around City spending. However, EY notes that this would add to the audit fee and that
taxpayers should be able to rely on the City’s audited financial statements for that purpose.
EY also notes that the audit of FIRs is not required by law but could be construed as a “best
practice”.
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Appendix “A”

C.D. Howe Report

Page 8



INSTITUT

C.D. HOWE

INSTITUTE

INSTITUT
C.D. HOWE

Holding Canada’s Cities
{ to Account:

No. 145, NOVEMBER:ZO'H

C.D. Howe Institute

BACKGROUNDER

FiscaL & Tax COMPETITIVENESS

An Assessment of Municipal
Fiscal Management

Benjamin Dachis
William B.P. Robson

In this issue...

Despite their importance in Canadians’ lives and their cost, most Canadian
cities have rudimentary financial controls and routinely miss their budget

targets. Better budgeting and reporting could raise their performance and
make cities more accountable to taxpayers.



THE AUTHORS
OF THIS ISSUE

BENJAMIN DACHIS is
a Policy Analyst at the
C.D. Howe Institute.

WILLIAM B.2 ROBSON
is President and Chief
Executive Officer of the
C.D. Howe Institute.

Rigorous external review
of every magjor policy study,
undertaken by academics
and outside experts, helps
ensure the quality,
integrizy and objectivity
of the Institute’s research.

$12.00

ISBN 978-0-88806-856-9
ISSN 0824-8001 (print);
ISSN 1703-0765 {online)

THE STUDY IN BRIEF

Cities are the most visible level of government for most Canadians, providing services such
as waste collection, policing and transit. Yet their budgets are the most opaque of any level
of government.

Municipalities generally use accounting in their budgets that does not match what they use
in their financial reports. Peering through the messy numbers reveals that most cities
routinely miss budger targets by large amounts. Councillors and taxpayers who seck to
hold these municipal governments to account face a daunting task.

Amid the mixed record, however, are some municipalities with clearer numbers and better
records for spending control. That fact, along with improvements that have occurred at the
federal and provincial levels in recent years, shows that progress is possible.

To improve financial performance and budget clarity, cities should adopt some of the
budget reforms that higher-order governments have implemented over the past decade.
This would require that cities take steps, either of their own accord or by provincial
mandate, to:

* Adopt accrual accounting in budgets;

* Integrate operating and capital budgets;

* Present multi-year budgets;

* Report department-by-department results on the same basis as in budgets; and
* Show gross, rather than net revenues and expenditures.

These five basic reforms would create clearer, more consistent budgets and would bring the
financial management of Canada’s municipalities into line with their fiscal impact and
their importance in Canadians’ lives.

ABOUT THE INSTITUTE

The C.D. Howe Institute is an independent not-for-profit organization that aims to raise Canadians’
living standards by fostering economically sound public policies. It is a trusted source of essential policy
intelligence, with research that is rigorous, evidence-based, and peer-reviewed, recommendations that
are relevant, constructive, and timely, and communications that are clear, authoritative and practical.

ESSENTIAL POLICY INTELLIGENCE



Essential Policy Intelligence

C.D. Howe Institute

ities are frontline providers of

many services Canadians

receive from their governments,
including key quality-of-life functions
such as drinking water, policing,
public transit, and garbage collection.

These services come at considerable cost: total
local government expenditures in Canada in 2008
came to some $75 billion, or more than $2,200
per Canadian.’ So Canadians have good reason to
hold their municipal governments accountable.
Yet municipal budgets, and the success or failure
of municipal governments in meeting their
financial goals, are among the least understood
areas of Canadian fiscal policy.

In this Backgrounder, we attempt to shed some
light on this area by examining the sharply
contrasting financial control practices of selected
municipalities and, to the extent the problematic

ublished numbers permit, by evaluating how well
they fulfill their budget commitments. In general,
our review tells a story of inconsistent and
problematic budgeting and financial reporting,
and outcomes very different from what readers of
budgets might reasonably expect.

The picture is not uniformly bleak, however.
Surrey, British Columbia, and Markham and
London in Ontario, for example, currently present
budgets and financial results so that f&lected
representatives and taxpayers can easily understand
the full costs of municipal spending promises, while
the Durham, Waterloo, and Niagara regions in
Ontario most consistently spend close to what
they budget. Many other municipalities, though,
routinely miss budget targets by large amounts
and use incompatible accounting for budgeting and
reporting. Councillors and taxpayers who seck to

—

hold these municipal governments to account thus
face a daunting task.

Poor budget presentations and missed budget
targets are also not uncommon among other levels
of government in Canada. In the past, the federal
and provincial governments also used inconsistent
accounting for the budgets they voted on at the
beginning of cach fiscal year and the results they
published after its end. Pressure for better
accountability is ending these practices, however,
and most senior governments have moved to
accrual accounting consistent with the Canadian
Institute of Chartered Accountants’ Public Sector
Accounting Handbook. These improvements, and
the better managed among Canadass cities, show
how municipal governments can raise their game.

Municipal Budgets and Financial
Reports: Some Background

Coming at the subject for the first time, one
might reasonably expect Canadds cities to show
better financial management and fiscal accountability
than its senior governments. One might think, for
example, that the control provincial governments
exercise over municipalities — cities are, to use a
common constitutional term, “creatures of the
provinces” — would produce common, transparent
budgets and public accounts. On the spending
side, direct operating costs tend to be a higher
share of local government budgets than of
provincial and federal budgets, so the needs of
transfer recipients and the formulas that often
drive transfer payments should produce fewer
unbudgeted surprises.? On the revenue side, local
governments generally set property taxes — mill
rates — at whatever share of the taxable value of
property will raise the money needed to match

We thank Colin Busby for comments, and the many cities, organizations, and individuals, including the Single Tier and Regional Treasurers
group, that reviewed previous drafts of this Backgrounder. We stress, however, that not all reviewers agreed with our observations, and we take
full responsibility for the analysis and conclusions presented here. Robin McNamara provided excellent assistance double-checking and

inputting municipal budget dara.

1 Statistics Canada, CANSIM database, table 385-0003; available online at htep://www40.statcan.ge.ca/l01/cst01/govt52a-eng.htm. This
figure excludes $48 billion in education expenses that Statistics Canada reports as a local government expenditure,
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planned spending, reducing the likelihood, so
problematic for senior governments, of finding
that bumps and dips in cyclical tax bases throw
things off course.

As we document in the next two sections,
however, this seemingly reasonable expectation
would be badly off the mark. Because comparing
budget targets to outcomes requires first figuring
out what revenue and spending figures to compare,
we begin by evaluating the financial presentation
of municipal budgets and financial results,
highlighting some of the features that make them
hard for elected representatives and voters to follow.
With that as background, we then make some
adjustments to compare budget targets to outcomes
in a consistent way across the country — an exercise
that shows how far Canadass cities have to g0 to get

their results in line with their announced intentions.

Reading Municipal Budgets and
Financial Reports

As with the C.D. Howe Institute’s surveys of the
fiscal accountability of Canadd’s federal, provincial,
and territorial governments, the two linked
premises behind this survey of municipal
governments are straightforward.? One is that,
without poring over dozens of pages, tables of
numbers, and footnotes, or doing lots of arithmetic,
a person of reasonable intelligence — a motivated
but time-constrained councillor, say — should be
able to pick the key revenue and spending totals
out of a budget or end-of-year financial report.
The other premise is that, with no inordinate
effort or expertise, this person should be able to
compare the same totals between the two
documents. Ideally, then, the figures this person
would use — and the ones we would like to have

used in this review — would be displayed early and
prominently in each year’s budget documents and
in each year’s financial report. Yet, in almost every
major Canadian municipality, such a reasonably
intelligent and motivated person would find these
simple tasks hard and, in most cases, impossible.
Four major problems stand in the way.

Different accounting practices for budgets

and financial reports: Since 2009, Canadd’s
municipalities have produced financial reports at
year-end using accrual accounting. Like private
sector organizations, and like the federal, provincial,
and territorial governments — which moved to
accrual accounting several years earlier — these
financial reports record income as it is earned, not
necessarily when cash is received, and obligations
as they are incurred, not necessarily when the cash
is disbursed. Accrual accounting attempts to
match revenues and expenditures to relevant
activities. Capital projects, for example, are not
expensed at once but, rather, give rise to annual
depreciation charges as they deliver their services.
Entitlements to pension and other post-retirement
benefits, to pick another key example, are
recorded as they accrue, even though they might
not require cash payments until years later.

In contrast, the budgets municipalities produce
at the beginning of the year use cash accounting,
rather than accrual accounting, These documents
show cash the municipality €Xpects to receive or
disburse during the year, regardless of when the
activities those receipts and disbursements relate
to are expected to occur. This is not a sensible
basis for budgeting: senior governments long
moved away from it; businesses do not do it; and
even houscholds, which are often more cash-flow-
constrained than governments and businesses,

2 Looking at Ontario, for example, where detailed municipal expenditure data are available on a consistent basis, cities spent only 12 percent
of their 2008 total operating and capital expenditures on transfers. For the province, by comparison, transfers to boards, authorities and
persons represented 76 percent of expenditures in fiscal year 2008/09. Ontario municipalities spent $37.9 billion (out of $42.3 billion in
total expenses) on the programs and services they directly control, whereas the province spent $23.2 billion on direct costs, such as salaries
and wages, interest expenses, and other expenses, out of $96.8 billion in total expenses.

3 See Adrian, Guillemette, and Robson (2007); and Busby and Robson (2008, 2009, 2010, 2011) for evaluations of the fiscal reporting and
performance of Canada's senior governments. Busby, Dachis, and Robson (2010) apply the same approach in looking at the City of Toronto.

/2
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typically do not count the full cost of buying a car
or a house in the same budget as the grocery
money. The point in this context is the}t this
fundamental discrepancy means that straightforward
measurement of gaps between voted and actual

.. ot
revenues and expenses 1S impossible.

Separate operating and ca.pi.tal .bfldgets: A related
problem is that most municipalities prepare two
separate budgets:’ a “capital” budget for projects
that might take more than a year to complete and
will yield services for a long time into the future,
and an “operating” budget for items to be consumed
and expensed during the year (see Box 1). Some
cities present and vote on these two types of ‘
budgets together; others do so sepa.rately. As just
noted, capital projects create long-lived assets.
Accrual accounting attempts to match the cost of
capital projects as well as poss_ible to Fhe benefits
they will produce. Voting capital projects on a
cash basis thus makes little sense, and can
exacerbate policymakers’ tendency to neglect the
interactions between capital and operating
commitments — especially when the two bud'gcts
are not presented and voted on at the same time
and when, as is often the case, the municipality
does not provide multi-year projection‘s in '
operating budgets. For our reasonz.lbly mtelhgfent,
non-expert reader, separate operating and capital
budgets exacerbate the problem created by cash
accounting, since producing Fotals for revenues
and spending in those municipal budgets requires
finding and adding two sets of figures — which,
when funds are moving between operating and
capital budgets, might include double counting,

Different levels of aggregation in budgets .and
financial reports: Less fundamental, but still

problematic, is that most municipalities report

department-level spending at different levels of
aggregation in budgets than in financial reports.
For example, while most municipalities separate
expenses and revenues for specific departments in
their budgets — for example, policing and
firefighting — financial reports might aggregate
into broader categories — for example, “protection
services.” These inconsistencies sometimes result
from provincial mandates. For example, in Ontario,
cities are required to report their audited year-end
expenses in their Financial Information Return
with standardized aggregations of municipal
operations, and use the same basis of departmental
aggregation in their financial statements. Happily,
some municipalities provide their own reconciliations
in their budgets in a user-friendly form. In the
majority of cases, however, inconsistent aggregation
compounds the problems that elected
representatives, voters, and even municipal
managers themselves have in figuring out how
closely end-of-year results match budget votes,
since it complicates what should be a
straightforward search for the operations most
responsible for under- or overshoots.

Reporting net rather than gross amounts: Like
businesses, governments face choices about when
to report gross values for revenue and spending
associated with specific entities or programs and
when to show the difference between the two on a
net basis.® Netting simplifies presentations and is
suitable in some situations, but these advantages
come at considerable potential cost in
economically meaningful reporting, For
municipalities, a distinction between “tax-
supported” and “rate-supported” services might
seem reasonable — for example, reporting net
amounts for the latter, with user fees and

4 Many cities do produce quarterly “variance” reports that show the difference between actual spending and budgeted spending, bur these

reports are not audited or included in annual financial statements.

5  Senior levels of government might have a separate infrastructure spending plan, but the main budget projections are produced on a

consolidated basis.

6 Balance-sheet presentations involve similar choices. Our focus is on flows, rather than stocks, so we do not explore the potential problems of
balance-sheet netting here. We note, however, that the recent financial crisis uncovered some important examples of financial institution
balance sheets that showed net items that, if they had been shown as gross assets and liabilities, would have revealed far greater exposure and

risk than many regulators, managers, and shareholders appreciated.
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Canadian cities have two budgets, a capital budget for key infrastructure projects and a separate operating budget
for day-to-day costs. Operating budgets must be balanced without relying on borrowed funds, but capital budgets
treat debt issuance as funding sources to meet expenses.

The difference between cash accounting, as is still standard in most municipal budgets, and accrual accounting —
now the standard for financial reports — is especially pertinent to capital budgets. Capital budgets with cash
accounting treat a capital expense — even on an infrastructure project that will yield benefits for decades into the
future — as an up-front expense, whereas an accrual-based financial account amortizes the cost over the capital

project’s expected lifetime. Because capital assets* loom larger in municipal activities than in federal and
provincial activities, differences in accounting methods between budgets and financial reports matter more for
municipalities than they do for senior governments. ‘

dedicated revenues deducted from gross expenses,
to highlight the tax-supported elements of the
budget that presumably are of most interest to
taxpayers. Residents still pay expenses on rate-
supported programs, such as water and sewer
services, however, and having different presentations
for fee-supported services creates a misleading
measure of a city’s fiscal footprint. Many senior
governments have consolidated more public sector
entities in their budgets and financial statements
in recent years, so that their total revenues and
expenditures give a fuller picture of all the entities
the government controls. Additionally, in some
cities, departmental-level expenditures are
presented only as netted against departmental
revenues, and the only presentation of total
municipality-wide gross expenses is on types of
spending, such as salaries or contracts. Such
reporting makes individual departments with
revenue-raising abilities, such as levying user fees,
less accountable for spending control — and
further complicates the task of figuring out why
results differ from intentions.

/4

Grading Canadian Municipal Budgets

With these shortcomings in mind, we created
several benchmarks of good budgeting practice
based in part on the reforms that the federal
and provincial governments have made over the
past decade.

The Criteria

To undertake our analysis, we examined whether
the municipalities met the following criteria in
their most recent budgets and financial reports at
the time of writing:

¢ Consistent accrual accounting in budgets and
financial reporss. Does the municipality present its
budgets and financial reports on a consistent basis,
using full accrual accounting for both?

o Combined operating and capital budger. Does the
municipality report combined capital and
operating expenses to present the total amount of
annual municipal spending?

* Multi-year budgers. Does the municipality present
more than one year of projected municipal-wide
operating expenditures and revenues?
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* Consistent aggregation. Does the municipality use
the same department-level aggregation in budgets
and annual reports or provide a separate summary
with consistent aggregation?

s Combined rate- and tax-supported expenditures.
Does the municipality report the full revenues and
expenditures of all municipal entities by including
rate-supported programs and utilities in total
expenditures?

* Gross revenues and expenses. Does the municipal
budget report gross expenditure figures for
municipal departments and entities?

We graded municipal budget documents based on
how well they met these criteria of clearly presented
budgets. A municipality got an “A” if it met at
least four of our six criteria of a good budget and
an “F” if it met none of them (see Table 1). A
municipality received partial points if it partially
met one criterion, such as reporting both capital
and operating amounts together in a summary of
total municipal expenses but not taking the
additional step of summing the two figures to
create a single annual expense amount for the year
or not reporting important data in table format.

The Results

Surrey, British Columbia, and Markham and
London, Ontario, were the only municipalities
that met, at least partially, as many as five of our
six criteria. Markham and Surrey were unique in
having taken measures to report budgets on the
same accounting basis as their year-end financial
statements, while London partly met a number of
criteria of good budgeting practice.

At the other end of the spectrum, Hamilton
met none of these criteria of good budgets, and is
the only municipality to receive a failing grade.
Hamilton’s operating budget supported by
property taxes does not present gross expenditures
on a department-by-department basis in the main
budget document, meaning that answering a
straightforward question such as which activities
had the largest annual increase in expenditures
requires a detective exercise. Further, Hamilton
does not report municipal utility expenditures at
all in any of its main budget documents.

Brampton, Halifax, Sudbury, and Windsor met
only one criterion of good budget presentation,
and each received a “D.”

Measuring Fiscal Accountability

Clear and transparent budget and accounting
processes are means to the end of good fiscal
management. The superior practices that have
evolved in these areas among Canada’s senior
governments allow legislators and taxpayers,
without inordinate effort, to assess how closely
actual results match budget plans. Having described
why this task is much harder with respect to
municipal governments, we now present the
results of our attempt to do so.

Assembling the Numbers

We compiled spending data from annual budgets
and end-of-year financial statements from 2001,
or the first year of a municipality’s existence,?
through 2010 for all municipalities with a population
of more than 250,000 or a combined operating

7 Since Ontario municipalities must also complete provincial reports with similar information, we used the standardized provincial end-of-year
reports for cities in that province and annual financial reports produced by the municipalities in other provinces. As a reviewer from the
Town of Markham pointed out, however, a change in the accounting for a municipal electricity utility in 2001 requires us to make use of
Markham’s financial statements, which provide a restatement of income that accounts for this change and which is more appropriate for

this exercise.

8  Some years of data were unavailable for some cities. As of September 7, 2011, Sudbury, Mississauga, Calgary, and Halton Region were
unable to provide the authors with capital expenditures for 2000; these amounts are not shown in their 2001 budgets, making a year-over-
year comparison from 2000 to 2001 impossible. In addition, Halton Region’s gross operating expenditure data for 2000 and 2001 are unavailable.
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Brampton 2011 No No No No Yes No D
Calgary 2011 No No No Yes Yes Yes B
Durham Region 2011 No No Yes No Yes Yes B
Edmonton 2011 No No No No No Yes C
Halifax 2010/11 No No No No  No - Halifax Water Yes D
is separate body
Halton Region 2011 No No No All but gross Yes Yes C
expenses
Hamilton 2010 No No No No No No F
London 2011 No  Close —only for Yes All but gross Yes Yes A
: net expenditures expenses
Markham 2011 Yes Yes Yes No Yes Yes A
Mississauga 2011 No No No Yes Yes Yes B
Montreal 2011 Yes Yes —for No No Yes Yes B
expenses only
Niagara Region 2010 No No No ) No Yes Yes C
Ottawa 2011 No No Yes, but No Yes Yes C
not totalled
Peel Region 2011 No No No No Yes Yes C
Sudbury 2011 No No No No Yes Gross not D
( by department
Surrey 2011 Yes No Yes Yes Yes Yes A
Toronto 2010 No No No No Yes Yes C
Vancouver 2011 No No No No Yes Yes C
Vaughan 2010 No No Yes No Yes Yes B
Waterloo Region 2010 No No Partly, only No Partly, only Yes Cc
in pie chart in pie chart
Windsor 2010 No No No No No Yes D
Winnipeg 2011 No No No Yes Yes Yes B
York Region 2011 No Yes No Yes No Yes B
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budget of more than $500 million in that year.®

In cases where municipalities were amalgamated —
or, in Montreal’s case, de-amalgamated — over this
period, we used the budget amounts from the year
after the change.”

Because municipal budgets and financial
statements use different accounting rules, and
because the rules have sometimes changed during
the year, comparisons of levels of spending
between budgets and financial results are often
uninformative or misleading. To reduce the effect
of these distortions, we used growth rates from the
prior year as calculated from the figures presented
in budget and financial report documents,
respectively. Growth rates for announced and
actual expenditures, and the difference between
the two, are reported in Appendix Table A-1.
Where changes in accounting methods affected
results reported for prior years — as happened to
financial statements, but not budgets, with the
move from full accrual accounting by all
municipalities after a change in Public Sector
Accounting Board rules in 2009 — we calculated
growth rates from the restated amounts, not the
original amounts for budgets and for financial
reports (see Box 2).1!

Comparing the growth rates calculated from
these budget numbers with the growth rates
calculated from the numbers reported at year-end
allows us to produce two summary measures of a
municipality’s success, or lack of it, in hitting its
budget targets:

* Bias: the average difference between actual and
predicted results. This is the arithmetic mean of
the annual differences (in percent), and captures
the direction — over or under — of actual versus

budgeted results, weighing each percentage
deviation over the period equally.

* Accuracy: the mean square error of the deviations.
If over- and undershoots cancel out, a series of
large misses will have the same bias score as a series
of small misses. The accuracy measure weighs
larger misses more heavily and sums them without
regard to sign, creating a useful summary indicator
of deviations from targets, regardless of their
direction.

The Results: How Well or Poorly
Municipalities Hit Their Targets

Durham, Waterloo, and Niagara regions and
Halifax and Toronto stand out as the top five
municipalities when it comes to the accuracy of
spending results versus budgets (see Table 2).
Brampton has the lowest budget accuracy score,
with actual spending missing planned spending by
an average of 51 percent. Peel Region has a very
good score for bias, meaning it did not consistently
under- or overspend compared with its budget
plans, but it consistently missed targeted
expenditures by a wide margin. Vaughan has the
largest bias of all municipal budgets and the
second-worst accuracy.

Similar efforts to match budget projections and
end-of-year results for the federal, provincial, and
territorial governments (Busby and Robson 2011)
allow us to comment — not very positively — about
how Canada’s cities compare with them. If the
top-performing municipality on the expenditure
accuracy measure, Durham Region, were a
province, it would rank eighth among what would
then be a field of 15 senior governments, while

9 The only exceptions are Laval and Quebec City, for which we were unable to collect municipal budget data for the full time-frame we

desired, partly due to recent amalgamations.

10 Since December 31, 2000, in addition to Montreal’s de-amalgamation, Ottawa, Hamilton, and Sudbury have amalgamated. We excluded the
first year of a new municipality since there was no directly comparable previous year's budgeted or actual expenditure from which to calculate
an annual growth rate — thus, we excluded the 2001 budget for Hamilton, Ottawa, and Sudbury, and the 2002 budget for Montreal. We did,
however, include Montreal’s 2001 pre-amalgamation budget. For the post-2006 de-amalgamated Montreal, we used the combined revenues
and expenses of Montreal City Council and the Urban Agglomeration Council.

11 For discussions of this methodology and the measures of adherence to budget targets presented below, see Adrian, Guillemette, and Robson

(2007); and Busby and Robson (2008, 2009, 2010, 2011).

Backgrounder 145

|7



C.D. Howe Institute

In keeping with our premises regarding the reasonably intelligent and motivated reader, we used the most
conspicuously stated total gross expenditure figures for each of a municipality’s capital, operating, and utility
budgets in each year. Where budgets clearly report total expenses separately for “tax-supported” services (such as
police, fire, or other general municipal services) and “rate-supported” services (such as water), we combined the
two amounts. We also combined capital and operating budgets when the two are reported separately.

As described in the text, we then divided the dollar changes in expenditures anticipated in a budget by the
prior-year level of gross expenditure in the same document, and divided the dollar changes in expenditures
reported at year-end by the prior-year level of gross expenditure in the budget. Most cities also do not report
the previous year’s budgeted capital expenses; in those cases, we used the originally budgeted amounts for

the comparison.

As noted in the text, cities transfer funds between capital and operating budgets. In our tallies, we simply added
the two. This resulted in some double counting in budgets. But these transfers between budgets are a relatively

small share of total budgets.

The standardized provincial financial reports of actual spending that we used for Ontario cities do not restate
amounts from the previous year. Ontario municipalities produce these statements in addition to their audited
financial statements. Lacking restated totals from the previous year, for most cities we used the previously stated
amounts as the baseline in year-over-year comparisons, and we assumed that the amounts as initially reported
were not restated enough to affect our results. Because all cities moved to accrual accounting in 2009, we used
audited financial reports for 2009 and 2010 for all cities; the 2009 financial statements also provided restated

2008 amounts, allowing a year-over-year comparison.

Brampton’s inaccuracy in hitting its expenditure
targets is six times worse than the most inaccurate
of the senior governments, Yukon. Notwithstanding
the advantages municipalities might appear to
have in achieving their budget targets, they are
generally far worse at it than the federal, provincial,
and territorial governments.

The Cumulative Effects of Missed
Budget Targets

In municipalities where spending overshoots are
common, they sometimes cumulate to startling
amounts. As a share of the 2010 budget’s
expenditures, cumulative overspending from 2001

to 2010 in Vaughan, Edmonton, and London
amounted to 20 percent, or higher, of their most
recent total budgets (Table 3)."” While spending
overshoots are the usual story in some
municipalities, as they are among Canada’s senior
governments, many municipalities have tended to
spend less than they budgeted. Winnipeg, Surrey,
and Halton Region, for example, spent $598
million, $147 million, and $215 million,
respectively, less than they voted between 2001
and 2010. While some undershoots might reflect
successful quests for in-year savings, they might
also reflect capital expenditures not being
completed as planned.

12 We reiterate that our approach is to compare each years results to the same year’s budget, which has the effect of restarting the meter every
year, with the previous year’s over- or undershoots becoming part of the new year’s baseline.

/8
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Municipality Bias
(%)
Brampton 15
Calgary 0.1
Durham Region 0.7
Edmonton 4.1
Halifax 0.5
Halton Region 3.9
Hamilton 1.0
London 4.5
Markham 0.7
Mississauga 2.8
Montreal - 05
Niagara Region 0.6
Ottawa 1.7
Peel Region 00
Sudbury 14
Surrey 26
Toronto 0.4
Vancouver _ 0.2
Vaughan 4.5
Waterloo Region 25
Windsor 15
Winnipeg 4.6
York Region 22

Table 2: Summary of Spending Bias and Accuracy, Budgets of M

Canadian Municipalities, 200110

Change in Expenditure Forecast

Rank Accuracy Rank
(%)
13 514 23
2 6.2
8 3.9 1
20 9.9 13
6 5.1 ‘ 4
19 14.2 20
10 13 14
21 74 10
9 12.6 19
18 114 16
5 58 6
7 4.7 3
14 12.2 18
1 14.4 21
1" 6.4 8
17 78 1
4 5.1 5
3 9.5 12
22 216 22
16 4.3 2
12 12.0 17
23 73 9
15 - 113 15

To understand why some cities failed to meet
their budget targets, we separated our analysis of
over- and undershoots from 2001 to 2008 to
produce separate tallies for capital operating
budgets (Figures 1 and 2)." Operating budgets are
usually larger — and easier to estimate — than
capital budgets. Most municipalities had

cumulative operating budget overshoots between
2001 and 2008, with Vaughan having the largest
overshoot relative to its 2010 operating budget.
This preponderance of overshoots in operating
budgets suggests that cities should apply more
scrutiny to in-year cost control in annual
departmental expenditures.

13 We analyzed capital and operating budgets separately between 2001 and 2008 because municipalities reported audited year-end capital and
operating expenditures separately in their financial statements in these years. The move to full accrual accounting ended this separation from
2009 forward. The only exception is Winnipeg, which reported only consolidated total expenditures in its financial statements in all years.
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3: S Summa.ry of Cumulatwe Expendlture Overshoots/ Undershoots of Budgets of Ma;or Canadlan

 Municipalities 2001-2010

Municipality Total Expenditure Total Expenditure
Overshoot (+)/Undershoot (-) Overshoot/Undershoot as a
Percentage of 2010 Budget
(% millions) (%)
Winnipeg -698 -34.2
Surrey -147 -26.6
Halton Region -215 .-19.6
Waterloo Region -230 " -195
Mississauga -132 -18.0
Windsor -136 141
York Region -293 -12.0
Hamilton -236 -1
Brampton -73 -10.7
Sudbury -62 9.4
Ottawa -237 -7.7
Toronto -730 -6.1
Calgary ] B -0.2
Vancouver 15 14
Durham Region 19 16
Montreal 107 2.0
Halifax . 21 2.5
Niagara Region 45 4.6
Markham 16 5.2
Peel Region 144 6.8
Edmonton 701 19.7
London 383 36.9
Vaughan 19 46.4

Vaughan, Edmonton, and London were the
worst offenders in cumulatively overspending on
capital expenditures over the 2001-08 period. In
contrast, however, most cities spent less than
budgeted on the capital side. Several factors, alone
or together, might explain this undershooting.

For example, higher-order government grants
might not have materialized as planned during the

course of a year, cities might have used contingency
allowances for capital projects — intentionally
overestimating the costs in budget plans'* — or
they might have failed to complete capital projects
because of delays. Markham, Sudbury, and
Brampton were the most notable underspenders
relative to their 2010 capital budgets over the period.

14 Our calculations of the bias for capital budgets berween 2001 and 2008 revealed that the average bias was 7.2, almost four times higher than

that for operating budgets.
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Recommendations for Better
Municipal Budgets

Municipalities should use the grades of budget
clarity we have assigned to look for and imitate
better budgeting practices. In many instances,
these would involve simply following some of the
same budget reforms that higher-order governments
have implemented over the past decade.

Adopt accrual accounting in budgets:
Municipalities should transition to fully
consolidated accrual accounting in their budgets,
as is now standard provincially and federally and
as is already the practice in their financial
reports.” The almost universal practice of
presenting municipal budgets on a cash basis,
rather than on the same accrual basis that is now
required for their financial reports, suggests some

15 For a summary of how municipalities should transition from cash-based to accrual-based budgeting, see Ratford (2008). City budget officials

will face transition problems in moving to accrual accounting in their budgets - as did the federal and provincial

governments when they

made the change. Budget officials could present both the cash-based budget and the full accrual-based budget to highlight the differences
between the documents in the first year. After that, however, they should present a single, full accrual budget. Municipalities also could help
explain the new accrual-based budget to the public by showing the analogy between investments in tangible capital assets that depreciate,
such as buses, and an individual’s need to make monthly payments for a vehicle.
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reluctance on the part of councils and municipal
staff to adopt accrual accounting. While not
making light of transition issues — although the
move to accrual accounting for financial reports
means municipalities must face those issues in any
event — we feel strongly that accrual accounting
makes more sense.

As we noted earlier, accrual accounting
generally tries to match the recording of revenues
and expenditures to the activities to which they
pertain. This makes as much sense in budgets as it
does in financial reports. With regard to capital

assets, a municipality would have a better
opportunity to calibrate the revenues it raises to
match depreciation charges each year, so that they
match the services provided by the asset. Under
cash-based systems, capital investments show up
as money is spent, rather than being amortized
over the period in which the investment will yield
benefits.’ Under accrual accounting, the people
who benefit from an asset pay the cost. Accrual
accounting also creates opportunities to show
obligations as they will be incurred, rather than
when cash payments become necessary. This is a

16 As Ratford (2009) argues, the current cash-based accounting system effectively amortizes an asset during its development and construction

(the period of cash disbursements).
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major advantage for councillors and taxpayers
who otherwise might neglect such important
future obligations as pension entitlements of city
employees or environmental liabilities such as
landfill decommissioning."”

As a practical matter, accrual accounting is now
the standard for the financial reports of all
Canadian governments, cities included. While the
specific methods used can and will improve,
moving back to cash accounting would be a
retrograde step that is, happily, impossible to imagine.
For municipalities, therefore, the immediate task
is to present budgets on the same basis, so that a
fundamental obstacle to understanding on the
part of the reasonably intelligent and motivated
councillor and citizen disappears.

One obstacle to the transition in some provinces
is inconsistencies between the framing of balanced
budget rules applying to municipalities and the
superior financial management that accrual
accounting allows. Typically, municipalities are
required to present balanced operating budgets,
while capital budgets may be in surplus or deficit.
But accrual accounting would eliminate the
distinction between capital budgets and operating
budgets. For provinces not prepared to let their
municipalities budget as they see fit and to suffer any
consequences of bad choices, one option would be
to focus on the overall bottom line — much as the
federal and provincial governments typically target
their budget balances as calculated on an accrual
basis. An alternative would be to focus on debt-
service costs relative to revenues. The key point is

that provincial legislation should not mandate
budget targets that are inconsistent with goals
represented more meaningfully by financial
reports using accrual accounting.

Integrate operating and capital budgets: A related
reform would be to eliminate separate operating
and capital budgets. Indeed, a move to full accrual
accounting in budgets would do this automatically.
One means to induce municipalities to enact these
reforms would be to amend provincial legislation
on municipalities and individual city charters to
require municipalities to follow provincial
guidelines on producing annual operating and
capital budgets that match the accounting systems
of their annual reports.’ Since the current
inconsistent presentation of budget plans makes
comparing municipal overall spending plans and
future liabilities unnecessarily difficult, provincial
regulation would make such comparisons easier.
In provinces that continued to mandate reporting
using methods and categories that differ from
those that municipalities find most useful in
planning their expenses, municipalities should
provide reconciliation reports that compare
consistently calculated numbers.

Present multi-year budgets: Consolidated budgets
would also make multi-year budgeting more
feasible.” Today’s capital spending has key
implications for tomorrow’s capital and operating
spending. Looking only one year ahead exacerbates
many problems, such as the neglect of interactions

17 That such opportunities exist does not mean they will always be used wisely. As in the private sector, accounting standards in the public
sector change as opinions about the best ways to represent economic reality change. Curent public sector accounting standards are open to
criticism, for example, for valuing pension obligations using arbitrary, rather than market-based, discount rates, which typically makes those
obligations look smaller than the cost to pay them off at the valuation date (Laurin and Robson 2010). For municipalities to move to the
standards currently applied to the federal government and most provinces and territories would nevertheless be a big step forward from the
current system, which is far cruder than the system private sector entities or senior governments use.

18 Such requirements, however, should not mandate or allow municipalities to deviate from good accounting practices for either purpose. For
example, the Ontario Municipal Acr, 2001 was amended in 2009 to allow municipalities to exclude from their annual budgets amortization
expenses of post-employment benefits expenses and solid waste landfill closure and post-closure expenses. The Minister of Municipal Affairs
and Housing is slated to review this additional regulation by the end of 2012, and our recommendation is that the provincial government
require municipalities to include these expenses in their budgets. Currently, Ontario requires only that staff present to council a report of the
extent of these costs. Alberta allows, but does not require, municipalities to produce their budgets on a comparable basis as their financial
statements.

19 In British Columbia, for example, all municipalities except Vancouver are subject to Community Charter, SBC 2003, ¢ 26, Part 6 — Financial
Management, which requires multi-year financial plans.
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between capital commitments — spending on, say,
transit infrastructure — and related future operating
commitments. Cities should approve budgets — or
deviations from long-term plans — on an annual
basis, but multi-year budgeting can guard against
one-time fixes that ignore long-term consequences.
A consolidated, multi-year budget would recognize
the effect of long-term capital spending plans —
forecasts of which are already part of all municipal
capital budgets — on long-term revenue requirements.
Since municipalities are on a fixed election cycle,
with elections every three or four years, depending
on the province, multi-year budgets sensibly
should be based on the same cycle, which would
let councillors define the long-term plan for a
municipality at the outset of their tenure.

Report department-by-department results on the
same basis as in budgets: Consistent aggregation
allows observers to identify activities in which
results differ significantly and consistently from
what was budgeted. Rather than have provinces
define the units of departmental aggregation in
budgets and annual reports — which might not
suit all municipal departmental structures — the
best approach would be to allow cities the
flexibility to define their own suitable organizational
breakdown, though provinces could require that
cities maintain that aggregation between budgets
and annual reports or provide a comprehensive
table of reconciliations. This requirement should
be implemented so as not to reduce the amount of
information available in budget decisions — for
example, by maintaining the existing level of
departmental detail in current municipal budgets.

Show gross, rather than net, amounts: Municipal
gross expenditure and revenue budgets should also
include wholly owned corporations such as utilities,
so that their activities appear in a transparent,
public, and accountable budget process that
protects councillors and taxpayers from surprises.
With budgets produced on a consolidated basis,
there would be only a single budget for all fully
controlled municipal departments.

The question then becomes which entities
should be included in the consolidated budget.
The general standard applied in senior levels of
government is to report, on a consolidated basis,
entities that are under the complete control of
government and operate in a non-commercial
environment. However, many government-owned
enterprises that are not under direct government
control or that operate commercially often appear
in government books only when they return a
profit or require a subsidy.” Applied to municipal
budgets, this would consolidate water and waste
utilities, while recognizing only net revenues from
many government business enterprises.

Improving Municipal Fiscal
Accountability

Finally, councillors and taxpayers alike should
insist that their municipal governments adhere
more closely to the budget their council votes
every year. Where the budget and the financial
report use different accounting methods,
explanations that blame discrepancies on the
differences are unacceptable: the accounting
should be consistent. And when the results are
available on a consistent and standardized basis,
councillors and taxpayers should insist that
deviations from budgeted amounts revealed in
year-end results become smaller and presentations
that reconcile them become more transparent.
The chronic overspending of cities such as
Edmonton, London, and Vaughan means that

‘taxpayers there are paying more than they would

if these cities had stuck to their budget plans.
More fundamentally, both underspending and
overspending undermine the accountability of
municipalities to their voters. Clearer, more
consistent figures and better adherence to budget
targets would bring the financial management of
Canada’s municipalities into line with their fiscal
impact and their importance in Canadians’ lives.

20 Canada Mortgage and Housing Corporation is an example in the former category; the Canadian Broadcasting Corporation is an example in

the latter.
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Appendix

Tible A-L: Annual Bxpenditure Increase, Major Canadian Municipalies, 20012010

Brampton Calgary Durham Edmonton Halifax Halton Hamilton London Markham Mississauga Montreal Niagara
Region Region Region

Announced Spending Change (%)

2001 212 n/a 5.0 6.8 12.6 n/a n/a 3.9 0.0 n/a -1.6 3.2
2002 20.4 -6.6 53 -6.9 3.7 n/a 2.1 <71 209 | 32 n/a 8.3
2003 36.2 10.1 75 24 -2.6 1.9 4.3 -06 -2.1 74 4.4 1.9
2004 71 5.3 10.3 9.8 14.6 7.0 4.2 2.6 20.8 3.7 5.3 76
2005 -8.0 2.3 18.7 3.3 16.1 213 1.3 14.5 47 75 4.6 1.7
2006 354 14.2 ' 56 -2.0 3.2 4.1 14 2.5 -0.1 15.8 09 1.9
2007 -8.5 19.4 19 16.9 6.7 1.2 109 0.0 11.9 3.1 48 1.4
2008 22.0 6.2 4.4 70 2.7 24.2 2.9 34 18.0 15.5 9.5 6.2
2009 10.0 10.9 9.0 19.2 4.7 24.8 293 -0.4 -1.3 -6.4 5.5 79
2010 -4.9 -0.6 4.2 0.2 4.9 -79 -1.7 -5.9 -11.0 18.5 -3.0 2.3
Actual Spending Change (%)
2001 133.3 n/a 12.4 16.2 10.7 n/a n/a 78 215 nfa -0.5 9.5
2002 -79.1 2.8 5.0 -6.7 7.5 n/a 20.5 11.0 12.2 -13.0 nfa 6.8
2003 8.5 5.6 9.2 9.7 8.8 48 2.7 2.3 8.0 16.0 4.4 5.3
2004 13.1 2.1 171 75 14.2 6.2 5.4 5.4 4.3 -2.3 5.8 72
2005 235 76 15.4 9.3 12.4 2.2 16.2 1.2 15.5 1.4 5.5 6.6
2006 0.0 12.3 76 9.0 0.8 16.4 0.8 0.7 -8.7 -3.0 -7.0 71
2007 78 8.6 2.0 22.7 5.4 78 2.5 8.3 10.9 8.0 19.7 -0.5
2008 04 13.0 1.8 24.8 2.8 33 3.6 6.4 -1.1 26.2 11.6 0.3
2009 29 6.0 43 1.7 2.8 2.2 45 1.6 4.6 -2.3 -1.4 5.4
2010 54 3.8 4.2 3.9 2.3 25 -1.0 35 -0.3 2.1 3.4 5.8
Difference (%)
2001 1121 nfa 74 9.4 -1.9 nfa n/a 3.9 215 nfa 1.1 6.3
2002 -99.5 8.4 -0.3 0.2 3.8 n/a 18.4 18.1 -8.7 -16.2 nfa -1.5
2003 -278 4.5 17 73 1.3 29 -70 3.0 10.2 8.6 0.0 3.5
2004 6.0 -3.2 6.8 2.2 -0.4 -0.7 1.2 2.8 -16.5 -5.9 0.5 -0.5
2005 315 5.3 -3.3 6.0 3.7 -1941 49 -3.3 10.8 3.9 0.8 -5.1
2006 -35.5 -2.0 2.0 11.0 2.4 12.3 -0.6 -1.8 -6.7 -18.9 -8.0 5.2
2007 16.1 -10.9 0.1 5.8 -1.4 6.6 -8.3 8.4 -1.0 49 14.8 -1.9
2008 -216 6.8 -2.7 179 55  -20.9 6.5 3.0 -19.1 10.7 2.1 -5.9
2009 72 4.9 -4.8 -176 74 225 -24.8 2.0 5.9 4.1 -6.9 -2.5

2010 10.4 4.4 0.0 3.7 -2.7 104 0.8 9.4 10.8 -16.4 -0.4 8.0
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Ottawa Peel Sudbury Surrey Toronto Vancouver Vaughan Waterloo Windsor Winnipeg York

Region Region Region
Announced Spending Change (%)
2001 nfa -1.0 nfa 5.8 39 4.0 5.8 5.9 -2.7 12.2 176
2002 nfa 277 n/a 35 0.8 9.8 6.0 6.0 4.6 5.3 19.8
2003 0.8 264 4.0 5.6 1.2 13 14 71 12.3 -1.1 23.8
2004 -6.7 -0.2 75 4.4 2.0 5.6 19.1 4.5 . 8.4 25 11.8
2005 228 -134 6.9 215 8.0 9.5 33.0 74 79 8.8 -10.0
2006 26.8 15.56 9.0 2.6 78 2.3 -25.2 15.3 16.5 3.1 3.9
2007 -13.7 5.8 16.8 9.3 1.9 12.0 13.2 6.9 2.2 15.3 9.1
2008 9.1 16.0 72 12.1 46 -3.4 -4.3 5.3 25 29 10.9
2009 -2.2 19.1 4.5 2.1 76 5.9 9.8 178 13.1 104 22.0
2010 8.6 -12.2 -1.6 28.1 1.7 29.2 -1.2 5.7 4.8 0.8 17
Actual Spending Change (%)
2001 n/a 15.4 n/a 4.5 -1.1 28 -6.0 6.2 179 -3.0 15.4
2002 n/a 13.0 nfa -0.3 5.3 70 376 6.6 -1 17 9.7
2003 71 76 13.9 8.8 1.2 5.0 -4.8 6.4 9.7 13 1.7
2004 -1.0 10.8 0.4 12.6 5.4 6.2 381 5.2 16.9 15 21.2
2005 93 8.9 5.3 13.56 8.2 11.6 -3.2 3.8 13.2 2.3 109
2006 22 6.0 9.2 0.1 77 5.2 2.8 9.6 4.7 1.6 24
2007 3.5 0.7 3.9 8.2 4.8 79 -3.5 3.5 6.3 3.5 3.7
2008 6.8 10.5 6.2 10.9 5.1 18.1 20.5 7.0 6.6 2.8 1.3
2009 -0.6 5.8 3.1 -2.1 4.3 46 10.7 8.2 04 0.6 0.2
2010 39 4.6 12 74 4.8 9.7 10.8 0.2 -0.1 2.0 1.6
Difference (%) )
2001 n/a 164 - nfa -1.3 -5.0 -1.2 -11.8 0.3 20.6 -15.2 2.2
2002 n/a -14.6 nfa -3.8 4.4 -2.8 316 0.6 -16.7 3.7 -10.1
2003 6.6 -18.8 9.9 3.2 10.0 37 -6.2 -0.7 -2.6 2.4 -12.1
2004 5.6 11.0 -70 8.2 33 0.7 19.0 0.7 84 -1.0 9.4
2005 -13.3 22.3 -1.86 -8.0 0.2 2.1 -36.3 -3.6 5.2 -6.4 20.9
2006 -24.6 9.5 0.2 2.7 0.0 2.9 28.0 5.7 -213 -1.4 -1.6
2007 173 -5.1 -12.9 -1 71 -4.1 -16.7 3.4 41 -11.8 -5.5
2008 2.3 5.4 -1.0 -1.2 0.5 214 24.8 17 4.2 -0.1 04
2009 1.6 -13.3 -1.5 -4.2 -3.3 -1.3 0.9 -9.6 -12.7 9.7 -21.8
2010 -4.7 16.8 2.7 -20.6 6.9 -19.5 12.0 -5.6 4.9 1.1 -0.1
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City Budget and Actual Detail

Appendix “B”

CDN$000s
Budgeted Actual
Revenue Revenue Difference
2001 151,609 158,337 6,728
2002 161,805 183,234 21,429
2003 169,405 173,564 4,159
2004 187,576 228,627 41,051
2005 204,803 225,037 20,234
2006 224,173 227,908 3,735
2007 238,049 232,705 (5,344)
2008 252,240 251,526 (714)
2009 267,678 319,162 51,484
2010 281,988 327,711 45,722
2,139,326 2,327,811 188,485

Note: Please see discussion in paragraph 25 (g)
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CDN$000s
Actual Less
Surplus Transfer Surplus Transfer
Operating budget Actual to Own Funds to Own Funds Variance
2001 151,609 155,452 4,657 150,795 814
2002 161,805 183,220 27,144 156,076 5,729
2003 169,405 174,461 8,536 165,925 3,480
2004 187,576 226,824 48,487 178,337 9,239
2005 204,803 225,946 32,895 193,051 11,752
2006 224,171 227,900 19,311 208,589 15,582
2007 238,049 237,111 6,108 231,003 7,046
2008 252,240 255,939 13,994 241,945 10,296
2009 267,799 250,347 24,155 226,192 41,607
2010 281,988 275,950 22,357 253,593 28,395
2,139,445 2,213,150 207,644 2,005,506 133,939 6%

Note: The City disbursed approximately 6% less than budget in respect of operating disbursements —
see paragraph 24

CDN$000s
Capital budget Actual Variance
2001 60,513 45,513 15,000
2002 60,200 61,921 (1,721)
2003 57,733 60,333 (2,600)
2004 77,591 76,013 1,578
2005 136,700 68,417 68,283
2006 63,148 69,510 (6,362)
2007 69,463 49,095 20,368
2008 53,616 75,993 (22,377)
2009 174,950 160,187 14,763
2010 50,063 109,015 (58,952)
803,977 775,997 27,979 3%

Note: The City’s disbursements were approximately 3% less than budget with respect to capital
budgets — see paragraph 24
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