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THE AUDIT FRAMEWORK AT THE CITY OF TORONTO

In May 2002, City Council approved an independent Auditor General’s Office for the City of
Toronto in conjunction with the implementation of a new audit framework. The new City of
Toronto Act has subsequently formalized the establishment of the Auditor General. Section 177
of the new Act requires that “The City shall appoint an Auditor General”.

The 2002 audit framework established three levels of audit services for the City of Toronto.

@D The Auditor General’s Office was created in order to report directly to and provide
assurance strictly for City Council. The new City of Toronto Act has not changed this
requirement.

(2) A separate Internal Audit Division was established to provide assurance for the City’s
Executive Management Team. While the establishment of an Internal Audit function is
not a legidative requirement, it does represent best practice and is consistent with
practices in other large government organizations.

(©)) Finaly, as required by previous legislation and the new City of Toronto Act, an external
auditor is appointed by City Council to perform the annual statutory audit of the City’s
financial statements and provide an opinion on the fairness of the information presented
in these financia statements.

The Auditor General’s Office

City of Toronto By-law No. 1076-2002 enacted in 2002, and set out in Chapter 169 of the
Municipal Code, established the Auditor Genera’s Office, duties and responsibilities. As
indicated above, the new City of Toronto Act mandates the appointment of an Auditor Genera
who reports to City Council. Under Section 178 (1) of the Act “the Auditor Genera is
responsible for assisting city council in holding itself and city administrators accountable for the
quality of stewardship over public funds and for achievement of value for money in city
operations.”

TheInternal Audit Division — City Manager’s Office

The Internal Audit Division reports to the City Manager and is responsible for providing internal
audit services and support to senior management in the City. The internal audit function
provides impartial and objective assurance; consulting services designed to improve the
administration of municipal operations, and promotes compliance with City policies and
procedures.
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External Annual Financial Audit

Under Section 139 of the new City of Toronto Act, the City is required to appoint an auditor
licensed under the Public Accounting Act 2004, who is responsible for annually auditing the
accounts and transactions of the City and its local boards and expressing an opinion on the
financial statements of these bodies based on the audit. Also in accordance with the Act, the
auditor shall not be appointed for a term exceeding five years. In addition, the Act requires that
the auditor shall not be a City employee or an employee of alocal board of the City. The auditor
reports to City Council.

Ernst & Young, LLP an external public accounting firm, is responsible for the annual statutory
audit of the City’s financial statements, under a five-year contract approved by City Council in
2003. Ernst and Young is responsible for the financial audits of the City up to and including
December 2007. A request for proposal for audit services will be issued during 2007 to award
the contract for auditing the financial statements of the City for five years commencing the year
ending December 31, 2008.

THE AUDITOR GENERAL’ SOFFICE

As outlined under Section 178 of the new City of Toronto Act “The Auditor Genera is
responsible for assisting city council in holding itself and its administrators accountable for the
quality of stewardship over public funds and for the achievement of value for money in city
operations.”

The audit process is an independent, objective assurance activity designed to add value and
improve an organization's operations. The audit process assists an organization in
accomplishing this objective by bringing a systematic, disciplined approach in evaluating and
improving the effectiveness of risk management, control and governance processes.

Responsibilities of the Auditor General

In carrying out its audit activities, the Auditor General’s Office is independent of management,
and has the authority to conduct financial, operational, compliance, information systems,
forensic and other special reviews of City Divisions, and those local boards provided for under
the new City of Toronto Act and such City-controlled corporations and grant recipients as City
Council may specify. The Auditor General reports to Council through the Audit Committee.
Specific responsibilities of the Auditor General include:

- audit projects identified by the Auditor General included in the annual work plan and
identified through the Auditor General’ s annual risk assessment;

- the conduct of forensic investigations including suspected fraudulent activities,



City of Toronto
Auditor General’s Office
2007 Budget

- providing assurance that the information technology infrastructure contains adequate
controls and security including business continuity (emergency) planning;

- conducting specia assignments identified by the Auditor General, or approved by a two-
thirds majority resolution of Council;

- overseeing the work and the contract of the external auditors performing financial
statement audits; and

- managing the Fraud and Waste Hotline Program, including the investigation of
complaints, as well as the referral of issues to divisional management and the Internal
Audit Division.

Audit work at the City requires coordination with the City Manager’s Internal Audit Division, as
well as similar audit groups at the Toronto Transit Commission and the Toronto Police Service.
The Auditor General meets with each of these groups on aregular basisin order to ensure that he
isaware of any audit concerns and to ensure that there is no duplication of audit work.

The Auditor General also meets on a regular basis with the City’s Integrity Commissioner to
discuss any issues of mutual concern.

Professional Audit Standards

The Auditor General’s Office conducts its work in accordance with generaly accepted
Government Auditing Standards. Audits are conducted in accordance with these standards,
which relate to independence, objectivity, professiona proficiency, scope and performance of
work and departmental management. Staff are also bound by the standards and ethics of their
respective professional organizations, which include the Institute of Chartered Accountants of
Ontario, the Certified Genera Accountants Association, the Society of Management
Accountants, the Information Systems Audit and Control Association, the Institute of Certified
Fraud Examiners and the Canadian Environmental Auditing Association.

One requirement of Government Auditing Standards is that audit organizations receive an
external peer review at least once every three years. The objective of a peer review is to
determine whether an audit organization’s internal quality control system is in place and
operating effectively. A peer review provides assurance that established policies and procedures
and applicable auditing standards are being followed.

The Auditor General’s Office underwent its first peer review during 2006. No other audit office
in Canada has undergone such a process. Two reports were issued by representatives from the
National Association of Loca Government Auditors and are attached to this report as
Attachments 2 and 3.
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All non-administrative members of the Auditor General’s Office have at least one professional
designation. Details of staff qualifications are provided on the following web site

thttp://www.toronto.ca/audit/about audit.htmistaffing.

THE AUDITOR GENERAL'S OFFICE —2007 BUDGET REQUEST

Details relating to the 2007 budget request for the Auditor Genera’s Office are as follows:

Tablel
2007 2007 2006 2006

Budget Adjusted Budget Proj ected

Request Base Actual
Saaries 2,863,284 2,931,851 2,730,164 2,616,759
Employee Benefits 655,867 727,177 687,565 641,106
External Audit Fees 320,755 323,023 317,000 320,755
Services, Materials and Supplies 124,531 124,835 122,143 123,823
Interdepartmental Charges 24,006 24,390 24,390 34,006
Total 3,988,443 4,131,276 3,881,262 3,736,449

2007 Budget Request

The amount of $3,988,443 is the Auditor Genera’s budget request for 2007 and represents the
Auditor General’s detailed analysis of audit resource requirements including the operation of the
Fraud and Waste Hotline Program for the City. This amount represents an increase of 2.8 per
cent over last year's approved budget and accommodates salary increases plus the annualization
of the approved hiring of one staff member during 2006.

The majority of the Auditor General’s 2007 budget request consists of salaries and benefits. In
fact, out of a budget of $3,988,443 an amount of $3,519,151 or 88 per cent consists of salaries
and benefits. More importantly, however, the Auditor General has no control over the fees paid
to the external audit firm in the amount of $320,755. If this amount was excluded from the
budget of the Auditor General, the actual percentage of salaries and benefits isin the range of 96
per cent.

The Auditor General’s Office currently operates with a staff of 26 professionals and 3
administrative staff. We are not requesting any additional staff in 2007. As of December 31,
2006, the Auditor General’ s Office is operating with afull staff complement.

In order to reduce the budget to last year's level of $3,881,262, an amount of $107,181 would
have to be deducted from the 2007 budget request. Such a reduction can only be accommodated
by reducing one staff member.


http://www.toronto.ca/audit/about_audit.htm#staffing
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Benefits of an Effective Audit Process
An effective audit process can result in asignificant payback to the City in terms of:

- increased revenues;

- reduced costs;

- improved internal controls;

- operational efficiencies; and

- enhanced protection of City assets.

The costs savings generated by the Auditor General’ s Office since amalgamation, while difficult
to quantify precisely, have been significant and far outweigh the costs to operate the office.
Many of the savings generated are not one-time savings as in many cases they represent ongoing
annual savings.

In a report to Audit Committee dated February 7, 2006 entitled “Auditor General’s Audit
Reports - Benefits to the City of Toronto — Annual Update”, it was reported to Audit Committee
that the actual potential net savings (after accounting for the annual budgets of the Office) for the
period 1999 to 2005 were in the range of $30 million. At the request of the Audit Committee,
this report will be updated and tabled with the Committee during the first quarter of 2007.

The Auditor General’s Annual Work Plan

The 2007 annual audit work plan of the Auditor General isin the final stages of development and
will be presented to the next Audit Committee. Discussions are currently taking place with the
Toronto Police Service and the Toronto Police Services Board in connection with certain audit
work required by both the Chief of Police and the Police Services Board. Based on initial
discussions, it appears as if this work will be a priority and as such will be included in the work
plan.

Thelmpact of the City of Toronto Act

The City of Toronto Act has had an impact on the Auditor General’s ability to audit certain of
the City’sloca boards. Prior to the Act, the Auditor General had access to all records at each of
the City’ s local boards and was able to conduct audit work based on his analysis of risk.

The City of Toronto Act states, in Section 178 (3) under Powers and Duties of the Auditor
General’ s Office, that “the Auditor General may exercise the powers and shall perform the duties
as may be assigned to him or her by city council in respect of the City, itslocal boards (restricted
definition) and such city controlled corporations and grant recipients as city council may
specify.” Under the City of Toronto Act “local boards (restricted definition)” is defined as a
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local board other than the Toronto Police Services Board, the Toronto Public Library and the
Board of Health.

In essence, the Auditor General of the City of Toronto, under the new legisation, has no
authority to access records or conduct audit work at those “restricted” local boards.

When this provision of the Act appeared in the first draft of the City of Toronto Act, the City
Manager, in consultation with the Auditor General, requested a change to the legidation to
amend this section of the Act to expand the Auditor General’s responsibilities to include those
other boards specificaly excluded. The Ministry of Municipal Affairs and Housing advised that
the various ministries responsible for legislation pertaining to the “local boards (restricted
definition)” were not willing to accommodate the change at that time.

The Auditor General has requested and received legal advice from the City Solicitor and has
subsequently met with both the City Manager and the City Solicitor to further address this
matter. The City Solicitor has advised that Council may extend the mandate of the Auditor
General to include the audits of the “restricted” local boards based upon specific requests of
these boards. Under the City of Toronto Act as it now stands, the Auditor General would not
have the mandate to independently determine specific audit work at the “restricted” local boards.

Based on discussions with the City Manager, it is proposed that a recommendation be made to
City Council to revise the Auditor General’s by-law to provide for the Auditor General, at his
discretion, to audit the operations of the “restricted” local boards at the request of each board.
Further, it will be recommended that at the two-year review of the City of Toronto Act,
amendments to the Act be recommended to include the “restricted” boards in those entities
subject to audit by the Auditor General.

The Role of the Ombudsman Under the City of Toronto Act

Under Section 171 of the City of Toronto Act “the function of the Ombudsman is to investigate
any decision or recommendation made or any act done or omitted in the course of the
administration of the City, its local boards (restricted definition) and such city-controlled
corporations as city council may specify and affecting any person or body of persons in his, her
or its personal capacity.”

We have had preliminary discussions with the City Manager’s Office, particularly, in the context
of the potential overlap of responsibilities as it relates to various complaints received by the
Auditor General on the Fraud and Waste Hotline. We will continue these discussions with
management but, based on initial discussions, any complaints received on the Fraud and Waste
Hotline which are considered “ ombudsman related” are currently referred to management by the
Auditor General’s Office.
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The Benchmarking of Audit Costs— Comparisons With Other Municipalities

The Auditor Genera’s Office has benchmarked its costs with those of major municipalities
across Canada, as well as those of a number of municipalities in the United States. The
following comparison of costs with other maor municipalities for comparable levels of audit
services indicates that, as a percentage of total municipal budgets, the audit costs at the City of
Toronto are at the lower end of the scale. As it is not possible to obtain most of the budget
numbers for 2007, the majority of costsin thistable relate to the 2006 fiscal year.

Table?2
Municipal Audit Costs Audit Costsas a
Operating Budget (in $000s) % of Municipal
(in $000s) Operating Budget
$ $ %
City of Toronto (1) (2007 Estimate) 8,200,000 5577 0.07
City of Ottawa 2,114,000 1,699 0.08
Cagary 2,300,000 1,618 0.07
Edmonton 1,310,000 1,781 0.14
Winnipeg 1,092,000 1,066 0.10
Los Angeles County 17,127,000 15,000 0.09
Philadelphia 6,461,000 7,101 0.11
Detroit 2,821,000 2,358 0.08
Phoenix 2,447,000 3,677 0.15
San Jose 1,503,000 1,989 0.13

(@D} Excluding TTC

The audit costs for the City of Toronto in the amount of $5,577,000 included in Table 2
reconciles to the 2007 requested budget as follows:

2007 Requested Budget $3,998,443
Less External Audit Fees (320,755)
Add Internal Audit Functions 1,909,709
Audit Costs— Table 2 $5,577,388

Of significance in the comparison of audit costs between municipalities is current legislation in
Quebec. The Quebec Cities and Towns Act in Section 107.5 requires that, “The budget of the
municipality shall include an appropriation to provide for payment of a sum to the chief auditor
to cover the expenses relating to the exercise of the chief auditor's duties” The amount
legislated for audit services in municipalities with a budget in excess of $1 billion is 0.11 per
cent of thetotal City budget.
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If the equivalent percentage of 0.11 per cent was applied to the City of Toronto, the City’s total
audit budget would be in the range of $9 million.

The 2007 requested audit budget at the City is asfollows:

Auditor General’s Office $3,988,443
Internal Audit Functions 1,909,709
$5,898,152

Using the Quebec model as a guide, it would not be unreasonabl e to suggest that the audit budget
at the City should increase by approximately $3.1 million. We are not suggesting that such an
increase be considered without significant additional deliberation or analysis, nor are we
suggesting that these additional resources be exclusively allocated to the Auditor Genera’s
Office. For example, any increase to the audit budget at the City should also consider the needs
of the Internal Audit Division operating out of the City Manager’s Office.

The above analysis does, however, demonstrate that audit resources at the City are not excessive
and likely should be increased to a level commensurate with the size of the City. We have
recently updated and finalized a long term strategic plan for the Auditor General’s Office. This
particular plan is addressing the issue of long-term resources along with the frequency of priority
audits over the next number of years. It is anticipated that this plan will be issued to the Audit
Committee during the first quarter of 2007.

Additional Workload Pressures

An extremely important component of any audit process is the requirement that there be a
follow-up of audit recommendations made. There is little benefit to an audit unless
recommendations resulting from the audit are implemented. In order to address this issue, we
have, in consultation with the City Manager, set up a forma process to follow-up on all
previously issued audit reports. The resources devoted to this process have been significant.
However, such a process will enable us to ensure that all previously approved recommendations
have been implemented.

In addition, the activity relating to the Fraud and Waste Hotline has increased significantly since
itsinception. It was recognized and acknowledged that during itsinitial phase, the Hotline could
be accommodated with existing resources until the extent of activity was determined. 1n 2006,
with the approval of Council we added one position to deal with the workload created by the
Fraud and Waste Hotline. We will continue to monitor the impact of the Fraud and Waste
Hotline program on our resources.
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Summary

The budget to operate the Auditor General’s Office for 2007 is projected to be $3,988,443.
Included in this amount are audit fees paid to an external accounting firm for the annual statutory
audit of the financial statements of the City. These fees amount to $320,755 and are based on a
fixed fee contract. The Auditor General has no control over thisamount. Excluding this amount
from the Auditor General’s budget results in a budget of $3,667,688 of which 96 per cent is
salaries and benefits.

In order to reduce the Auditor General’s budget to last year's level would require decreasing
staff by one person. In 2006, the Office received Council approval to increase the staff
complement in the Auditor General’s Office by one person. This person was hired during the
year.

G:\AGO\2006\Reports\AG's Office\2007 Budget Report - Dec 29 2006.doc
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THE AUDITOR GENERAL'SOFFICE —
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