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The Claxton Papers

The Queen’s University Defence Management Studies Program,
established with the support of the Canadian Department of National
Defence (DND), is intended to engage the interest and support of schol-
ars, members of the Canadian Forces, public servants, and participants
in the defence industry in the examination and teaching of the manage-
ment of national defence policy and the Canadian Armed Forces. The
program has been carefully designed to focus on the development of
the theories, concepts, and skills required to manage and make deci-
sions within the Canadian defence establishment.

The Chair of the Defence Management Studies Program is located
within the School of Policy Studies and is built on Queen’s Univer-
sity’s strengths in the fields of public policy and administration, strategic
studies, management, and law. The program offers, among other aspects,
an integrated package of teaching, research, and conferences, all of
which are designed to build expertise in the field and to contribute to
wider debates within the defence community. An important part of this
initiative is to build strong links to DND, the Canadian Forces, indus-
try, other universities, and non-governmental organizations in Canada
and abroad.

This series of studies, reports, and opinions on defence manage-
ment in Canada is named for Brooke Claxton, Minister of National
Defence from 1946 to 1954. Brooke Claxton was the first post–Second
World War defence minister and was largely responsible for founding
the structure, procedures, and strategies that built Canada’s modern
armed forces. As defence minister, Claxton unified the separate service
ministries into the Department of National Defence; revamped the Na-
tional Defence Act; established the office of Chairman of the Chiefs of
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Staff Committee, the first step toward a single Chief of Defence Staff;
organized the Defence Research Board; and led defence policy through
the great defence rebuilding program of the 1950s, the Korean War, the
formation of NATO, and the deployment of forces overseas in peace-
time. Claxton was unique in Canadian defence politics: he was active,
inventive, competent, and wise.

The authors would like to thank the large number of military and
civilian staff at National Defence Headquarters who supported and en-
couraged this project by providing detailed and helpful comments on
various drafts of this document. The academic peer review undertaken
by Andrew Graham provided an excellent benchmark in relating devel-
opments in defence to the rest of the public sector. In addition, the
authors wish to thank Angela Wingfield for her thorough and profes-
sional job as copyeditor, as well as Mark Howes and Valerie Jarus for
their continued, accomplished efforts to change the work of “mere schol-
ars” into an attractive, readable publication. We all thank Heather
Salsbury for her unflagging good spirits and willing support to the Chair
of the Defence Management Studies Program. The Chair acknowledges
the support given to the Defence Management Studies Program at
Queen’s University by the Department of National Defence and
Breakout Educational Network, Toronto, Canada.

Douglas L. Bland
Chair, Defence Management Studies Program
School of Policy Studies, Queen’s University
Kingston, Canada, December 2007

The authors are solely responsible for the contents of this publication. The informa-
tion and opinions expressed herein do not necessarily reflect the views of the
Department of National Defence or the Canadian Forces.
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Introduction

A growing number of national governments have made the transi-
tion from a cash-based accounting to an accrual-based accounting over
the past two decades.1  The shift in accounting methodology supports
the broad-based reform and modernization of public sector manage-
ment. This process, which is having a significant impact on how
government is managed, needs to be clearly understood by practition-
ers, the Canadian public and the academic community. It should be
noted, however, that management reform in the Canadian public sector
has been an ongoing process that was effectively set in motion by es-
tablishment of the landmark Glassco Commission in 1960. The mandate
of this commission was to

inquire into and report upon the organization and methods of operation
of the departments and agencies of the government of Canada and to
recommend the changes therein which [it considered] would best pro-
mote the efficiency, economy and improved service in the dispatch of
public business.2

Despite the passage of forty-five years since the tabling of the Glassco
Commission report in 1962, the issues investigated by that commission
remain very topical.

Current public sector reforms followed the publication of Results
for Canadians: A Management Framework for the Government of
Canada in 2000.3  This report was aligned with other international de-
velopments to reform public sector financial management. The focus
of the current international reform agenda is a response to demands
from citizens across many developed countries for improved services
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without increased tax levels. The response from governments was a
shift from a traditional public sector management model to a model
that was more aligned with private sector management. The citizen fo-
cus of Results for Canadians, and the shift in emphasis from inputs to
outcomes, began the process of an ongoing profound shift in the way
the public sector is managed in Canada. What is less apparent, how-
ever, is the impact that these changes are having on the internal
management processes of the federal government. Perhaps the most
important and influential long-term impact on public sector manage-
ment from these changes will come through the adoption, and
application, of accrual accounting within the federal government. The
adoption of the private sector’s accrual accounting practices and pro-
cedures by the Canadian government places the government alongside
other developed nations and trading partners, including the United
States, United Kingdom, Sweden, the Netherlands and Australia.4  The
implementation of full accrual accounting in the federal government
will have a profound impact on how the government operates and man-
ages public resources. This is not simply a change in accounting
procedures but a fundamental change in approach to the management
of government resources. The application of “accrual accounting in
public management has an impact far beyond the finance function. It
affects regular work practices across government from political deci-
sion-making to daily operations.”5

Accrual Accounting and Budgeting in Defence will examine how
the transition to accrual accounting is having an impact on the defence
of Canada. A unique study on accrual accounting in the Department of
National Defence and the Canadian Forces (“Defence”), it provides
the reader with both an academic and a practical perspective within
National Defence Headquarters in Ottawa. The first chapter will pro-
vide the reader with essential background information on the federal
government and on Defence, beginning with an outline of the budget-
ing process in the federal government. The second section of this chapter
will emphasize that the Department of National Defence is a major
land and equipment owner, and the third section will summarize the
defence capital program. Chapter 2 will focus on accrual accounting,
beginning with the basics of accrual accounting and followed by a dis-
cussion of accrual accounting in Defence. Chapter 3 is the central part
of this study and considers accrual accounting in practice within the
Department of National Defence. The first section of the chapter will
discuss a number of current accrual accounting issues in Defence from
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an overall corporate perspective, and the second section will focus on
the application of accrual accounting within the Assistant Deputy
Minister (Materiel) organization. Chapter 4 provides a summary of ac-
crual accounting and budgeting in Defence. The study will conclude
with an appendix illustrating an application of accrual accounting prin-
ciples applied to new Defence capital equipment purchases.





CHAPTER 1

The Federal Government and
Defence

BUDGETING IN THE FEDERAL GOVERNMENT

The government raises revenue through taxes, duties and tariffs,
which is then spent on a multitude of programs and services that ben-
efit all citizens. In order to manage these revenues and expenses, the
government develops and implements a financial plan, commonly re-
ferred to as a budget. This financial plan, in effect, consists of two
types of annual budgets. The first is a revenue budget, which is a fore-
cast of government income over a twelve-month period. The second
type is an expenditure budget, which is a forecast of government ex-
penditures over the same period. The planning framework that this
provides is called the fiscal framework and is a means of portraying the
overall financial position of the government. The system currently used
to manage the federal budget is called the Expenditure Management
System.6

This section begins with a review of the principles underpinning
the Expenditure Management System and the importance of accrual
accounting in support of these principles. A description of the cyclical
nature of the Expenditure Management System will follow, and the sec-
tion will conclude with consideration of the role of central agencies in
the budget process.

The Expenditure Management System

The EMS is at the heart of government operations. The processes and
procedures by which the central agencies of government support Cabi-
net in allocating and managing government spending are key components
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of the EMS. They are designed to help align resources with priorities,
oversee spending, and establish the policies that departments will follow
to manage and deliver their programs.

(Auditor General, 20067 )

The Expenditure Management System assists the government in
making “responsible spending decisions by delivering the programs and
services Canadians need in a way that they can afford and by meeting
the required fiscal targets.”8  The system is based on four key princi-
ples. The first principle is the provision of a stable planning environment;
the system sets the rules and the process to permit modifications to
program spending. The second principle is a focus on medium- to long-
term strategic planning, which consists of timely reviews of existing
programs and their delivery, as well as the reallocation of expenditures
to higher priorities. The third principle is consultation with Canadians
and their parliamentary representatives; this includes public input to
individual ministers, consultations with the Minister of Finance during
budgets, and the House Standing Committee’s review and report on
estimates. The fourth principle is process evaluation, which is achieved
through the combined effect of providing incentives to encourage both
effective planning and resource allocation, while generating perform-
ance information to attain better informed decisions and enhanced
accountability. The four principles are linked and form an integrated
process. The first three principles support establishment of a suitable
environment, timely planning and broad consultations while the fourth
principle focuses on improving performance management.

In a 1998 report to Parliament, the Auditor General assessed the
government’s overall management of the Financial Information Strat-
egy and emphasized the importance of that initiative in enabling effective
scrutiny of government spending as envisioned under the Expenditure
Management System. The report highlighted that, through the Appro-
priation Act, Parliament identifies funding available to the government.
As a result, the Auditor General concluded, “Departmental planning,
managing and reporting are primarily concerned with spending money
to acquire resources. But governments do not exist to acquire resources;
they exist to deliver programs and services and, in doing so, they con-
sume or use resources.”9  The opinion of the Auditor General was that
“a far better basis to plan, manage and report departmental operations
is to focus on the cost of resources consumed, which requires full ac-
crual accounting as envisioned by FIS.”10
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Accrual accounting provides an effective bridge, linking internal
government processes within the Expenditure Management System, for
procuring, managing and disposing of capital assets. The use of gener-
ally accepted accounting principles to manage public sector capital
assets increases the visibility and necessity of early strategic planning,
involving the Department of Finance, Treasury Board and the depart-
ment that will be purchasing the asset.11  It assists and enhances
maintenance of a stable planning environment and facilitates subse-
quent performance evaluation. This is particularly important for the
Department of National Defence, which is the largest purchaser of capi-
tal assets in the federal government.

Principles of the Expenditure Management System
• Establishment of a stable environment
• Early strategic planning
• Consultation with Canadians and parliamentarians in the budget

planning process
• Evaluation of the process

The financial or budgetary cycle “represents the practices and pro-
cedures employed by Parliament to plan, monitor, and control
government spending over the fiscal year. It serves as a mechanism to
ensure and enforce accountability and transparency of public fiscal
management.”12  Chart 1 outlines this budgetary cycle and highlights the
integrated process that involves individual departments, central agencies,
House standing committees, Cabinet committees, the Minister of Finance
and the Prime Minister at different times during the cycle. The tabling of
the Main Estimates in the House of Commons in February and the subse-
quent tabling of the annual Budget are of primary importance.

Central Agencies

Central agencies that support the budgetary process are the Privy
Council Office, the Department of Finance and the Treasury Board
Secretariat. A departmental priority of the Privy Council Office is to
improve the management and accountability of the federal government,
as well as to support the Prime Minister in his overall leadership
responsibility.13  The Department of Finance is responsible for preparing
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the federal budget and for managing the fiscal framework.14  The Treasury
Board Secretariat is responsible for providing advice and assistance to
departments, as well as promoting and encouraging effective review
practices; this is achieved through focusing on enhancing governance,
accountability, and management practices.15

THE DEPARTMENT OF NATIONAL DEFENCE AS
A MAJOR CAPITAL ASSET OWNER

This section will begin with a description of the assets owned by
the Department of National Defence, followed by highlights of the cat-
egories of expenditure in the federal government that are dominated by
the department. The section will conclude with a description of the
realty assets owned by the Department of National Defence.

Defence Capital Assets

The Department of National Defence is one of the largest owners
of capital assets in Canada. Table 1 lists the major categories of assets
held by the department at March 31, 2007.16  The historical cost of the
department’s capital asset base of $51.0 billion is distinguished by
ownership of maritime vessels valued at $12.7 billion, aircraft at $12.3
billion, and military vehicles at $1.3 billion. In addition, under the cat-
egory of machinery and equipment, the inventory of arms and weapons
amounted to $4.9 billion, and informatics hardware and software were
held at a cost of $4.0 billion.17  These assets – specifically, the weapon
systems they use, the armaments that support these weapons, and the in-
formation systems that allow the Canadian Forces to communicate and
process vast sums of data – demonstrate the focus of the Canadian De-
fence establishment. Finally, the importance of a strong capital and
infrastructure program is emphasized by the $4.4 billion in work in progress.

Categories of Federal Expenditure Dominated by Defence

The Defence budget is unique within the federal system owing not
only to its purpose and size, but also most notably to its composition.
As demonstrated by Chart 2, the Department of National Defence’s
spending in several influential federal expenditure categories dominates
the outlays in a number of central standard objects. The term standard
object identifies the nature of expenditures that are made and provides
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Chart 2. Defence Share of Federal Expenditure by Standard Object
(2006–07 Estimates)

Source: Government of Canada Estimates 2005–2006: Part II, Main Estimates

Personnel

Transport &
Communications

Information

Materials & Supplies

Professional Services

Rentals

Repair & Maintenance

Land & Buildings

Machinery & Equipment

3028262422201816141210864

$billions

20

Other Departments

Defence

Table 1. Department of National Defence Capital Assets
as at March 31, 2007 (in $000s)

Land, buildings and works $ 7,331,705
Machinery and equipment 10,933,379
Ships, aircraft and vehicles

Ships and boats $12,743,879
Aircraft 12,296,194
Non-military motor vehicles 555,285
Military vehicles 1,333,978
Other vehicles        160,151
Total ships, aircraft and vehicles 27,089,487

Leasehold improvements 14,541
Leased tangible capital assets 1,264,751
Work in progress     4,373,359
Total capital assets $51,007,222
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a consistent format in departmental reports to Parliament. In terms of
goods and services procured and personnel employed, the Department
of National Defence spends a considerable percentage of overall federal
operating and capital funds. This category of expenditure is highly vis-
ible, generates employment and, to a certain extent, is discretionary;
accordingly, these expenditures are particularly vulnerable to spend-
ing cuts during periods of budgetary expenditure retrenchment.

The most significant category in terms of total dollar value is per-
sonnel. Defence currently accounts for 26 percent of federal
expenditures on personnel. This percentage is expected to increase in
the coming years due to the planned expansion of the Regular Force
and the Reserves and the growth in the number of Department of Na-
tional Defence public servants to support that military expansion. The
other noteworthy expenditure is the department’s spending on machinery
and equipment, which totals 66 percent of federal expenditure in this cat-
egory. Also significant is the extensive defence inventory of weapon systems
and equipment holdings, which accounts for 40 percent of total govern-
ment spending on repair and maintenance. Within the Department of
National Defence, these expenditures are highly correlated to the age of
the equipment,18  its activity rate and operating environment.19  This is par-
ticularly relevant now for the Canadian Forces with a commitment of a
battle group in Afghanistan through to at least 2009. Defence expenditure
on professional services accounts for approximately 25 percent of federal
expenditures on services, owing to the high level of technology employed
in defence, the complexity inherent in Western military establishments,
and the need for the Canadian Forces to remain current in diverse fields in
a dynamic international strategic environment.

Realty Assets

In addition to having large equipment holdings, the Department
of National Defence is one of the most significant landowners in Canada.
At the end of the 2006–07 fiscal year, the department had an inventory
of land, buildings and works valued at $7.3 billion. The age profile of
Department of National Defence realty assets is quite distinctive and
problematic and is displayed in Chart 3. Specifically, 81 percent of the
department’s realty assets were designed, constructed or acquired in
response to the First World War, the Second World War or the Cold
War threat. Although the Treasury Board standard is forty years, based
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on a Department of National Defence facility life cycle of approxi-
mately fifty years, more than half of the department’s realty assets will
need to be rebuilt over the next decade. This will increase demands for
capital funding during a period when a great number of weapon sys-
tems will also be nearing the end of their expected life cycle. Such
significant forecasted demand for capital replacement is relatively com-
mon among Western military forces.20

THE DEFENCE CAPITAL PROGRAM

The capital program is critical to the effectiveness of the defence
establishment in Canada. Indeed, military capability is viewed as a sys-
tem of systems, with modern and effective equipment as a critical
enabler. The capital investment plan is one element of a long-term, flex-
ible program to re-equip the Canadian Forces, as well as maintain and
enhance the combat capability of those forces.21  The capital program
is linked to defence policy, with the policy informing what equipment
capabilities will be needed by the Canadian Forces. In a report on capi-
tal equipment procurement in 1998, the Auditor General stated,
“Defence capital acquisition decisions affect how well the Canadian
Forces can implement defence policy. The amount and type of equip-
ment they purchase directly affects their ability to carry out their roles,
which in turn determines how and where the government can deploy
them.”22  Its planning horizon, the wide breadth of projects and the high

Chart 3. Defence Realty Asset Allocation According to Purpose of
Acquisition or Construction
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cost of the program distinguish the defence capital program. Nevertheless,
without modern equipment, “training cannot occur, command and support
systems are unnecessary, people cannot be employed, and commanders
cannot accomplish their missions.”23  This section will provide an over-
view of the defence capital program, beginning with the capital investment
plan and then highlighting the impact of equipment life-cycle costs.

Defence capital acquisition decisions affect how well the Canadian
Forces can implement defence policy. The amount and type of
equipment the Canadian Forces purchase directly affects their
ability to carry out their roles, which in turn determines how and
where the government can deploy them.

Capital Investment Plan

The capital investment plan of the Department of National De-
fence is a significant and ongoing preoccupation of defence planners at
National Defence Headquarters. Its long-term planning horizon makes
it distinctive in government. Within Defence there are three distinct
planning horizons that, when combined, look thirty years into the fu-
ture. Each of these horizons has a different time frame and consequently
has a distinctive focus. Horizon One focuses on both replacing and en-
hancing current capabilities; the time frame is short term and looks from
one to four years into the future. Horizon Two also focuses on both replac-
ing and enhancing current capabilities, but the time frame is medium term
and looks from five to ten years into the future. Horizon Three focuses on
acquiring new capabilities; its time frame is long term and looks from ten
to thirty years into the future. Consequently, this thirty-year view is con-
stantly subject to review. According to the department:

a program as complex as the recapitalization of the Canadian Forces is un-
der constant pressure to add new priorities. The current practice is to defer
some priorities to release funding for new, more urgent requirements, which
means simply displacing programs to make room for unexpected demands.
Defence has decided that this practice will cease; in future, when new re-
quirements are added, requirements of corresponding value will be removed
to keep the Defence program affordable. There are several techniques for
managing priorities, including delaying implementation, slowing spend-
ing, lowering the priority or removing it from the program.24
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Chart 4. Percentage of the Defence Budget Spent on Capital
Fiscal Years 1960–61 to 2007–08

This departmental perspective highlights the iterative nature of a
capital program, yet acknowledges resource constraints. Nevertheless,
there are certain invariants. Navies need ships, air forces need aircraft
(as well as unmanned aerial vehicles), and armies need a broad range
of vehicles. However, the constant factor in all three military environ-
ments is that Western military forces are extremely capital intensive,
and thus, processes and procedures to effectively procure and manage
defence assets are an essential component of defence management. This
departmental perspective also emphasizes the ongoing long-term na-
ture of defence resource management – which is perhaps the most
distinctive feature of defence management. Indeed, defence resource
managers must balance current demands against anticipated future de-
mands; that is, they must balance resource allocations for the current
force (personnel, operations and maintenance) against resource alloca-
tions for the future force (capital equipment and facilities).25  This is
further complicated by competition from the Army, Navy, Air Force,
and joint environment for capital procurement funding. As illustrated
by Chart 4, the ability of governments to maintain a constant level of
expenditure on capital assets is difficult and must compete against all
other demands from across the federal spectrum for funding.26
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Chart 5. Weapon System Life-Cycle Costs

Equipment Life-Cycle Costs

The defence capital equipment procurement process has been well
documented and analyzed by a number of sources.27  However, ongo-
ing equipment operating costs over the life cycle of that equipment
normally amount to more than the initial procurement costs. Chart 5
illustrates weapon system life-cycle costs. Development, procurement,
betterments (upgrades) and disposal costs are accounted for under ac-
crual accounting in terms of equipment values. The ongoing operations
and maintenance costs throughout the in-service period are expensed
during the period in which they occur, which is the proper accrual ac-
counting method. This chart includes the costs of betterments but is
illustrative only; the need for betterments depends on the specific equip-
ment and the life-cycle phase, and single or multiple betterments may
be necessary during the use of that equipment. The costs of betterments
also depend on the type of equipment, the level of technological change,
and the funding available. The increasing average age of major Canadian
Forces weapon systems will drive the operating cost of those systems28

as they approach the peak of the in-service cycle. In some cases,
betterments can reduce future operating costs.
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CHAPTER 2

Accrual Accounting

THE BASICS OF ACCRUAL ACCOUNTING

In the 2003 budget, the Government implemented its commitment to
present its financial statements on a full accrual accounting basis. Previ-
ously, the Government’s financial statements were prepared under
modified accrual accounting. Full accrual accounting provides a more
comprehensive reporting of assets and liabilities and a more transparent
picture of the Government’s financial position. Under full accrual, the
budgetary balance is now more reflective of current economic develop-
ments, rather than being influenced by prior-year developments. It is the
accounting standard recommended for senior levels of government in
Canada by the Public Sector Accounting Board of the Canadian Institute
of Chartered Accountants and has been strongly recommended by the
Auditor General of Canada and the House of Commons Standing Com-
mittee on Public Accounts.29

In 2003, the Government of Canada completed a multi-year account-
ing methodology transition that began with a cash-based system and
ended with an accrual-based system. The change is significant, yet the
implications of it are generally not well understood. This section will
first define cash-based accounting principles and then define accrual
accounting principles. A conceptual framework for the transition proc-
ess from cash-based accounting principles to accrual accounting
principles will then be reviewed as a lead in to a discussion of accrual
accounting in the federal public sector. The section will conclude with
the impact on government operations resulting from the move to ac-
crual accounting.
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Cash-Based Accounting Principles

National governments in Canada have historically accounted for
transactions, including the procurement of capital assets, on a cash ba-
sis. The cash-based accounting method records economic events when
revenue is actually received and when expenses are paid. Moreover,
cash management supports the traditional notion of Parliament approv-
ing the annual supply of funds. In cash-based accounting, transactions
that do not involve movements of cash are not included. From the per-
spective of the average citizen, cash-based accounting is easiest to
understand owing to its relative simplicity. Furthermore, this system is
simple to implement and manage, thereby assisting in the timeliness of
reports. Cash-based accounting provides a good perspective on short-
run macroeconomic effects, yet it can be argued that the Canadian public
is already sufficiently aware of short-term economic issues.

Principles of Cash-Based Accounting
• Revenue is recorded when cash is received
• Expenses are deducted when they are paid for

The main drawback of cash-based accounting is its limited scope.
Specifically, this basis of accounting focuses only on cash flows, which
may have significant long-term effects. Accountability in terms of man-
aging assets and liabilities under a cash-based system has limitations.
For example, with the purchase of a multi-billion-dollar weapon sys-
tem, delivery of the system over a two-year period would drive cash
expenditures significantly upwards for two years; however, in subse-
quent years when the weapon system is in use (which can be decades
for defence equipment), the use of that asset will not be recognized. In
addition, capital programs can take up to a decade to procure, with
overall departmental work in progress accounting for several billion
dollars at any given time. A cash-based accounting system does not
account for future commitments or contingent liabilities, which is sig-
nificant for defence organizations.

Defence planning requires a long-term focus that can extend up to
thirty years. This intergenerational perspective is necessary in order to
plan, fund and sequence a large number of high-value Army, Navy, Air
Force and joint capital projects. Consequently, in these circumstances,
cash-based accounting does not account for full costs. The cost of
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defence establishments in Western mechanized, high-technology forces
is significant. Therefore, a clear understanding of full operations and
maintenance costs is important. In the current financial and political
environment, where accountability and appropriate levels of disclosure
demand high standards, cash-based accounting can no longer accom-
modate the level of information required either internally or externally.

Accrual Accounting Principles

In accrual-based accounting, revenue is reported when it is earned,
regardless of when it is received, and expenses are deducted in the fis-
cal period during which they are incurred, whether or not they are paid
for; in other words, using accrual-based accounting, both revenue and
expenses are recorded when they occur. The accrual basis of account-
ing provides the most accurate picture of the financial status of an
organization. Nevertheless, this increased level of detail comes at the cost
of significantly increasing the complexity of the accounting process.30

Principles of Accrual Accounting
• Expenses are recorded in the period during which goods or

services are consumed
• Revenues are recorded in the period during which they are earned
• Use of capital assets is recognized by being exposed (amor-

tized) over the time they are expected to be used (useful life)

The most significant impact that accrual accounting will have on
Defence is amortization of new capital assets.31  Whereas previously
under the cash-based system capital expenditures were recorded in the
period they were purchased, under the accrual-accounting method capi-
tal equipment is recorded on the balance sheet at its historical costs
and depreciated over the estimated useful life of each asset, based on
normal wear and tear or usage. Consequently, the upfront capital equip-
ment investment cost is attributed or expensed over the life of the asset
using one of the generally accepted amortization methods. For sim-
plicity, the Department of National Defence uses the straight-line
method to calculate each asset’s amortization schedule and annual rate.

The federal Budget, as well as the Government of Canada’s sum-
mary financial statements, is now prepared on a full accrual basis. The
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decision by the government to adopt accrual accounting is an impor-
tant shift toward greater use of private sector accounting practices
(general accepted accounting principles). It should be noted, however,
that despite the adoption of accrual-accounting methodology, spending
authority – through appropriations – remains with Parliament through
the annual budgetary process. This impediment to realizing the full
expected benefits of accrual accounting to the Government of Canada
needs to be addressed during the period of transition.32

A CONCEPTUAL FRAMEWORK FOR TRANSITION TO
ACCRUAL ACCOUNTING

The subject of transition in the public sector from cash-based ac-
counting principles to accrual accounting principles has too often been
discussed from a technical or narrow perspective. This study endeav-
ours to frame the transition of accounting methodology within the
construct of overall public financial management reforms. Rather than
perceiving the adoption of accrual accounting and reporting as an end
in itself, “the role and impact of accrual accounting is better under-
stood as forming one part of an interconnected chain of reforms to public
financial management techniques.”33  This interconnected set of reforms
is illustrated in Chart 634  and, in essence, can be viewed as a key ele-
ment of new public management reforms.35  The process in Chart 6
begins with precursor financial managerial reform, an essential pre-
condition that establishes the enabling foundation for subsequent
financial managerial reforms. Thus, the work completed by the federal
government in implementing the Financial Information Strategy from
1995 through to 2003 is characteristic of this initial phase. The period
was distinguished by a labour-intensive sequence of initiatives that laid
the groundwork for implementation of accrual accounting in govern-
ment, as well as by a shifting emphasis toward results-based
management and performance measurement.36

The government is currently in the hub phase, which is likely to
continue to the end of fiscal year 2010–11, when the twenty-three larg-
est departments will be subjected to an annual attest audit.37  In the case
of the Department of National Defence, work is in progress in prepara-
tion for the audit. To this end, a contracted departmental audit-readiness
assessment is now complete, including recommendations on measures
to improve inventory data integrity, as well as the level and use of in-
formation regarding tangible capital assets.38  This hub phase for the
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Department of National Defence focuses on fully integrating accrual
accounting in departmental policies and procedures and includes pro-
cedures to manage new capital assets over their expected useful life,
and developing audit processes and managing the myriad of issues that
will arise until accrual accounting is well entrenched – and understood –
within both the department and Canadian Forces. This is important
because the real benefits accrue in the consequent phase, when decisions
can be made based on the outputs generated from the hub phase on a sus-
tained basis. Thus, the objective of this financial management reform
process, in theory, is to enable a more strategic approach to public sector
management. At this stage, decisions can be made on the appropriate mix
of resources necessary in order to achieve desired outcomes.

Chart 6. The Public Financial Management Reform Environment

The Transition to Accrual Accounting in
the Federal Public Sector

The Financial Information Strategy, which was initiated in 1989 and
re-launched in 1995, “aims to modernize federal government accounting
by bringing it in line with practices in the private sector and in other public
sector jurisdictions. Among other things, its full implementation would
see the costs of programs linked to results, giving government managers
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better financial information to use in making day-to-day decisions.”39

Treasury Board approved the strategy in 1995 as an initiative to im-
prove government decision making and accountability, as well as
government performance, through the use of both financial and non-
financial performance information. The intent of the Financial
Information Strategy is to provide decision makers within government
with the appropriate tools and information to make sound decisions.
The initiative included the change in government accounting from cash
to full accrual accounting, which was identified in the 1995 and 1996
Budgets as a government priority.

The federal government defines capital assets as generally includ-
ing “any asset which has been acquired, constructed or developed with
the intention of being used on a continuous basis and is not intended
for sale in the ordinary course of business.” 40  Capital assets also in-
clude betterments, which are expenditures relating to the alteration or
modernization of an asset that appreciably prolongs the item’s period
of usefulness or improves its functionality or significantly reduces operat-
ing costs. Capital assets held by government departments as of 1 April
2001 had to be identified and valued by use of an appropriate cost base.41

Where practical, this involved the use of historical costs, less the portion
of the useful life of the asset that had already been consumed.

Accrual accounting was implemented in all federal government
departments at the start of the 2001–02 fiscal year as a key pillar of the
Financial Information Strategy,42  and the process was completed with
the 2003 Budget.

In the transition from cash-based accounting to accrual account-
ing, capital assets held by the Department of National Defence as of
1 April 2001 had to be identified and valued by use of an appropri-
ate cost base.

The transition to accrual accounting was a major event across all
government departments. However, the most significant impact was on
the Department of National Defence, largely owing to the existing multi-
billion-dollar departmental land and equipment holdings. This difficulty
was acknowledged by the Auditor General in her opening statement to
the Statement to the Standing Committee on Public Accounts on
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28 October 2004, where she highlighted the difficulty in accounting
for Defence inventory “with systems that were not designed to support
accrual accounting.”43  The transition to accrual accounting in the
Department of National Defence required a considerable investment in
personnel and financial resources in order to evaluate existing assets
and develop applicable procedures and practices.44

The Impact of the Transition to Accrual Accounting in
the Federal Public Sector

The purpose of accrual accounting as the basis of accounts in the
private sector differs from that of the public sector. Within the private
sector, the accrual basis of accounts is used to provide a more appro-
priate match between costs and revenues in the preparation of financial
statements. Although corporations focus on cash flows as an important
internal management tool, shareholders and suppliers are focused on
the financial status of the company as represented through profit or
loss reporting. Conversely, in the public sector, governments use ac-
crual accounting as the basis of accounts in order to determine the
budgetary surplus or deficit more accurately.

From the perspective of the Government of Canada, the shift from
cash-based accounting to accrual accounting, in general terms, has not
changed the nature of budgetary decision making. What has changed,
however, is the level and detail of information provided. In the case of
the Department of National Defence, there are likely to be some short-
term impacts because of the operational nature of the Canadian Forces
activity. Specifically:

[Accrual accounting] generates the ability for decision makers to take a
longer-term focus. The information presented for the ownership interest,
and in particular the balance sheet, raises issues such as the need to hold
surplus assets, to invest, restructure or divest. Such decisions have a long-
term impact and may in fact take more than one year to implement.
Accrual accounting strengthens the information base for reaching those
decisions.45

Indeed, the major advantages to this transition are viewed as im-
proved resource allocation, strengthened accountability, enhanced
transparency of overall resource costs, and a more comprehensive per-
spective on the governmental impact on the economy.46
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Benefits of the Shift to Accrual Accounting Principles
• Improved resource allocation
• Stengthened accountability
• Enhanced transparency of overall resources costs
• More comprehensive perspective on the impact of the govern-

ment on the economy

The introduction of accrual accounting into the public sector has been
the subject of considerable debate.47  One of the main arguments for ac-
crual accounting is that accrual measures (as opposed to cash) provide “a
more comprehensive indication of the total activity of Government and the
long-term effects of current policy.”48  Indeed, this debate can be summa-
rized from the perspective of New Zealand and Australia, which countries
have been leaders in adopting accrual accounting in the public sector: es-
sentially, “scholars have written positively of the reforms as a whole but
have scrutinized the details of the reforms in practice.”49  In summary, im-
plementation of accrual accounting in government is viewed as a positive
step; however, the scope of change required by governments is considerable.

Although the decision to implement accrual accounting within the
federal government has been the subject of much debate from a techni-
cal accounting perspective, much less has been written about how the
change will affect managers within the public service. Indeed, in the
long term, the effects of this change could outweigh the specific effect
of the accounting change itself. The most important potential impact is
that it will drive greater decentralization within the public service, in-
volving changes in both responsibilities and management culture. With
respect to responsibilities, in 2001 the Auditor General stated that un-
der the Financial Information Strategy

departments and agencies become accounting entities in their own right,
taking greater responsibility for their accounting information and pro-
ducing their own financial statements using accrual accounting. They
can no longer rely on central agencies to oversee the reporting of accu-
rate and complete financial results.50

Decentralization will occur through the greater interaction that is
now necessary within the public service as a result of the Financial
Information Strategy. Specifically, government managers (including
line, financial and procurement managers) will need to work together
more closely, particularly in decisions to acquire and use equipment or
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facilities. This should largely replace a detailed control culture, at the sen-
ior corporate (government) level, with a more strategic business-like focus.

Finally, accrual accounting will facilitate a transition to a more
results-oriented public service, which since 2000 has endeavoured to
“promote discipline, due diligence and value for money in the use of
public funds.”51  The increased emphasis on value for money in the public
sector will strengthen private sector financial management practices in
the public sector.52  This means knowing the cost of assets in use, hav-
ing a clear understanding and measurement of results, and knowing the
costs of the inputs to achieve those results. Full implementation of ac-
crual accounting in government necessitates the adoption of
accrual-based budgeting. The implications of the transition to accrual-
based budgeting were the focus of the Standing Committee on
Government Operations and Estimates in its December 2006 report
entitled Accrual Budgeting Committee on Government Operations and
Estimates. The committee was of the opinion that accrual-based budg-
eting and appropriations at the departmental level

may be a catalyst for wide-ranging reforms in government management.
Adopting full accrual accounting could thus open new perspectives on
investment decisions, accountability and the stewardship of government
assets by

• providing a context conducive to debates on maintaining, renewing,
replacing and funding assets;

• establishing a common basis of measurement to assess the value of
assets;

• providing a point of departure to evaluate the physical condition of
infrastructures and other assets on a regular basis over the years;

• providing a better idea of the costs related to the delivery of services
to the public that require the use of real property or other assets.53

Despite the broad scope of the committee’s report, it should be
recognized that the Department of National Defence, Royal Canadian
Mounted Police, and Public Works and Government Services Canada
incur the majority of capital expenditures at the federal level. Conse-
quently, the benefits of accrual budgeting described above are somewhat
overstated, as they will only apply to a relatively small amount of fund-
ing in the vast majority of departments and agencies. Within the
Department of National Defence specifically, decision making for major
capital purchases will remain centrally controlled.54  In addition, due to
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the high cost of those projects, they will continue to be under signifi-
cant political influence.

ACCRUAL ACCOUNTING IN DEFENCE

This section will begin with a description of the implementation
of accrual accounting in the Department of National Defence, followed
by definitions of land, buildings and works as well as machinery and
equipment. An amortization table for the Department of National De-
fence asset class will then be provided. After a description of the asset
capitalization in defence, the section will conclude with a list of De-
partment of National Defence source systems of record for asset classes.

Implementing Accrual Accounting in Defence

Implementation of the federal government’s Financial Information
Strategy together with pressures to conform to private sector account-
ing practices and standards were two leading factors driving the adoption
of accrual accounting within the government.55  Of all government de-
partments, the most significant impact was on the Department of
National Defence. Indeed, the Department of National Defence man-
aged close to half of the asset base of the government. Table 2 illustrates
the asset and inventory challenge faced by the Department of National
Defence in April 2000 as it began in earnest the labour-intensive tran-
sition to accrual accounting.56

Table 2. Department of National Defence’s Asset and
Inventory Challenge

Line items of stock 1,400,000
Army vehicles 19,000
Aircraft 543
Warships 18
Land (hectares) 2,000,000
Buildings 33,000
Separate works 14,000
Headquarters 9
Bases 22
Stations 3
International operations 16
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The challenges faced by the Department of National Defence were
significant.57  In addition to the asset and inventory challenge, the sheer
volume of defence assets posed its own particular problem. Further-
more, many of the equipment fleets had been held for a decade or more,
and finding sufficiently detailed historical records was difficult. Data
integrity of engineering maintenance systems was also an issue. Given
the age of some of the assets and the desired military practice of up-
grading assets regularly due to technological obsolescence, tracking
betterments over a long period of time proved to be demanding. Fi-
nally, the decentralized nature of information management and
information technology made valuation of those assets challenging.

Concerns associated with Y2K (the year 2000) – combined with
their related operational implications – resulted in the Department of
National Defence taking a measured and incremental approach to accrual
accounting implementation and the associated defence asset valuation.
Consequently, initial work in Defence “largely centred on development
and discussion of policies, processes and systems at a corporate level
and contract research on the adequacy of DND inventory accounting
for accrual accounting purposes.”58  Initial work on accrual accounting
started in January 1996 with the formation of the Accrual Accounting
Working Group, which included representation from the functional and
operational groups. At this initial stage, it was recognized that success-
ful implementation of accrual accounting within the department would
require active involvement and support from organizations responsible
for strategic resource planning, procurement, personnel, information
systems, as well as both material and capital asset management. Such
an integrated and organization-wide effort was necessary as each func-
tional group was required to modify its policies, processes and systems
to collect the accrual accounting information required by the Financial
and Managerial Accounting System.

In-depth work on accrual accounting implementation started in
September 1998 with the establishment of the Accrual Accounting Im-
plementation Team. Its members came from the Director General
Finance, based within the Assistant Deputy Minister (Finance and Cor-
porate Services) organization. The team’s tasks were to

• determine the accrual accounting framework for the Depart-
ment of National Defence, based on Treasury Board policies
and generally accepted accounting principles in use in the pri-
vate sector; then write the applicable Defence administrative
orders and directives;
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• identify the Department of National Defence’s offices of pri-
mary interest that would be affected by the new or changed
accounting policies; then work with these offices to assess how
to optimally implement the new accrual accounting reporting
requirements in their area of responsibility;

• work with the Financial and Managerial Accounting Project to
convert the Financial and Managerial Accounting System to a
full accrual-accounting financial system;

• arrange for the reconfiguration of the various real property,
materiel, inventory, engineering and personnel information sys-
tems to provide the necessary summary accrual information
monthly to the Financial and Managerial Accounting System;

• produce financial statements for Fiscal Year 2001–02;

• identify the professional development or training needed for
civilian or military personnel to work under full accrual ac-
counting; and

• complete the above tasks without affecting the year 2000 effort.59

Definitions and Concepts

The definitions and concepts used in the Department of National De-
fence’s transition to accrual accounting were obtained from a variety of
organizations and source documents. Table 3 lists these organizations.

The definition – for accounting purposes – of land, buildings and
works, as well as machinery and equipment, is important. All depart-
ments in the federal government use a defined expenditure and revenue
classification system. Twelve different standard objects are used for
parliamentary reporting purposes and are reported in the Main and Sup-
plementary Estimates as well as in the Public Accounts. 60  Expenditure
for capital assets is largely incurred through the land, buildings and works
standard object and the machinery and equipment standard object.

The acquisition of land, buildings and works includes the purchase
of land as well as the cost of “all expenditures for the acquisition of
buildings, roads, irrigation works, canals, airports, wharves, bridges
and other such types of fixed assets.”61  Furthermore, the cost of improve-
ments containing additions or changes of a structural nature and the
installation of fixed equipment that is essentially a part of the work or
structure, such as elevators and heating and ventilating equipment, is in-
cluded. The acquisition of machinery and equipment includes the cost of:
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motor vehicles, aeroplanes, tractors, road equipment, telecommunica-
tions and related equipment, laboratory and other scientific equipment,
vessels, icebreakers and other aids to navigation and all other types of
light and heavy equipment; includes ammunition and various types of
equipment for National Defence, such as ships, aircraft, mechanical equip-
ment, fighting vehicles, weapons, engines and such spare parts and supplies
as are normally acquired with that equipment at the time of purchase.62

This standard object also includes the cost of procuring office
equipment, furnishings and electronic data processing equipment and
constitutes the bulk of departmental and Canadian Forces assets.

Table 3. Sources of Definitions and Concepts

Source Description of Concepts

Defence Administrative Orders • Capital assets
and Directives • Land

• Buildings
• Inventory

Treasury Board Accounting • Policy and principles
Standards • Financial statements

• Capital assets

Public Sector Accounting Board • Accounting policies and
procedures (PSAB Manual)

Canadian Institute of Chartered • Accounting policies and
Accountants procedures (CICA Manual)

Department of National Defence Equipment
Amortization Rates

The cost to the Department of National Defence for the use of
capital assets is, in effect, an advance payment for the long-term use of
those assets. From this perspective, as the economic life of that asset
expires, the cost of that asset should be apportioned to that organization
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as an expense over time. The expense is referred to as amortization.
The maximum amortization period is limited to forty years. The service
life of the asset is generally measured in years, although for assets such
as aircraft, flight hours may be a more suitable measure of service life.
Table 4 lists the amortization periods for Department of National De-
fence tangible capital assets.63  A tangible asset is an asset that has a
physical form and includes machinery, buildings and land. The Depart-
ment of National Defence records tangible capital assets that have an
initial cost of at least $30,000 with a useful life greater than one year,

Table 4. Amortization of Department of National Defence’s
Tangible Capital Assets

Asset Class Amortization Period

Buildings 10 to 40 years

Works 5 to 40 years

Machinery and equipment 3 to 30 years

Informatics hardware 3 to 30 years

Informatics software 2 to 12 years

Arms and weapons 3 to 30 years

Other equipment 5 to 30 years

Ships and boats 10 to 30 years

Aircraft 20 to 40 years

Non-military motor vehicles 2 to 30 years

Military vehicles 3 to 25 years

Other vehicles 4 to 25 years

Leasehold improvements Lesser of useful life of the improvement
or term of lease

Leased tangible capital assets Economic life or term of lease

Inventory – repairables Capitalized and amortized as an asset
pool over the same useful life as the
underlying asset

Inventory – consumables Not a budget item until consumed
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as well as capital leases, repairable assets, betterments, and leasehold
improvements, at their acquisition cost.64  For simplicity and accounting
system limitations, the department values all tangible assets using the
complete- or whole-asset principle rather than the more precise com-
ponent approach. Under the whole-asset method a single estimate of
useful life is applied when valuing large sophisticated military assets
such as warships and aircraft that comprise several easily identifiable
components with potentially different expected useful lives (for exam-
ple, airframe, engines, and avionics in the case of aircraft).65

Furthermore, the amortization of all tangible capital assets is done on a
straight-line basis over the estimated useful life of the capital asset.

Amortization of tangible capital assets is done on a straight-line
basis over the estimated useful life of the capital asset, using the
whole-asset principle.

The impact of defence capital procurement resulting from accrual
accounting is as follows:

Under accrual accounting, the acquisition of capital assets has no direct
budgetary impact in the year in which the asset is acquired. Instead, the
amortization of the asset over its useful life is recognized in the budget-
ary balance. The acquisition of capital assets does, however, directly affect
non-budgetary transactions and financial source/requirements.66

To put it more succinctly, the use of cash to generate or acquire tangi-
ble assets or inventory items should not have budget implications under
the current modified cash basis for budget appropriations. In the case
of the Department of National Defence, starting in Budget 2005, the
department was granted the flexibility to set aside a portion of its an-
nual cash-based budget appropriation for recurring budgetary
amortization expenditures. In effect, the Department of National De-
fence was granted the ability to use a portion of its cash-based budget
to pay back (or reimburse) the government for “investment” (or non-
budgetary) funds appropriated by Parliament to acquire new or
replacement assets. The acquisition cost of the asset is then subsequently
expensed (or amortized) on an annual basis over the useful life of the
asset. This budgeting approach has been termed “accrual-based budg-
eting” within the department and will be discussed in more detail later.
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Capitalization of Defence Assets

Capitalization of assets in Defence, as in other organizations, is
essentially the process of entering all the costs incurred in making an
asset operational into the general ledger or books of account. This pro-
cess is then ongoing throughout the life of the asset.67  Costs incurred
to improve the service potential of a capital asset during its service life
are known as “betterments” and are added to the unamortized value of
the asset. Classification as betterment applies when there is a signifi-
cant increase in the quality or quantity of physical output or
performance, the operating costs are significantly lowered, or the use-
ful life of the main asset is extended. Finally, capital assets are typically
disposed of when they reach the end of their useful life, when they are
retired from active military service, or when they are surplus to opera-
tional requirements. Disposals can occur through the sale, destruction,
loss or abandonment of the asset. A gain or loss on the disposal of the
asset occurs when there is a positive or negative difference between the
proceeds obtained from the sale of the asset and its net book value. Chart 7
illustrates the value of a typical capital asset over its useful life.

Chart 7. Illustration of Accrual Accounting
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Source Systems of Record for Defence Capital Assets

The Financial Managerial Accounting System is the financial system
of record (general ledger) for the Department of National Defence. The
source systems of record “are the Department’s subsidiary ledgers where
individual, detailed records are held for all capital assets and related capital
asset transactions.”68  Table 5 lists the source systems of record for capital assets.

Table 5. Source Systems of Record for Department of National
Defence Capital Assets

Source System Office of Primary Interest Assets on Record

Material Acquisition and Assistant Deputy Minister All capital equipment assets,
Support Information (Materiel) leases and betterments
System greater than $30,000 in value

(excluding inventory) except
those held by other offices of
primary interest below69

Realty Asset Accrual Assistant Deputy Minister All realty assets (land,
Accounting System (Infrastructure and buildings, works, and

Environment) leasehold improvements)
except those in the Housing
Agency Management
Information System

Computer Assisted Canadian Forces Medical Capital medical equipment
Material Management Group assets and inventory
System

Financial Accounting Communications and All capital assets held by the
Management Information Security Establishment Communications and Security
System Establishment that are not

recorded in other systems of
record

Housing Agency Canadian Forces Housing All Canadian Forces
Management Information Agency Housing Agency managed
System residential assets

Financial and Managerial Assistant Deputy Minister All capital assets under
Accounting System (Finance and Corporate construction (work-in-
Project System Module Services) progress)

Automated Vehicle Assistant Deputy Minister Not an official source system,
Information Management (Materiel) but information is utilized to
System track all vehicles regardless

of value

Canadian Forces Supply Assistant Deputy Minister All inventory items – both
System (Materiel) repairables and consumables
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While the above table lists a number of existing asset management
systems, there are essentially two main tangible-asset management sys-
tems in the Department of National Defence. The first system is the
Canadian Forces Supply System (CFSS), which was designed to record
and track material acquisition and distribution. With the exception of
ships, fitted parts, buildings, works, land and intangibles, this system
contains all other levels and types of capital assets and inventories.
Integrated with the Canadian Forces Supply System is the Material
Acquisition and Support Information System (MASIS), which is still
under development. A Chief of Review Services internal audit report in
2005 noted:

There is subjective evidence that MASIS will significantly improve the
efficiency and effectiveness of materiel planning, acquisition, mainte-
nance and reporting. Departmental efforts to implement accrual accounting
are also tied to MASIS implementation. However, the full benefits will not
be achieved for several years and only after concerted effort to implement
all aspects of the project – including data conversion, system interfaces, a
deployed solution, automated data capture, establishing a performance base-
line, and technical documentation management.70

The second system is Aladdin, which was designed to “categorize,
structurally record, query and report upon pertinent realty and environ-
mental information in support of departmental business output
requirements.”71  The Realty Asset Accrual Accounting System extracts
realty asset information from Aladdin to assist the Assistant Deputy
Minister (Infrastructure and Environment) with the maintenance of the
realty asset sub-ledger to the Financial and Managerial Accounting
System. It should also be noted that those tangible assets and inventory
items classified as secret (type, nature of use, and quantity not dis-
closed for reasons of national security) are exempted from being
recorded and reported under the current accrual accounting regime.
Chart 8 illustrates the Department of National Defence’s accrual ac-
counting systems environment, within which there remains a
considerable amount of manual input to reconcile and generate the de-
partment’s financial statements.

The process to account for the purchase of capital equipment in
Defence under accrual accounting includes a number of steps. For ma-
jor Crown projects, it starts with a submission to Cabinet requesting
policy approval for the project. The memorandum to Cabinet includes
an accrual accounting table illustrating future estimated investment cash
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expenditures and related amortization expenses. Treasury Board and
the Department of Finance, as part of their fiscal framework manage-
ment, use this table. Subsequent Treasury Board submissions from the
Department of National Defence for project approval at the prelimi-
nary and effective project approval stages include an updated accrual
accounting table. Once the contract has been awarded and signed, the
Department of National Defence accounts for the purchase in the Fi-
nancial Managerial Accounting System. For example, assume the
department purchases 100 heavy-duty military pattern logistics trucks
in one fiscal year for a price of $200,000 each, plus other associated
costs of $100,000 each, 72  for a total cost of $30,000,000; with an esti-
mated expected life of the asset of fifteen years, this would result in
amortization charges of $2,000,000 per year. In the event that the as-
sets were purchased over two fiscal years, the table would reflect
accounting for the vehicles purchased in each year. During the life of
the asset, betterments would be accrued, and adjustments would be made
for any gain or loss on disposal.

Although the accrual-based budget is one output of the federal
budgetary process, the means that produce that budget are still largely

Chart 8. Accrual Accounting Systems Environment

Source
Systems

Supply
CFSS

MASIS

Manual
input

Other
systems

Financial Managerial
Accounting System

FMAS

General
Ledger
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cash based. Within the federal estimates process, Department of Na-
tional Defence expenditures continue to be recorded in the period in
which they are incurred. The expenditures include such items as sala-
ries, fuel and maintenance, and in this situation, cash equals accrual. In
addition to the federal estimates process, departments and agencies are
required to produce financial statements on an accrual-accounting ba-
sis. In terms of capital purchases valued at $30,000 and over per asset,
expenditures are capitalized and recorded as an expense over the pe-
riod in which amortization occurs. In this situation, cash does not equal
accrual. The department is now in a period of transition, and although
the Department of Finance has prepared the budget on an accrual basis
since Budget 2003, the Assistant Deputy Minister (Material), capital
project offices and the Chief of Program are using both a cash basis
and an accrual basis for capital planning. In essence, a cash basis is
still required for the legacy capital program, and an amortization view
is necessary for capital programs announced in Budget 2005 and sub-
sequent budgets – although this is presently done ad hoc by the
Department of Finance and Treasury Board Secretariat on a project-
by-project basis.

Although the accrual-based budget is one output of the federal
budgetary process, the means for producing that budget are still
largely cash based.

In future, the assets of new capital projects will be essentially pur-
chased using “investment cash.” Control by central agencies will be
exercised by allocating a ceiling on how much the Department of Na-
tional Defence can expense. The annual expense-ceiling total will consist
of both cash expenses and amortization expenses. It should be noted
that “investment cash” does not count against the department’s budget-
ary ceiling because the allocation of investment cash to the Department
of National Defence is a treasury function that requires departmental
negotiation with the Department of Finance and is separate from the
Department of National Defence expense budget. Investment cash for
capital projects can be requested in memoranda to Cabinet, Treasury
Board submissions, the Annual Reference Level Update or Supplemen-
tary Estimates.

Parliamentary control over disbursement of public funds flows from
the use of an annual appropriation (twelve months), as well as the use
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of a vote structure to control how the appropriated funds are spent. It is
important to note that investment cash can only be requested from Par-
liament in the estimate process. In this regard, memoranda to Cabinet
provide policy coverage and earmark the funding in the federal fiscal
framework. The subsequent Treasury Board submission gives project
approval and the authority to ask Parliament for the release of funds
through the estimate process. The Annual Reference Level Update in-
corporates the Treasury Board decision in an updated reference level
for the department, which will appear in future Main Estimates. Fi-
nally, the Supplementary Estimates are used to ask Parliament for funds
not included in the Main Estimates.





CHAPTER 3

Accrual Accounting in Practice

ACCRUAL BUDGETING IN DEFENCE

Prior to 2005 the federal government prepared and reported its
annual budget using a modified cash basis of accounting; specifically,
accrual accounting principles were used in the preparation of annual
departmental financial statements, and the cash basis of accounting was
used in the determination of budgetary appropriations. Commencing
with Budget 2005, the federal government embarked, with much fan-
fare, on an ambitious program of sustained reinvestment in national
defence. The 2005 Budget provided the Department of National De-
fence with $7 billion in new budgetary funding over the subsequent
five years that was to support a notional $12.8 billion in additional
cash expenditures by the Forces over that period. Not well communi-
cated to or understood by the Canadian public was the fact that the
government was, in reality, breaking new ground by applying full ac-
crual accounting for the reporting and tracking of defence-related capital
investment expenditures of almost $6 billion (or 46 percent) of the an-
nounced $12.8 billion increase in defence spending.

Specific re-capitalization initiatives outlined in Budget 2005 in-
cluded the acquisition of new medium-capacity helicopters, logistics
trucks, utility aircraft as well as specialized facilities and equipment
for the Joint Task Force 2 organization.73  The Budget Plan document
specified that the actual cost of the capital investments would be spread
over the life of the assets acquired and that the Department of National
Defence would have to account for the full costs of the capital invest-
ments in budgetary cash during the years in which the assets were
acquired. Moreover, the government committed to make the “investment
cash” available to the department as it would be needed. Budget 2005,
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in effect, authorized the Department of National Defence to charge up
to $300 million in annual amortization expense (or “accrual room”).
The result is a dual system of control whereby the Department of Na-
tional Defence will continue on a cash-appropriation basis, including
investment cash, as well as on an accrual-accounting basis in a parallel
system to Treasury Board which would include only the amortization
for capital assets acquired through the use of budgetary investment cash.
Chart 9 illustrates the projected planned spending for defence in terms
of both cash and accrual budgeting.74

Chart 9. Defence Budget
Net Expenditures and Total Planned Spending
In Current and Constant FY1990–91 Dollars

Notes:
1. Actual net expenditures from FY1990–91 to FY2005–06: from Public Accounts
2. Total planned spending from FY2006–07 to FY2009-10

The department uses the terms accrual room and accrual space
interchangeably. Both terms can be defined as the budgetary
amount that must be set aside within the Department of National
Defence’s annually appropriated expenditure budget to cover the
amortization expense (or deferred payback) for those assets
procured using government investment funding.
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Budget 2006 re-affirmed the adoption of accrual budgeting by an-
nouncing an additional $5.3 billion for defence over the next five years,
including $1.1 billion ($400 million in fiscal year 2006–07 and $725
million in fiscal year 2007–08) in defence funding to strengthen the
Canadian Forces’ capacity to defend our national sovereignty and
security. The only reference made to the accrual budgeting concept was
found in a note to the funding table, which read as follows:

The cost of major capital equipment is spread over its life, so the annual
budgetary amounts include only a portion of the full capital cost. As was the
case with the budgetary increases provided last year, the full cost of capital
acquisitions will be provided on a cash basis in the years they are acquired.75

Post–Budget 2006 negotiations with the Department of Finance
and Treasury Board indicated that the additional funds earmarked for
defence would be provided in an accrual manner, thus allowing the
department the flexibility to use a portion of these new funds to in-
crease the accrual room provided in Budget 2005 and to accommodate
additional capital acquisition funded through the use of investment cash.
The department has started to utilize this new-found financial flexibil-
ity to its maximum benefit by advancing several substantial capital
equipment acquisition projects since 2006, including

• strategic airlift – C-17,

• tactical airlift – C-130J,

• medium- or heavy-lift helicopters,

• medium-weight trucks,

• tank replacement,

• joint support ship,

• Halifax-class frigate modernization, and

• Arctic offshore patrol ship.

The value of these accrual budgeted projects is approximately $17 bil-
lion, with the investment spending to be spread over the next ten years.
While these combined investments represent the largest funding com-
mitment to defence by the federal government in recent years, it is
generally understood that such a planned massive infusion of funds for
defence may not have been possible under the cash basis of account-
ing, given other competing priorities – thus the impetus for the
government to adopt accrual-budgeting methods for funding all new
major defence capital investments.
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Chart 10 indicates that by applying accrual accounting principles
to the budgetary process, the government will be able to expense most
of the upfront acquisition costs of the new military equipment over the
accounting useful life of the asset (twenty to forty years for most mili-
tary equipment), rather than have the item expensed in the year in which
it is purchased, as the government would under the cash basis of ac-
counting. By so doing, the government’s financial statements will not
record as an expense the full disbursement of “investment cash” at the
time the assets are procured; rather, the upfront disbursal will be amor-
tized as a capital expenditure over the useful life and disclosed as a
deferred expense in the department’s income statement. In other words,
the amortization expense now becomes a budget item, along with other
cash-based funded activities. For this reason, each of the accrual-
budgeted project approval submissions has had to include an estimate
of the timing and amount of future year annual amortization expense to
show the impact on the department’s future year budgets. Furthermore,
for each of the active accrual-budgeted capital investment projects, the
government has, in effect, set aside the investment funds needed within its
fiscal framework to ensure that the projects will have access to a relatively
secure source of investment cash for their duration, with the ability to re-
quest a reprofile of the funding based on evolving project demands.76

Chart 10. Components of an Accrual Budget

 Expenditures (Cash) = Budget item

 Expenses (Accrual) = Budget item

 Cash expenditures + Accrual expenses

 Cash budget

 Accrual budget

 Total budget

Investment
cash
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Within the Department of National Defence, the transition to accrual
budgeting has been occurring in a legislative vacuum as the government’s
expenditure management framework and process for determining budget
appropriations continues to be delivered on a modified cash basis. The
absence of a legislative framework has created challenges for the Depart-
ment of National Defence to fully implement accrual budgeting procedures
for the aforementioned capital acquisition projects.

As with many government policy initiatives, the key elements are
in the details. Both Budgets 2005 and 2006 provided limited informa-
tion on how the government would adopt accrual-based appropriations
for its capital investment expenditures. This has created a situation where
it has been largely left up to the stakeholder departments to work out
the procedures surrounding the implementation of accrual budgeting.
It is noteworthy that the Department of National Defence has a signifi-
cant majority of the capital assets owned by the federal government.
The department is in the process of developing and modifying policies
and procedures for its accrual budgeting. Given that the Department of
National Defence has the in-depth knowledge and experience in man-
aging complex military assets, it is perhaps optimal that the department
assumes the lead role in developing departmental accrual budgeting
policies and procedures for subsequent Treasury Board approval. The
requirements and motivation of central government agencies such as
the Treasury Board and the Department of Finance are by legislative
necessity different from those of a line department like the Department of
National Defence. A key concern of Treasury Board and the Department
of Finance is the maintenance of fiscal prudence and probity within govern-
ment operations, without which there is a risk of compromising overall
government program integrity. As a consequence of the application of ac-
crual accounting policies and procedures to the budgetary process, further
training and experience are needed in this area within government depart-
ments. Therefore, central agencies are taking a risk-adverse approach, which
by default imposes restrictions until specific thresholds of expertise and
knowledge are in place in government departments. The full impact of
these requirements and conditions is expected to come into effect in fiscal
year 2007–08. This will place an extra workload on the Department of
National Defence to meet more stringent and frequent financial reporting
back to the central agencies of government whenever there are changes in
the investment cash flow or expenditure profile, the amount of forecast
amortization expense, or the total cost of the project from the original
Treasury Board or Cabinet approval amounts.
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The interim financial reporting framework for accrual-funded
projects as negotiated with Treasury Board is illustrated in Chart 11.
Despite the additional reporting, a key benefit of accrual budgeting will
be the ability to reprofile investment funds from one fiscal year to an-
other to match changing project expenditure demands without having
an impact on the department’s annual cash-based carry-forward limit.

The additional reporting workload will be driven by the unique
characteristics of complex military procurement. At the time of initial
Treasury Board expenditure approval for a capital investment initia-
tive, the project’s total costs are normally substantive in nature, having
been independently verified and validated by the Assistant Deputy Min-
ister (Finance and Corporate Services). While the total project costs
may be well documented at the time of project approval, until the terms
and conditions of a contract and the basis of payment have been nego-
tiated and the agreement signed, the precise phasing of project
expenditures cannot be known, and thus changes will occur. Accord-
ingly, for each accrual-funded project approved to date, there will be a
number of instances where deviations from the investment-cash spend-
ing profile outlined in the project’s original expenditure approval
document will range from moderate to substantial, as the particulars of
the project’s contract and deliverables are negotiated. Moreover, the
Department of National Defence must rely on the services provided by
Public Works and Government Services Canada to negotiate the con-
tract with considerable input from Industry Canada on regional
economic benefits. This high level of interdepartmental coordination
required to expedite military procurement virtually assures that accrual
project spending estimates will change frequently up until contract
award, and then subsequent changes will continue to occur as a result
of contract schedule and performance delays.

When viewed from the perspective of Treasury Board and the De-
partment of Finance, the exigency for new, more robust financial
reporting for the accrual-budgeted projects appears sound, presumably
to ensure the optimum expenditure of taxpayer dollars. Alternatively,
by placing the onus on the Department of National Defence to do all
the financial reporting and requests for reprofiling, Treasury Board and
the Department of Finance have effectively transferred all the risk of
over- or under-spending within the department’s investment cash ac-
count to the Department of National Defence. This risk can be mitigated
by developing a risk-sharing mechanism that would see the mainte-
nance of a certain level of fiscal flexibility to cover investment cash
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reprofile requests greater than, for example, $100 million – or some
alternative threshold limit – in any given fiscal year. Although the de-
partment is allowed to lapse unused investment cash amounts, the impact
on the federal government of any sizable over-spending or lapsing of
investment cash funds remains to be determined, as this represents an
entirely new approach in expenditure management.

To facilitate the tracking of accrual-budgeted expenditures the
department has established two new funds within its Financial and
Managerial Accounting System: one for capitalizable expenditures
and the other for non-capitalizable expenditures.

Chart 12 provides a graphical illustration of the defence capital
equipment budget after Budget 2005, with the migration to accrual
budgeting. Within its capital, or Vote 5, expenditure allotment, the de-
partment has retained its cash-based capital funds, but has now added
the accrual-based or investment-cash Vote 5 funds, which are further
categorized as being either capitalizable or non-capitalizable expendi-
tures. The primary difference between these two types of accrual
expenditures is that the capitalizable amounts are accumulated in a work-
in-progress account until the project declares that the asset has been
placed into operational service; at this time, the amortization expense
will commence and start reducing the initial net book value of the as-
set. The forecast amortization and non-capitalizable expenses represent
the department’s accrual room and must be budgeted for since they will
reduce the department’s ability to spend during the year in which the ex-
penses are expected to occur. The non-capitalizable expenditure amounts
of investment cash are treated in the same manner as other cash-based
expenditures and will be expensed during the year in which the funds are
disbursed. The net result is that the department’s capital equipment budget
managers must now track, forecast and report on three distinct types of
expenditures: capitalizable and non-capitalizable expenditures for accrual-
based investment cash; traditional cash expenditures for cash-based
investment funding; and one expense item, amortization expense. To fa-
cilitate the tracking and reporting of capitalizable and non-capitalizable
type investment cash expenditures, the department has created two new
funds in its financial system of record, requiring the Assistant Deputy Min-
ister (Materiel) Comptroller to produce revised tracking and reporting
spreadsheet templates for in-year expenditure forecasts.
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Expenditure-management rules for accrual-based funding and cash-
based funding are different. Consequently, there could be externally
imposed restrictions on transfers between the two types of funds, hence
the requirement to now track and report cash-based and accrual-based
capital expenditures differently. At present, there are no external re-
porting requirements to report cash-based and accrual-based capital
expenditures differently. 77  Informal working arrangements have been
made among Treasury Board, the Department of Finance and the De-
partment of National Defence in order for Defence to receive
“investment cash” and, in turn, inform central agencies of future year
amortization expense estimates. In terms of external reporting, cash-
based and accrual-based expenditures are not separated in the
government-wide chart of accounts. Therefore, this information is com-
municated in the department’s financial statements as one total for
amortization expense and a separate total for capital expenditures in
the public accounts.

Another important feature of accrual budgeting is that if the previ-
ously forecast annual amortization expense or accrual room is not
expected to be fully utilized (perhaps owing to asset “in-service” sched-
ule delays) in the fiscal year in question, the department has the ability

Chart 12. Illustration of the Department of National Defence’s
Capital Equipment Budget (Post–Budget 2005)

*If the forecast “Accrual Room” is not fully utilized, it can be converted during
the year to Vote 1 “Cash” as long as reprofiling is done on time.

Amortization Expense*
(i.e. Accrual Room)

Non-Capitalizable Expense

Accrual-Funded
Projects

Total
Budget

Cash
Budget

No fund transfers are
allowed between cash-

and accrual-funded
projects.

Existing Cash-Funded Projects
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to convert the unused accrual room to Vote 1 cash and spend it on other
in-year operating priorities on a case-by-case basis. This in-year budget
flexibility further highlights the need for projects to forecast as accu-
rately as possible the timing and amount of their accrual-budgeted
investment cash expenditures and subsequent amortization expense.

The budgetary distinction between cash-based and accrual-based
investment funding is provided in the synopsis chart below:

Cash-Based Funding Accrual-Based Funding

Investment expenditures Budgetary Non-budgetary (except
non-capitalizable
expenditures)

Amortization expense Non-budgetary Budgetary

The challenge for the Department of National Defence will be to
implement an effective financial management framework to accu-
rately forecast, record and report on the different budgetary
impacts associated with cash-based and accrual-based funding.

Besides the more frequent and detailed financial reporting imposed
on the accrual-budgeted capital investment projects, the migration to
accrual budgeting has also reinforced the need for capital equipment
projects to focus their efforts on prudent budget management and the
timely delivery of assets. In fact, it can be argued that under accrual
budgeting, the accountabilities and responsibilities of the project man-
ager have been heightened with due regard for cost and risk. Whether
this results in more timely delivery of a much-needed military equip-
ment capability remains to be seen, given the complexities and split
departmental accountabilities of military procurement within Canada.
Furthermore, Public Works and Government Services Canada (as the
sole contracting authority for the Government of Canada) has, to date,
not been fully engaged by Treasury Board and the Department of Fi-
nance in the implementation of accrual budgeting. This apparent
oversight of not involving a major stakeholder in the process has added
to the complexity of implementing accrual budgeting, since it is often
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only through itemized invoices, as specified in the contracting process,
that the accrual-budgeted projects can accurately determine whether or
not a purchased good or service satisfies the definition of a capitalizable or
non-capitalizable type of expenditure. The requirement for an accurate
detailing of the goods or services procured under an accrual-budgeting
regime is self-evident, but Public Works and Government Services Canada
must negotiate the requirement into the contract up front, and it has often
been reluctant to do so over concerns that such a demand would add cost
to the government for limited added value.

Another challenge for the Department of National Defence is that the
department’s financial and managerial accounting system of record is pres-
ently configured for cash-based expenditure accounting, creating a situation
where considerable staff effort will be required to generate the additional
planning, tracking and reporting required for capital projects under ac-
crual budgeting. To address this issue, an internal department working group
has been formed under the leadership of Assistant Deputy Minister (Fi-
nance and Corporate Services), with membership from other key
stakeholders including the Assistant Deputy Minister (Materiel) and the
Vice Chief of the Defence Staff. To date, the working group has taken
action to implement accounting system modifications and work-arounds
to meet the unique accrual-budget reporting requirements, and it has been
charged with developing and promulgating internal policy and procedural
guidance for the management of accrual-funded projects. The steps being
taken remain a work in progress and are not complete, given the extensive
amount of internal stakeholder coordination required. Nevertheless, it
should be self-evident that the migration to accrual budgeting in the De-
partment of National Defence could not have occurred without the
implementation of accrual accounting policies and procedures beforehand.
The extent to which accrual accounting principles have been incorporated
into departmental business planning and resource allocation processes will
either facilitate or hinder the implementation of accrual budgeting. As dis-
cussed in the next section, it is the non-alignment of existing business
processes in the department with accrual accounting principles and prac-
tices that remains the single greatest impediment to obtaining the full
benefits of accrual accounting.

ACCRUAL ACCOUNTING AND BUDGETING
IN PRACTICE

The Materiel Group is the custodian of record for most of the de-
partmental capital equipment assets and inventory items and, as such,
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represents a critical stakeholder in the adoption and integration of ac-
crual accounting and budgeting within the Department of National
Defence. Notwithstanding, accrual accounting has only recently started
to have an impact on the way the Materiel Group (Assistant Deputy
Minister [Materiel]) conducts the business of materiel acquisition and
support on behalf of the department. This can be attributed to the rela-
tively slow adoption of accrual accounting policies and procedures and
their integration into the department’s resource and program manage-
ment framework.78  Therefore, the foremost challenge for the Assistant
Deputy Minister (Materiel) has been putting accrual accounting and
budgeting policies and principles into operation in the materiel acqui-
sition and life-cycle management processes of major defence assets
and inventory; heretofore, accounting considerations were generally
limited to selection of the correct appropriation vote (Vote 1, Operat-
ing Expenditures; or Vote 5, Capital Acquisition).

The Assistant Deputy Minister (Materiel) has the lead responsibil-
ity for maintaining the accuracy and completeness of the asset data
records for all capital equipment assets in the department’s equipment
asset accounting system of record (Material Acquisition and Support
Information System), in conjunction with other senior departmental
managers.79  This role has positioned the Assistant Deputy Minister
(Materiel) as a focal point in the department-wide implementation of
accrual accounting and has facilitated the development of critical knowl-
edge and expertise in both recording and reporting on the capitalization
of defence-owned equipment assets and inventory (lead responsibility
for inventory management policies and practices resides within Assist-
ant Deputy Minister [Materiel]). Nevertheless, one of the observed
shortcomings of the implementation of accrual accounting within the
Department of National Defence has been the failure to fully integrate
new accounting policies and methods into existing departmental busi-
ness processes and practices to thereby ensure consistent and effective
application of accrual accounting policies in all business transactions.80

This has prompted the Assistant Deputy Minister (Materiel) to initiate
several bottom-up reviews of departmental materiel acquisition and
support processes and practices to demonstrate to senior decision mak-
ers where such business practices were inconsistent with accrual accounting
policy and to recommend procedural changes to build alignment.

A critical component of the Materiel Acquisition and Support func-
tion is equipment life-cycle management. Life-cycle management is
defined by the United States Department of Defense as a management
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process applied throughout the life of a system that bases all program-
matic decisions on the anticipated mission-related and economic benefits
derived over the life of the system.81  The life cycle of a weapon system
includes all phases of a system’s life including research, development,
test and evaluation, production, operations and maintenance (in-service)
and disposal. An important related concept is life-cycle cost, which is
defined as the total cost to the government of acquisition and owner-
ship of the system over its estimated useful life. Under the cash basis
of accounting, all weapon system life-cycle costs were expensed in the
year the expenditure was made, with no reference to the remaining eco-
nomic value of the asset. However, under the accrual basis of accounting,
once a decision has been made to procure a new weapon system, it is
necessary to set up an asset master record in the department’s asset
accounting system to track the asset’s starting or opening net book value
and subsequent monthly rate of amortization expense. Over the asset’s
life cycle, the dollars spent on improvements or upgrades above a cer-
tain threshold value that result in substantially enhanced functionality,
or extend the useful life of the main asset by more than one year, or
significantly reduce an asset’s operating costs (commonly referred to
as betterments), will require an increase to the asset’s net book value.
Similarly, unplanned events, such as accidents or acts of war, that re-
sult in a reduction in the asset’s useful life will require a write-down
(either partial or complete) of the asset’s remaining net book value.
Likewise, write-downs are also done when there is a permanent im-
pairment to the asset’s capabilities, or when there has been a significant
reduction in its value. Once a decision has been taken to retire an asset,
either voluntarily or involuntarily, a similar write-down of the asset’s
remaining net book value would have to occur. These steps are illus-
trated in Chart 13.

Despite the efforts of the Assistant Deputy Minister (Materiel)
Comptroller to educate acquisition project and life-cycle equipment
managers within Assistant Deputy Minister (Materiel), an understand-
ing of the impact of management decisions on the accrual accounting
treatment of assets during the various phases of the equipment life cy-
cle continues to be weak, requiring periodic awareness briefings,
constant oversight and frequent comptroller staff intervention to main-
tain compliance with accrual accounting policy.

An example of where the Assistant Deputy Minister (Materiel) has
had to take the lead to incorporate accrual accounting policy into de-
partmental materiel acquisition and support and resource management
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practices has been on the issue of changes to the estimated life expect-
ancy of assets owned by the Department of National Defence. Even
though official adoption of accrual accounting in the department oc-
curred in 2001, there were no corresponding amendments in the
department’s capital equipment investment management policies. Con-
sequently, there was no official mechanism to change the estimated life
expectancy (or useful life) of capital equipment assets to ensure that
such decisions would be taken strategically. In the absence of such guid-
ance, there was minimal departmental oversight on changes to estimated
life expectancy, with most being made along operational and technical lines,
and little consideration was accorded to the potential long-term financial
impacts on the department. Both accrual accounting and accrual budget-
ing demand that management fully understand and accurately document
the financial impact of extending the estimated life expectancy of a capital
asset, particularly the impact on the department’s future annual amortiza-
tion expense which has started to govern the amount of available capital
investment planning room in a given period. Rigorous financial analysis is
therefore key in supporting the decision-making process related to a pro-
posed estimated-life-expectancy change.

Chart 13. Accrual Accounting and Asset Life-Cycle Management
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Recognizing this shortfall, the Assistant Deputy Minister (Materiel)
has taken action to formalize a policy, and associated process, through
which capital assets, fleets and groups of equipment can be granted an
extension to their estimated life expectancy. This new policy will en-
sure that all future decisions on equipment- or system-life extensions
consider not only a comparison with the potential cost of replacing the
asset, but also alignment with overall departmental plans, priorities and
capability management plans. Along with the policy on estimated-life-
expectancy changes, the Assistant Deputy Minister (Materiel) has
successfully championed for the formal inclusion of betterments as a
capital equipment project category in the department’s capital equip-
ment Project Approval Guide. The renewed policy guidance now clearly
specifies that all capital equipment projects that meet the criteria of a
betterment (under accrual accounting policy) will be treated as capital
investment projects and, therefore, will be subject to a higher level of
management scrutiny under the Department of National Defence’s capi-
tal investment project review and approval process. The incorporation
of the estimated-life-expectancy change process and betterment project
criteria into the department’s defence management practices is expected
to go a long way in strengthening equipment-life-cycle management
within the Department of National Defence by making better use of the
department’s accrual accounting information (such as net book value)
for critical equipment-life-cycle decision points (such as extending the
service life or replacing the asset).

Another area where the Assistant Deputy Minister (Materiel) has
had to assume a leadership role is in the implementation of accrual
budgeting within the department. Notwithstanding the efforts of the
Assistant Deputy Minister (Finance and Corporate Services), the ac-
tual mechanics on how to implement accrual budgeting for capital
projects in the Department of National Defence has, by default, fallen
upon the Assistant Deputy Minister (Materiel) as the responsible agent
for the acquisition of all major military equipment assets. In the ab-
sence of a legislated accrual budgeting framework, the department, and
by extension the Materiel Group, has been forced to apply accrual budg-
eting principles within the government’s existing modified system of
cash-based expenditure management. As previously mentioned, this has
burdened the department with additional budget reporting and the need
for more frequent Treasury Board submissions to update both the ex-
penditure and expense profiles of these projects. Much of this reporting
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burden has been placed on the accrual budgeted projects themselves as
the primary source of both spending and delivery schedule informa-
tion. However, many of these new capital equipment projects have been
established with a minimum amount of staff, given the current short-
age of experienced acquisition engineering, logistics and procurement
staff within the Materiel Group and the desire to expedite several large
equipment acquisition projects simultaneously. As a consequence, the
Assistant Deputy Minister (Materiel) Comptroller has taken action to
keep the amortization expense or budgetary reporting activity within
the supporting financial functional chain, thereby allowing each project
to focus on accurately forecasting the investment cash expenditures
based on its applicable schedule and performance criteria. Along these
same lines, the Assistant Deputy Minister (Materiel) Comptroller has
taken steps to implement full budgetary planning in the financial sys-
tem of record (Financial Managerial Accounting System) for all accrual
budgeted projects to ensure that all modifications to each project’s
spending plan are maintained within the system of record, rather than
on stand-alone spreadsheets, thus making it easier to generate the re-
quired expenditure reports while maintaining a more robust audit trail.
That said, the true workload impact of the increased financial reporting
on the Materiel Group and the rest of the department remains to be
seen.

The adoption of accrual accounting in Defence within the context
of a cash-based expenditure management system has illuminated chal-
lenges around the concept of appropriation-vote integrity. Vote numbers
vary by ministry. Under the current expenditure management system in
the Department of National Defence, the Parliamentary votes confer
certain expenditure rights and obligations, with the two most impor-
tant being Vote 1 for the funding of day-to-day department or program
delivery operations and Vote 5 for the funding of capital investments.
Prior to the advent of accrual budgeting, all Vote 5–funded projects
were funded on a cash basis with the expenditures expensed within the
year appropriated. These votes represent cash-based appropriations for
which the department is accountable to Parliament.

In addition to the above cash-based reporting, the implementation
of accrual accounting has resulted in the department preparing accrual-
based financial statements, which necessitated accounting for all
expenditures on the department’s balance sheet (asset-adjusted net book
value and work-in-progress amounts) or its income statement (annual
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amortization expense). These accounting transactions require that all
capital projects categorize and track their planned expenditures as being
either capitalizable or non-capitalizable, with the capitalizable expen-
ditures settling to a work-in-progress account and being eventually
amortized and expensed. The accrual accounting treatment of these cash-
based expenditures is done by the Assistant Deputy Minister (Material)
Comptroller staff, not the project management personnel. Visible to
the capital projects is the cash-based financial reporting, which includes
in-year spending forecasts, and there are immediate repercussions if
spending exceeds the department’s capital appropriation in a given year.

Owing to persistent capital budget constraints that first material-
ized in the late 1990s, departmental decisions were made to fund certain
modernization or betterment projects (such as portions of CP-140 Au-
rora and CF18 Hornet incremental modernization projects) using
operations and maintenance funds. These operations and maintenance–
funded investment decisions were not initially captured by departmental
accounting statements as resource allocation decisions, and were oc-
curring without consideration as to how they would be reflected in the
annual financial statements. The use of operations and maintenance
funds in this manner was observed by the Office of the Auditor General
of Canada in 2004 and resulted in the department having to implement
interim procedural changes to strengthen vote integrity; this included
designating a portion of the department’s operations and maintenance–
funded National Procurement budget as capital funds to pay for capital
projects that were being undertaken using operations and maintenance
funds.82  In effect, under accrual accounting, all capital investment to
develop or acquire an asset must be undertaken using only capital funds,
while the need for vote integrity under accrual accounting only exists
because of the spending constraints inherent in a cash-based expendi-
ture management system where funding is appropriated by vote.
Although the current vote structure and cash-based parliamentary ap-
propriations system are not likely to change, if the government were to
adopt accrual-based budget appropriations fully, the parliamentary vote
process could be replaced by a multi-year budget appropriation proc-
ess, which would require departments to produce similar multi-year
investment and operating plans that demonstrate their respective pro-
gram delivery affordability and sustainability. However, the elimination
of current controls would result in a much-diminished role for elected
parliamentary representatives.
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DEPARTMENT OF NATIONAL DEFENCE’S
FINANCIAL REPORTING

Perhaps the most important aspect of accrual accounting is its im-
pact on financial reporting and the generation of accurate financial
statements – the raison d’être of accrual accounting. However, the ac-
curacy and relevance of the accrual-based accounting information
presented on the department’s financial statements is only as good as
the department’s internal financial control framework. While the De-
partment of National Defence, along with the rest of the federal
government, begins the transition to audited financial statements, the
emphasis will be on the accuracy and completeness of accrual account-
ing information so that the Department of National Defence can receive
an unqualified audit opinion by the Auditor General within the depart-
ment’s reporting materiality threshold (currently established at one
percent of annual expenditures). A recent Department of National De-
fence audit-readiness assessment conducted by an independent audit
firm enumerated several areas requiring significant work by the de-
partment before an unqualified audit opinion could be realized. 83  Those
areas include:

• Improvement in the computer controls and associated processes
of the various systems feeding the production of financial state-
ments, which currently make it difficult to reconcile and link
accounting records and financial statements.

• Improvement in inventory valuation and reporting in order to
reduce inventory inaccuracies and inconsistencies. This will
require significant effort as the Canadian Forces Supply Sys-
tem was not designed to support financial statements.

• The need to conduct a physical verification of all capital assets
by location to reconcile to the department’s financial statements
and asset system of record. This too will require significant
effort, given the multitude of vehicles, ships and aircraft in the
Canadian Forces inventory and their regular movement in sup-
port of operations and exercises.

• An increased level of documentation of controls for routine fi-
nancial processes such as purchases and payables, revenue,
receivables and payroll.

• The need to address shortfalls in the capacity (skills and number)
of the departmental financial and non-financial staff to move to
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a controls-reliant audit of its financial statements. This will
require a significant sustained investment in training and edu-
cation, as well as re-allocation of personnel to manage the effort.

Some key areas of non-alignment between accrual accounting
policy and departmental defence management policy and practices
are:

• Split funding for infrastructure in support of the capital equip-
ment projects

• Submissions for project expenditure authority approval
• Equipment asset write-offs or write-downs
• Life-cycle and capital investment management decision making
• Identification of higher than anticipated equipment asset utilization

rates and the potential need for early asset replacement
• Inventory valuation and reporting

CURRENT ACCRUAL ACCOUNTING AND
BUDGETING ISSUES IN DEFENCE

The transition to accrual budgeting in the department has had the
unexpected consequence of discovering areas of incongruence between
Defence business management process and accrual accounting policy.
For example, it is common practice in capital equipment acquisition
projects to include in the submission to Treasury Board for project ex-
penditure authority approval any related infrastructure (buildings and
works) needed to achieve full operational capability of the equipment.
Examples would be the construction of a jetty to accommodate a new
class of Navy ship, or a new taxiway and parking ramp for oversized
strategic transport aircraft. Construction in support of equipment, or
CISE as it is commonly referred to within the department, often in-
volves cost-sharing arrangements between capital equipment projects
and their sponsors (or the eventual users of the new equipment) in an
effort to control project costs and to share risks.

Construction in support of equipment is normally undertaken as
stand-alone projects (requiring their own submission for expenditure
authority approval) and simply uses the capital equipment project as a
source of funds. It must also be acknowledged that while the Assistant
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Deputy Minister (Materiel) is the accountable authority for all capital
equipment acquisition, it is the Assistant Deputy Minister (Infrastruc-
ture and Environment) who is the accountable authority for all
infrastructure projects. Consequently, CISE sub-projects can be char-
acterized as being both funded and executed under split authorities,
making it a challenge to determine accountability for project cost, sched-
ule and performance. Nevertheless, under the modified cash basis of
budgeting, split funding does not present a problem from either an ex-
penditure management or an accounting perspective since all
expenditures are expensed in the year they are made. While it is possi-
ble to use split funding under the accrual basis of budgeting (both cash
and accrual funds) from an expenditure management perspective, it
would be very difficult and labour intensive to accurately track and
report the accrual-funded portion of the CISE sub-project, which would
place in doubt the eventual accuracy of the department’s financial po-
sition. For this reason, the practice of split funding for such sub-projects
between capital cash and accrual-based, and of split accountabilities is
under departmental review and will, in all likelihood, be curtailed.

The advent of accrual budgeting has also necessitated modifica-
tions to the department’s documents for internal capital project approval
and Treasury Board approval. However, there is limited guidance on
how the accrual or budgetary perspective of the accrual-funded projects
should be estimated and shown, making each accrual-budgeted project
submission unique and, as a result, not in keeping with current depart-
mental project management policy and practice. For example, there is
no requirement to include in the departmental or Treasury Board project
approval submission any information on how the project’s accrual ex-
pense amount is determined, by including a table that shows the total
project cost categorized as being either capitalizable or non-
capitalizable. Similarly, accrual-budgeting policy or guidance at the
corporate level is minimal, leading to the potential of procedural lapses
by project management practitioners and supporting financial and pro-
curement staff. While the department understands that it will be
permitted to lapse unspent investment cash at fiscal year-end, the pos-
sible budgetary implications still have to be determined of an
accrual-budgeted project failing to notify Treasury Board in time for
its assigned investment funding to be reprofiled in the fiscal year and
therefore lapsing sizable amounts of investment cash (a real possibility
given the limitations of the cash-based budget appropriation process
followed by Parliament). Likewise, the flexibility to increase the amount
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of investment funding required in a particular fiscal year is also re-
stricted by the parliamentary calendar. These are perhaps the greatest
unknown and potential risk areas as the department adopts an accrual-
based budgeting framework.

Arguably the greatest challenge in adopting full accrual account-
ing principles in relation to departmental management policies and
practices lies in the area of inventory valuation and reporting. Treasury
Board accounting policy requires that departments treat inventory hold-
ings as a type of expenditure in suspense.84  In reality this means that
the department has had to institute financial monitoring and reporting
procedures that capture inventory-related expenditure transactions (pur-
chase of inventory items) to ensure that they are not expensed but rather
attributed to an inventory valuation account. Inventory items are
expensed, through a reduction of inventory value, only when the items
are removed from inventory or issued to an end user. Much of the dis-
sonance between accounting principles and management procedures
and practice can be attributed to the lack of integration between the
department’s inventory management system of record and its financial
system of record, which necessitates considerable manual reconcilia-
tion to ensure that inventory quantities and values are accurately
recorded and reported. Likewise, the Canadian Forces Supply System
(inventory management system of record) was never designed to report
the value of the department’s inventory holdings.85  In addition, the de-
partment’s current inventory valuation process only includes those
inventory items held in Canadian Forces supply depots or contractor-
owned facilities and excludes inventory items (except ammunition) held
in field or operational units such as ships, squadrons or battalions, on
the assumption that the items are considered consumed when issued to
the supply accounts of operational units. The exclusion of inventory
items held in Canadian Forces field units essentially means that large
quantities of inventory items held, on a just-in-case basis, may not be
valued. With a total inventory value of around five billion dollars, the
level of risk associated with determining and maintaining accurate in-
ventory values has been assessed by an independent audit firm to be
high, likely requiring a sizable investment in information technology
to adequately address.86

Another area where there is a pressing need for better functioning
of accrual accounting policy with departmental business practice is the
area of capital equipment asset write-offs or write-downs. In a normal
defence setting where advanced, complex military equipment is used
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intensely – often in harsh environments – high-value weapon systems
can be heavily damaged (permanently impaired) or destroyed. This can
occur during normal daily use, on training exercises or during deployed
operations. As a result, the equipment that is damaged beyond eco-
nomical repair, or destroyed, has no residual value for the Canadian
Forces. The use of a wide variety of multi-million-dollar weapon sys-
tems in deployed operations by the Canadian Forces over the past decade
and a half has been extensive, and intensive use of certain weapon sys-
tems overseas can be expected to continue for the foreseeable future.
Under accrual accounting, the weapon system or vehicle that is de-
stroyed or damaged beyond economical repair would be written off,
with the residual net book value written down to zero and any remain-
ing amortization removed from future Department of National Defence
obligations.87  The difficulty has been in getting timely notification of
capital asset impairment or destruction from the equipment-life-cycle
managers to the finance functional chain in order to make the neces-
sary accounting adjustments to asset valuations and amortization
schedules. This is especially true for equipment on deployed opera-
tions. In an attempt to address this shortcoming, and to improve reporting
under the Support to Deployed Operations Account, the Assistant
Deputy Minister (Materiel) Comptroller has started to request that a
report be completed quarterly on those capital assets damaged beyond
repair or destroyed in theatre. A key expected benefit of this new ac-
crual-based budgeting is that it will enable the Department of National
Defence to negotiate better with central agencies for the funding to
replace those destroyed weapon systems or vehicles, by determining
the necessary “accrual room” to be allocated by central agencies for
restoring diminished equipment capabilities.

Accrual accounting principles can be applied to the department’s
advantage by the incorporation of asset amortization expense informa-
tion for equipment and weapons systems, which will be particularly
useful to the equipment-life-cycle management process within the de-
partment for determining the optimum time (from a financial
perspective) to replace or modernize equipment, based on utilization
rates. During the Cold War, managing the replacement of capital equip-
ment was a relatively orderly process; in the face of a known and
quantifiable threat, equipment utilization rates could be managed closely
through detailed planning of exercises and operations within a defined
budget. This is no longer the case. Since the end of the Cold War, a
number of Canadian Forces weapon systems have been deployed
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overseas repeatedly and more intensely. In effect, certain departmental
weapon systems are being subjected to a much higher usage rate than
was forecast during the procurement process. As a result, the estimated
life expectancy of these specific weapon systems can reasonably be
expected to decline,88  and the earlier than planned replacement of heav-
ily used equipment fleets will become a significant management issue
for the Department of National Defence and central agencies. Accrual
accounting can provide better information on the accelerated economic
consumption of equipment assets. Adjustments can be made in the use-
ful lives of equipment that result in the deliberate write-down of asset
net book values as determined through engineering assessments that
highlight reduced equipment life expectancy (or permanent impairment.
Using this accrual-based financial information, the department will be
able to demonstrate better the impact of deployed operations on equip-
ment asset values and amortization rates, thereby positioning the
department to negotiate the accrual room and future investment cash
requirements.

Historically, defence budgets consisted of a moderate fixed com-
ponent and a significant variable component.89  The variable component
shifted in relation to costs incurred, owing to changing activity rates,
but it is gradually moving towards more fixed costs and less variable
costs. A large contribution to this shift is the increased use of long-
term maintenance contracts for new equipment fleets. The application
of full accrual accounting to the budgetary process within the depart-
ment will accelerate this trend. Amortization, or depreciation, locks in
expenses over the long term to the defence budget, or until the asset is
sold or disposed of; therefore, a significant element of long-term de-
fence costs will become fixed over several decades. Consequently, the
issue of stable defence funding over the long term becomes essential.
Specifically, future-funding reductions to the Department of National
Defence could reduce dollars available for personnel, operations and
maintenance, the only remaining funding flexibility within the
department.

Although it is under discussion, the budgetary treatment of equip-
ment assets that are lost, destroyed or damaged beyond economical
repair (permanently impaired) has yet to be determined. Possible budg-
etary treatments could include the department

• submitting a request in the supplementary estimates process to
increase its budgetary ceiling by the net book value of the
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permanently impaired equipment asset in the fiscal year in which
the permanent impairment will be recognized and reported in
the departmental financial statements; or

• absorbing the budgetary impact of the write-down of the net
book value of the permanently impaired equipment asset in the
fiscal year in which the permanent impairment will be recog-
nized and reported in the departmental financial statements.

The historical defence policy and funding mismatch in the De-
partment of National Defence has been well documented in recent
Canadian defence policy literature.90  The fundamental issue of
affordability in Defence has been a long-standing issue for Western
defence forces, one that has become increasingly difficult to ignore.
Specifically, for a given unit of defence capability the cost “has been
growing considerably faster than the year-on-year inflation figure.”91

Within this resource-constrained environment the department has the
opportunity to realize the most significant benefit of accrual account-
ing and budgeting, and optimize the use of the department’s accrual
budget (from Budgets 2005 to 2007 and beyond) for both the acquisi-
tion and sustainment of new and modernized defence capabilities. To
accomplish this will present a challenge to departmental defence re-
source and capability planners and analysts to fully incorporate and
exploit the accrual expense and sustainment expenditure information
on existing equipment assets. It could be achieved by the development
of data tables that show, by individual equipment asset, the accumu-
lated depreciation or amortization expense, the current useful life and
net book value, plus a forecasted (five to ten years) net book value
based on the asset’s annual depreciation rate, along with any work-in-
progress amounts that are expected to be added to the net book value of
the asset. To this accrual expense information could be added actual
and projected annual operating and maintenance expenditures by asset
class, equipment utilization rates (hours in flight, days at sea, kilome-
tres driven), as well as an estimate of the equipment replacement cost
(updated periodically). Effectively, this combination of expense, ex-
penditure and investment cost information would provide a solid
empirical basis from which to discern the most cost-effective course of
action (repair, refurbish or replace) during the life cycle of an asset
and, by extension, to develop a long-term capital investment plan. In
fact, it is reasonable to expect that capital investment priorities would
be more rigorously informed by the objective lens that such detailed
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life-cycle cost information would provide. Similarly, tracking such in-
formation by equipment or realty asset would strengthen the
department’s position in negotiating future accrual room from govern-
ment central agencies by convincingly demonstrating sustainment and
capital investment shortfalls. While they are not a panacea, accrual ac-
counting and budgeting will have a profound and lasting impact on
defence resource management practices and, if used appropriately, could
have a positive impact on the previously elusive realization of an af-
fordable and sustainable Canadian defence policy.

Although the focus of this study is accrual accounting and budget-
ing, it should be noted that such a change in accounting practice could
link significantly with departmental capability-based planning92  as well
as the development of a defence strategic cost model.93  The develop-
ment of planning processes and strategies within Western national
defence establishments has been significant since the end of the Cold
War, yet remains relatively unrecognized and unappreciated. Similarly,
within Western defence, the rise of defence corporate strategy has been
overshadowed by the massive restructuring and reorganization that has
occurred since the end of the Cold War. Capability-based planning and
strategic cost modelling both focus on the long-term perspective. Ac-
crual accounting and budgeting facilitates these two initiatives by
supporting long-term planning and decision making. Whereas the em-
ployment of capability-based planning and the assessment of the
affordability of costs through use of a strategic cost model are internal
benchmarking and assessment tools, accrual accounting and budgeting
follow generally accepted accounting principles and result in public
and transparent financial documents. The results of decisions stemming
from capability-based planning and the use of the strategic cost model
eventually flow through and are documented in the accounting budget-
ary process.





CHAPTER 4

Summary of Accrual Accounting and
Budgeting in Defence

The federal government decided several years ago to replace the
existing cash-based system of accounting with an accrual-based sys-
tem of accounting. Although the transition has been in progress for
several years, more work remains in order to incorporate this change
fully into departmental processes and procedures. The government’s
decision to adopt accrual accounting has the greatest impact on the
Department of National Defence, the largest holder of capital assets
and inventory in the federal government. As a consequence, the depart-
ment is shaping the development of overall federal accrual accounting
policies and procedures, owing to the materiality – and impact – that
defence will have on the eventual success or failure of the implementa-
tion of accrual accounting within the government. As was outlined in
this analysis, much work remains to be done, and increased resource
commitments will be needed over time to develop the capacity to man-
age under this different accounting system.

Although the full impact of accrual accounting and budgeting on
defence is not clearly defined at this time, it can reasonably be ex-
pected that the change will be material. In the current situation the status
quo is no longer viable and changes need to be made. In this regard,
there are a number of similarities between the situation of today and
that of the early 1960s. The most noteworthy similarity is the need to
reinvest in defence capital. In the 1960s, savings to reinvest into capi-
tal were sought through administrative efficiencies,94  and today the focus
is not on cost savings but on increasing the quality of information to
defence decision makers. The adoption of accrual budgeting in Defence
is a key element in the application of full accrual accounting principles
and practices, where the accounting data collected and reported by the
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department do more than “merely describe financial reality – they in
effect define reality, as real economic consequences flow from the re-
ported numbers.”95 The full impact of the transition to accrual accounting
and budgeting will only become clear over the upcoming years. The
resulting unambiguous delineation between capital investment and the
remainder of the defence-funding envelope (personnel, operations and
maintenance) will demand greater management attention to the capital
program (future force development) and help ensure that the historical
treatment of the capital program as a residual expenditure is dimin-
ished.96  This will reduce the focus on immediate needs (personnel,
operations and maintenance) and provide a more balanced approach
that also reflects future needs (capital). Such indirect long-term benefit
to defence will assist governments and defence planners in more accu-
rately forecasting long-term needs and in addressing capability
deficiencies over time. Indeed, from a defence management perspective,
this could end up being the greatest benefit – although unintentional –
of implementing accrual accounting in defence. The difficulty, how-
ever, will be to preserve a fragile state of sustainability with the
department while simultaneously maintaining the deployed capabili-
ties of the Canadian Forces on their assigned missions and tasks. This
balance will be difficult given the planned massive influx of new capi-
tal equipment and the associated long-term annual operations and
maintenance tail that this new capital equipment will generate.

Notwithstanding the expected benefits, the enormity of the chal-
lenges faced by the Department of National Defence to incorporate fully
accrual accounting concepts and practices into the department’s busi-
ness management and resource allocation processes will take years of
concerted effort and millions of dollars to address. However, this sig-
nificant long-term commitment will be competing against other
pressures for funding and staff resources within the department. Ac-
crual accounting and budgeting is not a resource-neutral activity.
Accordingly, Defence will have to put in the necessary resources to
achieve the desired results. Nevertheless, it is clear that accrual ac-
counting and budgeting is here to stay and has begun to inform the
department’s asset life cycle and capital investment decisions.
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Appendix

Examples of Accrual-Budgeted
Projects

SIMPLIFIED EXAMPLE NO. 1:
ACCRUAL BUDGETED PROJECT

In this example, the Department of National Defence plans to ac-
quire four new aircraft to provide assured strategic airlift capability for
the Canadian Forces that meets an approved statement of operational
requirements. A Treasury Board submission has to be drawn up for
approval. Because the project is accrual budgeted (using investment
cash), an accrual table has to be completed to accompany the submis-
sion and show the amortization expense schedule, which is, in reality,
the planned budgetary expense for the upfront investment expenditure.

Expected project costs are as follows:

Item Cost ($000s)

Capitalizable costs
4 aircraft (unit cost of $50 million) $200,000
1 flight simulator (unit cost) 25,000
Project management office 15,000
Initial training and other set-up costs     15,000
Sub-total   255,000

Non-capitalizable costs
Maintenance (Integrated Logistics Support) 2007–2011     45,000
Sub-total     45,000

Total cost $300,000
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Expected in-service schedule:

In-Service Date Asset

2007 1 flight simulator
2008 2 aircraft
2010 1 aircraft
2011 1 aircraft

Under accrual budgeting, all costs must be separated into two cat-
egories: non-capitalizable expenditures and capitalizable expenditures.
Non-capital expenditures are expensed in the year in which they occur.
Capital assets that are acquired or internally developed have to be indi-
vidually identified. If there are a number of similar assets, they have to
be grouped for the purpose of the amortization expense forecast. As a
general rule, in the Department of National Defence straight-line am-
ortization is used for all capital assets. Amortization expense commences
in the month following the asset being declared in service or in use by
the operator. (This is simplified in the examples to commence in the
year during which the assets are placed in service.) The following cal-
culation is required in order to forecast annual amortization expense
for each individual asset or group of identical assets:

historical cost – salvage value

    estimated useful life = estimated annual amortization expense

There are two types of capital assets identified in the project:

• flight simulator

• aircraft

Asset 1 (Flight Simulator)

Historical cost = $25,000,000 (unit cost)

Apportionment of project overhead costs = $1,875,000

Apportionment of training and set-up costs = $1,875,000

Estimated useful life = 25 years

Salvage value = 0
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$28,750,000 – 0

25 = $1,150,000 (estimated annual amortization expense)

Amortization Schedule (Flight Simulator)

Number of Assets Starting Date

1 2007

Asset 2 (Aircraft)

Historical cost = $50,000,000

Apportionment of project overhead costs = $13,125,000 / 4 = $3,281,250

Apportionment of training and set-up costs = $13,125,000 / 4 = $3,281,250

Estimated useful life = 25 years

Salvage value = 0

$56,562,500 – 0

25 = $2,262,500 (estimated annual amortization expense
per aircraft)

Amortization Schedule (Aircraft)

Number of Assets Starting Date

2 2008
1 2010
1 2011

Cash Flow Table (in $000s)

FY 07–08 FY 08–09 FY 09–10 FY 10–11 Total

Capitalizable $33,750 $108,750 $58,750 $53,750 $255,000
expenditures (V511)

Non-capitalizable 5,000 10,000 15,000 15,000 45,000
expenditures (V510)

Total expenditures $38,750 $118,750 $73,750 $68,750 $300,000
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Under accrual budgeting, Parliament will appropriate the $300
million in investment cash in the government’s fiscal framework for
the period from fiscal year 2007–08 to fiscal year 2010–11. The invest-
ment funds will be provided to the Department of National Defence for
executing the accrual-budgeted project. The department will utilize two
separate accounts (Funds V511 and V510) in its financial system of
record to track and report the spending of the investment funds. Invest-
ment funds can be reprofiled (either increasing or decreasing the amount
of annual funding) dependent upon the schedule of the project. Not-
withstanding, the project must seek Treasury Board approval to spend
more than the $300 million in investment funding.

Accrual Table (in $000s)

FY 07–08 FY 08–09 FY 09–10 FY 10–11 FY 11–12 FY 12–13

Amortization expense $1,150 $5,675 $7,937.5 $10,200 $10,200 $10,200
on capitalized assets
(X999)

Non-capitalized 5,000 10,000 15,000 15,000 – –
expenses (V510)

Total expenses $6,150 $15,675 $22,937.5 $25,200 $10,200 $10,200

FY 13–14 FY 14–15 FY 15–16 FY 16–17 FY 17–18 FY 18–19

Amortization expense $10,200 $10,200 $10,200 $10,200 $10,200 $10,200
on capitalized assets
(X999)

Non-capitalized – – – – – –
expenses (V510)

Total expenses $10,200 $10,200 $10,200 $10,200 $10,200 $10,200

FY 19–20 FY 20–21 FY 21–22 FY 22–23 FY 23–24 FY 24–25

Amortization expense $10,200 $10,200 $10,200 $10,200 $10,200 $10,200
on capitalized assets
(X999)

Non-capitalized – – – – – –
expenses (V510)

Total expenses $10,200 $10,200 $10,200 $10,200 $10,200 $10,200
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FY 25–26 FY 26–27 FY 27–28 FY 28–29 FY 29–30 FY 30–31

Amortization expense $10,200 $10,200 $10,200 $10,200 $10,200 $10,200
on capitalized assets
(X999)

Non-capitalized – – – – – –
expenses (V510)

Total expenses $10,200 $10,200 $10,200 $10,200 $10,200 $10,200

FY 31–32 FY 32–33 FY 33–34 FY 34–35 FY 35–36 Total Cost

Amortization expense $10,200 $9,050 $4,525 $2,262.5 0 $255,000
on capitalized assets
(X999)

Non-capitalized – – – – – 45,000
expenses (V510)

Total expenses $10,200 $9,050 $4,525 $2,262.5 0 $300,000

Note that the full project cost of $300 million is actually spent in
the first four years, fiscal year 2007–08 to fiscal year 2010–11, but the
budgetary impact of the project’s investment spending is actually spread
over the subsequent twenty-five years. In effect, the Department of
National Defence will have an annual budgetary amortization expense
charge related to the acquisition and operation of the four strategic trans-
port aircraft and the flight simulator, which will reduce the department’s
authority by the amount of estimated amortization expense. Under evolv-
ing accrual budgeting guidelines, Treasury Board must be informed of
any changes to the originally submitted accrual table.

SIMPLIFIED EXAMPLE NO. 2:
ACCRUAL BUDGETED PROJECT WITH A
BETTERMENT

Often military capital equipment assets are modified or improved.
Under accrual accounting, it is necessary to apply generally accepted
accounting principles related to the treatment of capital assets to deter-
mine if such modifications meet the definition of a betterment.
Betterments to an equipment or weapon system are improvements val-
ued at $30,000 or more per asset that (1) significantly increase the
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quality or quantity of its physical output or performance, or (2) signifi-
cantly decrease its operating costs, or (3) extend its useful life by at
least one year.97  There are two types of betterments: a betterment that
extends the useful life of the asset, and a betterment that does not ex-
tend the useful life. Each type requires an adjustment to the original
project accrual table.

Betterment Without Extension of the Useful Life

Using Example No. 1 provided above (the purchase of four strate-
gic transport aircraft and a flight simulator), say that in 2027 there will
be a programmed major technological upgrade on the flight simulator,
for an estimated total cost of $8.5 million, that will not extend the flight
simulator’s expected useful life of twenty-five years. All other project
assumptions remain unchanged. To calculate the change in annual am-
ortization expense, the total cost of the betterment has to be added to
the expected net book value of the flight simulator, and the investment
then amortized over the remaining useful life of the flight simulator.

Net book value (NBV) of flight simulator = historical cost – accumulated
amortization

Therefore, NBV of flight simulator = $28,750,000 – ($1,150,000 x
20 years) = $5,750,000

NBV + betterment cost – salvage value

remaining useful life = estimated annual
amortization expense

$5,750,000 + $8,500,000 – 0

5 = $2,850,000
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Modified Accrual Table (in $000s)

Note: For simplification, only the years where there are changes to the amortization expense are

shown.

Accumulated
Expenses

FY 07–08 to

FY 26–27 FY 27–28 FY 28–29 FY 29–30 FY 30–31

Amortization expense $188,162.5 $11,900 $11,900 $11,900 $11,900
on capitalized assets
(X999)

Non-capitalized 45,000 – – – –
expenses (V510)

Total expenses $233,162.5 $11,900 $11,900 $11,900 $11,900

FY 31–32 FY 32–33 FY 33–34 FY 34–35 FY 35–36 Total Cost

Amortization expense $11,900 $9,050 $4,525 $2,262.5 0 $263,500
on capitalized assets
(X999)

Non-capitalized – – – – – 45,000
expenses (V510)

Total expenses $11,900 $9,050 $4,525 $2,262.5 0 $308,500

Betterment with Extension of the Useful Life

In 2027 say that there will be a programmed major technological
upgrade on the flight simulator for an estimated total cost of $8.5 mil-
lion. It is expected that the useful life of the simulator will be extended
by four years, from fiscal year 2031–32 to fiscal year 2035–36. All
other project assumptions remain unchanged. To calculate the change
in annual amortization expense, the total cost of the betterment must
be added to the net book value of the flight simulator, and the invest-
ment then amortized over the extended useful life of the simulator.

Net book value (NBV) of flight simulator = historical cost – accumulated
amortization
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NBV of flight simulator = $28,750,000 – ($1,150,000 x 20 years) =
$5,750,000

NBV + betterment cost – salvage value

extended useful life = estimated annual
amortization expense

$5,750,000 + $8,500,000 – 0

5+4 = $1,583,330

Modified Accrual Table (in $000s)

Note: For simplification, only the years where there are changes to the amortization expense are

shown.

Accumulated
Expenses

FY 07–08 to

FY 26–27 FY 27–28 FY 28–29 FY 29–30 FY 30–31

Amortization expense $188,162.50 $10,633.33 $10,633.33 $10,633.33 $10,633.33
on capitalized assets
(X999)

Non-capitalized 45,000 – – – –
expenses (V510)

Total expenses $233,162.5 $10,633.33 $10,633.33 $10,633.33 $10,633.33

FY 31–32 FY 32–33 FY 33–34 FY 34–35 FY 35–36 Total Cost

Amortization expense $10,633.33 $10,633.33 $6,108.33 $3,845.83 $1,583.33 $263,500
on capitalized assets
(X999)

Non-capitalized – – – – – 45,000
expenses (V510)

Total expenses $10,633.33 $10,633.33 $6,108.33 $3,845.83 $1,583.33 $308,500
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