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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
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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.
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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













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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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
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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-
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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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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
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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
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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
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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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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
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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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