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To the Business Board,
Univergty of Toronto.

Y our Committee reports that it met on Wednesday, June 20, 2001 at
5:00 p.m. in the Board Room, Simcoe Hall, with the following members present:

Mr. Robert S. Weiss (In the Chair) Mr. Louis R. Charpentier, Secretary
Mr. Donadd A. Burwash of the Governing Council***

Ms Paulette L. Kennedy Mr. Mark L. Britt, Director,
MsKwai Li Interna Audit Department™ **

Mr. Paul E. Lindblad

Mr. Richard Nunn Secretariat:

Professor Wally Smidliauskas
Mr. Neil Dobbs***
Ms ShellaBrown, Acting Chief Ms Beverley Stefureak***
Financid Officer***

Regrets.
Ms Chrigtine A. Capewell Mr. Roger P. Parkinson
In Attendance:

Mr. Geoff Behm, Erngt & Y oung*

Mr. Keith B. Bowman, Erngt & Y oung*

Ms Diana Brouwer, Erngt & Young*

Mr. Donald W. Lindsay, Presdent and Chief Executive Officer, Universty of Toronto
Asset Management Corporation**

Mr. Pierre Piché, Acting Controller***

Ms Deborah E. Smon-Edwards, Executive Assistant to the Chief Financia Officer***

*  Absented themsdaves for the consderation of item 4.
**  |n attendance for item 3.
**x  Absented themsaves for the consderation of item 7.

ITEMS 3 AND 4 ARE RECOMMENDED TO THE BUSINESS BOARD FOR ITS
RECOMMENDATION TO THE GOVERNING COUNCIL
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1. Report of the Previous M esting

The Chair explained that, on the good advice of the Acting Chief Financia Officer, Report
Number 60 had been separated into two sections to alow for limited distribution of the record of the
confidentia discussion of the Interna Audit Annua Report.

Both parts of Report Number 60 (May 23, 2001) were approved.

2.  Business Arising from the Reports of the Previous M eetings

(@ Report Number 57, Item 5(a), Report of the Administration: Audit of Research
Grants

The Chair recdlled that the Committee had been informed one year ago of the favourable
outcome of the audit of the University’ s research grants by the Natural Sciences and Engineering
Research Council and the Socid Sciences and Humanities Research Council. At that time, he had
asked that the forma report on the audit be distributed to members of the Committee when it was
received. That report had been distributed along with members agenda packages.

(b) Report Number 60, Item 6, Internal Audit: Audit Plan, 2001-02

The Chair recdled that, at the previous meeting, the Committee had "AGREED thet the Chair
communicate to the President the Audit Committee's strong view that the Internal Audit Department
should be provided with the resources necessary to ensure that high-risk units be subject to an annua
review." The Chair was scheduled to meet with the President on June 26, and he encouraged members
to convey to him before June 26 any other concerns or matters for which Presidential support was
important.

3. Audited Financial Statements and Supplementary Financial Report for the Year ended
April 30th, 2001

The Chair reminded the Committee that the audited financia statements were confidentia until
they were gpproved by the Audit Committee. Barring the unforeseen, the statements would be public
documents at the end of thismeeting. He noted thet review of the financid statements was an important
respongibility of the Audit Committee, with the Governing Council and the Business Board relying on the
Committee to review the statementsin detail. To assist the Committee with this responsibility, the
externd auditors had met with the Committee throughout the year and had access to the Committee
with and without the adminigiration presen.

Ms. Brown began her introduction of the financid statements by sincerely thanking the externd
auditors and the financia services gt&ff for the good planning and significant commitment thet dlowed the
Audit Committee to be in the position of reviewing the financid statements only seven weeks after year-
end. She reported that the statements had received a clean audit. There had been two significant
occurrences during the past year that required the
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3. Audited Financial Statements and Supplementary Financial Report for the Year ended
April 30th, 2001 (Cont’ d)

auditors atention, one being the transfer of investments to a new custodian and the other achangein
the accounting trestment of employee future benefits.  She referred the Committee to the year-end
management |etter, noting that this was the first year in which the letter was presented &t the sametime
as the statements. This spoke to good organization, in her view. Noting that Mr. Piché would be
providing an overview of the financia statements, she was pleased to note that the presentation this
year, for the firgt time, would include five years of data, demongtrating long-term trends. That would
provide good context and alow good comparisons.

Through a Powerpoint presentation (attached hereto as Appendix “A”), Mr. Piché spoke to the
highlightsin the financid statements, identifying mgor changes from the 2000 financid statements.
Among the key pointsin his presentation were the following.

Fundsreceived by source. Funds received had declined from $1.4-hillion in 1999-2000 to
$1.2-hillionin 2000-01. Mr. Piché recdled that the new accounting principles mandated by the
Canadian Ingtitute of Chartered Accountants precluded some of the funds received by the
Universty from being recorded as revenue on the financid statements. Neither funds deferred
for future spending ($125.2-million) nor donations and grants to endowments ($54. 1- million)
had been recognized as revenue in the financiad statements. The amounts deferred for future
spending would be recorded as revenue in the fiscal year in which the funds were spent on
capital projects and research projects. The donations to the endowments were accounted for
asdirect increases in the endowed funds and were not recorded at dl in the statement of
operations. The reduction in total funds received from $1.4-billion to $1.2- billion was primarily
the result of two factors. First, SuperBuild funding hed flowed into the Universty in 1999-2000
on aone-time-only basis. Second, significant downward trends in the capital markets had
resulted in a$103-million reduction in investment income. On the positive Sde, research grants,
both from government and other sources, had increased because of successin attracting
funding, especidly from the Ontario Innovation Trust, the Canada Foundation for Innovation
and the Natura Sciences and Engineering Research Council.

Statement of operations and changesin deficit: Revenues and expenses. Overdl,
revenue had declined to $1,041.6-million and expenses had increased to 1,107.4-million.
Higher expenses included increased spending on salaries and employee benefits and increased
cogts for materids and supplies as a result of the sgnificant expansion of research activity.

The year's operations had aso benefited from $58.3-miillion of net transfers. The largest
transfer was $57.6-million transferred from the endowments. Because of the poor investment
returns during the yesar, it had been necessary to spend some of the monies previoudy set aside
for capital preservation during years of strong investment returns.
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3. Audited Financial Statements and Supplementary Financial Report for theY ear ended
April 30th, 2001 (Cont’ d)

The overal outcome was a deficit for the year of $7.5-million, bringing the cumulative deficit to
$19.2-million. That outcome was in line with the University’ s long-range budget plan.

I nvestment income on endowmerts included interest, dividends, and redlized and unredlized
capital gains. Mr. Piché displayed abar graph showing over the past five years: investment
income on endowments, annua alocations for spending, and annua amounts reinvested for
capitd preservation. The graph depicted very well the success of the policy on capita
preservation, which had alowed for a continued increase in funds available for spending with no
eroson in the vaue of the endowment capital. For example, the previoudy reinvested
investment earnings in the endowments had been reduced by $57.6-million in 2000-01,
including $49.6-million in gpending and $8-million in investment losses. However, in 1999-
2000, the capital in the endowments had been increased by $92.4-million. Investment income
had been $137.5-million, and only $45.1-million had been spent.

A member asked if the cumulative outcome could be reported. Mr. Piché indicated that such
reporting could be provided, athough he thought the graph clearly showed the trend. In
response to question, the Chair, Ms Brown and Mr. Piché noted that the Policy for
Preservation of the Capitd of Endowment Funds had been in effect since 1991. Since 1991, it
had been necessary to draw down the capital in only two years to maintain the usua payout.
Unfortunately, before the inauguration of that policy, thered vaue of the Universty’s
endowment had suffered substantial eroson. The objective of the Policy was to maintain the
rea vaue of the endowed funds againgt erosion and, at the sametime, to provide a predictable,
steady, and growing payout to meet the costs of endowed chairs, student aid, etc. To achieve
those god's, the University paid out 5% of the average market value of units in the endowed
pool over the previous four years. That payout was expected to match the long-term redl
investment return on the endowment funds,

Student aid as a per centage of student fees. There had been aggnificant increase over the
past five yearsin student aid as a percentage of student-fee revenue. This reflected the
University policy to ensure that no student offered admission to a program should be unable to
enter or complete that program due to lack of financid means. Spending for scholarships,
fellowships and bursaries in 2000-01 had been $68.6-million, an increase from $55.9-millionin
the previous year. This spending represented 22.9% of revenue from student fees, an increase
from 20.3% the previous yesr.

Donations. The Campaign continued to be very successful, bringing in $98.1 million for the
year, consigting of $53.8-million donated to the endowments and $44.3-miillion of donations for
other purposes. That sum did not include a sgnificant amount in pledges, which should be
redlized within the next year or two.
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Government and other grantsand contractsreceived for restricted purposes. The surge
in regtricted funding during 1999- 2000 had been a reflection of the one-time-only flow of
$68.5-million in SuperBuild funds. While grants for capitd infrastructure had declined in 2000-
01, there had been a subgtantia new influx of research funds, making the total amount of
restricted funding very close to that received in 1999-2000. Of the $287.8-million in cgpitd
infrastructure and research funding, $162.5-million had been recorded as revenue and $125.2-
million had been deferred for future Spoending.

Government grantsfor general operations. The $380.7-million of Government grants for
genera operations had increased from $357.7-million received the previous year. $17-million
of the $23-miillion increase had been received from the Research Performance Fund and a
further $3-million of funding hed represented other grants tied to performance.

Expenses by category had remained much the same year over year. The largest increasein
gpending was for sdaries and benefits, but the proportion of spending on this category had
increased margindly from 57.8% to 58.0% of overal expense. There had been asgnificant
increase in spending for scholarships, fellowships and bursaries, which had grown from 5.6% to
6.2% of totd expense. There had aso been growth in spending on materials and suppliesasa
result of increased research activity, and in repairs and maintenance as the result of increased
provincid funding and the spending down of the Universaity Infrastructure Investment Fund.

Balance sheet. Mr. Piché explained the $175.3-million increese in ligbilities $71.6-million
was theincrease in deferred contributions, representing research work for which funding had
been received but the research work not completed by year-end. $53.5-million represented the
increase in deferred capital contributions, representing capitd projects for which funding hed
been received that had not been completed by year-end. In both cases, the monies would be
recorded as revenue and the liability would be amortized as the work was completed. Finaly,
$41.3-million represented the requirement that the University record aligbility for al employee
future benefits rather than only pension benefits. Because assets had aso increased, net assets
were much the same as the previous year.

Net assets. Thelargest ement of the net assets was the endowment, valued at $1.176-
billion at year-end, basicaly unchanged from the previous year. The substantid amount of
donations to the endowment fund had been offset by the poor investment returns arising from
the difficult financid markets

The second element of the net assets consisted of the funds committed for specific purposes
but unspent as of year-end. They included the fund set asde to match the Univeraty’sliability
under the Supplementary Retirement Arrangement, Departmental
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trust funds, unexpended operating funds in the departments, a proportion of income received
from research grants to be transferred to the divisons on adip-year basis to help meet the cost
of research overhead, funds committed for ateration and renovation projects; and the unspent
baance in the trangtiond funds, the priorities funds and the University Infrastructure Investment
Fund. The baance of those funds had declined dightly to $211.3-million. Among the changes
in the funds committed for specific purposes were: areduction in funds set asde for dterations
and renovations but unspent at year-end; areduction in the baance of the Universty
Infrastructure Investment Fund; and a reduction in unexpended operating funds, largdly arising
from the new accounting for employee future benefits. The unexpended operating funds also
included the funds gppropriated to the Univergity’ s divisions but unspent at year-end and carried
forward to the new fisca year aswdll as, in afew cases, divisond deficits. In al cases, Deans
and other divison heads were required to submit plans for the use of their carry-forward funds
or for the dimination of their deficits

The third dement in the University’ s net assets was the investment in capital assets, which
had increased from $161.8-million to $167.7-million.

The find dement in the net assets was the cumulative deficit, which reduced the net assets by
$19.2-million.

Endowments. Thetota balance of the endowed funds had remained at approximately $1.2-
billion. 42.1% of the endowment was dedicated to student aid and a further 26.4% to
endowed chairs and professorships. A sgnificant number of endowed chairs had been
atracted through the provison of matching funds by the University.

Operating fund results. Mr. Piché reported the results of the operating fund for

2000-01. The operating fund covered basic University operations and excluded the ancillary
operations, the capital program, and operations funded by restricted funds such asresearch
grants. Revenuein the operating fund had increased from $724.8-million to $780.0-million, the
result of the increase in operating grant funding and in tuition-fee income, the latter reflecting
both a tuition-fee increase and an enrolment increase. Expenditures had aso increased from
$693.8-million to $774.0-million, largely for sdaries and benefits and for sudent aid. After net
transfers of $11.8-million out of the operating fund, the outcome was a deficit of $5.8-millionon
the year’ soperations. That deficit wasin line with the long-range budget plan and represented a
favourable variance from the most recent forecast presented to the Business Board, which had
projected a deficit of $6.8-million.

Notesto thefinancial statements. Mr. Piché reported that two changes had been made to
the draft of the notesto the financial statements reviewed by the Committee at the
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previous meeting. Both changes were made in response to discussion at that meeting. Note
2(g) on foreign currency trandation was added. Note 4(a) on derivative financd insruments
was expanded to provide information on foreign-exchange forward contracts.

Among the matters that arose in questions and discussion were the following:

(@ Unexpended operating funds. divisonal carry-forwardsand deficits. Inresponseto a
member’ s question, Ms Brown and Mr. Piché said that the University provided operating departments
with budgets annudly. Any amount not expended during the financid year could be carried forward to
the following year. Thisalowed divisonsto set asde funds for future expenditures. In certain casess,
divisons aso carried forward deficits. The University of Toronto at Scarborough, the School of
Continuing Studies, the Rotman School of Management and the Faculty of Dentistry had varying
amounts of deficit. In dl cases, the divisons were required to submit plans for the use of ther carry-
forward funds or for the timely dimination of their deficits. Those plansweretied in to long-range
budget plans.

Responding to amember’ s question about how quickly divisons pay back adeficit, Ms. Brown said
that depended on circumstances. The School of Continuing Studies had been a great success story,
having reduced alarge deficit to $243,000 this year and having a solid plan for the complete dimination
of the remaining deficit by strategic planning of its course offerings and improvement of its cost controls.
The Rotman School of Management was in a $5.3-million deficit position because of aplan that dlowed
for the rapid expansion of its M.B.A. program and a deficit payback over the longer term. The
University of Toronto at Scarborough had a

$2.7-million deficit because of an experiment with Responsibility Centre Management, which had been
ended ayear ago but during which full overhead expenses had been assigned to the UTSc. UTSc
would be asssted to manage its expected rapid expansion and its current deficit.

A member asked for an explanation of the $12.1-million deficit attributable to the Campaign. Ms.
Brown replied thet, for the firgt time in 2000-01, the Development division had been provided with a
base budget for Campaign expenses. Previoudly, those expenses had been funded by one-time-only
dlocationsincluding interest that was being earned over time during a hold- back period for dl
donations. Donations were held for four months before being released to adivison or added to
endowments. Interest earned during the four months was retained in the Development budget. Donors
were aware of the hold-back plan. Because of the time lag between the significant codts a the front end
of acampaign and the receipt of donations, expenses had not been fully offset by the interest on the
holdback, and the current deficit had accumulated. Then, when it had been decided to extend the
Campaign, it had become clear that the Campaign costs would have to be funded in part through the
base budget. Elimination of the deficit would take place over a planned period from interest on the
holdback, while a the same time new expenses would be covered out of the base-budget dlocation. In
response to a question, Ms Brown and Mr. Piché said that the amount could not be capitalized and
amortized
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over agiven period because there was no guarantee that the income would be received on a particular
schedule. The amount was not an accrud; the expenditures had been made.

The Chair raised the question of the Audit Committee’ s responsibility with respect to the divisiond
carry-forwards and deficits. The Committee' s key responsbility was to ensure that there was proper
scrutiny of those amounts and that proper controls were in place with respect to divisond deficits. In
the case of the Rotman School of Management, for example, it appeared that the School was
implementing an ambitious plan to expand its enrolment, that the plan had been through arigorous
review process, and that the Provost had exercised his authority to permit a planned deficit in the light of
areasoned plan to pay it off.

Ms Brown confirmed that controls were in place to manage deficit financing in aresponsble way.
Those controls were based on the long-range budget plan and on the annua budget. Spending was
monitored againgt the budget, and al divisons were required to submit two budget forecasts annually.
A summary written forecast was presented at least annudly to the Business Board. In responseto a
question, Mr. Bowman confirmed that the external auditors were satisfied that strong budget controls
werein place.

(b) Sdf-funded programs. A member noted that the financid statements and the Supplementary
Financid Report did not distinguish between publicly funded and sdf-funded programs. He asked if
there was information on the salf-funded programs. Specificaly, the member wondered if there had
been cross-subsidization between sdf-funded and publicly funded programs. Ms. Brown responded
that much more detailed financid information was provided for review by the Provost and was
consdered within the management exchange between the Provost and the Dean.

(0 Supplementary financial report. Inresponse to questions, Ms. Brown said that, while the
Financid Statements were digtributed broadly, the Supplementary Financia Report was for distribution
within the University community only. It was not audited and was made available to University readers
to provide more information on each of the four funds that were shown in the financia statements asa
sngle column. Mr. Behm added that the Supplementary Financial Report had been cross-referenced to
the financid statements to ensure consistency, and the Committee could, therefore, be assured of the
Supplementary Financid Report’s accuracy.

(d) Divisonal income. Inresponseto aquestion, Mr. Piché said that generd University income
included funding from sources such as grants and fees that benefited the University asawhole. That
funding was assigned though the budget process. Divisond income was earned by the divisons and
gayed in those divisons, with any fluctuations affecting only the rdevant unit. Sources of divisond
income included, for example, fees for continuing education courses and fees for services such asfidd
trips and photocopying.
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(e) Bridgefinancing for capital projects. Inresponseto amember’s question about Supplementary
Schedule 13, Capitd Fund: Anaysis of Fund Balance, Mr. Piché said that the fund baance in the capita
fund arose from differences in the timing of funding received for capital projects and the expenditure of that
funding. That balance could be used for bridge financing of other projects. That bridge financing would be
repaid when permanent funding for the project was received. In most cases, the bridge financing was
planned, athough in other cases projects ran over budget, for example Graduate House, and additiond
permanent funding would have to be found.

(f) Donations. A member proposed that Supplementary Schedule 19, Donations Received, include
somewhat more detall, in particular the donations received by Hart House. Ms Brown replied that all
donations representing less than 4% of the total were included under the caption “other faculties”
While it would be possible to consider reducing the threshold for individua reporting, there was no
certainty that a particular cutoff would include the donations received by Hart House or any other unit.

(9) Foreign currency hedging. Inresponseto questions, Mr. Lindsey said that 50% of al significant
foreign-currency investments were hedged back to the Canadian dollar. The University retained
exposure to the remaining 50%. If the foreign currency declined relative to the Canadian dollar, the
hedge would help reduce theloss. If, on the other hand, the foreign currency gained, the hedged
portion would not deliver the gain, but the unhedged portion would do so. The objective was to reduce
the additiond volatility of the foreign investments arising from currency exposure and to achieve areturn
closer to that provided by the foreign securities markets to domestic investors. Gains or losses on the
currency forward contracts were recorded as investment income. Note 4(a) provided the notional
vaue of outstanding foreign currency contracts. The hedges were entirdy passve; neither the University
of Toronto Asset Management Corporation (UTAM) nor its foreign-exchange manager took aview on
currency vauesin an effort to enhance portfolio return. Gains and losses on forward contracts were
redlized monthly.

(h) Investments. Inresponseto questions, Mr. Lindsey said that UTAM did not use derivative
instruments such as “put options’ to hedge againgt losses in equity portfolios. The volatility of portfolios
was currently so high that the cost of hedging would be substantial. Rather, UTAM used broad
diversification and active Strategies to seek to add value above index returns. For the thirteen- month
period May 1, 2000 to May 31, 2001, had UTAM not used active strategies, the Long- Term Capita
Appreciation Pool (the pool containing most of the endowed funds and a portion of the expendable
funds) would have suffered aloss of $65.7-million. Infact, UTAM'’s srategies had mitigated the loss
and provided again of $3.7-million.

In response to other questions, Mr. Lindsey said that al investments were currently managed by externa
portfolio managers selected by UTAM. A subgtantid portion of the investments was in index funds,
where portfolio turnover was very low. Another portion was in the hands of active managers. Some
managed core portfolios with rdatively little turnover in the shares held and
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others managed more concentrated portfolios, in which turnover could be much faster. UTAM did not
currently invest in covered rights, athough it was looking at that Srategy. The strategy would not add to
the ultimate return on any stock, but it would ddliver the returns a an earlier date. While that would
improve returns only margindly, it was important to seek every enhancement possible in the current
difficult market conditions when it was a chdlenge even to preserve the vaue of invested cepitd.
Moreover, the use of covered rights would add to diversfication.

In response to another question, Mr. Lindsey said that the University’ sinvesmentsin red estate
congsted of two pooled funds in which the University had invested in the early 1990s. They both
generated income, which was accounted for as investment revenue.

The Chair noted that the category of “Pooled funds’ accounted for $1.5-hillion of the $1.8-hillion of
Univergty invesments. Mr. Lindsey said that this category conssted primarily of investments

inindex funds. The categories “ Canadian equities,” “ United States equities,” and “ Other internationa
equities’ represented segregated portfolios specificaly sdected for the University by the active, externa
investment managers.

() Auditing investments. The Chair recadled amember’ s request, made at the previous meeting, that
the externd auditors comment on their gpproach to auditing the invested assets and to determining the
fairness of their vauation. Mr. Behm reported that the University had changed the custodian of its
investment funds to State Street Canada - a changeover that required considerable additiond audit work
to ensure the completeness of the transfer. Key procedures in the externa auditors' regular audit
examination included the review of the monthly reconciliations between the custodian’s (State Street’s)
and the various invesment managers portfolio vauations, which were marked to market, and areview
of their year-end vaduations and their tie-in to the monthly reconciliations. The audit had found no
discrepancies and would follow up on any discrepancies that did appear in future years. Erngt & Young
had aso received and reviewed a report from the custodians external auditors, who had reviewed State
Street’ s purchases, sdesand pricing. That audit was performed annually, and the most recent audit
report was unqudified. Erngt & Young aso dedt with State Street on behdf of other clients and
performed an annua audit of its purchases, sdlesand pricing. On the basis of thiswork, Erngt & Y oung
was very comfortable with the Universty’ s accounting for its investments.

In response to a question, Mr. Lindsey said that State Street was not the custodian for the University’s
private-equity investments. But, the limited partnerships that managed those various investments
provided an annua report to State Street, Mr. Behm said that BErngt & Y oung's audit spent relaively
more time in reviewing the private-equity investments. Mr. Lindsey noted that the University had
committed little over 2% of its investment funds to private-equity investments, and to date only a smdl
proportion of the money committed to those investments had actualy been drawn down by the externa
managers.
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On the recommendation of the Acting Chief Financid Officer,
YOUR COMMITTEE RECOMMENDS

THAT the Univergty of Toronto audited financid statements for
the fiscal year ended April 30th, 2001, a copy of whichis
attached hereto as Appendix “B”, be approved.

The Chair said that it was remarkable that the Committee could on June 20 be considering April
30 financid statements for so complex an inditution as the University of Toronto. He congratulated Ms
Brown, Mr. Piché Mr. Britt, Mr. Bowman, Ms Brouwer and al of the members of their saffs on their
work.

Mr. Bowman said that the Canadian Ingtitute of Chartered Accountants required that externa
auditors submit to audit committees a letter providing assurances of their independence. He gave ord
assurance that there were no matters that would impair Ernst & Y oung' s independence or their audit
opinion, and he undertook to deliver aletter to that effect the following day. The Committee agreed that
the arrangement would be acceptable.

Ms Brown noted that the report on the externd auditors other assgnments for the University
usualy gppeared on the agenda of the first meeting of the fal (at the same time as the presentation of the
report on audit fees). The 2000-01 ligt of assgnments would not differ gppreciably from the previous
year, and the Committee had concluded one year ago that the list of other assgnments provided no
cause for concern about the auditors' independence.

4. External Auditors: Appointment for 2001 - 02

Ms Brown recommended that Ernst & 'Y oung be regppointed as the externd auditors for the
Universty and the penson plans, and that the directors of the University of Toronto Innovations
Foundation be asked to re-gppoint Erngt & Y oung as the externa auditors of that corporation. With
gpprova of the recommendation, Erngt & 'Y oung would also become the externa auditors of the other
two incorporated business ancillary operations - the University of Toronto Asset Management
Corporation and the University of Toronto Press- by virtue of the agreements between those
corporations and the Universty. Ms Brown said that she had been very pleased by the organization
and procedures of the audit. The audit team had been a highly competent one. The Principa who had
managed the audit, Ms Diana Brouwer, was very cagpable, and Ms Brown commended her ability,
efficiency, depth of knowledge, professondism and audit planning. In order to refresh the relationship
between the Universty and its long-standing auditors, Ernst & Y oung had in 1998 assigned a new
partner to take charge of the Audit,

Mr. Bowman. Mr. Piché echoed Ms Brown's endorsement. The externd auditors had focused their
audit on areas of risk and had asked the right questionsin dedling with those aress.
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Two matters arose in discussion.

(a) Other assgnmentsand the auditors independence. A member asked about the relative
amount of feespaid to Erngt & Y oung for work other than the audit. Ms Brown recalled that the
Committee recelved a detailed report each fdl on dl fees paid to Ernst & Young. The various audits
performed for the Univergity and its ancillary operations represented the bulk of the firm’swork. They
did dso carry out some consulting assgnments. The firm was caled on for tax consulting as required,
and it dso took the initiative to present ideas for savings, which were provided on a contingency-fee
bass. Thefirm's advice had enabled the Univergty to enjoy substantia savings on the Goods and
Services Tax, for example. The firm had aso provided a study of various means that could be used for
the Univergity’ s forthcoming mgor borrowing for capital projects. The feesinvolved were rdaivey
smal and would not put the firm’ s independence at risk. For example, the tax consulting work had
amounted to about $15,000 and the study on capital borrowing about $30,000. The Chair observed
that if the fees paid to Erngt & Y oung for consulting were in line with those paid in previous years, they
would not represent a Sgnificant proportion of the total.

The Chair suggested that it might be appropriate in the future to present the report on audit fees and
consulting work to the June meeting, dong with the recommendation for the appointment of auditors.
Ms Brown replied that she would be pleased to consider doing so. The mgor advantage of presenting
the report in the fal was that it could include the comparative data provided in the report on audit fee
prepared annualy by the Council of Financid Officers- Univergties of Ontario.

A member recdled that Ernst & Y oung had provided an orad assurance of their independence and had
undertaken to supply that assurance in writing the next day. Her support for the firm'’ s re- gppointment
was conditiona on the understanding that the written assurance of independence would be provided.
Ms Brown noted that the requirement for awritten assurance of independence had been established
recently by the Canadian Indtitute of Chartered Accountants. The University’s Audit Committee had,
however, been ensuring independence for many years through its complete review of the full date of the
auditor’ s assgnments for the University and their compensation.

(b) Review of audit services. The Chair referred to the requirement in the University’ s Purchasing
policy that on-going, centra, consulting and professional services such as audit services were subject to
review every fiveyears. A member observed that the adminigiration had in the past made it clear that it
did not wish to make a change in the audit firm. He was, however, concerned that complacency could
stin.

Ms Brown replied that the adminigtration had reviewed the University’ s audit services within the past
five years and had decided to recommend no change. Therisk of complacency had been dedlt with by
changes in the partner respongible for the audit. Mr. Bowman, for example, was
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the third partner with whom Ms Brown personally had worked. The value of carrying on with the same
audit firm was continuity, a matter of particular importance in so complex an inditution as the University
of Toronto.

(c) Servicesprovided on a contingency-fee basis. A member expressed concern about services
being provided on a contingency-fee bass. The Chair noted that changesin the Indtitute' s rules now
permitted the use of contingency feesin certain circumstances. Ms. Brown noted that a group of
Ontario universities had tendered for tax consulting services to be provided on a contingency-fee basis,
with the firm retaining a proportion of the savingsit generated. The group of universities had hired
another accounting firm, which had spent agreet ded of time at the University of Toronto seeking out
additiona savings, but failing to find any and falling to earn any fee for agreeat ded of work. MsBrown
observed that such work had become a standard practice in the accounting profession.

On the recommendation of the Acting Chief Financid Officer,
YOUR COMMITTEE RECOMMENDS

(& THAT Erngt & Young be re-gppointed as externa auditors of
the Univergity of Toronto for the fiscal year ending April 30,
2002;

(b) THAT Erngt & Young be re-gppointed as external auditors of
the Univergty of Toronto pension funds for the fisca year
ending June 30, 2002; and

(¢ THAT the members of the Univergity of Toronto Innovations
Foundation be requested to appoint Ernst & Young asthe
externd auditors of the Foundation for the fiscd year ending
April 30th, 2002 at a remuneration to be fixed by the
Directors of the Foundation.

5. External Auditors Management L etter arising from the 2001 Y ear-End Audit

Mr. Bowman said that the management | etter was the standard one when there were no mgjor
recommendations. The time spent by the externd auditors with the key Univeraty saff and with the
Audit Committee in advance of the audit had enabled Ernst & Y oung to complete the audit in two days
less time than the previous year. No issues had arisen during the audit to cause delay, and the audit had
been aclean one.

Ms Brown said that she was very pleased with the management |etter and with the externa
auditors levd of satisfaction with the University’s controls. She noted that the externd auditors aso
provided aletter of recommendations to the administration which dedlt with issues that they
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deemed not sufficiently broad ranging to bring to the attention of the Committee. That letter had dedlt
largely with matters of computer security. Recommendations included particular items concerning
access to the systems and a general recommendation for a disaster-recovery plan.

Disaster Recovery Plan / Risk Assessment

A member expressed concern that there was no disaster-recovery plan and that the externa
auditors had deemed its absence a matter that did not merit the attention of the Audit Committee. She
observed that most businesses had such a plan.

Mr. Bowman said that the externd auditorstook the view that the University should formulate an
overal disaster-recovery plan. The matter had been an issue for some years and had previoudy been
included in the externa auditors memorandum of recommendations. The University’s adminigtration had
made a consdered decision not to proceed with the formulation of an overal plan, giving higher priority
to other needs. In thelight of the fact that the administration had made a decison on the
recommendation, it had been critica of the externd auditors continuing to include it in the management
letter to the Committee. The tradition had therefore developed of tating the continuing concern in the
|etter to management.

Invited to comment, Mr. Britt said that the question of disaster recovery had aso been
conddered at the time of the inauguration of the new Adminigtrative Management Systems. Eveninthe
worst case, the Univergty would be able to continue to carry out its misson. The most substantia
problem would be the timely handling of the payroll. There would be no problem of paying suppliers.
The matter had been reviewed again when consdering the systems’ readiness for the trangition to the
new millennium (the year 2000 problem). It was clear that while there was no formal disaster-recovery
plan, there were many back-up systemsin place.

Ms Brown noted further that the University had in fact experienced a disagter, when afirein the
Sanford Fleming Building had destroyed the central computers. The University had been able to resume
its usud activities dmost immediady. Data continued to be backed up daily and tored off Ste. The
University used sandard SA.P. software, with the only lossin the event of a disaster being some
customization of the software. Formulating and implementing afull disagter-recovery plan would be
very expensve. It would involve much more than computer systems, with attention required for
individua research |aboratories and other facilities. Given the cost and other pressing needs, the
adminigration had concluded that the present individua measures that were in place were sufficient.

The Chair proposed that the externa auditors' letter of recommendations to management be
distributed to the Committee for its information to enable it to make a judgement about the need for a
formal response. The Chair asked that Ms Brown arrange for an overview of the matter of a disaster-
recovery plan to be presented to the Committee in the fall, setting out the needs for and costs of a
disaster-recovery plan and, if deemed appropriate, making the case that action was
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Disaster Recovery Plan / Risk Assessment (Cont’ d)

unnecessary. A member stressed that the absence of such a plan could have a negative impact not only
on operations but aso on the University’ s reputation.

Ms Brown said that she would be pleased to provide the auditors' |etter to the administration
and the adminigtration’ s response.

After the Committeg' s private meeting with the externa auditors (see item 7, below), the Chair
reported that the Committee had continued its consderation of disaster recovery, and it had concluded
that it would be very vauable for the Committee to receive, for condderation in thefdl, arisk
assessment, commenting on the mgjor areas of exposure. The externd auditors should be invited to
participate in the Committee’ s discussion of that assessment. While the Committee was not concerned
that there were mgjor areas of unacceptable exposure, it was entirely gppropriate for the Committee to
be up to date on the risk assessment.

Ms Brown noted that Committee had held a substantia orientation sesson in the fal of 2000.
She enquired whether members would like to receive the risk assessment at a comparable orientation or
a one of the forma meetings.

The Chair noted that audits began with arisk assessment, and such an assessment was a primary
respongbility of the Audit Committee. The Chair invited Ms Brown, Mr. Britt and the externd auditors
to determine the appropriate context for the presentation of the risk assessment. That presentation
should, however, take place before the beginning of the audit process. He noted that the orientation
session had been avery hepful one. Because, however, there would be little or no turnover in the voting
membership of the Committee, it would probably not be necessary to repest dl of the items from the
previous sesson in the same depth, and that might provide the opportunity for focusing on the key areas
of risk. MsBrown said that she would be pleased to focus the orientation session on the risk
assessment, and she invited members to provide ideas for topics to be included.

Two members urged that the risk assessment go beyond dealing with the usud topics and include
broader issues of operationa risk and reputationd risk, for example the risks posed by the double cohort
of sudents gradueting from the old five-year and new four-year secondary school programsin 2003,
deferred maintenance, and employee retention. Ms Brown noted that respongbility for dealing with
some of those areas resided with other Governing Council committees. For example, the Planning and
Budget Committee had been dedling with the double-cohort issue, and the Business Board considered
annua reports on deferred maintenance and insurance and risk-management. The Chair and a member
urged that the Committee be briefed on the location of respongbility for the various areas of risk and be
assured that steps were being taken to dedl with therisks. Mr. Charpentier undertook that the
Secretariat would work with
Ms Brown to provide that information.
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6. External Auditors Performance/ Value Scorecard

Mr. Bowman invited members comments on the externa auditors Performance/ Vaue
Scorecard. Among the matters that arose in discussion were the following.

(@ Audit Committee participation in determining expectations. The Chair proposed that in
future years the Audit Committee participate in setting out the column of the scorecard dedling with
“expectations” Mr. Bowman agreed fully with the suggestion. He noted that the Audit Committee had
seen adraft of the proposed scorecard in the fal when Ms Brouwer had presented the externa audit
plan. The Chair concurred with the observation; unfortunately the plan had been presented very late on
avery full agenda, and the Committee had not given the matter adequate congderation.

(b) Key issuesdealt with in the audit. A member suggested that the scorecard include areport on
the most Sgnificant issues dedt with in the audit. That would enable both the externa auditors and the
Committee to make a judgement about how those issues were dedt with.

(c) Cost savings. A member suggested that the scorecard include areport on cost savings produced.
Mr. Bowman suggested that such a report might be more useful in the fal when the Committee received
the annua report on audit fees and on other assignments completed by Erngt & Young. Thefirm hadin
the past year proposed steps that had saved the University $300,000.

THE COMMITTEE MOVED IN CAMERA.

7. External Auditors: Private M eeting

The Chair said that the Committee met annudly with the externd auditors without any member
of the adminigtration or the Secretariat in attendance. At the meeting, the auditors were invited: (@) to
advise, as gated in the Committeg's terms of reference, "whether adequate cooperation has been
recaived from management and whether management has exerted any undue pressure,” (b) to comment
candidly on the probity and the competence of the University's senior financid officers and its Internd
Audit Department, and (c) to respond to members questions.

THE COMMITTEE CONCLUDED THE IN CAMERA SESSION.

The Chair reported that the Committee had agreed that there were no matters arisng from the
in camera session that would require action. The auditors had made very positive comments with
respect to the administration’ s co-operation and performance during the audit, al the more remarkable
given the recent retirement of the long-serving Chief Financia Officer. The Committee had concluded
that it would be gppropriate in the fal to continue its consderation, arising from the externa auditors
comments about the need for a disaster-recovery plan, of the risks facing the University. (Seeitem 4
above.)
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8. Report of the Administration

Ms Brown and Mr. Britt stated that there were no other matters that should be drawn to the
atention of the Audit Committee at thistime.

9. Date of Next Meeting

The Chair advised members that the interim date of the next meeting was Wednesday,
September 12, 2001. [Secretary’s Note: that date was subsequently changed to Wednesday,
November 7, 2001.]

10. Other Business

Chair's Remarks

The Chair thanked al members for their participation and contributions throughout the year. He
aso thanked dl of the University staff who had contributed to the Committee' s work.

The meseting adjourned at 7:40 p.m.

Secretary Chair

August 14, 2001
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