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TIME FOR A VISION OF ONTARIO’S ECONOMY
Much of the Foundation of Past Economic Success Has Crumbled

Executive Summary

There hasbeen alot of attention paid to Ontario’snear-
term economic fortunes, and especially the question of
whether a recession is in the cards this year. But our
greater concern surrounds the economy’s long-term path.
Why is that? Ontario’s past success has been due to a
thrivingindustrial base, whichinturn, waslargely built ona
foundation of a competitive and often undervalued Cana-
dian dollar, relatively free access to the U.S. market and
low cost energy supplies. Yet athesis of thisreport isthat
acyclical rebound in the U.S. economy won't be enough
to restore this foundation. Much of it appears gone for-
ever.

Thisisnot to say that Ontario can’t prosper again. But
the provincewill need to setitssights on adifferent kind of
prosperity and exploit different advantages. Aboveal, a
different policy backdrop will berequired.

In thisreport, we frame the key questions about where
the Ontario economy will be in 2020. Will it continue to
wither? Or, will Ontario manageto regain thekind of domi-
nant economic presence that bestowed abundant benefits
to residentsin past decades? Clearly, the objective hasto
be the latter. Even more importantly, what will it take to
achieve such an objective? We believe that it will take
bold policy action from the provincial government in con-
cert with other governments and the private sector in nine
key areas.

* Topquality labour force

« Effectiveintegration of immigrantsinto the workforce

* World classinfrastructure, including transit

e Reliableelectricity system

e A leader in the environment

e Competitivetax system

e Enhanced trade

e Shift from dependence (welfare) to labour force par-
ticipation

e Supportivefedera policy

Time For A Vision Of Ontario’s Economy

Aswe discuss on pages 9-19, parts of the puzzle have
already been put into place. But other parts need to be
added and the pieces must fit together.

Wanted: a broad discussion paper this fall ...

We recommend that the Ontario government put out a
broad discussion paper thisfall on where it wants to take
the economy over time. Such a report, which would re-
place the relatively sterile exercise of the mandated long-
term economic and fiscal outlook, could form the basis of
debate ontheissue. Itisvital that the discussion paper not
just be about numbers and budget balances. It should ad-
dress the fundamental issues that matter to Ontarians —
jobs, income and making people'slives better.

...followed by action starting in the 2009 budget

As importantly, the government must move swiftly to
turn the vision into reality. An overnight shift to adesired
state along the lines of the onewe’ ve defined above would
bevery expensive. Yet the Ontario government islikely to
find itself with shrinking fiscal wiggle room over the next
few years. Infact, based on TD Economics’ 5-year “sta-
tus-quo” fiscal forecast, the provincial government isfac-
ing modest planning deficits(i.e., shortfallsafter deducting
the customary reserve allowance) over the next two years
and small but growing surpluses beginning in fiscal 2010-
11. The status-quo forecast buildsin TD Economics’ pro-
jections and measures already committed to in past budg-
ets and economic updates.

Slowing economy no excuse for inaction

The government can still make a significant
downpayment on an economic vision, however. On pages
20-21, wetouch on several waysthat fiscal leeway can be
augmented. Onein particular isthe elimination of the On-
tario government’sannual contingency reserve, which typi-
cally amountsto about $1 billion. Thisrecommendationis
made with some reservation and is most definitely not an
invitation to return to an eraof fiscal recklessness. Rather,
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it flows from a belief that policy measures — notably tax
cuts targeted at improving Ontario’s competitiveness —
would be a better use of resources at this time.

Furthermore, Ontario’sability to strengthen itseconomic
foundation would improve further if the federal govern-
ment stepped up and addressed outstanding aspectsof “dis-
crimination” with the province. Put simply, any long-term
Ontario vision is surely to fail without supportive federal
policy. Yetthenet federa fiscal takefrom Ontario amounts
to a huge 4% of Ontario’s GDP. We call on the federal
government toimmediately moveto per-capitablock funding
for health care and to promptly tackle Ontario’slegitimate
beefsin other areas, including funding for infrastructure,
worker training, and immigration settlement.

Together, these actions would enhance Ontario’sfiscal
fiscal flexibility over the 5-year forecast horizon. Rather
than edge up to amere $1.4 billion by fiscal 2012-13, the
province’s planning surpluswould reach $5 billion, which
would represent the amount that could be earmarked for
new tax and spending measureswithout moving into adefi-
cit. That said, $5 billionisstill afiniteamount that requires
tough decisions on how it should be divvied up among the
key policy areas.

Tax cuts need to feature more prominently

Inour view, onethingisfor sure. Tax reductions need
to feature more prominently in thevision than they havein
recent budgets. Sincefiscal 2004-05, virtualy all the $20-
$25 billion in new resources was earmarked to new spend-
ing. Incontrast, the sum of total tax cuts announced over
the period was not enough to offset the revenue hike re-
sulting from the introduction of the health-care premium
tax in 2004. Going forward, a more effective division of
resourceswould be 50:50. Based on our forecast, that would
mean $2.5 billion annually in both tax cuts and spending
increases by fiscal 2012-13.

In our view, new spending measures should encom-
pass additional support for education and for municipalities
through afurther upload of social services. The focuson
thetax side should be on addressing those areas most dam-
aging to growth. And with the productivity-impeding capi-
tal tax set to be eliminated, the priority should becomeim-
proving businessand personal income-tax competitiveness.
Aswell, we strongly urge the government to replace the
provincial sales tax with a harmonized GST or a system
such as that applied in Quebec. The negative hit on On-

tario finances due to sales-tax reform could be partly off-
set by offered federal financial assistance for provinces
that harmonize with the GST.

Still, $2.5billion in resourceswould only alow the gov-
ernment to scratch the surfacein terms of addressing these
tax competitiveness challenges. For example, cutting the
corporate income tax by 1 percentage point alone would
absorb about one third of the room. There is an option,
however. A key pillar of the vision we lay out is environ-
mental leadership. Accordingly, the government could con-
sider introducing a new revenue source, such as a carbon
tax, that would clear the deck for significant reductionsin
higher-priority corporate and personal income taxes.

For illustrative purposes, theintroduction of aB.C.-style
carbon tax could enhance resources available for income
and other tax cutsby afurther $4 billion by fiscal 2012-13.
That would leave enough roomto cut the CI T ratefrom 14
to 10%, accelerate aready-announced moves to reduce
business education tax rates and eliminate the small busi-
nessincome-tax clawback. We figure that at least $1.5-$2
billion or about one-third of the total amount availablefor
tax cuts could be used for personal incometax reductions.
Admittedly, that isnot ahuge amount, given that afulsome
plan to address the province's high personal marginal tax
rates would run more in the order of $7-$10 billion. As
such, thereductions should, at least initially, be earmarked
towards lowering marginal personal income tax rates for
low- and modest-income earners. Cutting the first tier of
income-tax rates and further scaling back the tax-back rate
of benefits on the additional income of welfare recipients
are two areas deserving attention.

The bottom line

With much of Ontario’s economic success driven by
advantagesthat no longer exist, anew directionisrequired.
Welook tothe provincial government to takeleadership on
thisfront by developing avision on whereit plansto take
the economy down the road. Some of the pieces have al-
ready been put in place. But as we discuss, other parts
need to be added and all the pieces need to fit together.

Don Drummond

SVP & Chief Economist
416-982-2556

Derek Burleton
AVP & Director of Economic Sudies
416-982-2514

Time For A Vision Of Ontario’s Economy

September 29, 2008



www.td.com/economics

Bank
Financial
Group

TD Economics
Special Report

September 29, 2008

TIME FOR A VISION OF ONTARIO’'S ECONOMY

Much of the Foundation of Past Economic Success Has Crumbled

The Ontario economy is currently in its biggest funk
since the early 1990s downturn, partly reflecting the im-
pact of U.S. economic difficulties and the ongoing global
credit crisis. But while much of the attention has been
cast on the province's near-term fortunes — and especially
the question of whether a recession is in the cards this
year —our greater concern surrounds the economy’slong-
term path. A thesisof thispaper isthat several underlying
pillars of Ontario’s past economic success have toppled
over the past 5-10 years in the face of a shifting global
landscape. It is becoming apparent that a cyclical rebound
inthe U.S. economy won't be enough to restore the foun-
dation. Much of it appears gone forever.

Thisisnot to say that Ontario can’'t prosper again. But
prosperity will haveto belaid on adifferent kind of foun-
dation. Different advantages will need to be exploited.

ONTARIO REAL GDP PER CAPITA UP TO 2020
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HIGHLIGHTS

e Several underlying pillars of Ontario’s past eco-
nomic success have toppled

e Ontario can prosper again, but province will
need to exploit new strengths and adopt a dif-
ferent policy backdrop

e« We urge the Ontario government to weigh in
this fall on where it wants to take the economy
over time

¢ Nine key elements need to be in place by 2020
for the Ontario economy to regain dominance

e Anovernight shift to the desired state would be
expensive and fiscal flexibility is limited

e There are still ways to make a significant
downpayment on this vision over the next sev-
eral years

Source: Statistics Canada / Haver Analytics

Time For A Vision Of Ontario’s Economy

Aboveall, adifferent policy backdrop will be required.

In thisreport, we frame the key questions about where
the Ontario economy will be in 2020. Will it continue to
wither? Or, will Ontario manageto regainthekind of domi-
nant economic presence that bestowed abundant benefits
toresidentsin past decades? Clearly, the abjective hasto
be the latter. Even more importantly, what will it take to
achieve such an objective? We believe that it will take
bold policy action from the provincial government in con-
cert with other governments and the private sector. Parts
of the puzzle have aready been put into place. But other
parts need to be added and the pieces must fit together.

This fall, we recommend that the provincial govern-
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ment put out abroad discussion paper on whereit wantsto
take the economy over time. Such areport, which would
replacetherelatively sterile exercise of the mandated long-
term economic and fiscal outlook, could form the basis of
debate on the issue. It would then be followed by action
beginning with the 2009 spring budget. Itisvita that the
discussion paper not just be about numbers and budget
balances. It should address the fundamental issues that
matter to Ontarians — jobs, income and making people's
lives better.

Consider thisreport acontribution by TD Economicsto
the discussions. We envisage three parts to the overall
approach. First, what needsto be in place before 2020 to
have a prosperous Ontario economy? Second, what are
the gaps from where we are now heading? And third, how
do we close those gaps? Thefinal part must address bar-
riersto action.

All eyes focused on the short term

With virtually all factors conspiring against Ontario’'s
economy recently — chief among them slumping U.S. auto
sales, declining American tourists, still-high Canadian dol-
lar and commodity prices, slowing housing activity and a
tapering off in growth in the financial servicesindustry —
the provincial economy recorded an outright declineinreal
GDPin the first quarter. And recent data have tipped the
balance towards a second consecutive real GDP drop in
the second quarter. Based on the simple two-quarter rule
of thumb, Ontario may indeed already be in recession.

TD Economics weighed in on the question of a near-
term recession in aJuly 2008 report (Arethe Wheels Fall-

ONTARIO REAL GDP GROWTH & FINAL
DOMESTIC DEMAND
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ONTARIO RECESSION WATCH; KEY INDICATORS

Per cent change

Retail Trade

Wholesale Trade

Industrial
Production

Employment*

Real PDI
myYY
Real GDP m 2008 Q2/Q1 (ann.)
6 4 2 0 2 4 6

*Actual, all others estimated by TD Economics in real 2002 chained dollars
Source: Statistics Canada / Haver Analytics

ing Off the Ontario Economy?) In sum, we argued that
aproper definition of recession extends the assessment of
economic performanceto abroad array of indicators (GDP,
employment, industrial production, retail spending, et ce-
tera). And by that count, the definition had not been satis-
fied, although the test would come in the second half of
2008 and early 2009. Nevertheless, with the Canadian
dollar and commodity prices having fallen off their peak
and interest rates remaining low, our short-term forecast
was more representative of an economy moving sideways
than the deep-recession scenario that was suffered in
Ontario in the early 1990s.

Even though a short-term economic crisis doesn’t ap-
pear to be at hand, the souring economic news heading
into the autumn will put particular pressure on the Ontario
government to takeimmediate action to revive theeconomy.
Aswe argued in July, the truth of the matter is that there
isn’t awholelot that can be done about deteriorating eco-
nomic prospectsin the short term, except perhaps spurring
construction activity by accelerating some infrastructure
spending already on the books. On the other hand, if the
economy is hit unexpectedly hard, or if revenues come
under significant downward pressure, aggressive action
should not be taken to reduce the impact on the budget
balance. The automotive stabilizers should be allowed to
operate. Most importantly, the Ontario government would
best serve its residents by keeping its eyes focused on the
longer ball, and in particular, addressing the onslaught of
secular challenges that have arisen in the past 5-10 years
and that won't be erased by a cyclical recovery in the
U.S. economy.
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Ontario economy will never be the same

The need for anew economic vision resonates when it
isconsidered how much the playing field has changed over
thepast 5-10 years. Ontario hasenjoyed oneof theworld's
highest standards of living in good part due to athriving
industrial base, which in turn, was built on the following
foundations:

e 1965 Canada-U.S. Auto pact, which jump started an
auto-based industry in Ontario;

» Relatively free access to the U.S. market, especially
following thesigning of NAFTA in 1994;

o Competitive and often under-valued Canadian dollar,
which helped Canadian producers to penetrate U.S.
markets by way of a significant cost advantage and
protected domestic producers from U.S. competition;

» Low cost energy supplies, assisted by abundant global
supplies of crude oil and other fossil fuels and govern-
ment subsidized power prices;

» Lower health costs associated with Canada’s public
health care system;

e Skilledlabour force;

» Good location, with a consumer market of more than
120 million people within 1 day’s drive of southern
Ontario.

With these tailwinds in place, the province enjoyed an
unprecedented manufacturing export boom that has been
paralleled by few jurisdictions around the globe. By 2000,
real manufacturing output in Ontario had surged to a hefty

ONTARIO EXPORTS AS A PERCENT OF GDP
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23% of real GDP. In that same year, Ontario shipped al-
most $3 to the United States for each $1 sent to other
provinces. In 1980, the ratio was about 1:1. Many of the
province'slarge exporters heaped benefits on the economy
by recording higher productivity and paying higher wages
than average. What's more, around this thriving sector
popped up many related goods and services industries
which provided further support to the province's standard
of living.

Since the end of the 1990s, this economic foundation
has been badly shaken. In 1999, the Auto Pact was struck
a death blow by the World Trade Organization (WTO).
Two years later, access to the U.S. market experienced a
major setback by the enhanced security measures imple-
mented by the U.S. in the wake of the September 11"
terrorist attacks. Subsequently, the United States has opted
at each turn to put security interests ahead of commerce.
Furthermore, Ontario-based companies have been faced
with increasing low-cost competition from Asian produc-
ers both at home and within the U.S. market — a pressure
that hasintensified significantly following China'sentry into
the WTO in 2001. Aswe discuss in the text box on the
next page, another wave of pressure has been emerging
from south of the border, where workers have been re-
sponding to global competition by accepting lower wages
and benefits.

On the currency front, whilethe Canadian dollar is ex-
pected to lose some further ground over the medium term,
few analysts are projecting areturn to the sub-80 US cent
level that provided Ontario producerswith asignificant cost
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Even though overall job creation in Ontario has been
strong since 2002, the province has witnessed the dis-
appearance of abundant well-paying manufacturing jobs.
The declines in manufacturing employment (in percent-
age terms) have been most significant in those lower-
value-added industries where global competition has
been more fierce, such as textiles, clothing and primary
metals. But even in the bulk of higher-value-added manu-
facturing industries that pay more than $20/hour to hourly
employees, net jobs have been in retreat over the past
half decade.

In contrast to jobs, manufacturing wage rates have
continued to rise at a moderate rate across the board.
But wages may be the next shoe to drop. Look no
further than the United States, where global competitive
pressures have begun to spill over to wage and benefit
structures. U.S. developments are important since
Ontario’s manufacturing sector competes directly against
its U.S. counterpart on productivity and costs per unit of
labour.

Perhaps the best example is in the U.S. auto sector.
When Delphi auto parts workers were part of General
Motors, the base wage for workers was about US$40
per hour. When GM spun off Delphi, wages were cut to
about US$27 per hour, before the company fell into bank-
ruptcy in 2005. In order to exit bankruptcy protection,
workers voted in favour of company demands to chop
wage rates to US$14-$19 per hour and to cut back ben-
efits sharply. Other troubled U.S.-based parts suppliers
(i.e., Dana and Dura) have been following suit by simi-
larly moving to scale back compensation costs and
outsourcing to lower-cost jurisdictions around the world,
creating a new norm within the industry.

The push to lower wages and benefits has extended
to the U.S. assembly sector. Last year's UAW agree-
ment with the Big 3 included a move to a two-tier wage
system, which distinguishes between assembly work-
ers (Tier 1) and non-assembly workers (Tier 2). New
Tier 1 hires will be paid the same wages as existing
workers, but on the benefits side, they will receive US$1
per hour in lieu of post-retirement health benefits —which
will save auto makers over US$10 per hour. New Tier 2
hires will be brought in for US$14-16 per hour, reducing
total labour cost for these workers from over US$70 per
hour to about $26-31. In addition to bringing workers on
at the lower wage, the automakers can reclassify a
maximum of 20% of their existing employees to Tier 2.

The CAW has played down the threat from the UAW

Will Ontario’s Wages Be Hollowed Out?

Primary Metals
Paper Products
Beverage Products
Wood Products
Electrical Products
Furniture

Fabricated Metals
Manufacturing
Computer Equipment

ONTARIO MANUFACTURING EMPLOYMENT
GROWTH & WAGE RATES

Employment Growth
(% change 2002-07)

Average Wage
Rate ($/hour)

24.8
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-16.6
-16.1
-15.7
-14.5

-11.5
-11.1

Plastic Products -8.6
Transportation Equipment -8.5
Chemical Products -7.6
Machinery -6.4
Non-metallic Minerals 0.8
Food Products 5.3

Source: Statistics Canada / Haver Analvtics; Calculations by TD Economics

contracts. All-in labour costs of the Canadian operations
of the Big 3 are about $77 per hour. Even under the new
UAW contracts, the CAW has calculated that the break
even point for labour costs with the U.S. operations occurs
when the currency is at about 90 US cents. While the the
cost disadvantage for Canada becomes 5-10%, this differ-
ential is currently offset by a 10% Canadian productivity
advantage. Certainly, as the U.S. workforce moves to Tier
2 status over time, that will increasingly favour the U.S.
cost picture. But under the CAW cost assumptions, this
shift will be slowly implemented and other aspects of U.S.
compensation package, such as health care costs, are
poised to grow more rapidly than in Canada. Hence, the
CAW believes Canadian relative cost competitiveness can
be preserved without making major concessions.

This assumption of a slow phase in of Tier 2 workers
may prove to be optimistic. The U.S. operations of Big 3
companies have been ramping up efforts to “buy-out” exist-
ing workers through generous packages in recent months,
and reports are that the take-up rate has been high. In-
deed, it has been estimated that within 10 years about
four-fifths of the U.S. labour force of the Big 3 will consist of
workers at the lower rate structure.

The risk of a “hollowing out” of abundant high manufac-
turing jobs with plentiful benefits in Ontario is not just an
economic phenomenon, but also a socio-economic one.
In the past, manufacturing workers — even those low-skilled
— could achieve status at the middle or higher end of the
income spectrum. This is likely to be harder in the future.

Time For A Vision Of Ontario’s Economy
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advantage. Ditto for energy prices, which had hovered in
theultra-low US$10-30 rangein the 1990s and early 2000s
but are now unlikely to fall below US$80 for a sustained
period. And since the 2003 power blackout, which set off
alarm bells about the province’ svulnerahility with respect
to electricity supplies, the provincial government has been
weaning producers off subsidies. Indeed, with some 80%
of existing generation capacity to go out of production over
the next two decades, there are growing concerns among
industrial users regarding the availability of supply at al-
most any price. In sum, with the exception of the skilled
labour force, health care costs and location, these com-
petitive strengths are probably gone forever. Further-
more, a case could be made that two of these three re-
maining advantages — skilled labour force and health care
— may soon start to come under pressure from an aging
population, arising dependency ratio and soaring healthcare
costs.

Adjustments in manufacturing have been masked

On the surface, the Ontario economy appears to be
coming through thismonumental transformation quitewell.
Manufacturing output has been reduced and job losses
within the sector have mounted over the past few years.
Yet until very recently — when the impact of the U.S.
slowdown really began to bite — the provincial economy
had been expanding at a moderate 2.5% annual rate. In
fact, the average rate of real GDP growth in the 2002-07
period was roughly 2.5% per year, which is not far off its
historical rate of 3%. Even moreimpressively, job growth
was bang on the 30-year average of just under 2%.

CRUDE OIL PRICES AND THE CANADIAN DOLLAR
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NOMINAL GDP PER CAPITA - OECD COUNTRIES

Thousands of US dollars at PPP prices and
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There is more to the story than meets the eye. A com-
bination of abooming Ontario housing market, asurgein
public sector hiring and rapid expansion of financial serv-
icesactivity (which was partly attributable to a short-term
explosion in securitization) have hel ped to mask weakness
in manufacturing by generating demand for construction-
related products and propping up overall economic growth.
Meanwhile, U.S. consumption of autos and forest prod-
ucts produced in Ontario were artificially inflated earlier
this decade by historically easy credit whichisunlikely to
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Ontario job creation has maintained a solid pace over
the past half decade despite the downward pull on total
employment from net reductions in the manufacturing
sector. Acloser look shows that some notable industries
have been punching beyond their weight in order to take
up the slack. While the construction sector accounts for
only 6% of total Ontario employment, it comprised more
than twice the share (14%) of the net new job gain since
the end of 2001. Not far behind were public services
(40% of net new jobs or 1.8 times its industry weighting),
accommodation and food (11% and 1.7 times) and finan-
cial, insurance and real estate services (11% and 1.5
times).

More recent figures highlight a growing vulnerability
within Ontario’s job market. Over the past year, con-
struction employment has remained a major driver of job
creation in the province. In fact, the 40,000 jobs created
accounts for about three-quarters of the province’s 52,000
overall net gain. However, since April, the employment
trend-line has flattened. The same holds true for both
public services and financial services, with the former
appearing to have peaked in the spring and the latter
moving sideways since the global financial crisis broke

Powerful Offsets to Manufacturing Job Decline Starting to Fade

ONTARIO JOB CHANGE BY INDUSTRY
2002 - 2008 (Jan.-Aug.)
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outin August 2007. On the brighter side, accommodation
and food has continued to add jobs in recent months.
Recent trends suggest that the powerful job-creation off-
sets from areas such as construction and public services
have probably peaked for a while, shining the light more
brightly on the ongoing bleeding in manufacturing jobs.

be repeated. However, as trends in recent months have
confirmed, Ontario can no longer count on these masking
influences. In particular, the pace of construction and fi-
nancial activity appear to be returning to a more sustain-
ablelevel.

AVERAGE ANNUAL GDP AND EMPLOYMENT
GROWTH IN ONTARIO
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Ontario economy could continue to slip

Other broad measures of Ontario’s economic perform-
ance since 2000 have been more sobering. Based on work
by the Ontario Institute for Competitiveness and Prosper-
ity, Ontario has continued to lose ground against 14 com-
peting U.S. states of similar size and Quebec.?2 In 2003,
the gap in real GDP per capita between the benchmark
median was $5,100. By 2006, it had increased to $6,000.
Inlevel terms, Ontario prosperity sits second lowest among
the 16 jurisdictions, above that of only Quebec.

Perhaps most striking has been Ontario’s dwindling
position within the Canadian context, where higher com-
modity prices and booming resource revenues have been
shifting the bal ance of income and economic power to the
west. Since the start of the decade, Ontario has moved
from above-average nominal GDP per capita to 2% be-
low. And based on TD Economics’ estimates, the combi-
nation of the commodity boom and reforms made to the
equalization formulais poised to make Ontario an equali-
zation recipient by fiscal 2010-11 — and perhaps as early
as next year.
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Ontario’sforay into equalization payments could prove

UNEMPLOYMENT RATE fleeting, especially if the economy turnsin a strong eco-

142 nomic recovery beyond 2010. However, theselonger-term
secular trends present growing risks to Ontario’s longer-

12 Canada Ex. Ontario termrate of expansion. Consider asimpleillustration. Real

GDP growth can be decomposed into two drivers: growth
inthelabour forceand growth in labour productivity, or the
success in turning labour inputsinto output. Historically,
both have run at arate of around 1.5% per year, yielding a
trend rate of real GDP growth of about 3% per year.
However, both of these elements could come under sig-

10 4

Ontario nificant downward pressure over thelong haul. The gradual

S downward pull on labour force from an aging populationis
1976 1979 1982 1985 1988 1991 1994 1997 2000 2003 2006 not unique to Ontario. But while an acceleration in pro-
Source: Statistics Canada / Haver Analytics ductivity could help to offset this impact, this seems un-

likely given the likelihood of afurther gradual shift away
from the province’s Ontario’sindustrial base—which tends
to have a higher value-added per worker — to areas of
lower value-added. In fact, it could head lower, leaving

TOTAL FEDERAL EQUALIZATION TRANSFERS
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13,000 4 economy the provincewill need to set itssightson adiffer-
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ing investment and embracing the environment will have
9,000 to be front and centre. There will be a big place for a
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Source: Dept. of Finance, forecast by TD Economics economy Of tomorrow. But there needs to be a greater

recognition that well-paying manufacturing jobs can only
be sustained through increased productivity. Higher pro-
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Since 2002, the share of total Ontario employmentin
manufacturing has fallen from 18% to under 14%, as more
than 200,000 net jobs have been lost in the sector. Yet
Ontario is in good company with other advanced econo-
mies with respect to manufacturing employment reduc-
tions since the start of the decade (see chart). The story
boils down to one of survival. Increasing competition from
low-cost Asia, notably China, has been putting signifi-
cant pressure on manufacturers in the industrialized world
to compete. And many have been increasingly taking
advantage of global supply chains and shifting employ-
ment to the developing world.

A look back further over time shows that these trends

MANUFACTURING EMPLOYMENT
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Adjustment in Ontario Manufacturing Sector Could Stretch Out
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have been in place well before the start of this decade.
However, Ontario managed to buck the trend during the
1990s toward declining shares of manufacturing in employ-
ment and output, supported in part by the advent of NAFTA
and an undervalued Canadian dollar. In several industrial-
ized countries — such as the U.S., U.K. and Australia —
jobs in manufacturing as the share of their respective totals
has fallen to about 10% or about 4 percentage points lower
than Ontario’s prevailing share. This suggests that Ontario
still has quite a bit of job shedding to go if it mirrors those
experiences. Assuming that total employment grows at a
moderate rate of 1-1.5% per year, Ontario would experi-
ence a further job drop of about 250,000 over the next half
decade.

others. But whilethefinancial servicessector isalready a
major contributor to employment and incomesin Ontario,
there is scope for improvement. According to the March
2008 Global Financial CentresIndex (GFCI) —an interna-
tional survey of financial-services competitivenessrel eased
by the City of London — Toronto ranks 15" among 46 in-
ternational centres.® Happily, the province's 2008 budget
referred to the economic contribution of the financial sec-
tor and expressed the government’s interest in working
with the sector to further bol ster its economic contribution.
A processis underway on this front.

Thefirst part to the overall approach isto identify what
areas need to be in place by 2020 in order to have a pros-
perous Ontario economy. In our view, there are nine ma-

Time For A Vision Of Ontario’s Economy

jor elementsthat stand out:
e Topquality labour force

« Effectiveintegration of immigrantsinto the workforce
» World classinfrastructure, including transit

e Reliableelectricity system

* A leader inthe environment

e Competitivetax system

» Enhanced trade

« Shift from dependence (welfare) to workforce partici-
pation
e Supportivefedera policy
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From this point, the challenge will be to nail down the
gapsfrom Ontario’s current path and how policies should
be altered in order to close those gaps. In the following
section, we highlight a number of key themes that we be-
lieve will need to form the cornerstone of the vision and
where some of the current shortcomingsin policy lie.

Top quality labour force

Sufficeto say that Ontario ishitting the ground running
in a number of these areas. One in particular is post-sec-
ondary education (PSE), where an enormous turnaround
hastaken shape over the past half decade. In Budget 2004,
the Ontario government appointed areview panel, chaired
by former Premier Bob Rage, to examine and make recom-
mendations on the design and funding of Ontario’s PSE
system.* Proposalsincluded:

 significant new funding in PSE by the Ontario govern-
ment;

e acall for the federal government to ramp up its fund-
ing;

« dlowingingtitutionsincreased flexibility to set tuition fees,
conditional on a commitment to increased provincial
funding;

» reformsto provincial and federal student financial as-
sistance programswith aparticular aim to raise partici-
pation ratesamong lower incomeindividuals;

* increased cooperation across university and collegesto
ensure students can transfer;

Time For A Vision Of Ontario’s Economy

« the establishment of a new Council on Higher Educa
tion to monitor and report on progress,

Thereview exercisewasextremely successful, receiving
widespread acclaim acrossthe province, notably withinthe
sector itself. It was not just the soundness of the propos-
asthat were lauded, but the process itself. Past special-
purpose advisory commissionsin Ontario took agesonly to
issue recommendations that fell on deaf ears. In contrast,
the Rae Review took less than a year to complete, and
that was despite still touching all the bases with respect to
public consultations and researching best practices around
theworld.

Above al, as one of the members of the pandl, it was
particularly gratifying that most of the Rae report’s key

UNIVERSITY & COLLEGE PER STUDENT
REVENUES
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recommendations have been implemented by the Ontario
government — the bulk of which appeared almost immedi-
ately after the report’srelease in the 2005 budget. Provin-
cia funding wasincreased sharply, although over fiveyears
rather than the proposed three. A regulatory framework
has been established to guide and alow ingtitutionsto make
decisionsabout tuition levels, abeit under an annual cap of
4-5%. The Higher Education Quality Council of Ontario
was set up to track progress in the sector. Furthermore,
thefederal government hasfollowed up with further fund-
ing for PSE, partly through amoveto implement per-capita
education funding within the Canada Socia Transfer (CST).
Thefederal government al so funded the Canadian Council
on Learning (CCL) to gather and disseminate information
on the quality of education and training across Canada.
The status of funding beyond next year is, however, un-
certain at thistime.

The big task ahead is to ensure that the momentum
continues, real progress is made and any departure from

longer-term goals is promptly addressed. By no meansis
the funding issue entirely resolved. According to the I nsti-
tute for Prosperity and Competitiveness, recent funding
commitments have still left Ontario institutionswith lower
revenues per student — both public and private —than many
of their competitors in the United States.®> And, Ontario
stands out as being among the few Canadian jurisdictions
poised to record higher enrolment rates over the next sev-
eral years, which will continue to place pressure on the
system. Some areas remain awork in progress. For ex-
ample, one particular aspect of the Rae Report that re-
mainson the“to do” list isthe need to sort out the specific
roles of colleges and universities and credit transfer.
Clearly, acomprehensive strategy aimed at devel oping
the work force of the future would require focus on a host
of other areas, including alowering the still-lofty high school
drop out rate, raising commercialization rates of PSE re-
search, lifting apprenticeship compl etion ratesand private-
sector training budgets. Above all, more effectively inte-

The recent economic plight of immigrants leaves much
to be desired. This fact is evidenced in Statistics Cana-
da’s report based on 2006 Census data, “Earnings and
Incomes of Canadians over the Past Quarter Century,”
which tracked the fate of immigrants who arrived during
the 5-year period 2000-04. The numbers in the study
are national in scope. However, the conclusions can rea-
sonably be extended to Ontario, given that the province
accounts for roughly half of total international migration
to the country. Highlights include:

e Earnings disparities between recent immigrants and
Canadian-born workers increased not only during the
past two decades, but also in recent years;

e In 2000, recent immigrant men earned 67 cents for
every dollar earned by their Canadian born counter-
parts, compared to 85 cents in 1980. In 2005, the
corresponding number had fallen to 63 cents.

» For immigrant women, the earnings share of Cana-
dian-born fell to 65 cents in 2000 from 85 cents in
1980. In 2005, the respective share was 56 cents.

* The gap in median earnings between recent immigrant
men and women and their Canadian-born counterparts
widened both for individuals with a university degree
and those with no university degree.

» Recentimmigrants faced a very high low income rate
as defined as per cent below the after-tax low income

Ontario’s Immigrants Struggling More than Ever

MEDIAN EARNINGS OF RECENT IMMIGRANTS
RELATIVE TO CANADIAN-BORN

Ratio of immigrant to Canadian-born earnings

University Degree
= Male
0.75 4 Female

No University Degree

1980 1990 2000 2005 1980 1990 2000 2005

Source: Statistics Canada "Earnings and Incomes of Canadians Over
the Past Quarter Century." Census Year 2006

cut-off. For those arriving over the past five years, the
low income rate was about three times the 10% low
income rate for Canadian-born persons.

e While this low income gap narrows every additional
year an immigrant has lived in Canada, it remains posi-
tive. For example, immigrants who have been in
Canada for 10 years face a low income rate of 20%
and, after 15 years, 16%.
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grating immigrants must be at the forefront of the agenda.
We turn to that next.

Knock down barriers to immigrants

Virtualy all of Ontario’s net labour force growth be-
tween now and 2020 will comefromimmigrants. Yet these
individual s have been suffering economically, including —
and indeed especially —the so-called “economic class’ (see
the box on page 10). The difficulty of evaluating interna-
tional work experience, the mismatch between that expe-
rience and present Canadian labour demand, language dif-
ficultiesand alack of foreign credential recognition have
been key impedimentsto immigrants' ability to good pay-
ing jobsintheir chosen fields.

Some encouraging steps have beentakenin recent years
toaleviatethe problemsat hand. Settlement servicefund-
ing and language training were boosted as part of the $1
billion Canada-Ontario immigration agreement reached in
2005. Yet it is unclear how far these moves will go to-
wards achieving their desired goals. Part of the challenge
has been immigrant selection. And in that vein, the federal
government hasrecently introduced changesin an attempt
to lower the backlog of immigrants (estimated to have
reached almost 1 million) and to increase flexibility of the
Ministry totarget certain skills depending on national needs.
Thelogical next step will beto consult with the provinces
such as Ontario in order to ensure that priorities are con-
Sistent.

The experience of immigrantsreflected inthe 2006 Cen-
sus underscores the need for the active involvement of
Ontario in selecting the the individual s who can best con-
tributeto the economy. Inview of the booming market for
information technology in the late 1990s, Citizenship and
Immigration Canada targeted international workers with
web site and computer backgroundsin the early 2000s. In
fact, between 2000 and 2005, about half of recent immi-
grant men with auniversity diplomahad adegreein either
computer sciences or engineering. The problem was that
the market for those individual s had been evaporating fol-
lowing the high-tech bust, sending medianincomesfor these
groups down by 20-30% over thefirst half of this decade.

In 2007, Ontario hasjoined other provinces by launch-
ing a Provincial Nominee Program (PNP). A great ad-
vantage of this program isthat provinces can identify im-
migrantswho would likely have successin thelabour mar-
ket and put them on afast track for acceptance. Initsfirst
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year, the pilot program targeted 500 applicants within 20
specific occupations in health, education, manufacturing
and construction sectors. KPMG has been contracted to
carry out afirst year evaluation of the program. Our hope
is that the PNP will be expanded and broadened to other
sectors in short order.

Meanwhile, children of immigrants are doing reason-
ably well in school, but the progress of someisbeing held
back due to insufficient resources for ESL. Further sup-
port for community programs (Pathwaysto Education) and
public-private groups such as the Toronto Region Immi-
grant Employment Council will becomeincreasingly criti-
cal going forward.

World class infrastructure

The long steady deterioration in the state of Ontario’s
infrastructureisbeing reversed. All three levels of gov-
ernment have been moving by the beat of the same drum
in recent years— areflection of the groundswell of public
concern about theissue and the recognition that infrastruc-
tureisvita to economic advantage and overall quality of
life.

A sizeable share of new public capital investment since
2003 has been earmarked for health care and education
facilities across the province, although the need to tackle
transportation challenges has also shifted to centre stage.
Efforts to develop anew border crossing at Windsor con-
tinue, although foot dragging in particular onthe U.S. side
has slowed progress. And steps have been taken to de-
velop aregion-wide transportation plan through the crea-
tion of Metrolinx, which was set up by the province but
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ernance structure to ensure complementarity across
pollicy areas. A number of policies encourage urban

GOVERNMENT CAPITAL SPENDING IN ONTARIO

14,000 S Mns Per cent of GDP_ sprawl, such as property tax structures that give incen-
S Local (left scale) tivesto move jobs out of the city core. By only having

12,000 4 Provinial (I | . . . .
oo et scale) 25 control over public transit, Metrolinx’s plan would in-
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8,000 4
6,000 -
 Public transportation must be put into a context of al
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fees on public transit is determined to a degree by the
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be more scope to cost recover. Aswell, these type of
broader transit policies could support the objectives of
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consists of municipal representation. moving peoplefrom private to public modesand, hence,
L ast week, Metrolinx released its draft integrated trans- be complementary with the Metrolinx Plan.
portation plan for the GTA mapping out some $50 billionin In sum, these issues greatly lower the chances of suc-
projects over the next 25 years. A final plan will be re- cessof theregional transportation plan. Metrolinx requires
leased later thisyear following public consultations. How- legal authority, long-term funding and aprovincial leader-
ever, inour view, theplanisunlikely to proceed under cur- ship role. And there needs to be greater recognition that
rent circumstances: the massive funding regquirements will require a draw on
e The current governance structure needs to be altered private resources.
to include representation by the province and the pri- On amore positive note, the provincial government’s

vate sector. Given their varying interests, itisunlikely alternative financing and procurement (AFP) program,
that the mayors on the board will agree on the plan’s delivered through Infrastructure Ontario, has been gaining
details. traction, with some 40 public-private projects under con-
sideration or aready closed. Still, most projectsto date have

= Not only does Metrolinx lack the legal authority to get been centred on health, education and other “socia” infra-

things accomplished, funding for the plan (amounting to
$11.5 billion or about one-fifth of the total) will likely
have been fully used up by 2013. Effortsto secure project ONTARIO AFP PROJECTS BY SECTOR
funding provides early assurance that a complete plan
can be carried out and that there is value for money.
Put another way, it reducestherisk of afiscal hangover Highway Services W 2.4
at the end.

% of projects

Nuclear Procurement | 2.4

e Thecurrent configuration of Metrolix isnot conducive

to private sector funding of publictransit projects. There Youth Centre || 2.4
are undoubtedly many aspects of the plan whereit would
be efficient to fund through the private sector. Indeed, Courthouse/Detention |14 7.3
it islikely that parts of it could be hived off and done
virtually completely as private operations. Health
« A public transit plan must be put in a broader policy 0 0 40 60 8 100
context includi ng land use and prlvate transportatlon *Includes 41 projects under construction, RFP, RFQ, and
pOl icies. Metrolinx does not have the authority or gov- ore-tender staaes: Source: Infrastructure Ontario
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ONTARIO POWER AUTHORITY'S LONG-TERM
ENERGY PLAN (2008-2015)
Megawatts
Total Planned Requirements 14,700
4 Coal Reduction 6400(-)
£ |Nuclear Reduction 3400(-)
§ Gas Reduction 2500(-)
o« Demand+Reserve growth 2400(-)
How Requirements will be met 17,600
§ Conservation 3,000
3 |Renewables 1,500
2 |oas 9,600
2 |Nuclear 3,500
Source: Ontario Power Authority

structure. An expansion into other areas, notably transpor-
tation, would be warranted. At the local level, the degree
to which the private sector’s expertise and resources have
been leveraged has been minimal on the whole.

Inrecent years, municipalitieshavereceived significant
new money for capital needs from both the federal and
provincial governments—including therecent $1.2 billion
one-off provincial commitment earlier thismonth —which
has helped them to address at least part of the backlog.
Many muncipalities have been moving down the path of
full-cost pricing of some services, notably water, which
has helped to ease the overall funding burden, is more ef-
ficient and boosts conservation. Meanwhile, it isincreas-
ingly being recognized that world-classtalent is drawn to
cities with abundant amenities. The Lake Ontario water-
front should be one of those amenities, but progressiscom-
ing at aglacial pace. An outstanding issue is the need to
finally sort out roles and responsibilities of the two levels
of governments. The much-awaited “Who Does What?’
report by the Ontario government has been delayed until
late 2008. Onecrucia item that hopefully will find itsway
in that report isa plan to fully upload social service costs
from municipal governments.

In short, the requirements for additional infrastructure
investment are huge. And billionsof dollarsare now being
allocated, with the hope that governmentsat all levelsand
the private sector will continue to step up to the plate with
substantial additional support in the coming decade. It
shouldn’t be concluded, however, that all of thefundingis
being —or will be— spent efficiently. We recommend that
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some process be put in place to monitor whether taxpay-
ers medium-to-longer term goals are being achieved and
whether taxpayers are receiving vaue for money. This
recommendation ismoredirected at traditional public pro-
curement projects, since AFP projects are already closely
scrutinized onthe“value-for-money” test. But eventhere,
the focus has been on what return will be generated by the
project rather than a broader assessment that would con-
sider whether another type of infrastructure would gener-
ate a higher rate of return to society.

Reliable electricity supply

A stable electricity supply is another vital element to
longer-term economic prospects. In Ontario, concerns
about the reliability of the power system have been raised
sincethe 2003 power blackout, which cast attention on the
untenable underlying trends of growing demand and de-
clining supply. Since 2003, the Ontario government has
taken some action to put the system on amore sustainable
footing, and last year, unveiled a20-year plan that included
a goal to increase conservation and renewable energy
sources.” New nuclear and natural gas suppliesare also a
cornerstone of the government’s long-term power strat-
egy.

The long-term plan was a major step forward. Now
the hard work beginsinlaying thefoundation for theachieve-
ment of the objectives. The big challenge comesin 2014,
when the province has set a goal to fully phase out 6,400
megawatts of coa generation (about one-quarter of total
supply). Giventhat renewable sourcescan only fill part of
the gap, thiswill require securing significant new natural

B.C.'S REVENUE NEUTRAL CARBON TAX
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gas sources. The government is also planning major in-
vestments in nuclear power over the long haul, but much
of that capacity won’t come on stream until 2018.

We concur that demand side management hasto play a
major rolein achieving thelong-term goal of areliable elec-
tricity system. We laud the government for beginning the
process of moving towards the true cost of power. But
despite these moves, power prices are still heavily subsi-
dized. Estimates of the underlying power subsidy — in-
cluding Hydro'slow royaltiesfor water and OPG’s bel ow-
market return on equity —range from $2 billion per year to
as high as $8 hillion. A significant share of thisimplicit
subsidy relates to the province's experience with nuclear
power. As such, there are some concerns that the govern-
ment’s decision to invest heavily in existing and new nu-
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clear assets will run contrary to the objective of lowering
the degree of subsidization in the system.

An environmental leader

There have also been some positive steps taken on the
environment file. Ontario has set a long-term goal to re-
duce greenhouse gas emissions (GGES) to 15% below 1990
levelsby 2020 and has been expl oring partnerships, includ-
ing the Western Regional Climate Initiative and developing
Cdlifornia-style fuel standards. The government has pro-
vided a general roadmap of how it will get there. About
30%, for example, is expected to come from phasing out
coal generation and increased use of renewable supplies.
And spurring innovation will be amajor thrust. Still, the
devil remainsinthe details.

In our view, the best way for the provinceto achieveits
long-term GGE objective would be to put a price on car-
bon. This could be accomplished through various means,
such as regulation (i.e., building code standards, vehicle
fleet emission targets et cetera), cap-and-trade or carbon
tax. Cap-and-trade and carbon tax aren’t all that different,
especialy if the emissions caps are auctioned. Indeed,
Ontario has already indicated an interest in cap-and-trade
in partnership with other North American players. One
challenge with the cap-and-trade option isthat it may be a
fractured market and could take a while to mount. For
that reason, the Ontario government might want to take a
close look at what the B.C. government has been doing,
whichisessentially amix of all three options.

Still, it is the new B.C. carbon tax that has generated
particular attention given that itisthefirst oneof itskindin
North America. Thisyear, the B.C. government moved to
extend taxation from gasolineand diesel to all fossil fuels—
about 19intotal. Theseinclude: transportation and power
generation fuels, and home heating oil. The tax begins at
$10 per metric ton of CO2 equivalent and will incremen-
tally increase to $30 in five years and will raise close to
$1.5 hillion per year in revenues when fully implemented
that will berecycled back to taxpayersin theform of lower
taxes. For Ontario, the driving force behind a carbon tax
is not merely to generate revenues for government, but to
effectively achieve behavioura change. Moreover, it could
create a source of funds for other elements of a sweeping
economic plan.

More generally, economics and environmental objec-
tivescoincidein requiring drastic cutsin Ontario’s depend-
ence on fossil fuels. The U.S. is finally coming to the
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realization they have to wean themselves off oil depend-
ency. Ontario isin the exact same position. In terms of
electricity, the province has greater control, since power is
largely sourced domestically. But, aswe' ve argued, it has
to ensure adequate supply and it can’t do that under heavy
subsidization.

Competitive tax system

When Ontario was able to exploit advantages from
sources such as the Canada-U.S. auto pact, low energy
costs and an often under-valued dollar, it was not so im-
perative that its tax system be competitive. Those days
aregone. Ontariowill not be successful in retaining exist-
ing businesses and attracting new onesif its taxation sys-
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tem is not on sound competitive footing with other prov-
incesand countries. Thereality isthat most other jurisdic-
tions are lowering their tax burdens, particularly on busi-
ness capital. On that front, Ontario is moving into a high
tax relative position, despite some positive stepsit hastaken,
including a phasing out the capital tax by 2010, substan-
tially reducing the education portion of business property
tax rates and introducing a number of measuresto lighten
the burden on manufacturers.

At a minimum Ontario has to play catch up, but the
aspiration should be for a corporate tax system that pro-
vides a distinct advantage both in Canada and abroad. In
view of the shifting landscape in Canada, this requires a
provincial statutory corporate tax (CIT) of no more than
10% compared to their current rate of 14% (12% for manu-
facturers). Thismove, together with reductions at the fed-
erd level, would leave the combined federal-provincia CIT
rate at 25%, positioning the province well to attract new
investment. Other areas aso need to be addressed:

First, aretail sales tax, where ailmost half of the rev-
enue comes from capital and other businessinputs, hasno
placein amodern economy. Thismajor impediment could
be addressed by replacing the PST with aharmonized GST.
A less preferable route would be to implement a system
such as that in Quebec, where full harmonization has not
taken place but wherethe PST hasbeen structured to match
the GST. In our view, such a move would be a win-win-
win for business, households and governments over the
longer run. In the short-term, it would spur business in-
vestment, setting the stage for household and government
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incomes to rise down the road. If the retail salestax was
harmonized with the GST, ashort-term declinein revenues
would likely require some offsetting federal support over a
transition period. One concern of such areformisthat the
tax base would broaden the base of taxation to many serv-
ices, hence shifting the burden from business to house-
holds. However, this shift is only superficial since busi-
nesses would pass through the tax savings, as they did
when the federal government and 3 of the Atlantic prov-
inces shifted to the GST in the 1990s.2

The positiveimpact of such on amove on Ontario busi-
ness competitiveness can not be understated. The federal
government has estimated that if Ontario were to elimi-
nateitsretail salestax on capital goods, Ontario’smarginal
effective tax rate on investment (METR) would fall by a
stunning 11.2 percentage points, to 30.7%. Incidentally,
Ontario’s average METR on investment conceals a large
divergence between effective rates on manufacturing and
forestry, which are well below average, and other sectors,
which are well above. Ontario has to be careful not to
heavily tax the areas that, as we argued above, will likely
be the future of growth in the province.

Second, many municipalities in Ontario have unfair
property tax structures that over-tax industrial/commer-
cia infavour of residential and multi-residential in favour
of singles. In 2007, the Ontario government’s commit-
ment to decrease the Business Education Tax (BET) rate
on non-residential propertiesto 1.6% by 2014. Inlinewith
the Ontario Chamber of Commerce, TD Economics rec-
ommends that the province accel erate this timetable.

Third, thegovernment should moveto addressthe” small
business claw-back”. More specifically, small businesses
in the province face a surtax of 4.67% on the income that
surpassesthe eligible small-businessthreshold of $500,000
up to $1.5 million. Thisincreases the tax rate more than
three-fold (from 5.5%t0 18.67% for general and to 16.67%
for manufacturing businesses). For income levels above
$1,500,000 theregular general tax rate of 14% or the manu-
facturing tax rate of 12% applies. Income exceeding
$500,000 should be taxed at the same marginal corporate
incometax rate, which aswe discuss, should ultimately be
reduced to 10% for all businesses.

Onthe personal side, the province hasvery high effec-
tivemarginal ratesfor al incomegroups. Most attentionis
placed on the onerous top marginal tax rate of 46.4 per
cent (combined federal -provincial). Thisisabovetherate
in Western Canada (Albertais at 39 per cent) and consid-
erably higher than that in many U.S. states. But the high-
est rates are at low and modest-income levels due to the
claw-backson social benefitsasincomerises. Many indi-
viduals and particularly families below average incomes
face marginal effective personal income tax rates in ex-
cess of 100 per cent. The highest rates, when considera-
tionisgiventotheloss of in-kind benefits, are usually for
those who attempt to exit welfare for paid work.

The Ontario government improved this situation when
it reduced the tax back rate on the earnings of socia as-
sistance recipients from 75 to 50 per cent and extended
dental care. But still many individualsand especially fami-
lies are in aworse bottom line financia position taking a
low-paying job rather than being on welfare. The incen-
tivesfor work and to improve human capital in theinterest
of earning more need to be sharpened.

Enhance trade

In order to open up doors for Ontario export-oriented
industries, the federal government needs to intensify ef-
forts to reach new bilateral trade agreements. The coun-
try can no longer just rely purely on the United States for
trade opportunities. Nor can it sit back waiting for large
multilateral international trade agreements to be reached,
as was made apparent in the recent collapse of both the
Dohatrade discussions and those towards reaching a Free
Trade of theAmericas(FTAA). Talksare being conducted
a varying levelsabout varying degreesof liberdizationwith
countries such as South K orea, Japan aswell as a number
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of South American and Asian jurisdictions. Whilepositive,
there is little to show for these efforts as of yet. Indeed,
prior to the free trade agreement reached in 2007 with
four European countries (Liechtenstein, Iceland, Switzer-
land and Norway), the federal government had not signed
abilateral deal sincereaching onewith CostaRicain 2001.

While the agreement with the four European countries
was a step forward, a much greater milestone for both
Ontario and Canada would be the European Union, with
its vast marketplace and reasonable access through the
St. Lawrence Seaway and Atlantic Gateway transporta-
tion corridor. On a positive note, preliminary trade talks
between Canada and Europe appear set to begin after the
federal election in mid-October, raising hopes that a deal
could beintheoffing. A long-termvisionwould also set as

ONTARIO-QUEBEC TRADE IN GOODS &
SERVICES

$ Billions

B Ontario exports to Quebec
Quebec exports to Ontario

97 98 99 00 01 02 03 04

Source: Statistics Canada

MARGINAL EFFECTIVE TAX RATES ON
LABOUR INCOME

120%

80% 4

40% 4

0%

-40% 4 I

-80%

$0 $25,000 $50,000 $75,000  $100,000 $125,000 $150,000
*Couple family with 2 young children, single earner family, rent payments of $1000/month;
note: these calculations only reflect income flows. Transiting from welfare to paid
employment brings a loss of a range of in-kind benefits. This loss can take the effective
marginal rate for very low-income individuals and households to above 100% but is not
represented in the chart. Source: C.D. Howe Institute

Time For A Vision Of Ontario’s Economy

ahigh priority increased Canadian increased accessto the
booming markets of China, Indiaand emerging economies.
Therecent widening in the Suez Canal, along with moves
to knock down trade bottlenecks as part of the federa
Pacific Gateway Strategy, will help to pave the way for
increased trade between Ontario and Asian countries.
There are a so significant trade opportunities at home.
In 2006, Alberta and B.C. established a framework and
timetable to knock down trade barriers and create a mar-
ket larger than Quebec (TIMLA). And, late last year, the
Ontario and Quebec governments signed a joint declara-
tion to begin negotiating a trade accord that would knock
downtradebarriersand improvelabour mobility. That move
followed a cooperation agreement penned the prior year
between thetwo provinces. Ultimately, thegoal should be
to press for a pan-Canadian free trade deal, including
stepped up efforts along with the federal government to
promote the creation of a common securities regul ator.

Shifting from Dependence to Work

Another critical plank in any comprehensive economic
vision isabold anti-poverty strategy. In recent years, the
provincial and federal government has been chipping away
at thechallenge. Initiativesincludethe Ontario Child Ben-
efit, the federal Working Income Tax Benefit, increased
federal and provincial funding for affordable housing, in-
creasesin the minimum wage and aprovincia dental plan
for low-income working residents.

We have already touched on some of the barriers with
respect to education, effectively integrating immigrantsand
excessive marginal effective tax rates at the low end of
the income spectrum. But more generally, thereisaneed
for an overhaul of incentivesinincome security. Thefirst
safety net, employment insurance, only covers just over
40% of Ontario’sunemployed. Asaresult, many individu-
asfall fairly quickly to the second net, welfare. But that
only appliesif the person or household has amost no as-
sets, since under the current system, welfare recipientsin
the province are only allowed to accumulate savings the
equivalent of 1-2 months’ worth of their monthly cash al-
lowance. The problem is that without assets there is no
ability towithstand even short periodswithout employment.
Andwithout assets, it isextremely difficult to exit welfare.
For example, if a car was required for a job the person
would not have the savings required to purchase one.

At the end of the day, taking on work often |eaves the
person or household in aworse overall financia position
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Discrepancy Between Actual Amounts from Ontario's
Population Share and Hypothetical Amounts from
Ontario's Population Share, 2005 ($ Millions)

(1) Total net federal take in Ontario 20,905
(2) Ontario pop. share of federal national balance 1,249
(1)-(2) = (3) Gap in Ontario's share of federal balance 19,656
Actual ?rr;tﬁs::: Discrepancy
Federal Revenues 90,633 83,938 6,695
Federal Expenditures
Old Age Security 10,488 11,311 -823
Child Tax Benefit Credit 3,410 3,568 -158
GST Tax Credit 1,218 1,350 -132

(4) Contribution of items
identified above to gap in

ontario's share of federal 7,808
balance
(3)-(4) = Residual Gap 11,848
of which:
El Benefits 3,871 5,031 1,160

due to the combination of income and loss of in-kind ben-
efits (such as health care on welfare, possible access to
subsidized housing, et cetera). The recent extension of
dental coverage to low-income people rather than to just
to those on social assistance has been a step in the right
direction. Going forward, enhancing federal employment
insurance coverage of non-voluntary unemployed work-
ersand the development of awelfare assets strategy should
be at the top of the list.

A further more general observation is the myriad of
federal and provincial programs targeted at low-income
individuals, which could be made more effective through
consolidation. For instance, federal tax benefits, allow-
ances, credits and other income assi stance could be brought
together as part of an improved Canada Child Benefit.
Disability pensions, insurance, allowances and social as-
sistance programs could also be folded into anational dis-
ability support program. At the provincial level, there has
been broad support among anti-poverty groups for a new
housing benefit for all low-income households. Such an
initiative could be strengthened by including the shelter al-
lowance for welfare recipients under a single program.

Poverty isan excellent example of achallengewherea
number of pieceshave been put into place, but where more
parts are needed and a comprehensive plan developed.
The Ontario government had planned to unveil a major
poverty initiative later this year, but is likely to be scaled
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back due to rising economic and fiscal uncertainty. We
believe that there is no better time for action than the
present.

Supportive federal policy

Last, but certainly not least, acritical part of the long-
term Ontario strategy is supportive federal policy. One
major challenge on this front is the significant net with-
drawal of federal fundsfrom the Ontario economy. Based
on the most recent data from Statistics Canada's Provin-
cial Accounts, federal revenues from Ontario exceeded
federa spending intheprovince by $21 billionin 2005. Only
part of thisamount could be argued as“discrimination”:

» $1.2 billion reflected Ontario’s popul ation share of the
federal surplusin that year on the same accounting ba-
sis. That should be deducted from the total.

* An even larger amount — $6.7 billion — reflects rev-
enues collected in Ontario in excess of Ontario’s per-
capita share. Given that there are no aspects of fed-
eral taxation that specifically target Ontario taxpayers,
this should also be deducted.

» Onthespending side, about $1 billion of the excessrep-
resents the combined impact of above-averageincomes
in the province on payments made under Old Age Se-
curity, the Child Tax Benefit and the GST tax credit.
The net federal take on both the revenue and spending
sides driven by Ontario’s superior economic standing
within Canadawill diminish and perhapseven swingto
anet contributionif Ontario’sunder-performancewithin
Canada continues.

ONTARIO'S SHARE OF FEDERAL
REVENUES, EXPENDITURES AND
POPULATION

Percent
50

45

40 -

30 1 Expenditures
== Revenues

e Population

25 +—r--r-—r—1r—r—r—""—"r—""T"T"TrTr—T—T—r T T T T T T

1981 1984 1987 1990 1993 1996 1999 2002 2005

Source: Statistics Canada

September 29, 2008




www.td.com/economics

GAP BETWEEN FEDERAL REVENUES AND
EXPENDITURES

as a % of nominal GDP

>

-7 4

124 e cd. balance in Ontario

Fed. balance ex. Ontario
Fed. balance ex. Ontario & Alberta

17

1981 1984 1987 1990 1993 1996 1999 2002 2005

Source: Statistics Canada

That leaves about $11.8 billion where there may be a
compelling story of “discrimination.” Much of that isin
transfers where Ontario receives some $7.1 billion less
than its population share. However, since 2005, the federal
government has announced that it would move immedi-
ately to per-capita funding for the CST, restoring about
$300 million. It aso announced asimilar move under the
Canada Health Transfer (CHT) — worth about $700 mil-
lion annually —but delayed that until fiscal 2014-15. This
has been, and will continue to be for several more years,
blatantly unfair to Ontario and should berectified immedi-
ately. Within the employment insurance program, Ontario
received $1.2 billion lessthan its per-capita sharein 2005.
The current link between hours worked and regional la-
bour market conditions needs to be modified to increase
the portion of unemployed qualifying for benefits.

Theimmediate moveto per-capitafunding in healthand
addressing the shortfall in employment insurance benefits
(which Ontario has more recently estimated at close to $2
billion) are key elements of the Ontario government’s cur-
rent push for federal fairness. Inaddition, the Ontario gov-
ernment has argued that compared to benefitsreceived in
other parts of Canada, the provinceis shortchanged about
$500 million annually for training and cumul ative amounts
of $1 billion under the Building Canada Infrastructure plan
and $150 million for immigration settlement services. Lastly,
the Ontario government has asked that the federal gov-
ernment to establish an economic development program
asit hasfor all other regions of Canada.

Insum, alarge share of the $21 billion shortfall amounts
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to Ontario financing asubstantial portion of the re-distribu-
tion role the federal government plays across provinces.
In total, the net federal withdrawal amounts to 4% of On-
tario GDP, whichisaconsiderable amount that isnot avail -
able to meet the province's needs. Although the govern-
ment and its residents should be applauded in playing such
amajor redistribution role, Ontario facesaneed to be com-
petitive with other provinces and most other countries.

MONEY, MONEY, MONEY

Anovernight shift to the desired state we have described
would be very expensive. Yet the Ontario government is
likely to find itself with shrinking fiscal wiggle room over
the next few years, as we show in the accompanying TD
Economics 5-year “status-quo” fiscal forecast.

The revenue and expenditure forecast was compiled
by using the government’s own 2008 budget estimatesfor
fiscal years 2008-09 to 2010-11 and revising them to build
in new information since the spring. In particular, the final
figures for fiscal 2007-08 were released last month, re-
vealing a higher-than-expected budget surplus (excluding
the impact of one-time year-end spending measures) and,
thus, stronger momentum thaninitialy projected inthespring.
However, this was more than offset by the impact of a
deteriorationin nominal growth prospectsfor 2008 and 2009
— by about 1 percentage point per year as forecast by TD
Economics. Revenueswereal so adjusted upward by $400
millioninfiscal 2010-11 toreflect our forecast that Ontario
ispoised to become an equalization-receiving province.

In extending the forecast horizon to fiscal 2012-13, we
have assumed that the underlying revenue base grows at a
moderate rate in line with nominal GDP and equalization
paymentsto Ontario jump to $1.3-$1.5 billion per year. On
the spending side, we have grown health care spending by
6% per year (the “status-quo” pace) and other spending
by about 3%, or stable on areal per-capita basis.

Under these assumptions and applying the balanced-
budget constraint, Ontario will have no room for additional
measures above and beyond those aready committed to
thisfiscal year and next. A small surplus opens up begin-
ning in fiscal 2010-11. But even then, there is not much
spare cash in which to aggressively tackle the big chal-
lenges on the province's doorstep.

However, the province can still makeasignificant down-
payment on an economic vision. For one, the moveto ac-
crual accounting in recent years will help the province to
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ONTARIO GOVERNMENT "STATUS-QUO" FISCAL BALANCE, ACTUALS AND PROJECTIONS
(Millions of dollars, unless otherwise noted)
2006-07 2007-08 2008-09 2009-10 2010-11 2011-12 201213
Revenues 90400 97100 97,920 101,145 105,120 110,628 115,748
% change 7.3 7.4 0.8 3.3 3.9 5.2 4.6
% of GDP 16.2 16.7 16.4 16.3 16.2 16.1 16.1
Expenditures 88141 96500 97,390 100,820 103,820 108,400 113,200
% change 5.0 9.5 0.9 3.5 3.0 4.4 4.4
% of GDP 15.8 16.6 16.3 16.2 16.0 16.0 15.9
Program expenditures 79300 87600 88,499 91,820 94,720 99,200 103,900
% change 5.9 10.5 1.0 3.8 3.2 4.7 4.7
% of GDP 14.2 15.1 14.8 14.8 14.6 14.6 14.6
Debt charges 8841 8900 8,891 9,000 9,100 9,200 9,300
% of revenues 9.8 9.2 9.1 8.9 8.7 8.3 8.0
Balance before reserve 2259 600 530 325 1,300 2,228 2,548
% of GDP 0.4 0.1 0.1 0.1 0.2 0.3 0.4
Reserve 0 0 800 1,000 1,200 1,200 1,200
Budget balance 2259 600 -271 -675 100 1,028 1,348
% of GDP 0.4 0.1 0.0 -0.1 0.0 0.2 0.2
Accumulated deficit 106896 106296 106,567 107,242 107,142 106,114 104,766
% of GDP 20.1 18.3 17.8 17.3 16.5 15.6 14.8
Source: Ontario Ministry of Finance, TD Economics

undertake capital spending without asignificant short-term
budget hit. But there are specific actionsthat could betaken
in order to both generate additional fiscal room and to em-
bark on itsvision over the next several years:

» Consistent with our 5-year forecast exercise, the gov-
ernment isurged to increaseits budget planning horizon
to five years from the customary two. Actions could
be back-end loaded to some degree within that time
frame, but there must be enough actionin the short term
that the exercise doesn’t lose credibility.

» Thegovernment should consider eliminating itsannual
reserve allowance, currently set each year at around
$1 billion. In recent years, government budgets in
Canadahave erred onthe side of cautionin budget plan-
ningin order tovirtualy rule out the possibility of abud-
get deficit. That mindset hasresulted inthe setting aside
significant buffers for unexpected events. While this
recommendation is made with some reservation and is
most definitely not an invitation to return to an era of
fiscal recklessness, we believe that policy measures,
notably those aimed at improving tax competitiveness,
would be a better use of resources at thistime. In any
event, an unanticipated fall into adeficit position would
have little impact economically, aslong asit is modest
and not allowed to continueindefinitely.

» Departmental savings can be secured, although in our
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view that can reasonably be expected to secure only
about $500 million per year in fiscal room. In fact, the
government should consider appointing an externa body
to carry out value-for-money auditsto ensure that tax-
payer money is being effectively spent.

Itisimportant that the federal government stepsup and
addresses elements of fiscal “discrimination” with
Ontario. An immediate federal plan to return to per-
capita block funding for health care — which would
amount to about $700 million per year —in our view is
theright thingto do. The Ontario government estimates

ADJUSTMENTS TO STATUS QUO FORECAST
OF ONTARIO FISCAL BALANCE
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that a move to per-capita funding would provide the
provincewith an additional $140 million per year under
the Building Canada program and $500 million annually
for worker training under El. Other potential amounts
includethosefor immigration settlement and economic
development. Lastly, it is our understanding that the
federal government has offered provinces compensation
for one year’'s worth of revenue loss from sales tax
harmoni zation, which we estimate to be about $1 billion.
This money would be paid into atrust fund so that the
provinces use it when desired.All together, we have
factored into Ontario’'s5-year forecast afederal injection
of about $700 million in fiscal 2008-09, growing to $2
billion per year beginning infiscal 2009-10.

A down-payment on the vision

Adjusting the“ status-quo” fiscal forecast to buildinthe
impact of these commitments would brighten the profile
considerably. Aswe show inthe chart onth previouspage,
the planning deficitsunder the“ statusquo” for fiscal years
2008-09 and 2009-10 would betransformed into surpluses
of $1.2 billionand $2.8 billion, respectively. By fiscal 2012-
13, $5 billion would be available for available for new tax
and spending measures without moving into deficit. Itis
still afinite amount though, requiring tough decisions on
how to be divvied up across the several important policy
areas.

In our view, onething isfor sure. Tax reductions need
to feature much more prominently in the vision then they
have in recent years. We have estimated that between
fiscal 2004-05 and fiscal 2008-09, the government had a
cumulative $20-25 billion at its disposal to divvy up be-
tween tax cuts, spending and debt reduction. Apart from
some modest debt reduction, the entire amount went to
new spending measures, albeit much of it targeted at valu-
able priorities such as health care, education and infra-
structure. On the revenue side, the sum total of tax cuts
that were announced over the period — some $1.5-$2 bil-
lion — were not enough to offset the impact of the intro-
duction of the$2.5 hillion health-care premium tax in 2004.

For discussion purposes, we propose that the govern-
ment split the available planning surpluses equally between
revenue and spending measures over the next 5 years, al-
lowing for some meaningful actions (about $2.5 billion an-
nually by fiscal 2012-13) on both fronts. In our view, new
spending initiatives should encompass further support for
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TAX MEASURES
(Millions of Dollars)
Year 08-09 | 09-10 | 10-11 | 11-12 | 12-13
Budget Balances
Status-quo -271 -675 100 1028 1348
After elim. reserve 529 325 1300 | 2228 | 2548

After depart. savings 1029 825 1800 | 2728 | 3048
After federal support 1729 | 2825 | 3800 | 4728 | 5048

50% for tax relief 865 1413 1900 2364 2524
Add: carbon tax 900 1800 | 2700 | 4000
Total avail. for tax cuts 865 2313 3700 5064 6524

Tax Measures

Corporate Income Tax -750 | -1500 | -2250 | -3000
Personal Income Tax -500 | -1000 | -1500 | -2000
Sales Tax Reform* -1000 | -1000 | -1000 | -1000
Residual -865 -63 -200 -314 -524

Source: Ontario Ministry of Finance; Forecast and cost estimates of tax
measures by TD Economics; * Estimate of gross cost. The federal government
has indicated that it would provide compensation for revenue loss from sales tax
harmonization. It is our understanding that this could be one year's worth of

revenue loss.

education and for municipalitiesthrough the further upload
of social servicesfrom the property tax base. Keepinmind
that any new spending would beincremental vis-a-visthat
included in the status-quo forecast assumptions. While debt
would fal into third place in terms of priority, a balanced
budget over the 5-year period would still allow the debt
burden to continue on its recent downward track.

Tax cuts need to feature more prominently

Aswediscussed earlier, thefocus on thetax side should
be on cutting the most damaging taxes on growth. In our
view, with the productivity-impeding capital tax set to be
eliminated by 2010, the priority becomesimproving busi-
ness and persona income tax competitiveness — and in
particular, lowering marginal rates. Still, the$2.5billionin
annual room afforded under the forecast by fiscal 2012-13
would only allow the government to scratch the surfacein
terms addressing tax competitiveness challenges. Consider
that a move to cut the general corporate income tax rate
by 1 percentage point alone would gobble up about one-
third of that amount.

Thereisancther option, however. The government might
consider bringing on anew revenue stream that could pave
the way for these higher-priority tax cuts. Moving to im-
plement a B.C.-style carbon tax, for example, could raise
an estimated additional $4-$5 billion per year (when fully
implemented) that could then be recycled back to taxpay-
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ersthrough lower income taxes. The introduction of such
atax would bump up the scope for new tax measures to
an estimated $6.5 billion by fiscal 2012-13. Asweshow in
the table on page 21, that |eeway would allow the govern-
ment to move on anumber of fronts:

First, it would pavetheway for areduction in the gen-
eral CIT rate from 14% to 10% over the next four years—
acost estimated at $2.5-$3 billion in foregone revenues
when fully implemented.

Second, it would allow the provincial government to
implement sales tax reform. Harmonizing the provincial
salestax with the GST must be donein amanner that does
not inflict a large tax increase on the financial services
sector, one of the future sources of growth we have iden-
tified for the province. Without aspecia arrangement with
the federal government such a hit is possible because un-
der theexisting GST rulesthe sector cannot receive acredit
for any GST paid on inputs.

Third, there would likely be scope to address some
other lower hanging and less expensive fruit on the busi-
nessside, such asaccel erating the province' sexisting time-
table to reduce business education taxes from seven years
and the elimination of the small business claw-back.

Fourth, on the personal side, we figure that at least
$1.5-$2 billion would be avail able to put adent in the major

requirements. That is not ahuge amount, given that aful-
some plan to address the province's high personal mar-
ginal tax rates would run more in the order of $7-$10 bil-
lion. As such, the reductions should, at least initialy, be
earmarked towards|owering marginal personal incometax
rates for low- and modest-income earners. Cutting the
first tier of income-tax rates and further scaling back the
tax-back rate of benefits on the additional income of wel-
fare recipients are two areas deserving attention.

Barein mind that thissimple cost analysis of tax policy
measures does not attempt to build in any second-round
benefits to the economy and government revenues that
would likely flow from the measures. |naddition, by con-
sidering a carbon tax or another new revenue stream, the
Ontario government might have to throw out its commit-
ment for no new taxes.

The bottom line

With much of Ontario’s economic success driven by
advantagesthat no longer exist, anew directionisrequired.
Welook to the provincia government to take leadership on
thisfront by developing avision on whereit plansto take
the economy down the road. Some of the pieces have al-
ready been put in place. But as we discuss, other parts
need to be added and all the pieces need to fit together.

Don Drummond
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