CONVERTING QUEBEC’S STRENGTHS INTO PROSPERITY

Executive Summary

Few economies in North America have undergone the
degree of post-War change as Quebec, beginning with the
Quiet Revolution in the 1960s. The reforms have borne
fruit over the past half century. Quebec enjoys a high
quality of life, its culture and language have flourished and
the income gap in the province between Francophones and
Anglophones has all but been eliminated. What’s more,
Quebec has built up an enviable list of assets — a highly-
diversified economy and high quality of life to name a few
— that will stand the province in good stead in the future.

Yet there have been growing calls within Quebec for
residents and businesses to embrace change once again.
In spite of its numerous strengths, the province’s standard
of living — as measured by GDP per capita — continues to
languish behind that of the rest of Canada (ROC). But the
greater concern lies on the horizon. Although the forces
of demographics and globalization will be felt in all corners
of the world, Quebec’s economy is poised to experience
particularly pronounced impacts, which could further con-
strain living standards well into the future. This last point
raises a number of questions:

Why does Quebec experience a prosperity gap?

Recently, the Ontario Institute for Competitiveness and
Prosperity carried out an in-depth analysis of the issue.
The Institute measured Quebec’s prosperity gap with the
ROC at $6,300 for every man, woman and child in the
province. As importantly, the gap was decomposed into
two main components: output per hour worked, which is
commonly referred to by economists as “productivity”, and
total hours worked per person.

“Productivity” accounts for 38% of prosperity gap

“Productivity” is a concept that is often misinterpreted.
For many, an unproductive society can be perceived as
one where its residents are not working hard enough. This
belief is not only simplistic but incorrect. Instead,
“productivity”is driven by the interaction of a number of
complex structural barriers that are usually erected at the
societal, rather than individual, level. For example, the In-
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stitute looks at a number of measurable elements of “pro-
ductivity” in its study, including the mix of industries, edu-
cation attainment, the degree of urbanization and how much
investment in machinery and infrastructure take place in
an economy.

Interestingly, while there tends to be considerable at-
tention placed on Quebec’s “productivity” gap with the
ROC, the Institute determined that output per hour worked
explains only 38% of'the difference in prosperity, of which
three-quarters is attributable to industry mix, education at-
tainment and capital investment.

What are the trade-offs in working less?

At the same time, 62% of the prosperity gap is ex-
plained by reduced hours worked. In contrast to “produc-
tivity”, this concept is more straight-forward. In many in-
stances, work schedules are determined by individual
choice.

We emphasize that there is nothing wrong with a juris-
diction making a choice to work fewer hours, especially in
light of the fact that increased leisure is an important con-
tributor to well-being. At the same time, however, it can-
not then expect to have the same standard of living or quality
of public services as others that record greater number of
hours worked — that is, unless the fewer hours spent on
the job is counter-balanced by a higher level of “productiv-
ity”. And notwithstanding the fact that all Canadian juris-
dictions confront the “productivity” challenge to varying
degrees, Quebec records both lower hours and output per
hour than in the ROC. As we have highlighted, the latter
development largely reflects societal factors in the prov-
ince.

More than $8,000 per household if gap closed

We acknowledge that the usual measure of prosperity
or standard of living — GDP per capita — is an imperfect
measure of well-being, which focuses on activities that have
a dollar value attached to them, ignores the trade-off be-
tween leisure and work and doesn’t take into account the
impact of economic growth on the environment. Despite
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its imperfections, there is a compelling argument that in-
creased prosperity increases society’s ability to preserve
and protect its quality of life. In addition to generating higher
government revenues that could be used to strengthen public
services, closing the prosperity gap with the ROC would
provide a boost to the average household after-tax income
in Quebec of at least $8,000 per year, which could be used
to fund housing costs, tuition fees and other essential goods
and services.

It is not Quebec’s current prosperity performance that
is found worrisome to those leading the call for change.
Rather, it is the potential risks to the standard of living from
an aging population, rising health costs and heightened
emerging competition in manufacturing that are found to
be greatest cause for concern.

Required policy mix not ground-breaking

The necessary mix of policies required to adequately
head off these risks is far from ground-breaking. Quebec
can parlay its comparative strengths into prosperity by tak-
ing such actions as investing further in education, strength-
ening its system of infrastructure, opening up opportunities
for trade and by knocking down barriers to working and
investing. We discuss these areas in detail on pages 14-
24. Certainly, comfort can be taken in the fact that many
of these policies —at least in broad strokes — are supported
by the majority of Quebecers. And the provincial and fed-
eral governments have responded in kind by implementing
measures in recent budgets that chip away at them.

Still, we share the view of those advocating change
that the scope and pace of reforms remain too slow to
achieve meaningful results. In order for this to occur, there
needs to be a fundamental change in perspective. For one,
a greater sense of urgency is required. But while clarion
calls for a new direction are being dampened by the fact
that the economy is not currently in crisis, an objective of
this study is to raise awareness that the potential storm
clouds are not a long way off. In fact, based on status-quo
projections, Quebec’s labour force will begin to shrink in
only 6 years.

Second, it will be critical for residents to recognize that
governments will only be in a position to address the prov-
ince’s vulnerabilities — and, at the same time, live within
their means — by better targeting assistance to those indi-
viduals most in need. Here, we are not just putting into
question the traditional practice of providing large subsi-
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dies to the business sector and to all Quebecers for elec-
tricity rates and tuition fees, but advocating a major shift in
approach towards “user pay” in funding government in-
frastructure and other services.

Subsidies, in particular, generate benefits for households
and businesses, but come at a heavy cost to the treasury —
both directly and in terms of the opportunity cost of not
allocating the funds to alternative areas. Electricity subsi-
dies come at a particularly high price of more than $5 bil-
lion per year, excluding the opportunity cost. There is also
a fairness argument, as non-users of power end up paying
a good chunk of the bill generated by heavy users. Support
to low-income earners could be provided through redistri-
bution mechanisms.

Action will pay off handsomely

More widespread use of such a “user pay” strategy in
Quebec would pay off handsomely through a system bet-
ter grounded in efficiency, accountability and fairness. In
addition, it could be a major weapon in the arsenal in achiev-
ing the all-important goals of sustainable development and
a cleaner environment. While many in the province will
undoubtedly balk at the idea of paying more for govern-
ment services up front, we would hope that one of the
ultimate objectives will be to reward taxpayers over time
by cutting the income-tax burden, which remains one of
the key barriers to working, saving and investing in Que-
bec.

Bottom Line

Quebec is blessed with significant strengths. Making
some tough choices today will help to leverage these
strengths, head off the risks looming on the horizon and
help to achieve a higher standard of living for the benefit
of residents. Above all, a wealthier Quebec will assist in
protecting its distinct way of life. Although citizens and
government will need to spearhead the drive for change,
the business community must also step up to the plate.
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Quebecers are no strangers to change. The Quiet
Revolution in the early 1960s rang in an era of new institu-
tions, attitudes and an increasing role for the State. Hap-
pily, many of the Revolution’s objectives have been achieved
over the past half century. Quebec enjoys a high quality of
life, its culture and language have flourished and the in-
come gap in the province between Francophones and
Anglophones has been all but eliminated. What’s more,
Quebec has built up an enviable list of assets — a highly-
diversified economy, a number of flourishing high-tech in-
dustries and a world leader in the export of hydroelectric
power to name a few — that will stand the province in good
stead in the future.

Yet, there have been growing calls within Quebec for
residents and businesses to embrace change once again.
In spite of its strengths and significant potential, the prov-
ince continues to register a standard of living that falls well
short of that posted in the rest of Canada (ROC). But the
greater concern lies on the horizon. Although the forces of
demographics and globalization will be felt in all corners of
the world, Quebec is poised to experience particularly pro-
nounced impacts, which in turn could further weigh on liv-
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HIGHLIGHTS

* Quebec enjoys enormous assets and potential,
but continues to suffer from a prosperity gap
with the rest of Canada (ROC)

¢ Demographic and globalization forces could
greatly weigh on prosperity in the near future

e Efforts must be doubled to strengthen infra-
structure, education, the tax and business cli-
mate and conditions in municipalities ...

e ...while better targeting scarce public resources
to helping those most in need

e Eliminating prosperity gap with ROC would
raise average disposable household income
in Quebec by at least $8,000.

ing standards in the future. And a weaker economy would
reduce the province’s flexibility to preserve and protect
what matters most to residents — the health system, the
education system and their way of life.

The necessary mix of policies required to adequately
head off these risks is far from ground-breaking. Quebec
can parlay its comparative strengths into prosperity by dou-
bling its efforts to strengthen such areas as education and
infrastructure and to knock down barriers to working and
investing. Certainly, comfort can be taken in the fact that
many of these policies — at least in broad strokes — are
supported by the majority of Quebecers. And the provin-
cial and federal governments have responded in kind by
implementing measures in recent budgets that chip away
at them.
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Still, we share the view of those advocating change
that the scope and pace of reforms remain too slow to
achieve meaningful results. In order for this to occur, there
needs to be a fundamental change in perspective. For
one, a greater sense of urgency is required. But while
clarion calls for a new direction are being dampened by
the fact that the economy is not currently in crisis, an ob-
jective of this study is to raise awareness that the potential
storm clouds are not a long way off. Indeed, based on
status-quo projections, Quebec’s labour force will begin to
shrink in only 6 years.

Second, it will be critical for residents to recognize that
governments will only be in a position to address the prov-
ince’s vulnerabilities — and, at the same time, live within
their means — by better targeting assistance to those indi-
viduals most in need. Here, we’re not just putting into ques-
tion the traditional practice of providing large subsidies to
all Quebecers for electricity rates and tuition fees and to
businesses. Rather, we’re advocating a more sweeping shift
in approach towards “user pay” in funding government in-
frastructure and other services, while assisting low-income
earners through redistribution mechanisms.

More widespread use of such a strategy in Quebec
would pay off handsomely through a system better grounded
in efficiency, accountability and fairness. In addition, it
could be a major weapon in the arsenal for achieving the
all-important goals of sustainable development and a cleaner
environment. While many in the province will undoubtedly
balk at the idea of paying more directly for government
services, we would hope that one of the ultimate objec-
tives will be to lower the province’s high income-tax bur-
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den, which remains one of the key barriers to working,
saving and investing in Quebec.

Quiet Revolution a turning point

Before turning our attention to the future, it is useful to
take a few steps backward in history in order to provide
some context. Indeed, few economies in North America
have undergone the degree of post-War transformation as
Quebec, beginning with the Quiet Revolution in the 1960s.

In 1960, the Liberals — under Jean Lesage — were
elected on a platform of sweeping change that would be-
gin to modernize Quebec and transform the province into
a more socially-liberal welfare state. As the government
increased its involvement in the province’s economic sphere
in the decade ahead, a number of new public institutions
were spawned, including Hydro-Québec, SIDBEC,
SOQUEM, Société générale de financement (SGF) and
Régie des Rentes du Québec (Quebec Pension Plan). In
addition, the education system was rebuilt along secular
lines, the province’s Civil Code was modified to recognize
the legal equality of spouses, and a New Labour Code
emerged giving employees the right to strike.

These reforms coincided with renewed prosperity in
Quebec, effectively bringing an end to the long period of
economic stagnation recorded between the 1920s and the
1950s. At the same time, the 1960s would mark a period
of societal change that was consistent with the objectives
of the Quiet Revolution:

» Francophones’ position in the workplace improved and
the income gap between English and French speaking
workers narrowed sharply.
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QUEBEC'S BIRTH RATE
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* Education rates in the province climbed, while many
women opted to forego having children in order to par-
ticipate in the labour force. Indeed, the average birth
rate in the province went from among the highest to the
lowest in the developed world.

» Atrend towards urbanization and industrialization, par-
ticularly benefiting the Greater Montreal Area, which
strengthened its position as an economic and business
hub for Quebec and Canada.

Expo 67 the high water mark

Real economic growth in the 1960s reached a sizzling
5% per year, or 3.5% in per-capita terms. Certainly, Que-
bec was not alone in recording strong growth over the pe-
riod, as other provinces also benefited from low domestic
interest rates, rising international immigration and capital
spending. But while the decade proved to be a golden pe-
riod for Canada as a whole, Quebec’s prosperity was par-
ticularly impressive in light of the major structural and
societal changes underway. The hosting of Expo 67 in
Montreal turned up the spotlight even higher, as it enabled
the city and the province as a whole to showcase its strength,
beauty and overall ‘joie de vivre’.

In many respects, the late 1960s would mark the apex
of the Quebec economy, as a number of developments
would eventually take shape in the 1970s that would begin
to nibble away at Quebec’s economic standing. These
political and societal challenges have been well-documented.
Suffice to say that while other provincial economies also
experienced a significant slowdown in economic growth in
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the 1980s, the slackening that took place in “la Belle Prov-
ince” was even more pronounced. By the 1980s, gains in
real GDP per capita in Quebec had been cut in half to
about 1.5% per annum. Most telling, the gap between the
province and the ROC in unemployment rates rose to as
much as 4 percentage points.

Economic model fine-tuned in the 1990s

The first half of the 1990s were marked by a national
recession in 1990-92 and the second refendum on sover-
eignty in 1995. Above all, Quebec jumped on the band-
wagon of Canadian jurisdictions waging war on their defi-
cits. In some respects, the mid-1990s marked the first
meaningful “fine-tuning” of the province’s model of eco-
nomic development since the Quiet Revolution.

Concerns about the sustainability of Quebec’s fiscal
course began to build in the 1980s. Government spending
continued to advance at a rapid clip, outstripping growth in
the economy. And even though tax rates were raised in
the process, additional revenues would be more than off-
set by increases in program spending and debt charges,
resulting in persistent budget deficits. In the early 1990s,
the annual shortfall had swelled to almost $6 billion (3.4%
of GDP) and the province’s debt-to-GDP ratio reached
almost 50% — one of the highest among the provinces.

After successfully convincing Quebecers about the need
to rein in the deficit, the provincial government restrained
growth in program spending during the mid-to-late 1990s.
Similar to other provinces, Quebec’s job was complicated
by the fact that the federal government had implemented
cuts to cash transfer payments as part of its own deficit-
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reduction plans. Still, the Quebec government managed to
stay the course in deficit elimination, as the budget moved
to balance by fiscal 1998-99, helped in part by two impor-
tant developments:

* Free trade — the mid-to-late 1990s period witnessed
unprecedented growth in Quebec exports, particularly
in its manufacturing sector, following the signing of the
Canada-U.S. Free Trade Agreement (FTA) in 1989 and
the North American Free Trade Agreement (NAFTA)
in 1994. The sharp drop in the Canadian dollar during
the 1990s provided further fuel to the fire. Quebec’s
promixity to the large U.S. market (the province is within
one day’s drive of a market of 100 million households
that account for US$1 trillion in disposable income) and
its strong transportation system paid off in spades.

* High tech — While free trade spurred growth in many
of Quebec’s traditional strongholds of forestry and met-
als, Quebec was a main beneficiary of the rapid expan-
sion in demand for high tech goods and services in the
second half of the 1990s. The province’s aerospace,
information technology and biotech industries recorded
spectacular output increases.

As aresult, by the end of the 1990s, the GDP share of
manufacturing activity in Quebec had increased to a size-
able 23% — half of which was exported to the United States
— while that of the information and communication tech-
nology (ICT) industries had soared from almost zero in the
early 1990s to 7%. Meanwhile, international exports sur-
passed inter-provincial exports as a contributor to GDP.
In 1981, Quebec sent $1.50 of goods and services to other
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provinces for each $1 sent to other countries. By 2005,
the ratio was reversed: $1.75 was exported internationally
for each $1 sent to other provinces. As a comparison, the
international/inter-provincial export ratio for the rest of
Canadarose from 1:1 in 1981 to 2.1:1 in 2005.

Quebec displays resilience in the 2000s

The changeover to the new millennium has come with
its own batch of major challenges — including the high-tech
bust, the September 2001 terrorist attacks, a super-spike
in crude oil prices and a 40% rebound in the value of the
Canadian dollar. These developments have had a particu-
larly negative impact on the province’s high-flying manu-
facturing sector. In fact, since 2002, manufacturing output
in Quebec has been scaled back by 5% and employment
has declined by 10% or 68,000 jobs — larger relative de-
clines than those suffered in other Canadian markets, in-
cluding Ontario. Among the hardest manufacturing indus-
tries have been clothing and textiles, pulp and paper and
machinery. Tourism activity in Quebec has also felt sig-
nificant pain from the rising currency, as evidenced by the
dramatic drop in the number of U.S. visitors to its lowest
level since 1986.

Yet despite these difficult circumstances, the Quebec
economy has displayed impressive resilience, as a number
of domestically-oriented industries have stepped up to take
up the slack. The metals and mining industries have flour-
ished, supported by rising commodity prices. Booming hous-
ing activity has supported growth in construction and re-
lated services. Wholesale and retail trade and financial
services have also been areas of strong growth since 2000.
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And, while many pockets of high tech suffered during the
slump in the early part of the decade, this area has come
back in full force since 2002, spurred by healthy business
investment spending across the continent.

The government sector has provided another source of
stability to the economy in recent years. Supported partly
by a rebound in federal transfer payments, the Quebec
government has continued to keep its fiscal house in order,

re-invested in priority programs and delivered modest tax
reductions. Particular excitement has surrounded the prov-
ince’s goal to invest some $25 billion in hydro-electricity
development by 2015 — along with $6 billion for wind de-
velopment — which would only strengthen its position as an
export powerhouse in “clean” energy exports.!

Perhaps most encouraging has been the news related
to two areas of particular vulnerability for Quebec — popula-

2006 Census population figures released a few
weeks ago revealed that since the last head-count in
2001, Québec’s population grew by 4.3%, to 7.5 mil-
lion. This is the second fastest 5-year growth rate re-
corded since the end of the baby boom, and consider-
ably higher than the 1.4% rate posted in the 1996-2001
period.

Quebec was far from alone among the provinces in
recording stronger population growth. In fact, with popu-
lation growth accelerating in all jurisdictions except PEI,
Saskatchewan and Newfoundland & Labrador, Canada
posted an overall gain of 5.4%. Hence the good news
for Quebec is tempered somewhat by the fact that its
share of the Canadian population still declined — from
24.1% in 2001 t0 23.9% in 2006. This downward trend
has been continuous since 1966, when Québec’s share
of the total population was 28.9%. At the same time,
compared to G8 countries, Quebec finished third in
terms of growth.

Immigration vs. natural increase

Although the specific breakdown into immigration
and natural increase won't be released for several
months, Statistic Canada noted that the upswing in
population gains in Quebec was due to increased inter-
national immigration, paralleling that of Canada as a
whole. Moreover, the overall count was supported by a
much smaller net loss in inter-provincial migration. While
the province’s birth rate has been accelerating over the
past few years, it occurred too late in the Census pe-
riod to have a meaningful effect on the 2001-06 growth
rate.

The regional decomposition
Another development in Quebec that mirrored other

Some Good News for Quebec in 2006 Census
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regions of Canada was the increasing share of the popu-
lation gains in the suburbs of large metropolitan areas.
The Montreal Census Metropolitan Area (5.3%) grew ata
faster rate than the province as a whole, pushing up its
share with the province’s population to 48% and retaining
its position as the second largest CMA in Canada. Yet at
2.3%, the City of Montreal expanded at less than half of
the pace. The corollary is that outlying regions in the
Greater Montreal Area posted average gains of about 8%,
especially north of Montreal along Highway 15.

Of Quebec’s largest urban regions, Gatineau (+8.5%)
and Sherbrooke (6.3%) recorded the strongest popula-
tion gains. Meanwhile, Quebec City CMA grew by 4.3%.
Among mid-sized urban centres, Saint-Jean-sur-Richelieu
(9.9%), Joliette (9.8%) and Granby (8.8%) finished in the
top 20 of fastest growing markets in Canada with
populations of at least 10,000 but not considered CMAs.

Converting Quebec’s Strengths Into Prosperity
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tion growth and unemployment. On the demographic front,
the release of the 2006 Census confirmed that population
gains have accelerated since the 1996-2001 period, fuelled
largely by an improvement in net migration (see text box
on page 6 for highlights). And in Quebec’s job market, the
unemployment rate recently fell through 8% — its lowest
level in 30+ years. By January 2007, the gap in jobless
rates between Quebec and the ROC had shrunk to 2 per-
centage points, half of that recorded in the early 1980s.
The province has also managed to record a likewise im-
provement in its employment-to-population ratio relative to
the ROC.

Economic convergence still elusive

Putting it all together, the Quebec economy as a whole
appeared to have dodged the roadblocks that have been
erected in recent years not just in good conditon, but in its
best shape in decades. Still, a closer look provides less
cause for celebration. For one, despite the pickup in popu-
lation growth in Quebec over the past five years, the prov-
ince’s share of the Canadian total has continued to slip.
And while the relative improvement in Quebec’s job mar-
ket is a particularly welcome development, the truth of the
matter is that the Quebec-ROC gap in unemployment rates
has virtually stalled since 2000. Above all, the broadest
measure of economic prosperity, GDP per capita, shows
that convergence between Quebec and the ROC remains
elusive:

» After suffering a long gradual erosion in the 1980s and
early 1990s, real GDP per capita in Quebec has stabi-
lized at 84% of the ROC level ($31,300 versus $37,200
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in 2005).

* Although real GDP is typically used for measuring eco-
nomic performance, nominal GDP —which isn’t adjusted
for prices changes — is also of importance because pro-
ducer prices filter down into higher incomes. In nomi-
nal terms, per-capita GDP in Quebec shrank from 87%
of the ROC level in the early 1990s to 81% in 2005.
(2005 levels were $36,000 and $44,400, respectively).

» Comparisons to the ROC are distorted in part by Alberta,
which has a considerably higher income level than other
provinces. Real and nominal GDP per capita in Que-
bec has remained relatively stable at 87-88% of the
ROC (ex-Alberta) level over the past few decades.

» Like most of its Canadian counterparts, Quebec has
been losing ground on its U.S. counterpart. In 2005,
the ratio of per-capita income in Quebec to the U.S.
average stood at 73%, down from 80% in the early
1990s.

What'’s behind Quebec’s prosperity gap?

What factors are holding back the Quebec’s economy?
There have been various attempts made over the years to
pin-point the drivers of the relative underperformance.
Recently, the Ontario Institute for Competitiveness and
Prosperity carried out an in-depth analysis on this issue,
which we highlight in the text box on pages 8-10. In short,
the Institute has decomposed the total prosperity gap into
two components. The first one is output per hour worked,
which is commonly referred to by economists as “produc-
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tivity”. The second component is total hours worked per
person.

“Productivity”is a concept that is often misinterpreted.
For many, a society that is unproductive is perceived to be
one where residents are not working hard enough. This
interpretation is not only simplistic but incorrect. Instead,
“productivity” is driven by the interaction of a number of
complex structural barriers that are usually erected at the
societal, rather than individual, level. For example, the In-
stitute looks at a number of measurable elements in its
study, including the mix of industries, education attainment,
the degree of urbanization and how much investment in
machinery and infrastructure take place in an economy.

Interestingly, while there tends to be considerable at-
tention placed on Quebec’s “productivity” gap with the
ROC, the Institute finds output per hour worked explains
only 38% of the difference in prosperity, of which three-
quarters is attributable to industry mix, education attain-
ment and capital investment.

Lower hours worked more than 60% of prosperity gap

At the same time, 62% of the prosperity gap is ex-
plained by reduced hours worked. In contrast to “produc-
tivity”, this concept is more straight-forward. In many in-
stances, work schedules are dictated by individual choices.
Keep in mind that there are exceptions to the rule, how-
ever. According to data from Statistics Canada’s Labour
Force Survey, about one quarter of Quebecers (26%) work-
ing part-time indicated that they would take on full-time
employment if they could find a job. Thus, in some cases,

Converting Quebec’s Strengths Into Prosperity

hours worked are constrained by the lack of job market
opportunities.

Nothing wrong with a society working less

We emphasize that there is nothing wrong with a par-
ticular jurisdiction or society making a choice to work fewer
hours, especially in light of the fact that increased leisure
time is an important contributor to well-being. However, it
cannot then expect to have the same level of prosperity
(as measured by GDP or income per capita) or same qual-
ity of public services as other jurisdictions that record a
greater number of hours worked — that is, unless the fewer
hours spent on the job is counterbalanced by a higher level
of “productivity”. Indeed, there is a good case to be made
that a more rested, less stressed work force will be a more
productive one. Unfortunately, Quebec records both lower
hours and productivity compared to the ROC.

Why does income per capita matter?

This last point raises the question of why a society should
even target a higher GDP or income per capita in the first
place. There is no doubt that GDP per capita is an imper-
fect measure of well-being that focuses on activities that
have a dollar value attached to them and does not take into
account the trade-off between work and leisure. Nor does
this concept take into account the impact of economic
growth on the environment. Besides, while Quebec records
relatively low GDP per capita on the North American land-
scape, the province stacks up reasonably well in interna-
tional comparisons, ranking in the middle of the pack among
OECD countries. Even more importantly, broader meas-
ures of well-being that take into account the environment,

crime and other social characteristics show Quebec in a
favourable light.

Factors that Drive “Productivity”

* Macroeconomic climate
* Infrastructure

« Education and research
* Integration of immigrants
* Taxation

* Regulatory burden

* Private-sector behavior
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The Ontario Institute for Competitiveness and Pros-
perity was established in 2001 as a research arm of the
Ontario Task Force on Competitiveness, Productivity
and Economic Progress, which was appointed by the
Ontario Government to measure and monitor Ontario’s
economic progress. The Institute measured Quebec’s
properity gap with the ROC — as measured by real GDP
per capita — at $6,300 per person. Moreover, it has de-
veloped a methodology to decompose the gap into a
number of measurable elements:

Profile: Out of the people in a jurisdiction, what per-
centage are of working age and therefore can contrib-
ute to the creation of products and services that add
economic value and prosperity?

Utilization: for all those of working age, what percent-
age is actually working to add to economic value and
prosperity? Here, the element focuses on the labour-
market participation rate — which is the proportion of
those of working age who are available for work —and
employment rate, or the portion of those participating in
the job market that are employed.

Intensity: for those that are employed, how many hours
do they spend on the job in a year?

Productivity: For each hour worked, how much eco-
nomic output is created by a jurisdiction’s workers? A
range of factors is considered, including, cluster/sector

Decomposing Quebec’s Prosperity Gap

mix of the economy, urbanization, education, capital in-
vestment and other “residual factors”.

Another way to look at the first three factors — profile,
utilization and intensity — is “labour effort” or total hours
worked per capita. The last one, productivity, refers to
how effective labour is in translating their efforts into goods
and services of value to others around the world.

Profile a Quebec advantage ... for now

Paradoxically, with all the chatter about Quebec’s
aging populaton, this demographic component —the per-
centage of the population that is of working age (15-64
years) — is currently one of the province’s competitive
advantages, translating into a positive gap against the
ROC of $400 per person. However, this high ratio has
much to do with the low fertility rates in the 1960s and
1970s and the dearth of 15 year olds entering Quebec’s
work force. With a larger share of Quebecers poised to
turn 65 years of age over the next half decade, this ad-
vantage is projected to swing into a disadvantage by 2010.

Utilization a disadvantage

While labour utilization tends to represent a disadvan-
tage of $1,800 per capita, there is some good news on
this front. As noted on page XX, both Quebec'’s labour-
force participation rate and employment rate have in-
creased relative to those of the rest of Canada in recent
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years. Some of these gains can be chalked up to a ris-
ing participation rate among women, which recently sur-
passed the rest of Canada average. Other demographic
factors may also be at work. For one, in recent years,
Quebec’s average participation and employment rates
have been lifted in part by the declining share of younger
individuals (i.e., less than 25 years) in Quebec’s job mar-
ket, since youths tend to record weaker attachment to
the labour force. Moreover, international migrants have
been accounting for a rising share of Canada’s job mar-
ket, but often record lower rates of participation and em-
ployment. Although migration trends have improved lately,
Quebec still attracts a smaller share of international mi-
grants per capita than Ontario and British Columbia.

Intensity the largest disadvantage

Intensity — or average hours worked per employee —
represents the single biggest drag on Quebec’s pros-
perity vis-a-vis the ROC, amounting to $2,500. Further-
more, this gap has widened significantly since 1999.

So-called “productivity” just under 40% of gap

With labour-effort factors accounting for a total of
$3,900, the remaining 38% of the gap (or $2,400) is ow-
ing to “productivity”, or output per hour worked. The
fact that this share is less than half may come as a
surprise to some given the usual attention paid to Que-
bec’s challenges on the “productivity” front. Even more

Decomposing Quebec’s Prosperity Gap (continued)

surprising may be the sources behind the gap. The Insti-
tute defines “productivity” to include six main components:

Cluster mix and content (-$400): certain sectors, such as
those that have a trade orientation, tend to be more innova-
tive and record higher levels of productivity. Cluster mix
looks at the share of employment in traded industries, while
cluster content assesses the makeup within each traded
cluster. On this count, Quebec posts a slight disadvan-
tage.

Cluster effectiveness (-$1000): this area focuses on how
well Quebec’s clusters of traded industries compete by
comparing productivity differences (as proxied by wages)
with other jurisdictions. Within these industries, wages
and productivity were found to be 18% lower on average
compared to the rest of Canada, which translates into re-
duced GDP per capita of $1,000.

This result may raise some eyebrows, since many would
associate weaker “effectiveness” as the key driver behind
lower “productivity”. Yet as we show above, this category
only explains 40% of the “productivity gap” and only 15%
of the overall prosperity gap.

Urbanization ($0): this component measures the propor-
tion of the population that lives in urban areas, which typi-
cally increases a juridiction’s productivity due to the inter-
action of people and industries. Quebec has roughly the
same urbanization level as the ROC.
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Education (-$900): the educational attaiment of a popu-
lation has a positive relationship with productivity levels.
Overall, the proportion of persons 25-64 years in Que-
bec with a post-secondary diploma or degree is in line
with the ROC. However, only 18% of Quebecers have a
graduate or post-graduate degree from university com-
pared with 23% in the ROC. Part of this gap is ex-
plained by the high share of Quebecers that complete
CEGEP, which is captured under the “diploma” category
but considered to be a more robust and professionally-
oriented system on the whole than traditional commu-
nity colleges in the ROC. Meanwhile, 24% hold less
than a high school level in Quebec, compared to 21% in
the ROC. Compared to other jurisdictions, Quebec
spends more on education as a share of GDP, but less
on a per-capita basis.

Capital investment (-$500): this area represents the de-

gree to which physical capital supports productivity. As
a percentage of real GDP, Quebec businesses spent
less on machinery and equipment than in the ROC (8.5%
versus 12.8% in 2005). Governments in Quebec also
tend to allocate a smaller share of each revenue dollar

Decomposing Quebec’s Prosperity Gap (continued)

to investment in areas like education as opposed to con-
sumption in areas like health care and social services.

Other factors (+$400) : this is the residual that is unex-
plained by the factors considered above and related to
productivity on the basis of like-to-like cluster mix and
strength, urbanization, education and capital intensity.

Quebec suffers a larger prosperity gap with the U.S.

The chart above shows how Quebec stacks up against
the United States in a similar calculation. In this case, it
is the opposite: 60% of Quebec’s shortfall in real per-
capita GDP is chalked up to “productivity” while 40% is
owing to lower labour effort. Compared to the analysis
with the ROC, Quebec enjoys a similar comparative ad-
vantage in “profile” against the U.S. and its relative stand-
ing in labour market participation moves from a slight nega-
tive to a small positive. Lastly, although Quebec faces
deeper-than-average challenges, itis far from alone among
Canadian jurisdictions in experiencing a “productivity” gap
with the United States. For example, the Institute esti-
mated that about 85% of Ontario’s prosperity gap with its
American peers reflects lower output per hour worked.

These assertions have validity. However, there is a
compelling argument that rising prosperity is a critical con-
tributor to preserving and protecting quality of life through
better health and education. Rising incomes generate rev-
enues for governments to strengthen social services. The
same can be said for households and businesses. In fact,
if Quebec was able to close its prosperity gap with the
ROC, an average household in the province would benefit
from an increase in annual personal disposable income of
more than $8,000 per year that could be used to fund hous-
ing costs, tuition fees and other goods and services. In-
deed, a relatively high poverty rate is one area were Que-
bec’s lower income per capita has manifested itself.

At the same time, it is not Quebec’s current prosperity
performance that is found worrisome to groups that have
been leading the call for change. Nor is the province’s
medium-term outlook setting off many alarm bells. Indeed,
we share a consensus view that economic growth should
expand at a moderate rate of about 2.5% per year in the
2007-08 period, which is not far off the province’s usual
cruising speed and just below the national average rate.

Converting Quebec’s Strengths Into Prosperity

Rather, it is the potential threats to the province’s standard
of living looming on the longer-term horizon that are found
to be the greater cause for concern. We now turn our
attention to the long-term challenges facing the province.

Labour force could start to fall by 2013

Some of the greater threats to prosperity come on the
demographic front. In comparison to the rest of Canada
and the United States, Quebec has a significantly higher
share of older individuals (those 50+ years) and a smaller
share of youths (under 15 years). This structure yields a
median age in the province (40.4 years) that is more than 2
years higher than the ROC and 5 years above that in the
United States. What’s more, with Quebecers also tending
to retire earlier than other Canadians, the impact on the
labour force participation of the aging baby-boom cohort
will be greatly magnified over the next 10-20 years.

We present a status-quo forecast of labour force growth
for Quebec and Canada using Statistics Canada’s most
recent “medium-growth” population projections (based on
the 2001 Census) and assuming labour-force participation
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rates by age group are unchanged at last year’s histori-
cally-high levels. Strikingly, under this scenario, the size of
Quebec’s labour pool begins to decline in 2013 and heads
steadily lower thereafter. In contrast, Canada’s labour force
manages to record slight growth over the next decade.

News of a spike in Quebec’s average fertility rate over
the past few years —and a faster rate of immigration — has
provided some cause for optimism that population trends
may have turned the corner. Still, the jury remains out on
whether this improvement is an aberration or the start of a
new trend. In any event, a trend pickup in the fertility rate
would not influence the labour supply until 2025 and be-
yond.

Health care pressures to rise

The concerns about the impact of the demographic shift
on the standard of living extends beyond the labour force
to the potential pressure that a greying population could
place on the province’s resources through costs for pen-
sions and health care. In Quebec, the ratio of workers
(20-64 years) to retirees (65+ years) — the so-called de-
pendency ratio — is estimated to decline from 4.7 persons
to 2.1 persons by 2030.2 For the ROC, the ratio is ex-
pected to fall from 4.9 to 2.5 over the same period.

In response to this risk, actions were taken in the late
1990s and early 2000s to put the Quebec Pension Plan on
amore sustainable footing, including a doubling of pension
plan premium rate. However, the spotlight has remained
on the potential squeeze that will emerge from rising public
health care costs. According to a study by the CD Howe,
provincial health spending on individuals aged 65 and over

PER CAPITA PERSONAL DISPOSABLE INCOME (2005)
CANADA $24,382
ROC* $24,974
British Columbia $23,732
Alberta $29,523
Saskatchewan $22,475
Manitoba $22,379
Ontario $25,231
QUEBEC $22,454
New Brunswick $21,491
Nova Scotia $22,023
Prince Edward Island $20,568
Newfoundland & Labrador $20,180
Northwest Territories $36,173
Nunavut $29,361
Yukon $34,414
* Canada ex. Quebec; Source: Institut de la statistique du Québec
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MEDIAN AGE OF POPULATION

2001 2006
CANADA 37.2 38.8
Newfoundland and Labrador 38.1 41.3
Prince Edward Island 37.6 39.8
Nova Scotia 38.5 41.0
New Brunswick 38.2 40.8
QUEBEC 38.5 40.4
Ontario 36.7 38.2
Manitoba 36.4 37.3
Saskatchewan 36.4 37.7
Alberta 34.7 35.5
British Columbia 37.9 39.8
Yukon 35.8 38.0
Northwest Territories 29.9 30.9
Nunavut 22.5 23.2
Source: Statistics Canada

is some 5.4 times greater per person than on individuals
under 65 years. By undertaking a similar “status-quo” fore-
cast that applies current spending rates by age cohort, the
CD Howe report estimated that health spending in Que-
bec would rise from 31% of government own-source rev-
enue in 2000 to 41% in 2020.> Under its base case, pro-
vincial health spending would absorb 8.5% of Quebec’s
GDP by 2020, up from 6.5% in 2000.

The competitive threat from Asia

Undoubtedly, a large share of Quebec’s current pros-
perity is owing to its powerhouse manufacturing sector.
This area not only remains Quebec’s number one economic
driver in terms of size, but is among the most productive.
In fact, only the hydroelectricity, financial services, infor-
mation and culture and wholesale trade industries recorded
higher output per hour worked than manufacturing in 2005.
Looking ahead, the biggest threat facing Quebec’s export-
oriented manufacturing sector is unlikely to come from the
currency. The value of the Canadian dollar is trading closer
to its purchasing power parity of about 83 U.S. cents. Fur-
thermore, there’s little reason for the currency to move
sharply higher or lower on a sustained basis. Rather, the
greatest risk facing Quebec’s manufacturing industries is
the competitive threat from low-cost Asia, notably China.

About 40% of China’s GDP is directly tied to manufac-
turing —a proportion that has risen dramatically since Chi-
na’s ascension to the WTO in 2001. Initially, Chinese
exports were geared to lower-value-added products — such
as textiles, clothing and furniture — as producers benefitted
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from economies of scale, cheap labour (average salaries
ranged between US$1,000-1,500 per worker in 2003), and
lenient environmental standards.* More recently, the Chi-
na’s foreign strategy has emphasized advanced technolo-
gies and innovation, as it strives to climb the value-added
curve.

The impact of Chinese competition is already being felt
in Quebec. Quebec’s trade balance in goods with foreign
countries has been deteriorating, falling from a surplus of
3.7% of GDP in 2000 to a deficit 0f 2.9% in 2005. Roughly
one-fifth of the deterioration in the goods trade balance
has been against China. The impact of emerging econo-
mies competition on the province’s textile industry has gen-
erated considerable attention. At its peak in the 2000, this
sector contributed $1.4 billion to real GDP and employed
more than 20,000 workers. The comparable figures in 2005
were $1 billon and 15,000, respectively. However, the com-
petitive challenge is already broadening to other areas of
capital-intensive, manufacturing, including newsprint and
pharmaceuticals.

This is not to say that Quebec’s higher-value-added
manufacturing industries, as Chinese firms still face sev-
eral barriers to market entry, including a perception of in-
ferior goods, a lack of technical management competen-
cies and limited R&D and innovation.> However, the risk
is that China will successfully overcome these impediments
in the years ahead.

A new wave of U.S. competition

Quebec’s manufacturers are not just facing enormous
challenges directly from China, but indirectly through com-
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QUEBEC MANUFACTURING OUTPUT
AND THE CANADIAN DOLLAR
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petitive pressures that are spilling over to wage structures
in the United States — a development we often refer to as
the “Delphi effect”. When the 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 US$27 per hour. Currently, in order to
emerge from bankruptcy protection, the company is push-
ing for concessions to knock the base wage rate to US$16-
17 per hour and to cut back benefits sharply in order to
compete against foreign producers such as China. In some
industries, there are also competitiveness challenges form
foreign-based companies that aren’t saddled with the pen-
sion and medical legacy costs, as well as workers in the
U.S., particularly in the south, who are accepting lower
wages and benefits. Over the long run, the well-paying
manufacturing jobs can only be sustained with superior “pro-
ductivity”.

Re-thinking the vision

There are significant opportunities for Quebec to ad-
dress these longer-term risks and, at the same time, parlay
its numerous strengths into future prosperity. This will re-
quire action on a number of fronts, including doubling ef-
forts to improve Quebec’s macroeconomic climate, tax
competitiveness, business environment, education, infra-
structure and conditions in municipalities. And while citi-
zens and government will need to spearhead the drive, the
business community will be required to step up to the plate.

Just as Quebec launched ahead with a new vision in
the 1960s, a number of jurisdictions have forged ahead
with major structural change, yielding positive results. In
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recent decades, countries such as Ireland, Sweden and
Finland have implemented bold reforms that have substan-
tially raised their growth potential and placed them on a
more sustainable foundation. Recently, leaders in the Eu-
ropean Union have been looking at solutions to their press-
ing challenges of weak potential growth and an aging popu-
lation. Focus there has been steadily turning to the need to
reduce over-reliance on the State and addressing improv-
ing the business environment.

Squaring the circle

It is all too often the case that when a busy “to do” list
is proposed the reader is left hanging about how all the
goals will be achieved without pushing the public finances
back into deficit. Certainly, some of the objectives can be
addressed without a direct fiscal cost, such as paving the
way for increased trade opportunities. For provincial gov-
ernments, the fiscal imbalance had been an issue in recent
years, but moves by the 2007 federal budget to provide
increased provincial transfers suggests that little more will
be done on that front over the medium term. In order to
square the circle, two actions must be taken. First, a way
must be found to bring rapid health-care cost increases
under control. And, second, the government must meticu-
lously scrutinize where and how it spends taxpayer dollars
in order to ensure that programs and services pass the
litmus test of providing value for money.

The second point will require a fundamental shift in at-
titude. The view that governments are in a position to pro-
vide large subsidies for electricity, tuition and day care needs
to be replaced by one that better targeting assistance to
those most in need. Subsidies generate benefits for house-

Quebec Economic Strengths

* High quality of life

* Relatively low business costs

* Excellent location

* Highly diversified economy

* Leader in hydroelectricity

* Leaderin aerospace and biotechnology
+ Large and talented workforce

* Leaderin R&D and venture capital
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REAL GDP BY INDUSTRY
As per cent of total, 2005

Quebec ROC*
Goods-producing industries
Agriculture, forestry, fishing & hunting 2.0 25
Mining and oil and gas extraction 0.5 4.5
Manufacturing 20.5 15.4
Construction 5.7 6.1
Utilities 3.8 2.3
Services-producing industries
Transportation & Warehousing 4.3 4.9
Information & Cultural Industries 4.4 4.0
Wholesale Trade 5.8 6.3
Retail Trade 6.3 5.7
Finance, Insurance & Real Estate 17.3 20.9
Professional, Scient. & Techn. Serv. 4.2 4.5
Public Administration 6.2 5.4
Educational Services 4.6 4.4
Health care and social assistance 6.2 5.6
Other Services 8.2 6.3
* Rest of Canada; Source: Statistics Canada

holds and businesses, but come at a heavy cost to the treas-
ury — both directly and in terms of the opportunity cost of
not allocating the funds to alternative means. And in many
cases, the costs outweigh the benefits. In particular, Hy-
dro-Quebec has estimated that, excluding the opportunity
cost, holding power prices in the province below their real
market cost lowers government revenues by more than $5
billion per year.® This strategy is inefficient and runs coun-
ter to the province’s goal to realizing the maximum ben-
efits from its huge potential in hydro-electricity. There is
also the fairness argument. The large subsidy embedded
in the price of electricity means that non-users, or those
that use less electricity, end up paying a good chunk of the
bill for heavy users of power.

Certainly, with regards to tuition fees and day care, there
are more grounds to justify a subsidy in view of the posi-
tive externalities that are derived. But the benefits of the
policy must be balanced against the costs. Low tuition
fees have deprived post secondary education (PSE) insti-
tutions of much-needed funding, which imposes a cost in
terms of future prosperity. Individuals without university
or college education foot a good part of the bill for those
that attend PSE. Yet they tend to earn considerably less.
Meanwhile, despite the low tuition policy, the province’s
PSE participation rate is relatively low and has been de-
clining relative to the ROC.” A preferred approach would
be to address accessibility issues through targeted finan-
cial assistance.

Even more broadly, a fundamental shift in approach
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towards “user pay” in funding many government services,
including infrastructure and water, should be embraced in
Quebec and in other parts of Canada. Such a move, com-
plemented by redistribution mechanisms to assist low-in-
come earners, would pay off handsomely through a more,
efficient, accountable and fair system. And, in the case of
electricity, paying the full market price would be consistent
with the province’s goals of encouraging energy conser-
vation and sustainable development.

Equalization no roadblock

One concern that is raised is the disincentive embed-
ded in the equalization system for the “have not” prov-
inces to grow their economies. More specifically, the equali-
zation formula has been underpinned by the notion that
assistance should be pared back as a region’s fiscal ca-
pacity increases in order to reduce dependency. And while
changes made to equalization in recent years have marked
a departure away from these traditions, the reforms an-
nounced by the federal government in its 2007 budget shift
the system back towards a more formula- and principles-
based approach. The move to include all provinces, 50%
of non-renewable resource revenue and reforms of cer-
tain bases such as property tax in the calculation will also
provide Quebec with an estimated $2.9 billion in additional
equalizaton funding over three years. Adding on the an-
nounced increases to other federal transfer payments brings
that total of new funding for Quebec to $4.1 billion from
fiscal 2005-06 to fiscal 2008-09.

Happily, the disincentive to generate wealth has not
stopped Quebec from reducing its reliance on equalization
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gradually over the past few decades, from 12% of total
revenues in the 1970s to 9% in fiscal 2006-07. Hence, we
see no reason why this should be a concern going for-
ward. Keep in mind that as a share of GDP, equalization
payments account for a relatively small 2%.

We now take a closer look at some of the key policy
areas that will be critical to strengthening prosperity in
Quebec.

Strengthen the macroeconomic climate

Few countries in the industrialized world have recorded
such a dramatic improvement in their macroeconomic cli-
mate than Canada. The Canadian economy has registered
steady growth in line with its potential rate over the past
decade, the unemployment rate has fallen to its lowest level
in a generation and interest rates have remained stable
and below those in the United States. After years of keep-
ing inflation low, the Bank of Canada recently renewed its
2% inflation target for another five years. And, on the fis-
cal front, Canada’s all-government budget balance has
swung from deficit to surplus, pushing down the national
debt-to-GDP ratio from 95% in fiscal 1995-96 to 56% in
fiscal 2005-06. Looking ahead, the federal government has
committed to reducing its debt-to-GDP ratio from its cur-
rent level of 33% to 25% by fiscal 2012-13.

Quebec too has also managed to place its fiscal house
on a stronger footing — recording balanced or near-bal-
anced budgets in every year since fiscal 1998-99 — and
joined the federal government in taking actions to improve
the sustainability of the QPP/CPP. At the same time, there
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is no denying that Quebec’s debt-load remains one of its
tallest challenges. Despite the improved budgetary posi-
tion, the province’s total debt has continued to rise by about
$4-5 billion annually, reflecting additional capital spending.
A growing economy has managed to trim the province’s
debt-to-GDP ratio from its peak of 52% in fiscal 1997-98
to 43% in 2005-06. Nonetheless, the ratio remains one of
the highest among the provinces. Currently, a sizeable 12
cents of each revenue dollar is allocated to servicing the
debt.

In 2005, the government committed to lowering its debt-
to-GDP ratio to 25% by 2025. This target could be achieved
by holding the level of debt steady and recording annual
average growth of 3% per year. However, if nominal
growth were to slow to, say to 2.5% per year — which
certainly can’t be ruled out in view of the long-term downside
risks at hand — the target would become considerably more
ambitious. In that case, total debt would need to be re-
duced by $9 billion from current levels (about $500 million
on average each year). That estimate doesn’t even take
into account annual “status quo” capital borrowing require-
ments. In its 2006 budget, the government set up a Gen-
erations Fund as a vehicle to save a portion of water roy-
alties for debt reduction. The fund has amassed about $625
million thus far, which is a good first step but well short of
what may be required.

The government’s 25% debt target is a worthy one.
This would benefit coffers by freeing up interest costs that
could be used for other purposes. Quebec’s bond rating
would probably improve in lockstep, generating lower bor-

Converting Quebec’s Strengths Into Prosperity

rowing yields for the province. Canadian experience has
shown that a virtuous cycle can be set in motion by reduc-
ing a debt burden significantly. In order to facilitate this
process, the Quebec government should consider broad-
ening its operating books to better match annual budget
balances with changes in debt — a move that the Auditor
General would support.

Shift tax mix towards consumption

Quebec’s tax structure leaves much to be desired. The
overall tax burden is lofty. But, as importantly, it is highly
inefficient. The provincial government raises a dispropor-
tionate share of revenues through taxes on income and
capital, and a relatively small share through consumption.
In fact, Quebec has among the highest personal income
tax burdens in the world. And while the common view is
that its largely a problem at the top and medium end of the
income tax spectrum — where federal-provincial marginal
personal income tax (PIT) rates rise to as high as 48% —
marginal effective PIT rates rise to as high as 60-80% at
family income of less than $40,000 once the taxing back of
social assistance benefits is factored into the equation.?
The provincial government has got the ball rolling by deliv-
ering modest personal tax relief in recent budgets, includ-
ing the reindexation of the tax system, but deeper cuts are
urged. The election pledge of the Liberal party to earmark
$700 million to personal tax cuts has raised the odds that
further PIT relief may be forthcoming. Still, this is not a
slam dunk in view of the minority status of the govern-
ment.

On the corporate side, Quebec compares much more
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favourably. The marginal effective tax on capital invest-
ment for medium and large corporations — which includes
income taxes, payroll taxes and capital cost allowances —
in Quebec stood at 36.3% in 2005, about 7 percentage
points lower than that of Ontario and below the 37.7%
rate on average in the United States. Compared to its
counterparts in other provinces that do not have harmo-
nized sales tax systems in place, Quebec’s business sector
enjoys a competitive advantage in that the tax burden on
purchases of business inputs is lower. Still, it remains the
case that many large companies in Quebec are not af-
forded full input tax credits under the QST.

A weak spot on the business front remains the prov-
ince’s relatively high taxation on capital (the federal gov-
ernment has eliminated its capital tax). Research has
shown that capital taxes are the single largest impediments
to economic growth. On the bright side, the Quebec gov-
ernment has a plan in place to half the rate of capital tax
on non-financial institutions to 0.3%, and financial institu-
tions to 0.6%, by 2009. Furthermore, exemptions on capi-
tal tax are provided up to the first $4 million of paid-up
capital. However, that would still leave the capital tax bur-
den at an uncompetitive level within North America, espe-
cially on financial institutions. Quebec’s financial sector
has shown considerable promise as a wealth generator,
boasting highly-productive domestic and international play-
ers. The Montreal Exchange is also experiencing rapid
growth and is well-positioned to become a major strength
in derivatives trading. Recently, it established a partner-
ship with both NYMEX and the Chicago Climate Exchange,
with the latter being the platform for the only emission trad-
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ing program in the United States. But while the overall
sector has grown at a respectable clip of almost 3% per
year since 1997, it has lagged rates of expansion posted in
Alberta (4.2%) and Ontario (4.1%).

Even if resources are not available over the next few
years to lower the overall tax burden substantially, work-
ing to improve the efficiency of the system by tax shifting
from taxes on income and capital to consumption would be
wise policy. Accelerating and deepening the plan to cut
the provincial capital tax should be a high priority.

Improving the business environment

In order to improve Quebec’s business environment,
there needs to be a shift in focus away from inefficient
business subsidies towards opening up new markets, re-
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FINANCIAL SERVICES SECTOR OUTPUT IN REAL GDP
Annual average per cent change
Quebec Canada
1998 3.9 3.7
1999 6.0 2.9
2000 -0.6 3.5
2001 -1.7 5.0
2002 1.4 2.0
2003 35 3.0
2004 3.8 5.1
2005 54 4.7
2006 35 5.8
Average 1998-2006 2.8 3.9
* Activities of banks and credit unions; excludes real estate and leasing
Source: Statistics Canada

moving disincentives to work and scaling back regulation.
One of the challenges with business subsidies is that they
create a “free rider” problem, whereby firms receive as-
sistance for actions they would have undertaken anyway.
Savings could be diverted towards other areas which are
likely to generate a bigger bang for the buck. Happily,
there has been some good news on this front. The gov-
ernment has scaled back subsidies from $1.01 billion in
fiscal 2003-04 to $984 million in fiscal 2004-05 and imple-
mented a tri-annual review of looking at business aid pro-
grams.® We hope this process continues.

Pursue free trade

On the trade front, Quebec is already a leader in North
America, with total international exports amounting to 38%
of GDP. At 50% of GDP, only Ontario is more reliant on
international exports, partly reflecting trade in its export-
oriented auto sector. However, despite its success post-
NAFTA, Quebec can’t rest on its laurels. For one, on the
heels of the run-up in the Canadian dollar, the province’s
international export position has swung dramatically from
a sizeable surplus of $9 billion in 2001 to a deficit of $7
billion in 2005. Without booming resource exports, the de-
terioration would have been even worse. Quebec has
roughly the same reliance on interprovincial trade as other
jurisdictions, at 18% of GDP. Once again, its position in
domestic trade has also been slipping, moving from bal-
ance in 1997 to a deficit of about $3.5 billion in 2005. Over-
all net trade activity, which was once a economic boon to
Quebec, now represents a drag on the accounting of GDP.
Keep in mind that part of the recent trends reflects rising
imports of capital equipment which provide some offset-
ting benefits.

Converting Quebec’s Strengths Into Prosperity

Quebec’s potential to generate increased trade is sub-
stantial. Its location is second to none, positioned at the
heart of the transportation corridor that connects Europe
and the mid-west U.S. market. In addition, the widening
of the Suez Canal — along with recent bottlenecks along
the Pacific Corridor — have paved the way for increased
trade from Asia. On the plus side, the federal government
announced plans to invest in border infrastructure and pur-
sue regulatory convergence with the United States. Fed-
eral investments made in infrastructure as part of its At-
lantic Gateway Strategy will also lay the foundation for
stronger trade activity along the St. Lawrence Seaway.

An area that will require increased attention is free
trade. In fact, Canada hasn’t signed a bilateral trade deal
since 2001, when it joined forces with Costa Rica. In con-
trast, the U.S. has entered into 7 agreements with 12 coun-
tries around the world. This string may come to an end
shortly, as Canada is poised to establish a bilateral agree-
ment with a block of four European countries — Liechten-
stein, Norway, Iceland and Switzerland. Still, trade with
that region is small. The European Union would be a much
more important milestone for Quebec and Canada, but that
doesn’t appear to be on the table anytime soon. On the
flip side, Canada is now considering a potential free trade
agreement with India.

In the shorter term, there are significantly greater op-
portunities at home. The last major inter-provincial trade
agreement was the 1995 Internal Agreement on Trade and
Tariffs (IATT). It was limited to a specific list of areas,
did not have any satisfactory dispute resolution mecha-
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nism and has been largely deemed a failure. Many barri-
ers to labour and goods mobility have remained in place,
constraining trade across the provinces.

Recently, there have been some hopeful signs that prov-
inces are stepping up their efforts to knock down trade
barriers. An agreement was reached across the provinces
to recognize foreign credentials by 2009. But even more
importantly, a sweeping trade deal that was signed last April
between Alberta and British Columbia — labeled the In-
vestment and Labour Mobility Agreement or TILMA —
has caught the attention of provinces across the country.
Unlike the AITT, TILMA covers all barriers on goods, trade
and people unless specifically excluded and includes a
strong enforcement mechanism. Interestingly, the deal
between Alberta and B.C. will form an economic union
accounting for 25% of GDP, surpassing Quebec as Cana-
da’s second largest economic region. Other provinces, in-
cluding Manitoba and Saskatchewan, have already ex-
pressed interest in joining TILMA. Quebec should also
explore the possibilities, including the prospect of adopting
something along the same lines with Ontario.

It is important that once governments generate the op-
portunities for trade, Quebec’s companies don’t waste any
time taking advantage of them. In some cases, prepared-
ness appears to be lacking — in a recent survey by Secor-
Taktik, roughly 4 in 5 Quebec manufacturers said they have
no idea how to profit from the Chinese market.'® Often,
though, it is more as issue with small and medium-sized
enterprises, who lack the knowledge or confidence to en-
gage in business outside of their borders. In many cases,
the roadblocks are more perception than reality.
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RELATIVE SIZE OF REGIONAL MARKETS
Population* GDP**
Alberta & B.C. (TILMA Area) 7,403 288,397
% of Canada 23.4 24.9
Sask. & Manitoba 2,116 70,029
% of Canada 6.7 6.0
Ontario 12,160 483,962
% of Canada 38.5 41.8
Quebec 7,546 237,981
% of Canada 23.9 20.6
Atlantic 2,284 65,488
% of Canada 7.2 5.7

*Thousands, 2006 Census; **Real GDP ($Millions 1997) for 2005

Source: Statistics Canada

Removing disincentives to work

A big theme thus far has been the risks to Quebec’s
labour supply from an aging population. Hence, any ef-
forts to increase labour-market participation will be of criti-
cal importance. There are three primary areas that need
to be addressed:

*  Make work pay for low income workers — we touched
on the problem of high marginal PIT rates at the low
end of the income spectrum. Quebec has been a leader
in providing support to low-income earners through its
working income supplement program. While raising the
minimum wage is often discussed as a solution to as-
sisting those in low income, it is hardly a panacea. Rather,
an increase in the minimum wage without an offsetting
increase in productivity leads to lower employment, so
benefits are leaked. In our view, more value would
come from a more holistic approach that builds on suc-
cesses of its current program.

» Encourage older workers to remain in the workforce
—the private sector should lead the way in establishing
more flexible work arrangements (i.e., choice of part-
time hours and/or daily start and finishing times) and in
designing compensation, benefit and pension packages
that are tailored to older workers. The need to encour-
age participation also raises the question of whether
the age of entitlement under the CPP/QPP should be
raised from 65 to 67 years and/or raising the actuarial
penalty for receiving benefits early, mirroring moves in
the United States.

o Consider reforms to employment insurance (EI) —
In response to the notion that EI, while well-intended,
acts as a disincentive to work, a number of commenta-
tors have suggested moving to re-establish the intensity
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rule and introduce an employee or employer-based ‘ex-
perience rating’ system whereby premiums depend on
past layoffs or unemployment experience. Less con-
troversial is the view that EI premium rates should con-
tinue to head lower in order to better bring into line con-
tributions with benefits.

Reduce regulatory burden

Quebec’s regulatory burden has been measured to be
the highest among the provinces. In its 2006 Provincial
Investment Climate report, the Fraser Institute ranked
Quebec last in terms of total cost of regulation, which it
estimated at 4.5% of GDP compared to 2.6-4% rates in
other provinces."" Quebec also rated last in terms of la-
bour-market flexibility. The government has moved to scale
back regulation in some areas in recent years — most re-
cently, relaxing some of the Labour Code rules on sub-
contracting. Moreover, the federal government has com-
mitted to reducing its administrative burden by 20%. Still,
the regulatory burden in the province, which threatens to
increase even more as the province addresses its environ-
mental challenges, remains a barrier to business invest-
ment. Certainly, any effort to enter into a trade agreement
with another province would require the Quebec govern-
ment to review those regulatory policies that are at odds
with those in the other jurisdiction.

Support PSE institutions by increasing tuition

Quebec is home to a strong education system, featur-
ing robust CEGEP institutions and some of the top univer-
sities in North America. However, its solid standing in this

Converting Quebec’s Strengths Into Prosperity

area is being put to the test by funding challenges. In fiscal
2004-05, funding per full-time equivalent student — includ-
ing tuition, government support and gifts/donations — was
slightly lower than in the ROC. While government has been
doing the best it can to ramp up PSE support amid budget-
ary pressures — and the 2007 federal budget announce-
ment of a $300 million hike in funding for Quebec under
the Canada Social Transfer will no doubt provide a helping
hand going forward — the bigger culprit is a 13-year freeze
in tuition fees. Last year, average tuition in Quebec was
60% below that of the rest of the country. By moving to
raise tuition fees and focusing financial assistance on those
in need, PSE institutions will be better-positioned to pros-
per and remain competitive. At the same time, Quebec
should continue to build on its competitive strength in uni-
versity research, where it ranks highest among the prov-
inces.

The argument for keeping tuition fees very low would
be furthered if the province’s enrolment rate had managed
to climb higher than the average in Canada. Yet the oppo-
site has occurred, as university participation in Quebec has
not only remained relatively low but been on a declining
trend in recent years. Furthermore, there is a good argu-
ment that those that benefit from a university education
should bear a good part of the cost, especially in light of
the fact that private returns to investing in PSE, after
factoring in direct and indirect costs, amount to 14-19%
for a bachelor’s degree."

During the election campaign, the Liberal party put for-
ward a plan to raise tuition fees to rise by $100 per year
over 5 years. Barring major changes in fees in other prov-
inces, the average price tag for PSE under this plan would
continue to run at half the ROC average. And while stu-
dent groups voice concern about the impact of higher costs

MEDIAN RETIREMENT AGE (2002)
CANADA 60.6
British Columbia 60.3
Alberta 63.4
Saskatchewan 65.1
Manitoba 61.2
Ontario 60.8
QUEBEC 59.8
New Brunswick 59.6
Nova Scotia 59.8
Prince Edward Island 59.4
Newfoundland & Labrador 59.6
Source: Statistics Canada

April 10,2007



www.td.com/economics

of education on students’ financial position, the average
debt-load in Quebec is significantly lower than that regis-
tered in other provinces."

A lack of training expenditures by the private sector
remains a vulnerability for Canada as a whole. Across the
country, surveys have revealed that one-third of workers
are not receiving the training they need, while less than
30% of adult workers participate in job-related training
compared to 45% in the United States. Furthermore, it
has been estimated that U.S. firms spend about 50% more
on training than do Canadian firms.'* In Quebec, the
number in apprenticeship programs has been on a steep
increase over the past half decade. However, completion
rates have risen only modestly.

Work to integrate immigrants

The focus on the immigration front tends to be on the
absolute numbers of new migrants. However, a greater
challenge appears to be on effectively integrating existing
immigrants into the labour market. As is the case in other
provinces, more and more immigrants — including those in
the economic class — are falling into poverty and staying
there longer than previous groups of immigrants. In some
cases, language may be a barrier to successful entry into
the labour market. But it is often the situation that licensing
and credential recognition is the main issue. Moreover,
private-sector participation in mentoring new Quebecers
will go a long way in knocking down impediments to suc-
cessful integration of immigrants into the job market.

Quebec has taken the lead within Canada in its efforts
to retain foreign students once they graduate from post-
secondary education. For example, a foreign student can

UNIVERSITY ENROLMENT
1997-98 2004-05| % change

CANADA 822,800 1,014,486 23.3
ROC* 590,700 751,089 27.2
Newfoundland & Labrador 15,800 18,048 14.2
Prince Edward Island 2,900, 3,972 37.0
Nova Scotia 37,100 43,533 17.3
New Brunswick 22,700 24,903 9.7
Quebec 232,100 263,397 135
Ontario 303,400 413,409 36.3
Manitoba 30,800 39,285 27.5
Saskatchewan 31,200, 32,838 5.3
Alberta 71,400 88,077 23.4
British Columbia 75,300 87,024 15.6
* Canada ex. Quebec; Source: Statistics Canada
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qualify for a three-year work visa regardless of whether
he or she has found a job. Other provinces, such as New
Brunswick and Nova Scotia, have been looking at Que-
bec’s model with interest.

Looking outside the box on infrastructure

We have already discussed the necessity of reducing
Quebec’s hefty government debt-burden. However, there
is another liability that also needs to go on the chopping
block — that being the province’s large accumulated infra-
structure deficit. The Conference Board of Canada has
estimated that the deficit for sewers, aqueducts and road
systems in Quebec stands at $15-18 billion (7-8% of
GDP)."> And while measuring the size of the gap is a
mug’s game, there is a consensus that a sizeable gap ex-
ists. The infrastructure challenge in Quebec is compli-
cated by its severe weather conditions.

In 2004, TD Economics published a comprehensive
report on how to address Canada’s overall infrastructure
challenge. Since that time, there has been a flurry of de-
velopments, including a new wave of federal infrastruc-
ture funding for municipalities — notably for green projects
— as well as substantial new support provided by the Que-
bec government. However, given the extent of the chal-
lenge, we argued that the solution will lie in more than just
new money, but a more efficient approach. For one, gov-
ernments would do well by better aligning the price of serv-
ices with the true marginal cost, also factoring in the envi-
ronment. The most conducive areas of user pay are those
where consumption can be monitored and metred (elec-
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tricity, waste water and garbage collection) and where there
is no over-riding equity issues. But, in our view, greater
application of road tolls represented the greatest opportu-
nity to effectively fund the infrastructure gap.

Another area of promise in funding infrastructure is the
public-private-partnership (P3). There remain the old
“hang-ups” across the country about P3s, particularly con-
cerns about private sector involvement in public infrastruc-
ture delivery and the higher private costs of financing. But
international experience has shown that if done right, P3s
can generate benefits that more than offset the costs and,
at the same time, ease pressure on government resources.
The good news is that P3s are gaining momentum in Que-
bec and the ROC. While B.C. has been a leader in Canada
on this front, Quebec has established a specialized office
for P3s (L’Agence des partenariats public-privé du
Québec) and forged ahead with a number of projects, in-
cluding a concert hall, health care facilities and Autoroutes
25 and 30. A survey carried out by the Canadian Council
of P3s shows that Quebecers are more open to P3s than
their Canadian counterparts.

Give cities adequate tools

The 2004 TD report on infrastructure highlighted the
fact that without an increased array of funding tools for
cities, the infrastructure gap will remain open and likely
grow over time. This is because more than half of all
infrastructure assets are under the direct purview of local
governments. In Montreal alone, an investment of $7.2
billion over 10 years will be required to rehabilitate its in-
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frastructure, with about half of that reflecting road de-
mands.'¢ Yet three-quarters of revenues in Montreal (and
other Canadian municipalities) are generated by a single
source, the property tax, representing among the highest
ratios in the OECD.!7 Although property taxes tend to be
relatively stable, they also usually grow more slowly over
time than capital needs.

Some of the onus is on local governments to make bet-
ter use of the tools they already have at their disposal. In
particular, proper land planning strategies that encourage
intensification and reduce urban sprawl would lessen the
cost of providing transit and other infrastructure. The es-
tablishment of the Metropolitan Community of Montreal
(CMM) in 2000 marked a step forward in regional plan-
ning across the region. Municipal governments should more
actively jump on the bandwagon of exploring alternative
approaches to service delivery, including P3s. But while
cities in Canada have not made use of debt to finance capital
spending, this is not the case in Quebec, where debt bur-
dens in Montreal and other major cities are relatively high.
Still, DBRS has granted Montreal a respectable rating of
Aa2, citing many of its offsetting credit strengths.

That said, the ongoing challenge in Quebec, as is the
case in other provinces, is to provide cities with adequate
fiscal and administrative tools so that they can address the
many challenges on their doorstep. On the plus side, Que-
bec has been a leader in Canada in experimenting with
some innovative new funding sources for municipal serv-
ices. In particular, the Agence metropolitaine de transport
(AMT), which is funded through a grant equal to 1.5 cents
per litre of the provincial gasoline tax and a $30 registra-
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It should come as little surprise that Quebec’s eco-
nomic strengths, challenges and overall fortunes are
increasingly mirrored within its largest urban regions --
the Greater Montreal Area. Montreal accounts for just
under half of Quebec’s population and GDP. With more
than 3.6 million residents, it's the second largest me-
tropolis in Canada and 15" largest urban conglomera-
tion in the world (source OECD). When we speak of
Quebec’s many strengths — a highly diversified economy
as well as a major centre for manufacturing, tourism,
financial services, transportation and high tech —we’re
largely referring to Montreal. This is not to say that other
areas of Quebec aren’t major economic contributors.
Quebec City, with a sizeable 715,000 residents, is the
home to significant manufacturing and high-tech indus-
tries and is the hub for provincial government activities
in the province. Quebec’s abundant supplies of power,
newsprint, lumber, metals and other resources are gen-
erated in smaller communities, particularly in the north.
However, it is hard to refute the fact that Greater Mon-
treal is still the primary engine of growth in Quebec.
Consider this impressive list:

« 4™"in North America in terms of quality of life (Mer-
cer2006)

¢ The destination of almost one-fifth of Canadian in-
ternational immigrants

* The lowest business operating costs in North
America

* As measured by jobs/capita, 2™ in the world for
aerospace

* As measured by jobs/capita, 4" in North America

Quebec’s Challenges Mirrored in Montreal
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for high tech and 6" for pharmaceuticals

e 1stin Canada for research centres and academic re-
search funding

* Home to Canada’s largest container port and 3™ larg-
est on the Atlantic Coast of North America

But just as Montreal is home to many of Quebec’s
key strengths, it reflects most of the province’s greatest
challenges. Household incomes, rates of poverty and uni-
versity and levels of education attainment are significantly
lower in Montreal than in other large international cities.
What's more, while the city has enjoyed steady growth in
recent years, it has continued to lose head offices since
1999. Ina 2004 report, the OECD reported that Montreal
ranked 44" in terms of real GDP per capita among a se-
lection of 65 international cities.®

tion fee charged on registered vehicles, is often regarded
by other provincial jurisdictions as a best practice. As we
discuss in the text box above, there is a lot at stake in
ensuring that the urban engines, and notably the Greater
Montreal Area economy, flourish. Research carried out by
the Conference Board of Canada has shown that rising
activity in hub cities generates substantial benefits for sur-
rounding municipalities and regions in the province.'®

Be parsimonious in non-priority spending

The importance of increasing investments in the key

Converting Quebec’s Strengths Into Prosperity

strategic areas and operating within a balanced-budget
constraint means that governments in the province will be
required to constrain spending in areas of lower priority.
To some extent, Quebec has been moving down this path.
Spending in non-health, non-education has increased at a
moderate rate of 3-4% per year since fiscal 2003-04. The
number of public-sector employees has also been reduced
by about 4% since 2003, as part of a longer-term goal of a
20% reduction in 10 years. Meanwhile, the federal gov-
ernment has commited to keeping overall program expand-
ing at a rate below nominal GDP.
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The Quebec government might consider adopting a for-
mal review process. The review should be ongoing. One
lesson in history is learned from the first federal program
review in 1994, which was driven by a process under the
Privy Council Office with strong support from the Depart-
ment of Finance and Treasury Board Secretariat. But while
the program generated significant savings by meticuously
going through each program, once these reductions were
identified, the machinery was abandoned. In the 10 years
that followed, program spending shot up by about 7% per
year.

The bottom line

An aging population, rising health costs and increased
global competition within manufacturing are threatening to
place significant pressure on Quebec’s standard of living
over the next few decades. We believe that Quebec is not
only well-positioned to deal with these risks, but has the
potential to come out on top. Few jurisdictions enjoy such
an enviable list of assets, including a highly-diversifed
economy, an enormous wealth of natural resources, a tal-
ented labour force and high overall quality of life. The
province can parlay these strengths into future prosperity
by taking such actions as investing in education, strength-
ening its system of infrastructure and improving the busi-
ness climate. The majority of Quebecers are supportive
of many of these policies.

Still, in order to ensure that meaningful results are
achieved over the longer haul, tough choices over will be
required over the short run. Notably, it will be critical for
residents to recognize that governments will only be in a
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position to address the province’s vulnerabilities — and at
the same time, live within their means — by better targeting
assistance to those individuals most in need. Although this
will require a fundamental shift in attitude, the fact that
Quebecers have rallied behind significant change in the
past leaves us with considerable optimism.

Quebec’s economic evolution has a history of extremes.
The province’s economy blazed the trail in Canada in the
1960s, then lagged behind in the 1970s and 1980s before
turning in a modest comeback in the 1990s. If Quebec
plays its cards right, it could re-emerge as a force to be
reckoned with in the decades ahead.

Don Drummond, SVP and Chief Economist
416-982-2556

Pascal Gauthier, Economist
416-944-5730

Derek Burleton, AVP & Senior Economist
416-982-2514
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