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foreword & acknowledgements

I aM PleaSeD to PreSent WorkIng PaPer 16 of the Institute for  
Competitiveness & Prosperity. In this Working Paper, we explore the impact  
of Ontario’s fiscal policy on the province’s competitiveness. We analyze  
the Ontario government’s revenue streams, spending, and debt and offer 
recommendations for how they can become more efficient and contribute  
to a more robust economy.

Since the release of the report by the Commission on the Reform of Ontario’s 
Public Services in 2012 – in which economist Don Drummond illustrated the 
immense fiscal challenges facing the province – the Ontario government has 
made a concerted effort to address the province’s growing debt through deficit-
reduction measures. But it is clear that after two decades of modest economic 
growth and an increasing demand for public goods and services, the govern-
ment is in need of major structural changes in order to continue to uphold its 
high standard of public service.

While the public debate has largely centred around government debt, the 
Institute finds that a possibly more concerning issue is that Ontario is falling 
behind other jurisdictions in its expenditure on prosperity-enhancing invest-
ments. In education and infrastructure – the two areas of public spending most 
linked to productivity growth – Ontario significantly lags other provinces in 
per capita expenditure. After examining Ontario’s expenditure over the past 
two decades, it is evident that the province has prioritized public spending on 
health care over several other important areas of the budget. The Institute  
sees this as a risk for the government. Ontario will not be able to afford the  
cost of its public services unless it prioritizes spending on areas that will drive 
economic growth and, in turn, revenue.

Overall, Ontario is a surprisingly low-tax, low-spend province compared 
to the rest of the country. Since 1990, the Ontario government has collected 
increasingly less tax and non-tax revenue per capita than all other provinces 
and territories, while also spending an average of $1,675 less than them on a 
per capita, annual basis. Ontario’s recent tax reforms have made the system 
much more competitive, with lower and less variance in corporate tax rates, 
the introduction of the HST, and lower taxes on investment. These changes 
have given businesses more flexibility and incentives to grow, but more can 
be done to ensure the government maintains efficient revenue streams and 
promotes a competitive business environment for years to come.

Many of the Ontario government’s revenue streams are also outdated, given 
current economic conditions. From user fees that have not been updated  
since 1988 to an Equalization system that cuts Ontario short by approximately 
$12.3 billion annually, significant changes must be made to ensure the  
province is getting the full revenue it is due. 

This Working Paper is guided by the assumption that the best government is 
not a big or small one, but a smart one. The Ontario government plays a 
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powerful role in boosting the province’s competitiveness and prosperity.  
It has already shown its capacity to innovate in its corporate and capital tax 
structure. The Institute calls on the government to apply this innovative 
policymaking to all facets of the public sector, so that Ontarians can benefit 
from strong economic growth and sound public services for the future.

Most of the Institute’s analysis is based on Statistics Canada data for the 
years 1989 through 2009, which are the latest data available for provincial and 
territorial government finances. We recognize that this might limit our 
findings; however, this is a regrettable outcome from the significant budget 
cuts that have occurred at Statistics Canada. Reliable data are crucial for  
any fact-based analysis and without them the Institute cannot form any 
substantive conclusions or recommendations. Therefore, the most basic of  
all recommendations from this Working Paper is that Statistics Canada work 
with the federal government to secure the necessary support so it can effec-
tively do its job in data collection and verification.

Ontario faces many challenges ahead as its population ages and its slow 
economic growth continues, but the Institute believes the government can 
overcome this by focusing on what the province needs to do to become more 
prosperous. Rather than scrutinizing operational inefficiencies, the Institute 
has taken a different tack by showing how the government can help the 
economy move in the right direction. This can be attained through smart 
taxation and spending in productive areas. Controlling debt is an important 
task, but should not overshadow the necessary functions of Ontario’s public 
services. Getting the province back on a path of strong growth is essential for 
the public sector’s sustainability as well as the future prospects of all Ontarians.

We gratefully acknowledge the ongoing funding support from the Ontario 
Ministry of Economic Development, Trade and Employment. We look forward 
to sharing and discussing our work and our findings. We welcome your  
comments and suggestions.

Roger L. Martin, Chairman
Institute for competitiveness & Prosperity
Dean, Joseph L. Rotman School of Management, University of Toronto

The best government  
is not a big or small one,  
but a smart one.
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hoW PublIC DollarS are SPent, and to what end, has never 
mattered more than right now. governments around the world 
and here at home are facing record deficits as the global economy 
struggles to fully recover from the most recent recession.  In the 
face of these grand challenges, the Institute for competitiveness 
& Prosperity believes there is a need for the ontario government to 
make sense of public spending by asking tough questions. does a 
particular tax measure, public expenditure, or public debt increase 
or diminish the province’s productivity and prosperity? Furthermore, 
how can the government wed its dual goals to balance budgets and 
to spur economic growth?

in RECEnt WoRking PAPERS AnD AnnuAL REPoRtS, the Institute has focused on the role of the 
private sector in Ontario’s prosperity gap. Examining the role of governments in this conundrum is 
highly pertinent at this time. There is much public discussion, at home and abroad, as to whether 
they are “too big” or need to “do more.” The Institute believes that the public dialogue would 
benefit from a discussion as to what government might do to become “smarter.”

Making sense of public dollars: Ontario government revenue, spending, and debt takes a detailed look 
at three aspects of fiscal policy. Differing from the Institute’s typical method, this Working Paper 
does not focus on comparing Ontario’s economic performance with that of its North American 
peers, but rather explores the Ontario government’s fiscal history and makes some comparisons 
with other provinces.

Ontario’s government debt and deficit rose sharply leading into and during the 2009 recession. In 
turn, deficit reduction has become a dominant issue for the government budget. This has led to 
some positive outcomes. Ontario has taken several important steps to curb expenditure growth, 
namely through constraints on public sector wages, and to improve the efficiency of its operations. 
The Institute applauds these actions, but identifies several other elements in the government’s plan 
for fiscal sustainability.

The Ontario government must support the drivers of economic growth. These include infra-
structure necessary for trade and productivity, education to shape the province’s future leaders in 
innovation and entrepreneurship, and many public sector services and programs that promote 
productivity and a sound quality of life. In many ways, Ontario is not providing the necessary 
support. The province’s spending on infrastructure and education trails that of other provinces. 
And with deficit reduction becoming the prevailing budgetary concern, there is a tremendous risk 
that the government is neglecting Ontario’s economic needs and opportunities. 
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A new era of public policy  
is upon the province. More than 
fiscal prudence, Ontario needs 
smart government.

8  INSTITUTE fOR cOMPETITIvENESS & PROSPERITy

The Institute sees room for innovation within the government. In addition to streamlining 
expenditure and finding better ways of delivering public goods and services, this means striving 
to promote a solid economic foundation for the province. Without economic growth, the Ontario 
government is destined to fight an uphill battle of fiscal restraint, as revenues decline and the 
cost of public goods and services grows.  

A new era of public policy is upon the province. More than fiscal prudence, Ontario needs smart 
government. That means taxing individuals and businesses in a way that promotes economic 
efficiency and competitiveness while balancing equity concerns. It also means prioritizing 
spending in areas that are going to bolster economic growth in the province. It also means 
anticipating Ontario’s future needs and building toward them.

The challenge is not just to do more with less but also to create more. The Institute is optimistic 
that Ontario can get back on a path to strong growth, but it requires the government to be more 
innovative and forward thinking in its operations. On the revenue side, more work can be done to 
incentivize business growth, investment, and innovation. On the spending side, the government 
must shift its focus from spending on current consumption toward building future prosperity 
through investments in infrastructure and education. All this must be accomplished while 
controlling the deficit and ensuring debt is being used productively. 

these are pressing tasks for the government, but they also offer excellent 
opportunities. the institute recommends several ways forward, with the  
confidence that the government can overcome the challenges to providing the 
necessary supports to achieve higher prosperity in the province.
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•	 Prioritize Ontario’s future prosperity by increasing investment in 
education to match per capita spending levels in other provinces.

•	 Control the deficit and debt-to-GDP ratio to stop the rise in interest 
payments, but also focus on using debt for productive ends. Debt 
should be used to invest in what is needed for economic growth.

•	 Phase out the small business marginal tax rate by gradually increasing 
it for corporate incomes up to $500,000 so that it merges with 
the general corporate tax rate. This will reduce the incentives for 
businesses to stay small.

•	 Adopt the Nordic Dual Income Tax system to reduce taxes on capital 
gains, thereby encouraging savings and investment.

•	 Reward innovation by adopting a patent box on corporate tax returns 
so that companies can be taxed at a lower rate on patented products.

•	 Improve the efficiency of government revenue sources by auctioning 
off the retail and wholesaling operations of the LCBO through licenses, 
aligning user fees with inflation, and implementing a carbon tax.

•	 Find new revenue tools for transportation construction in the Toronto 
region and expand infrastructure investment across the province to 
boost trade and economic growth.

•	 Support a competitive business environment while ensuring the  
tax system is fair and equitable.

•	 Balance current consumption needs with investment in future  
prosperity.

•	 Monitor and control public debt.

•	 The Ontario economy is expected to grow at a modest rate of 1.8 to 
2.0 percent annually in the coming years, putting downward pressure 
on public finances.

•	 Ontario’s population is rapidly ageing, increasing current and future 
health care expenses for the government.

•	 Many businesses are motivated to stay small and stagnant through  
differential tax treatment for small businesses and select industries.

•	 Tax rates on capital gains and corporations have been significantly 
reduced, but continue to discourage business investment and growth.

•	 Ontario contributes $12.3 billion more to the federal government 
than it receives in expenditure, meaning it receives far less in federal 
transfers than other have-not provinces.

•	 Ontario underinvests in education and infrastructure relative to other 
provinces, putting its future prosperity at risk.

•	 Ontario’s deficit and debt-to-GDP ratio sharply increased during 
the 2009 recession, prompting the government to implement an 
aggressive deficit-reduction plan.

taSkS for ontarIo
•	

ontarIo’S 
ChallengeS
•	

reCoMMenDatIonS
•	
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ontarIo’S fISCal 
ChallengeS 
requIre balanCeD 
SolutIonS

hoW a governMent Can MoSt ProDuCtIvely generate and spend 
its revenues continues to be an ongoing debate, and the reigning 
political leaders must make these decisions amid the ever-changing 
economic and political climate. when revenues exceed expenditures 
in a fiscal year, the government runs a surplus. If expenditures 
exceed revenues, a deficit is incurred, which requires the 
government to borrow by issuing bonds. the net amount borrowed 
over time contributes to the total debt, which is the amount owed 
to creditors for the financing of previous deficits. overspending or 
incurring high amounts of debt can be dangerous not only to the 
administration of public programs, but also to the competitiveness, 
prosperity, and innovation potential of all residents. 

10  
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useful to classify government activity 
in general.

In Ontario, as in all Canadian 
provinces, the government’s scope in 
regulating and providing services to 
its constituents is vast. In supporting 
the economy, the Ontario government 
regulates the securities industry and 
spends billions of dollars every year 
on important infrastructure such  
as public transit. The Ontario  
government also funds health care, 
education, provincial parks, and arts 
grants. Through progressive taxation 
and welfare programs, it also 
improves the living standard of 
lower-income Ontarians, reducing 
effective inequality.

In turn, how the government 
chooses to raise and spend its  
money is relevant for all aspects of 
economic activity. This Working 
Paper presents in detail the Ontario 
government’s revenue and expen-
diture mechanics and assesses their 
merits in terms of their impact on the 
province’s economy.

government finances  
have undergone several 
major transitions 

Ontario is currently facing a similar 
economic situation as it did twenty 
years ago. In the early 1990s, the 
province experienced a severe 
recession that resulted in a loss of 
nearly 167,000 manufacturing jobs 
and diminished government revenues 
significantly. In 1990, the newly-
elected NDP government under 
Premier Bob Rae adopted a contro-
versial approach to fiscal policy in 
response to the recession. Instead of 

government plays a key role 
in ontario’s prosperity

Government actions affect every 
aspect of daily life. The Institute 
identifies three central functions of 
government. All of these functions 
are part of the government’s over-
arching goal to maximize long-term 
social well-being, but they each 
specify different activities, and it is 
important to recognize the govern-
ment’s core ambitions in evaluating 
its operations and policies.

•	 Support economic activity. This 
function pertains to the government’s 
role in providing the necessary 
infrastructure, regulations, and 
interventions to ensure markets 
operate efficiently and to the benefit 
of the entire economy. This can 
include legislating property rights or 
facilitating international trade. 

•	 Provide public goods and services. 
This function relates to the provision 
of public goods and services that 
promote general social welfare, for 
example, universal health care, 
education, parks, or the arts. 

•	 Minimize inequality. This function  
is tied to the government’s role in 
ensuring a fair distribution of income 
through a system of taxation and 
income transfers. 

The specific policies and programs of 
each government diverge widely,  
and what constitutes a necessary  
government role in one jurisdic-
tion may not be the case in another. 
However, these three categories are 

reining in spending to fight the 
deficit, the Rae administration chose 
to increase expenditure in an effort to 
stimulate economic growth. The 
strain on government finances was 
enormous. In the NDP’s first budget in 
1991, expenditure increased by 
11 percent from the previous year, 
even while revenues were declining. 
Expenditure on health care rose by 
11 percent and on social services by 
19 percent. While the government 
had a budget surplus in 1990, by 1992 
it had a deficit of over $11 billion.  
The fiscal imbalance resulted in a 
credit downgrade for Ontario from 
AAA to AA+.

Then in 1995, the Ontario govern-
ment under Premier Mike Harris 
embarked on a sharp reversal of many 
of the Rae administration’s policies. 
Billed as the “Common Sense  
Revolution,” the Harris administra-
tion pledged to cut taxes and  
dramatically reduce the scale of 
government. Between 1995 and 
2001, social services spending was 
cut by 15 percent,and many  
programs were downloaded to the 
munici palities.1 Health care workers 
were reduced from 26 per 1,000 
people in 1995 to 22 per 1,000 in 
2001, and 35 hospitals were closed 
across the province.2 Operating 
grants to universities and colleges 
were also cut by over 15 percent in 
1996-97, and tuition fees were 
deregulated, resulting in substantial 

1 Using 2011 dollars.
2 Bill Murnighan, Selling Ontario’s Health Care:  

The real story on government spending and public 
relations, The Ontario Alternative Budget 2001, 
canadian centre for Policy Alternatives, Technical 
Paper No. 11, April 2001.



tuition increases for post-secondary 
students.3 These cuts would likely 
have had a greater effect on the 
budget deficit, except that in 1995 the 
federal government announced that it 
would amalgamate and cut health 
care and social transfers to the 
provinces as part of its own deficit-
reduction strategy. Total health and 
social transfers to the provinces were 
cut from $18.7 billion in 1994 to 
$12.5 billion in 1998.4

The 2000s saw the province yet 
again implement major budgetary 
changes. Liberal Premier Dalton 
McGuinty sharply increased expendi-
ture in many areas to improve 
widely-quoted metrics such as health 
care wait times and classroom sizes. 
Between 2005 and 2012, MRI scan 
wait times were reduced by 34 days, 
CT scans by 50 days, and hip  
replacements by 170 days, at a cost  
of approximately $1.7 billion.5 In 
education policy, the province  
added 24,000 new teachers and 
non-teaching staff between 2002 and 
2012, even as total elementary and 
secondary student enrolment 
declined by 6 percent over the period. 
The government also increased 
preparation time for elementary 
teachers and introduced full-day 
kindergarten. Environmental policy 
also received an expenditure boost 
with the passing of the Ontario Green 
Energy Act, creating guaranteed 
revenue contracts for renewable 
energy providers in the province 
through a feed-in-tariff program. The 
policy has been heavily criticized for 
being protectionist, and expensive 
and infringing on rural land authority.

The McGuinty years also raised the 
question of how arms-length govern-
ment agencies are to be monitored 
and controlled by the province. The 
eHealth and Ornge agencies are the 
most noteworthy cases. The eHealth 
agency was contracted by the govern-
ment to create a system of electronic 
health records for Ontario. The 
agency became mired in controversy, 
though, as over $1 billion of public 

funds was spent on consultant fees, 
underused computer systems, and 
untendered contracts. Ornge, the 
province’s medical transport agency, 
was also questioned for financial 
transactions and excessive compensa-
tion. The two cases have highlighted 
the need for better accountability and 
clearer implementation strategies by 
the government as it turns to agencies 
for innovative service delivery. 

In the fall of 2012, McGuinty 
announced his departure from the 
Ontario Liberal Party, marking a 
shift in provincial leadership after 
his decade in power. The new 
Premier, Kathleen Wynne, has 
inherited several large and expensive 
programs, along with a severely 
constrained budget that successive 
governments have had tremendous 
difficulty in tackling.

With a minority parliament 
currently in place, the provincial 
budget becomes a fine balancing act. 
The previous two decades have 
demonstrated the arduous task of 
developing sound fiscal policy amid a 
poor economic landscape. Each of 
Ontario’s previous administrations 
has had its own successes and 
failures, but the key lesson is that 
long-term, sustainable policies are far 
more beneficial for the province than 
expedient spending changes. The 
Institute urges the government to 
refocus its policies toward building 
the foundations of fiscal prudence 
and economic growth rather than on 
immediate budgetary concerns.

ontario government 
currently faces immense 
fiscal challenges

Deficit reduction has become a 
predominant concern for the prov-
ince. The Commission on the Reform 
of Ontario’s Public Services, chaired 
by economist Don Drummond, used 
status quo projections of economic 
and revenue growth to conclude that, 
without action, the government’s 
deficit will reach $30.2 billion in 
2017-18, and net public debt will 
amount to $411.4 billion, or just under 
51 percent of the province’s GDP.6 

This poses a potential danger to the 
viability of Ontario’s public services. 
A growing fiscal imbalance means 
more public funds will need to be 
diverted from more productive uses 
to service debt, assuming revenue 
streams remain relatively constant. 
The annual cost of servicing Ontario’s 
debt is approximately $10 billion, now 
the third-largest government expense 
after health care and education.7 

The province’s longstanding fiscal 
problems were compounded by the 
2009 recession. Both the deficit and 
the debt-to-GDP ratio have increased 
since 2009 (exhibit 1). At that point, 
the primary balance for the Ontario 
budget shifted from a positive to 
a negative amount. Even before 
accounting for interest payments, the 
province was spending more than it 
was collecting in revenue.

Based on the Institute’s recent 
analysis, Ontario’s growth rate is 
expected to hover around 1.8 to 
2.0 percent annually, as it has for the 

3 Glen A. Jones, “Ontario Higher Education Reform, 
1995-2003: from Modest Modifications to 
Policy Reform,” The Canadian Journal of Higher 
Education, vol. 34, No. 3, 2004, pp. 39-54.

4 “History of health and social transfers,”  
Department of finance canada, last modified 
December 19, 2011, accessed March 15, 2013, 
http://www.fin.gc.ca/fedprov/his-eng.asp.

5 Ontario Ministry of Health and Long-Term care, 
“Ontario a Leader in Reducing Wait Times,”  
News Release, June 20, 2012.

6 commission on the Reform of Ontario’s Public 
Services, Public Services to Ontarians: A Path  
to Sustainability and Excellence, 2012.

7 Ontario Ministry of finance, Balancing the 
Budget, Backgrounder, 2012.
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Ontario, 2003-2013
Deficit and debt-to-GDP ratio (C$ 2011)
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Exhibit 1   Economic recession increased the provincial deficit and debt

Source: Institute for Competitiveness & Prosperity analysis based on data from the Ontario Ministry of Finance, 2012 Ontario Budget: Strong Action for Ontario.
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past decade.8 The government has 
benefitted from exceptionally low 
interest rates, which may rise in the 
coming years. This has prompted 
the government to create a plan for 
reducing its debt load, pledging to 
restore budgetary balance by 2017-18.

This deficit reduction plan has not 
been subjected to public criticism as 
much as the budget cuts were in the 
1990s, despite being remarkably 
similar in scale. The 2011 Budget 
outlined a steady decline in real 
program spending per capita  
averaging 1.9 percent per year, in 
comparison with 2.0 percent per year 
between 1993-94 and 1999-2000.9 
The Commission recommends even 
deeper cuts, with reductions in real 
program spending per capita of 
2.5 percent per year.10 To achieve 
such stringent targets, the govern-
ment will have to implement major 
structural changes to its programs 
and strongly reconsider many policies 
to which the current government  
has committed. 

As of this writing, the province’s 
2012-13 deficit was projected to 
be about $10 billion – a significant 
improvement from the $14.8 billion 

that was predicted in the 2012 
Ontario Budget and the $24.7 billion 
predicted in the fall of 2009 at the 
height of the recession. However, 
this windfall is largely due to one-
time savings of $1.1 billion from the 
elimination of banked sick days for 
teachers and a boost from corporate 
tax revenues of $1.1 billion as a 
result of revised tax assessments for 
years prior to 2011.11 Net debt-to-
GDP for 2012-13 is also expected to 
be lower than previously thought, 
at 37.8 percent instead of the 
39.5 percent projected in the 2012 
Budget.12

While this marks the fourth year 
that Ontario has been ahead of its 
fiscal targets, the unexpected savings 
are largely due to one-time measures 
and justifiably cautious projections in 
earlier budgets. To achieve the 
2017-18 target, the province must 
find savings of approximately  
$2.5 billion per year over the next 
four years – double the amount 
secured over the past two years.13 
The new government under  
Kathleen Wynne seems committed to 
deficit-reduction, announcing in the 
2013 Throne Speech that the 2017-18 

budgetary balance target will be 
upheld. Furthermore, after the books 
are balanced, the government pledges 
that expenditure growth will be 
restricted to 1 percent below GDP 
growth until the debt-to-GDP ratio is 
restored to pre-recessionary levels.14

8 Task force on competitiveness, Productivity  
and Economic Progress, Eleventh Annual  
Report, A push for growth: The time is now,  
November 2012, p. 10.

9 fiscal years follow the period between April 1 of 
one calendar year and March 31 of the following 
year and are denoted as the two calendar years 
hyphenated.

10 commission on the Reform of Ontario’s Public 
Services, Public Services to Ontarians: A Path to 
Sustainability and Excellence, 2012.

11 Ontario Ministry of finance, “2012-13 Deficit 
Projection Improves by $3 Billion,” News Release, 
January 22, 2013.

12 Sonya Gulati, Smaller Deficit Now in the Cards 
for the Ontario Government, 2012 Ontario fiscal 
Update, TD Economics, 2013. 

13 Ibid.
14 Adrian Morrow, “Ontario Liberals’ Throne Speech 

offers concessions to Tories, NDP,” Globe and 
Mail, 19 february 2013, http://www.theglobeand 
mail.com/news/politics/ontario-liberals-throne-
speech-offers-concessions-to-tories-ndp/
article8800098/ (accessed february 21, 2013).



smaller class size yields any benefit 
for student performance.23 The 
amount spent on more teachers and 
more classrooms as part of this policy 
could be better allocated elsewhere in 
the government budget.

For health care, which grew at an 
average 5.1 percent per year between 
2007 and 2011, the 2012 Ontario 
Budget pledged it would cut expendi-
ture growth to an average of 
2.1 percent per year over the next 
three years.24 The Institute believes 
this is a virtually impossible goal and 
calls the entire deficit reduction 
strategy into question since health 
care comprises the largest component 
of Ontario’s Budget. Program 
expenses overall are expected to rise 
by 1.8 percent over 2012-13, which is 
more than double the Commission’s 
recommended 0.8 percent to  
eliminate the deficit by 2017-18.  
The Institute sees the need for a  
new approach to deficit reduction 
considering how far behind the 
province is from meeting the  
Commission’s targets.25

•	 Maintaining the pay freeze for 
executives at hospitals, colleges, 
universities, school boards, and 
agencies for another two years,  
for a total of four years.18

Spending on education grew at an 
average annual rate of 6 percent in 
the decade leading up to the reces-
sion, but the Commission on the 
Reform of Ontario’s Public Services 
has recommended this be slashed to 
1.0 percent per year to meet deficit 
targets.19 Given the resistance and 
eventual repeal of Bill 115 – which 
imposed a wage freeze and restricted 
collective bargaining rights for teach-
ers – the government will likely face 
challenges in upholding these targets. 

The government should also 
re-evaluate recent spending decisions. 
A particularly expensive component 
of the McGuinty administration’s 
education policy has been to cap 
classroom sizes. Over $1 billion was 
spent between 2005 and 2008 to hire 
5,000 teachers and renovate or build 
2,000 classrooms in order to reduce 
primary classroom sizes. By 2009, the 
government achieved its goal that 
90.6 percent of primary classes had 
twenty or fewer students.20 The 
government also set a cap on board 
average classroom sizes of 24.5 for 
grades 4 to 8 and 22 for grades 9  
to 12.21 While this investment is 
politically popular and transparent, 
there is little evidence that shows 
smaller classroom size has a substan-
tial effect on student performance 
and school atmosphere. A study by 
the Ontario Institute of Studies in 
Education at the University of Toronto 
shows only 2 percent of the variance 
in pass rates for grade 9 and 10 
students in the applied stream could 
be attributed to class size, and the 
relationship is statistically insignifi-
cant for the other two streams.22 
Guillemette found that overall there 
are slight positive effects attributed to 
smaller classes in kindergarten and 
grade 1, but beyond those early years 
there is no conclusive evidence that 

Cost-cutting must be 
balanced with investments 
in ontario’s prosperity 

The 2012 Ontario Budget issued a 
plan creating $4 of savings and cost 
containment measures for every $1 in 
new revenue over the next three 
years.15 Several substantive recom-
mendations by the Commission were 
ignored and rejected in the budget, 
including the elimination of full-day 
kindergarten, the 30 percent tuition 
rebate for post-secondary students, 
and nearly 10,000 teaching support 
positions. However, many of the 
Commission’s recommendations were 
implemented, which is an encouraging 
sign of the government’s commitment 
to budgetary balance.

The government’s plan is theoreti-
cally feasible, but it requires extensive 
legislative follow-through to be fully 
implemented. Reining in public 
sector wage increases is a key focus 
of the government’s plan, and this 
is perhaps where the government is 
most likely to fall short upon imple-
mentation as public sector unions 
push back in the collective bargain-
ing process. The total bill for wages, 
salaries, and benefits accounts for 
approximately half of the province’s 
expenditure, which is higher than 
the Canadian average.16 In 2012, the 
average annual wage increase for  
collective agreements in Ontario’s 
public sector was 0.9 percent, and a 
number of measures have been intro-
duced to control future increases:17 

•	 Introducing $6 billion in government 
restraints to compensation for 
school boards, payments to physi-
cians, and others in the public sector 

•	 Extending the pay freeze for MPPs 
for an additional two years, for a 
total of five years 

15 Ontario Ministry of finance, Balancing the 
Budget, Backgrounder, 2012.

16 commission on the Reform of Ontario’s Public 
Services, Public Services to Ontarians: A Path to 
Sustainability and Excellence, 2012.

17 Ontario Ministry of finance, “2012-13 Deficit 
Projection Improves by $3 Billion,” News Release, 
January 22, 2013.

18 Ontario Ministry of finance, “Strong action for 
Ontario: 2012 Ontario Budget,” Highlights, 2012.

19 commission on the Reform of Ontario’s Public 
Services, Public Services to Ontarians: A Path to 
Sustainability and Excellence, 2012.

20 “class-size tracker,” Ontario Ministry of  
Education, last modified february 23, 2012, 
accessed March 16, 2013, http://www.edu.gov.
on.ca/eng/cst/. 

21 Ontario Ministry of Education, “Protecting Smaller 
class Sizes,” News Release, June 4, 2012.

22 Antonelli, fabrizio, From Applied to Applause:  
An OSSTF sponsored study on improving success 
for Applied level students, Ontario Institute of 
Studies in Education at the University of Toronto 
(OISE/UT), 2004.

23 yvan Guillemette, School Class Size: Smaller  
Isn’t Better, c.D. Howe Institute commentary,  
No. 215, August 2005.

24 canadian Institute for Health Information, 
National Health Expenditure Trends, 1975 to 
2012, 2012, Table B.1.2.

25 Ontario Ministry of finance, Ontario Finances: 
2012-13 Third Quarter, 2012.
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investments currently under consid-
eration are the expansion of public 
transit in the Greater Toronto Area, 
which the Institute highly endorses 
to boost productivity in the province. 
On the revenue side, the government 
has vastly improved its tax system, 
moving to the Harmonized Sales Tax 
(HST), reducing corporate income tax 
rates, and eliminating the capital tax. 
These changes will encourage busi-
ness growth and reduce distortionary 
tax planning. 

The Institute believes Ontario’s 
fiscal challenges will be exceedingly 
difficult to overcome. While it is 
imperative that the government 
reduce its debt load to prevent its cost 
from crippling all other spending 
programs, it would be unwise to 
invoke draconian cost-cutting 
measures as a panacea for the 
government’s finances. Ontario is 
highly capable of managing its debt. 
As well, government debt – as that in 
any enterprise – is necessary for many 
productive ventures. Just as a 
mortgage is not a threat to an indi-
vidual’s solvency so long as the value 
of the house rises, government debt is 
not a threat to the province’s economy 
so long as the debt is used toward 
prosperity-enhancing programs. 

What Ontario needs is a concerted 
effort to adopt smart fiscal policies 
that maximize current and future 
revenue generation alongside spend-
ing programs that promote efficiency 
and functionality. Government debt 
by itself does not hamper Ontario’s 
prosperity, but borrowing costs 
are quickly becoming prohibitively 
expensive for the province. In turn, 
the government must closely monitor 
the deficit and ensure debt is being 
used toward prosperity-enhancing 
activities. It is hoped that the growing 
debt will prompt policymakers to 
scrutinize the efficiency of their 
programs and find potential areas 
for effective investment and revenue 
generation.  

As explored in this Working Paper, 
the government has significant room 

The current government approach 
seems to favour reducing costs now 
to curb expenditure growth. This 
approach is certainly immediately 
effective but may not be sustainable 
in the long-term. As the past twenty 
years have demonstrated, dramatic 
changes to fiscal policy are often 
reversed or significantly counter-
vailed. To be successful over the 
long-term, the Institute recommends 
a more balanced approach to fiscal 
policy. Instead of focusing on dollars 
saved now, the government should 
focus on dollars saved in the future. 
Rather than simply cutting costs, the 
government should develop smart 
policies that create future prosperity 
in the province and generate future 
cost savings.

The government has recognized 
several such areas. The 2012 Budget 
outlined a plan to expand home 
care in lieu of health care facilities, 
particularly for seniors. The Healthy 
Homes Renovation Tax Credit is 
designed to assist seniors with the 
cost of home modifications to improve 
accessibility and ensure seniors 
can live independently for as long 
as possible. The government is also 
working to reduce childhood obesity 
and smoking. These investments will 
greatly reduce future health care 
costs. The McGuinty government 
also created a transition plan for the 
horse racing industry, ending the 
Slots at Racetracks Program that 
effectively subsidized the industry 
with $345 million in 2011-12 through 
the Ontario Lottery and Gaming 
Corporation. This is $10 million 
more than the amount spent by the 
Ministry of Infrastructure for that 
year and nearly a third of the amount 
spent by the former Ministry of 
Economic Development and Innova-
tion. Significant changes have been 
made in Northern Ontario, such as 
the ongoing divestment of the pro-
vincially owned Ontario Northland 
Transportation Commission, which 
required annual support of approxi-
mately $100 million. Some other 

for improvement in both its revenue 
generation and expenditure. Its 
debt continues to be an overarching 
concern, but there are many ways 
that the province can make up for its 
budgetary shortfalls. In many areas, 
Ontario is not spending enough to 
promote competitiveness, while in 
other areas it is overspending relative 
to many other provinces. Ontario has 
made laudable headway in improving 
its tax structure, but further changes 
should be implemented to boost its 
efficiency and ensure the govern-
ment reaps the full revenue it is due. 
The Institute wishes to contribute to 
the dialogue currently underway on 
Ontario’s next era of public policy and 
its roadmap to fiscal health.

government spending plays  
a crucial role in preserving and 
improving ontario’s prosperity, 
yet it must be conducted 
responsibly and be balanced with 
the province’s other economic 
needs. the institute is not 
strictly averse to government 
debt, but rather insists that 
debt must not grow to a  point 
where it crowds out other 
important kinds of expenditure 
and investment. the institute 
advocates for an innovative tax 
system that promotes economic 
growth, along with more prudent 
and effective government 
spending, rather than simply  
less spending.
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ontarIo 
governMent  
neeDS balanCeD 
revenue 
generatIon PolICIeS

the ontarIo governMent plays an important role in bolstering 
economic activity while ensuring that individuals and families receive 
high quality public services. expenditures on social programs, health 
care, and education improve the current and future prosperity of 
ontarians, and provide support to businesses. these expenditures 
rely on the government’s ability to generate revenues from taxation 
and non-taxation sources.
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provinces has changed over time 
(exhibit 4). The Institute compared 
the average of two time periods, 
1989-1999 and 2000-2009, to 
examine how Ontario’s revenue mix 
compared to that of other provinces.

Income and consumption taxes 
have remained relatively constant as 
a percentage of total revenues between 
the periods for both Ontario and for 
all other provinces. Approximately 
90 percent of consumption tax 
revenues are from provincial sales 
taxes, while other components include 
revenue from fuel, tobacco, and beer 
and wine. Non-tax revenues, as 
a percentage of total revenues, were 
twice as large in all other provinces as 
in Ontario. Non-taxation sources 
include investment income from 
natural resource royalties, which are 
significant revenue sources in certain 

$9.9 billion – close to the sum of revenues 
in all other provinces combined. This 
is indicative of Ontario’s position as 
the main business hub within Canada.

While Alberta relies predominantly 
on natural resources to bring in tax 
revenue in lieu of a provincial sales 
tax, non-tax revenues makes up the 
majority of British Columbia’s income. 
Non-tax revenues in British Columbia 
are similar to those of other provinces 
and include revenue from government 
business enterprises (GBEs) and other 
user fees. A significant component of 
non-tax revenues in British Colombia 
were medical service plan premiums. 

Taxation patterns have  
remained steady
A historical approach is instructive 
in showing how the revenue mix 
of Ontario and all other Canadian 

ontario’s revenues are 
derived primarily from taxes

In the 2011-12 fiscal year, 69 percent 
($75.8 billion) of Ontario’s revenues 
came from taxes, while 31 percent 
($34.1 billion) was from federal 
transfers and payments, government 
business enterprises (GBEs) and 
non-tax revenues. Personal income 
taxes in Ontario were similar as a 
percentage of total government 
revenues to those in all other provinces 
(more than 22 percent) (exhibit 2).

Ontario collects the most 
corporate income tax
Corporate taxes form a larger percent-
age of revenues in Ontario than in 
British Colombia, Alberta, and Québec 
(exhibit 3). In the 2011-2012 fiscal year, 
corporate tax revenues in Ontario were 

Note: Resource revenue in Ontario is approximated based on provincial royalties data.
Source: Institute for Competitiveness & Prosperity analysis based on data from the Ontario Ministry of Finance, Ontario Economic Outlook and Fiscal Review, 
2012; Provincial and Territories Ministries of Finance.

TYPES OF TAX REVENUE Ontario Sum of all other provinces

Fiscal years 2011-2012 $ Billions Percent $ Billions Percent

Income tax

 Personal 24.5 22.4 43.0 22.2

 Corporate 9.9 9.1 12.0 6.2

Total 34.5 31.4 55.0 28.3

 Sales tax 20.2 18.4 26.1 13.4

 Other tax revenue 20.9 19.1 22.2 11.5

All tax revenue 75.8 69.0 124.0 63.9

 Resource revenue 0.2 0.2 20.7 10.7

 Other non-tax revenue 12.7 11.5 29.4 15.2

 Federal transfers 21.3 19.4 40.6 20.9

Total government revenue 109.8 100.0 194.0 100.0

Exhibit 2   Taxation is the main source of government revenue
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Ontario and all other provinces, 1989-2009
Share of total revenuePercentage

of total
revenue

Exhibit 4   Non-taxation revenues and government transfers are lower in Ontario than in all other provinces

Note: All other provinces is the sum of provincial revenues for each component divided by the sum of total revenues.
Source: Institute for Competitiveness & Prosperity analysis based on data from Statistics Canada.
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Exhibit 3   Revenues in Ontario are from a variety of sources 
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Exhibit 5   Investment income in Ontario is half that of all other provinces

Note: All other provinces is the sum of provincial revenues for each component divided by the sum of total revenues.
Source: Institute for Competitiveness & Prosperity analysis based on data from Statistics Canada.
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to engage in non-work activities. A 
reduction in hours worked is the 
associated economic distortion.

A “smart” taxation system is also 
equitable in that it raises revenue from 
individuals who are most able to pay 
the tax. Taxation equity refers to the 
notion of fairness and how the burden 
of a tax is carried by individuals with 
different incomes. A tax is progressive 
if the tax rate on income increases 
as the amount taxed (the tax base) 
increases. A progressive system of 
taxation shifts the tax incidence from 
individuals who have a lower ability 
to pay to higher income individuals 
who have a correspondingly higher 
ability to pay.

A “smart” taxation system is also 
effective in that it encourages actions 
that we want more of and discourages 
those that we want less of. Certain 
actions have “spillover effects” that 
have benefits or costs to society that 
are not reflected in their market price. 
As examples, tax breaks for research 
and development encourage more 
spending on R&D, a “distortion” 
that yields positive spillover effects. 
Company investments in machinery 
and equipment are positive economic 
activities, because they promote 
productivity and growth. And by 
adopting the HST, the Ontario tax 
system became more effective by 
reducing the tax burden of produc-
tivity-enhancing investments. On the 
other side of the ledger, high taxes on 
cigarettes discourage something that 
we want less of because smoking is a 
danger to public health and increases 
health care costs.

Governments typically face a 
tradeoff between efficiency and 
equity goals in the implementation of 
tax policy. Some taxes are economi-
cally efficient but not equitable and 
vice versa. For example, a lump sum 
tax that is a fixed amount levied on 
every individual regardless of income 
is considered economically efficient 
because it does not influence eco-
nomic decisions, such as to work or 
to save. It would not be considered 

ontario should adopt a 
smart taxation system

Taxes are necessary for providing 
government funded programs in 
Ontario. Taxes, however, affect  
the behaviour of businesses and 
individuals in Ontario by changing 
the rate of return for investments and 
for working. This is why it is essential 
that the government be mindful of 
these disincentives in its formulation 
of tax policy. 

In Working Paper 7, Taxing smarter 
for prosperity, the Institute supported 
the adoption of a “smart” taxation 
system, balancing the competing goals 
of efficiency and equity. This objective 
remains a goal of this Working Paper.

A smart taxation system is efficient 
in that it limits distortions that 
negatively affect economic activities 
(exhibit 6). Taxation policy can lead to 
certain actions and affect the fre-
quency that they are undertaken. For 
instance, the implementation of an 
income tax, in a tax-free world, would 
reduce wage income, creating a 
disincentive to work and an incentive 

provinces (Alberta and Newfoundland). 
Government transfers as a share of 
total revenues are lower in Ontario 
than in all other provinces.

There are significant differences 
between non-tax revenues in Ontario 
and other provinces. Investment 
income is twice as large in all other 
provinces as in Ontario for both 
periods (exhibit 5). Natural resource 
royalties, which provincial govern-
ments receive from firms developing 
their natural resources, are a signifi-
cant component of investment income, 
particularly in Alberta. Social security 
contributions in Ontario are twice the 
proportion in all other provinces.

In Ontario and all other provinces, 
personal income tax revenues are the 
largest share of total income tax  
revenues and decreased from 
1989-99 to 2000-09, while the  
corporate tax revenue share 
increased. In Ontario, corporate tax 
revenues averaged 24.4 percent of 
total income tax revenues from  
2000-2009, whereas in the other 
provinces these were 18.4 percent.

 

TAXATION 
EFFICIENCY

• Minimizes economic 
 distortions

• Spreads the tax burden 
 across a broad base

• Minimizes preferential
 tax treatment

TAXATION 
EFFECTIVENESS

• Supports economic
 activities that have
 positive externalities

• Taxes activities that
 impose hidden social 
 costs

TRADEOFF

TAXATION
EQUITY

• Taxes individuals based
 on their ability to pay

• Tax rates increase with 
 the amount of income

Exhibit 6   A smart tax system comprises effectiveness, 
                      efficiency and equity

Source: Institute for Competitiveness & Prosperity.  



20  INSTITUTE fOR cOMPETITIvENESS & PROSPERITy

income exceeding the small busi-
ness limit of $500,000. This surtax 
was eliminated in 2010. 

•	 tax reductions lowered the cost 
of business investment. The tax 
reductions in recent years have been 
beneficial for businesses and have 
reduced the marginal effective tax 
rate (METR) on capital investment 
significantly. The METR is the mar-
ginal tax rate on capital investment 
after tax reduction measures, such 
as credits, depreciation allowances, 
and deductions, are factored in. In 
2005, the METR on capital invest-
ment in Ontario was 43.4 percent 
and this fell to 19.8 percent in 
2012.27 This reduction has boosted 
Ontario’s competiveness interna-
tionally and will bode well for future 
productivity and prosperity. The 
METR for capital investment in 
Ontario in 2012 was close to the 
OEcD average of 19.4 percent. 

Overall, the combined federal and 
provincial corporate tax rate in 
Ontario fell from 36.1 percent in 
2005 to 26.5 percent in 2012. This 
increases Ontario’s competiveness 
internationally and encourages  
businesses to locate in Ontario to  
take advantage of the favourable  
corporate tax rate. 

For the future, the Institute pro-
poses further changes to the tax 
system to boost productivity and to 
ensure that Ontario remains competi-
tive for businesses. Ontarians often 
face high marginal tax rates when 
clawbacks of tax credits, benefits, and 
transfer programs are factored in. 
While these benefits are important 
to low-income families, they can 
discourage additional workforce 

because the cascaded taxes paid by 
businesses would often be passed 
on in the form of higher prices. 
finally, the PST hurt exporters who 
often were unable to pass on their 
full increased costs to meet price 
competition within their markets. 
cascading does not occur under a 
vAT, because firms receive input tax 
credits and only pay tax on their value 
added in each stage of the production 
process. The Institute was pleased 
when Ontario adopted the harmon-
ized sales tax (HST) in 2010, which 
combined the PST and the federal 
goods and services tax (GST) into a 
single value added tax in 2010.

•	 Reduced tax variability helped 
small business. The Institute also 
proposed that the Ontario govern-
ment reduce variability in tax 
approaches for different business 
types.26 While there has been some 
progress on this goal as corporate 
taxes have been reduced overall in 
Ontario, there remains more work to 
be done in this area. 
   The general corporate tax rate in 
Ontario fell from 14 percent in 2009 
to 11.5 percent in 2011 and has 
remained at this level. The rate was 
scheduled to fall further to 
10 percent in 2013. However, this 
reduction was deferred by the 2012 
Ontario Budget. The tax rate for 
firms engaged primarily in manufac-
turing and processing is 10 percent 
– 1.5 percent lower than the general 
rate. Differential tax rates were 
eliminated at the federal level in 
2004 but remain in Ontario for 
manufacturing and processing 
firms. The small business tax rate 
was reduced from 5.5 percent in 
2009 to 4.5 percent in 2010 and 
remains at 4.5 percent. Small 
businesses in Ontario are subject to 
the general provincial corporate tax 
rate but are eligible for the small 
business deduction, which reduces 
their taxable income. This deduction 
was formerly clawed back through 
an additional surtax applying on 

equitable, however, as the burden of 
such a tax would be borne dispropor-
tionately by individuals with lower 
incomes. The Institute looks forward 
to the income testing of Ontario’s tax 
credits to determine whether they 
meet the goals of a smart tax system. 

Significant tax changes have 
facilitated business investment 
in Ontario
In Working Paper 7, the Institute 
proposed a number of changes to the 
Ontario tax system to improve 
competitiveness and future produc-
tivity. The Institute is pleased with 
many of the recent changes in the tax 
system that will help stimulate business 
investment, raise productivity, and 
increase Ontarian’s prosperity. We 
briefly assess the progress on these 
suggestions and describe other 
reforms to the tax system in Ontario.

•	 Elimination of the corporate 
capital tax encouraged invest-
ment. The Institute argued for the 
elimination of the 0.3 percent 
corporate capital tax that applied to 
shareholders’ equity and debt held 
by corporations in Ontario. This tax 
discouraged investment, because it 
applied even if a business was not 
profitable in a particular year. The 
Institute was satisfied when this 
was eliminated in 2010 for all 
corporations in Ontario.

•	 the harmonized sales tax 
improved efficiency. The Institute 
was an early supporter of the 
adoption of a value added tax (vAT) 
in Ontario to replace the provincial 
sales tax (PST). The PST hurt 
Ontario businesses by applying at 
each stage of the production 
process in the form of tax “cascad-
ing.” This encouraged vertical 
integration (the ownership of 
different supply chain components 
by the same company) and therefore 
potentially distorted production 
decisions by businesses within 
Ontario. The PST hurt consumers 

26 Institute for competitiveness & Prosperity, 
Working Paper 7, Taxing smarter for prosperity, 
March 2005, p. 35.

27 Duanjie chen and Jack Mintz, 2012 Annual 
Global Tax Competitiveness Ranking – A  
Canadian good news story, University of calgary 
School of Public Policy Research Papers, vol. 5, 
Issue 28, September 2012.
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participation when benefits are 
phased out at certain income levels. It 
is important that policymakers take 
this into account in the formulation of 
income tax policy.

ontario needs innovative 
tax revenue streams

Smart taxation prioritizes investment 
in productivity-enhancing activities 
and encourages business growth. 
Ontario has many new revenue tools 
at its disposal, which the government 
should implement to fund its future 
services and policy commitments, 
such as growing health care costs  
or transit in the Toronto region.  
The Institute recognizes that the 
implementation of any changes to  
the current taxation system or 
revenue stream will inherently incite 
administrative and compliance 
concerns that will require increased 
government oversight, but the 
Institute is confident that the follow-
ing recommendations will benefit 
Ontario in the long term.

Ontario should adopt the  
Dual Income Tax System
In the Task Force’s Eleventh Annual 
Report, the Institute endorsed the 
adoption of a Dual Income Tax (DIT) 
system in Ontario.28 A DIT sepa-
rates investment income from labour 
income and taxes the former at a 
lower proportional rate while retain-
ing a progressive system of taxation 
for the latter. DITs were implemented 
in the Nordic countries of Norway, 
Finland, Denmark, and Sweden 
between 1987 and 1993. They are 
popular among economists, because 
they improve taxation efficiency by 
subjecting investment income to a 
single lower tax rate rather than, 
as in Canada, the marginal rate on 
labour income. Another benefit of a 
DIT is that individuals are less prone 
to engage in tax planning measures 
as a result of the lower rate on invest-
ment income. This simplifies tax com-
pliance for individuals and reduces 

tax arbitrage opportunities, making 
administration easier.

The progressive taxation of invest-
ment income can discourage indi-
viduals from saving when income is 
subject to high marginal tax rates. 
This disincentive would be reduced 
through the implementation of a 
DIT containing a lower proportional 
investment income tax rate. This 
would minimize the role of tax policy 
in household decisions pertaining to 
consumption and investment.

The Institute encourages the 
government to examine the effect of a 
dual income tax on investment in 
Canadian companies and on subse-
quent tax revenues. The implementa-
tion of a DIT would require extensive 
cooperation between Ontario and the 
federal government.

Put the carbon tax back on  
the public policy agenda
Greenhouse gases (GHGs) are a nega-
tive externality of using carbon for 
economic activities in the market. 
They are considered a market failure, 
because the price of producing goods 
does not include the cost of pollution 
and GHG emissions associated with 
the use of carbon. Government policy 
has failed to change the behaviour of 
market actors, and therefore the gen-
eration of GHGs continues. 

The Ontario government must set 
carbon prices at rates that capture the 
GHG externality. The Institute has 
considered two options: a cap-and-
trade program, and a carbon tax. 
Both essentially achieve the same 
purpose, but a carbon tax is easier to 
administer and fulfils the efficiency 
goal of smart taxation. However, the 
carbon tax option was tabled and 
has not yet reappeared on the public 
policy agenda either federally or pro-
vincially. The Institute recommends 
that the Ontario government reopen 
the carbon tax debate, as there is 
international political momentum to 
overcome the market failure caused 
by the use of carbon. By 2013, some 
33 countries and 18 sub-national 

jurisdictions will have a form of 
carbon tax in place.29 

Still, like all consumption taxes, 
a carbon tax is criticized for being 
regressive. Any tax on carbon use by 
businesses will inevitably cascade 
down to the consumer who will bear 
the brunt of the tax. Thus the poor 
will pay a greater percentage of their 
income for the use of carbon. But, 
just like the HST, cash transfers to 
these individuals can be put in place 
to neutralize the regressive nature of 
a carbon tax. Alternatively, revenue 
generated from the carbon tax can 
then in turn help lower income taxes. 

Remove tax incentives for 
businesses to stay small  
and stagnant
In Working Paper 15, Small business, 
entrepreneurship and innovation, the 
Institute questioned whether the 
provincial and federal tax treatment 
of small businesses was optimal for 
encouraging growth. A consequence 
of the preferential treatment is that 
it provides a disincentive for firms 
to grow beyond the income level for 
which they qualify for the reduced 
small business tax rate. 

Reduce or eliminate taxes on 
business growth. The government 
should consider providing tax incen-
tives for business growth rather than 
a preference for remaining small. The 
Institute has proposed that the gov-
ernment encourage firm growth by 
eliminating tax on income in excess 
of income from the previous year. 
This would support firm growth and 
enable firms to invest more in their 
businesses by acquiring capital, assets 

28 Task force on competitiveness, Productivity and 
Economic Progress, Eleventh Annual Report, 
A push for growth: The time is now, November 
2012, p. 58.

29 Tim flannery, Roger Beale and Gerry Hueston, The 
Critical Decade: International Action on Climate 
Change, The Department of climate change  
and Energy Efficiency, climate commission 
Secretariat, commonwealth of Australia, 2012.
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and investing in people. The details 
of this proposal would have to be 
worked out with consideration for 
minimizing distortionary effects. 

Remove or phase out the small 
business deduction. In Ontario, a 
firm30 is entitled to a reduced 
provincial and federal corporate tax 
rate on its first $500,000 of active 
business income.31  The income 
threshold for which the small business 
tax rate applies has been increased 
both provincially and federally from 
$200,000 in 1997 to $500,000 in 
2013 (exhibit 7). While there has been 
convergence between the general and 
small business tax rates because of 
greater reductions in the former, 
there remains a large difference. 

Mintz and Chen provide an example 
where a firm’s METR on capital 
investment increases 8 percentage 
points once the small business  
income threshold is reached under 
some simplifying assumptions.32 
They found that “small business tax 
relief could actually be antithetical  
to growth by creating a ‘taxation 
wall’ ” at the small business income 
threshold.

The Institute previously proposed 
that small businesses be subjected to 
the general corporate tax rate, and 
that the government use the revenue 
from this change to lower the general 
corporate rate.33 This policy would 
remove the artificial barrier of the 
small business tax threshold as an 

impediment to growth. While the 
Institute recognizes that smaller firms 
often have trouble obtaining financ-
ing because of their limited access 
to financial markets, this should 
not be the basis for preferential tax 
treatment. Tax policy should instead 
be designed to stimulate business 
growth.

The Institute recognizes that it 
might be difficult simply to remove 
the small business deduction, which 
reduces the general corporate rate 
to the small business rate. There-
fore, the Institute proposes that 
the deduction be phased out in the 
following manner: taxable income 
under $500,000, which is normally 
taxed at the small business rate of 
4.5 percent, would instead be taxed 
at a rate varying between the small 
business and general corporate rate 
dependent on income. The marginal 
tax rate a firm faces would increase 
with the level of income, and this 
would remove the steep rate increase 
at the small business income thresh-
old (exhibit 8). While small businesses 
would be worse off under this pro-
posal, they would be better off than 
if the small business deduction were 
removed altogether and they were 
subject to the general rate. This policy 
would have less of an impact on small 
business growth than if the general 
corporate tax rate were applied to 
small businesses, because at each 
income level below $500,000, the 
general corporate tax rate exceeds the 

small business phase out rate. This 
proposal is a compromise between 
the two small business tax policies.

An example helps illustrate how 
this phase out would work in practice. 
A small business with $250,000 in 
taxable income would first have to 
calculate its average tax rate on 
income to calculate its provincial tax 
liability. This average rate depends on 
income; in this example, it is 
6.25 percent. The firm’s tax liability 
would be $250,000 multiplied by the 
average rate of 6.25 percent, yielding 
$15,625. Under the current small 
business tax rate, the firm’s tax 
liability is $11,250. If small firms 
were subject to the general rate their 
liability would be $28,750. 

This deduction phase out pro-
posal should be implemented by the 
Ontario government for two reasons. 
It would help eliminate the taxation 

30 Specifically: A canadian controlled  
Private corporation.

31 The federal small business deduction, which 
reduces the general rate to the small business 
rate, is unavailable once “taxable capital,” as 
defined under the Income Tax Act, surpasses  
$15 million. The deduction is phased out  
between $10 and $15 million.

32 These concern the firm’s: pre-tax profit ratio, 
debt-to-asset ratio, and dividend payout ratio. 
Duanjie chen and Jack Mintz, Small business 
taxation: Revamping incentives to encourage 
growth, University of calgary School of Public 
Policy Research Papers, vol. 4, Issue 7,  
May 2011, p. 12.

33 Institute for competitiveness & Prosperity, 
Working Paper 15, Small business, entrepreneur-
ship, and innovation, february 2012. 
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Source: Institute for Competitiveness & Prosperity analysis based on data from Ontario Ministry of Finance; Canadian Revenue Agency; Duanjie Chen and Jack Mintz, “Small 
Business Taxation: Revamping Incentives to Encourage Growth,” University of Calgary School of Public Policy Research Papers, Vol. 4, Issue 7, May 2011.
      
      

Exhibit 7   General and small business corporate rates have converged over time
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spectrum: the “output” side. 
Provincial and federal governments 

should support firms’ ability to 
produce viable products and services. 
In a globally competitive market-
place, the commercialization of 
innovative products is one of the key 
avenues to economic growth.35 The 
federal government responded to this 
need by announcing in Budget 2010 
the Canadian Innovation Commer-
cialization Program (CICP), which 
grants innovative companies con-
tracts to have their products tested by 
the government to gain access to 
public sector expertise and procure-
ment opportunities. Many businesses 
lack real world testing opportunities 
by potential customers after the R&D 
stage and before commercialization. 
Testing is highly capital-intensive, but 
ensures the success of the product in 
the marketplace and hence helps 
generate profit. 

inputs in the innovation process, with 
patents and accompanying products 
and services as outputs. Government 
funding of R&D is only one aspect of 
the specialized support that drives 
innovation. Others include a  
university-educated workforce, 
skilled investors, capable managers, 
and larger global markets.  
Competitive pressures can also spur 
innovation as more sophisticated  
and global consumers, investors, and 
competitors demand better products 
and profits and create more market-
place challenges. 

Clearly, these “input” side or 
specialized support R&D and  
innovation tax initiatives are not 
effective in helping to close the gap 
between Ontario and its US peer 
states. This is further complicated by 
problems in the Canadian venture 
capital market. The demand for high, 
positive returns among venture 
capitalists and their reluctance to 
fund large-scale projects are hurdles 
for firms trying to patent and com-
mercialize their innovations. Hence it 
is paramount that tax policies address 
the other end of the innovation 

wall that impedes small business 
growth beyond the small business 
income threshold. It would also phase 
out the small business deduction in 
a way that firms would be better off 
than if the general rate were applied 
to small business income, but worse 
off without the phase out.

Consider adopting patent boxes
Past Institute research analyzed the 
issue of innovation and commercial-
ization and found that Ontario 
business expenditure on R&D (BERD) 
lags that of the North American peer 
median, despite the generous tax 
credits allotted to corporate R&D 
spending. The use of the Scientific 
Research and Experimental  
Development (SR&ED) fund by the 
federal government to stimulate 
innovation and R&D spending by the 
private sector is simply not resulting 
in commercialization and patenting. 
Between 2006 and 2010, Ontario 
companies generated 9.25 patents per 
10,000 employees, significantly 
behind the 17.45 patents per 10,000 
employees in clustered industries in 
US peer states.34 

Expenditures on R&D constitute 

Ontario, 2013
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Exhibit 8   Phase out the small business deduction

Note: The average rate in the example is calculated by multiplying taxable income by (1/2)x(7/500,000) and adding 4.5. For any taxable income level this formula yields a 
marginal rate on income which lies on the dashed line.
Source: Institute for Competitiveness & Prosperity analysis based on data from the Ontario Ministry of Finance.

0 100,000 200,000 300,000 400,000 500,000 $600,000

34 Task force on competitiveness, Productivity  
and Economic Progress, Eleventh Annual  
Report, A push for growth: The time is now, 
November 2012, p. 67.

35 Robert D. Atkinson and Scott Andes, Patent 
boxes: Innovation for tax policy and tax policy  
for innovation, The Information Technology & 
Innovation foundation, 2011.
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23 to 46 percent of the cost.38 While 
some fees are purposely not priced to 
recapture the full cost of a service, 
since the user’s ability to pay is 
considered in some cases, these fees 
do not fall into this category.

The Institute encourages the 
Ontario government to continue the 
process of raising revenue using other 
non-taxation methods, but it must 
index user fees to inflation to improve 
the cost recovery of the services. This 
assists the government in avoiding 
politically difficult large fee increases 
periodically, while still capturing 
rising costs. The 2012 Ontario Budget 
outlined some increases to fees from 
the Ministry of Transportation and 
from the Ministry of Environment, 
but does not specifically tie them to 
inflation. The government should 
consider this in the future.

Reconsider government 
business enterprises
The Ontario government owns four 
GBEs: the Ontario Lottery and 
Gaming Corporation (OLG), the 
Liquor Control Board of Ontario 
(LCBO), Ontario Power Generation 
Inc., and Hydro One Inc. These 
businesses are separate bodies that 
have the financial and operating 
authority to conduct business and are 
supported by the revenues generated 
from that business.39 These busi-
nesses raised $4.4 billion in revenues 
for the provincial government in 
2011-12. The public ownership of 
these GBEs has been highly debated 
in the media, with the possible 
privatization of the LCBO the most 
prominent. The Institute encourages 

non-taxation revenue can broadly be 
classified into three sources: income 
from government business enter-
prises (GBEs), payments from the 
government of Canada, and other 
non-tax revenues. 

Index user fees to inflation
Other non-tax revenues include 
vehicle and driver registration fees, 
revenues from the sale of goods  
and services, royalties, and other 
miscellaneous non-tax revenues. 
Many of these can be classified as 
user fees. User fees are another way 
that governments can raise revenue, 
but are different from taxes, since 
they are only implemented to cover 
the cost of a specific service. In 
Ontario, over 400 types of user fees 
are incurred by individuals and 
businesses.37

User fees are a more efficient way of 
providing services to the public, since 
those who use the service are the 
ones who pay for it, allowing users to 
make rational consumption choices. 
This demonstrates a direct benefit to 
spending, unlike taxation that may 
fund items that do not directly benefit 
the individual. They also help the 
government diversify its revenue 
sources and reduce the volatility of 
revenues in economic downturns. It 
must be remembered, however, that 
user fees affect low-income individu-
als disproportionately, and they  
may be the first to be priced out of 
receiving a service, so a balance must 
be struck.

The Auditor General of Ontario and 
the Commission on the Reform of 
Ontario’s Public Services have 
recently remarked on the execution 
and effectiveness of various user fees 
in Ontario. The Auditor General 
highlighted the need to adjust fees 
over time to better account for the 
evolving costs of providing services, 
as well as to provide greater account-
ability and transparency to the public. 
In 2009, it detailed instances of fees 
that had not been increased since 
1988 and were only priced to recover 

Another avenue that both levels of 
government can pursue is the 
adoption of patent boxes. The “box” 
refers to a check box that can be 
ticked off on a business’s income tax 
return. A patent box allows profit 
from patented products to be taxed at 
a lower rate than other income. It was 
first adopted in Ireland in 1973, and 
eight other countries have introduced 
it since, including the United Kingdom. 

There are many economic benefits 
to adopting a patent box. The most 
apparent advantage to the firm is 
the lower overall effective tax rate 
levied on its income, mitigating the 
cost of conducting R&D, which is 
often capital-intensive and time-
consuming. Another benefit is that it 
offsets investment risk as returns can 
be difficult to recoup within the time 
frame stipulated by venture capital-
ists. Lower costs decrease the risk to 
financing should the project not come 
to fruition. 

If Canada were to adopt a patent 
box, the federal and provincial 
governments would need to decide 
the lower tax rate and which types of 
innovation would be eligible. One 
version of the patent box is an 
innovation box, which allows profits 
from R&D initiatives that have not yet 
been patented or trademarked to be 
taxed at a lower rate. Governments 
may also want to restrict eligibility to 
innovation research solely conducted 
in Canada, thereby ensuring that the 
investment stays in the country. The 
Canadian Advanced Technology 
Alliance launched an advocacy 
campaign this year on behalf of its 
members to support the adoption of a 
patent box in Canada in the area of 
technology and intellectual property.36

non-taxation revenue 
sources need to be reviewed

While taxation revenue is the primary 
source of the Ontario government’s 
income, non-taxation revenue was 
31 percent of total revenue, or nearly 
$34 billion, in 2011-2012. Provincial 

36 canadian Advanced Technology Alliance, “A canadian 
version of the patent box: Will canada say yes, or 
risk falling further behind in its innovation and 
competitive rankings?” accessed January 18, 
2013, http://www.cata.ca/media_and_events/
Press_releases/cata_pr01091301.html.

37 commission on the Reform of Ontario’s Public 
Services, Public Services to Ontarians: A Path to 
Sustainability and Excellence, 2012, p. 417.

38 Office of the Auditor General of Ontario, 2009 
Annual Report, 2009, p. 154.

39 Ontario Ministry of finance, Public Accounts of 
Ontario 2011-2012: Annual Report and Consoli-
dated Financial Statements, 2012, p.40.
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$216 billion from Canadian individu-
als and businesses. Of this, Ontario 
contributed $85.2 billion, or 
39.5 percent. These revenues are 
raised disproportionately from 
Ontario, because most taxes are 
progressive and a higher proportion 
of high income individuals and  
large businesses reside in Ontario 
(exhibit 9).

On a per capita basis, prior to 2006, 
Ontario contributed significantly 
more to federal revenues than the 
weighted average of the other have 
provinces at the time (exhibit 10). 
However, the strength of Ontario’s 
economy has decreased relative to 
that of other provinces, particularly 
those with resource-based economies, 
causing the revenue streams from 
Ontario to the federation to fall on  
a real per capita basis. What is 
concerning is that despite its status 
change in 2009, Ontario still  
contributes more than the Canadian 

provinces, the federal government 
does not make decisions on where 
the funding is spent (unlike under 
the CHT and CST), and it is designed 
to support less prosperous provinces 
financially without hampering 
wealthier provinces. 

For many years Ontario was a 
“have” province that did not receive 
Equalization, because its fiscal capac-
ity was above the national average.40 
However, this changed in 2009-10 
when Ontario officially became a 
“have-not” province. In turn, the 
amount of Equalization to Ontario 
has increased considerably over time, 
from the $347 million in 2009-10 to 
an estimated $3.26 billion in 2012-13. 

The second major type of federal 
government transfer is equal per 
capita transfers. The CHT provides 
funds to provinces in support of health 
care, and the CST funds social pro-
grams and education. These transfers 
are determined on a per capita basis 
and are similar across provinces.

Ontario contributes dispropor-
tionately to the federation as a 
have-not province. In 2009, the 
federal government raised  

the efficiency rewards of creating 
responsible, competitive markets, and 
believes that reforming the alcohol 
market carries with it the most 
returns from restructuring. (See 
Should Ontario privatize the LCBO?)

Renegotiate fiscal transfers that 
do not benefit Ontario
The bulk of Ontario’s non-taxation 
revenue comes in the form of trans-
fers from the federal government 
that predominantly include Equal-
ization, the Canada Health Transfer 
(CHT), and the Canada Social Trans-
fer (CST). The transfer of resources 
from Canadians to provinces happens 
through federal government taxation 
and disbursements. 

The first type of federal govern-
ment transfer is Equalization. A 
commitment to reasonably analogous 
health care, education, and other 
public services, coupled with the 
principle of ensuring each province 
has the capacity to recoup sufficient 
revenue, is enshrined in Canada’s 
Constitution and is the foundation 
for the federal Equalization program. 
While Equalization is intended to 
manage the fiscal disparities among 

% of total
Canadian GDP

% of contribution
to federal revenue

% of major
federal transfers

to provinces
and territories

Ontario

Canadian provinces and territories, 3-year average, 2007-2009
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Other have-not
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40.0 34.3 25.7

25.9 20.5 53.6

Exhibit 9   Ontario contributes a disproportionate amount to federal revenues

Note: Have-not provinces include those provinces currently receiving Equalization. 
Source: Institute for Competitiveness & Prosperity analysis based on data from Statistics Canada and Finance Canada.
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40 Prior to 2007, the Equalization standard was 
only the five-province standard, not the national 
average. This standard was subsequently raised 
to a ten-province standard in 2007 which partly 
explains Ontario’s qualification.
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Ontario’s average share of federal 
program revenue and expenditures, 
equal to $4.9 billion. Annual sur-
pluses and deficits are not transfers 
from one province to another, and so 
they are eliminated from this 
analysis of fiscal federalism. 41

This fiscal gap reflects the reality that 
until 2009 Ontario put much more 
into the federation than it received. 
While Ontario was busy supporting 
the rest of the country, it saw its 
deficits ballooning, its investment in 
productivity-enhancing infrastruc-
ture declining below the national 
average, and its lead on kindergarten 
to grade 12 education spending 
falling behind other provinces.42

Ontario’s new status as an Equaliza-
tion receiving province is indicative of 
the need for change, since it is 
presently unable to generate sufficient 
revenues to deliver services to the 

previously lent funds to the federal 
government through federal bonds 
and other debt securities, they are 
not deemed fiscal stimulus similar to 
transfers to individuals or Equaliza-
tion since they are merely payments 
for the use of funds.  
 This adjustment reduced the  
federal expenditure in Ontario by  
$10.4 billion. As well, federal 
government interest and other 
investment income of $1.9 billion, 
which includes interest, dividends 
and royalties from federal assets 
allocated to Ontario, are similarly not 
included within federal revenues 
since these, too, are payments 
merely for the use of assets. 

•	 Since federal program spending was 
in a deficit in 2009 (federal revenues 
except interest and other investment 
income were less than expenditures 
on all programs except interest  
on the public debt), a portion of 
federal revenue was overspent by 
accumulating more debt. federal 
expenditures were also adjusted to 
include the Québec abatement. This 
deficit adjusts the federal revenue in 
Ontario upward in proportion to 

average, and much more than the 
weighted average of the other 
have-not provinces receiving  
Equalization and territories. 

Ontario has a fiscal federalism 
gap. The Institute examined the 
effect of Canada’s fiscal federalism 
program on Ontario, focusing on the 
fiscal gap between those revenues 
raised by the federal government in 
Ontario against the expenditures 
made by the federal government in 
the province. The Institute calculates 
this gap to be $12.3 billion in 2009, 
the latest data available (exhibit 11). 

Examining raw data from Statistics 
Canada, the federal flows from 
Ontario of $85.2 billion less the 
federal flows to Ontario of $86.3 
billion seem to indicate a modest 
program surplus for the Ontario 
government. However, the Institute 
believes that this gap is incorrect and 
is adjusted for two reasons:

•	 federal interest payments are 
excluded from the expenditures of 
the federal government in the 
provinces. Since these are pay-
ments to debt holders who 

Ontario, other provinces and territories, and Canadian average, 1981-2009
Federal revenue per capita (C$ 2011)

Revenue
per capita
(C$ 2011)

Exhibit 10   Ontario contributes more per capita than other have-not regions
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41 Adapted from Noah Zon, Filling the gap, Mowat 
Note, March 2013.

42 Task force on competitiveness, Productivity and 
Economic Progress, Eleventh Annual Report, 
A push for growth: The time is now, November 
2012, p.51.
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Economically efficient and 
financially sound methods 
of raising income are vital, 
providing the specialized 
supports that form the lifeline 
for ontario’s businesses and 
residents. the lack of innovative 
revenue streams or efficiently-
run enterprises can paralyze 
business investment and growth, 
which affect the standard of 
living for all ontarians. the hSt 
improved the taxation landscape 
for the province in significant 
ways, but tax credits such as 
patent boxes or phasing out 
small business tax incentives 
are equally efficient and 
promote growth and prosperity. 
indexing user fees and driving 
the conversation to amend 
the Equalization formula will 
maximize the revenue that  
the ontario government can  
draw from to fund its ministries 
and services.

only measure evaluated to determine 
whether a province receives  
Equalization. The differences in 
spending on health, education, and 
other large expenditures because of 
population demographics and 
regional disparities in each province 
are not accounted for in the current 
formula. The Mowat Centre estimates 
that in 2008-09 this denied Ontario  
$822 million dollars in fiscal funds.43

While federal transfers to provin-
cial governments are important to  
the operation of the federation, they 
are not flexible public policy tools,  
as lengthy negotiations with  
Ottawa would be required to change 
the formula for distribution. The  
province should still, however,  
maintain negotiations urging the 
federal government to amend the 
Equalization formula and to address 
the fiscal federalism gap in Ontario.

public in a way that is comparable to 
the rest of the country without federal 
assistance. This is in spite of the  
fact that Ontario contributes a 
disproportional amount to the 
federation. Ontario can no longer 
afford to be treated differently than 
the other Equalization-receiving 
provinces that have each demon-
strated the need to receive federal 
Equalization assistance. 

Equalization needs to be fairer. 
Public discourse has contested the 
fairness of Equalization. Much of the 
discussion has revolved around 
whether focusing purely on fiscal 
capacity rather than considering 
expenditure need is an equitable 
method for distributing expenditures 
and whether this agrees with the 
intended function of the Equalization 
program. That is, a province’s ability 
to raise revenues is currently the  

Canada and Ontario, 2009
Federal revenues and expenditures in Ontario

Note: Ontario contribution to federal deficit based on average of Ontario's share of federal program revenue and expenditures. Federal expenditures adjusted to include Québec 
abatement. Results are for calendar year.
Source: Institute for Competitiveness & Prosperity analysis based on data from Statistics Canada, Provincial Economic Accounts.
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43 Peter Gusen, Expenditure need: Equalization’s 
other half, Mowat centre fiscal Transfers Series, 
february 2012, p.27. figure calculated using a 
simplified version of Equalization.



28  INSTITUTE fOR cOMPETITIvENESS & PROSPERITy

range sometimes causes the LcBO to ask suppliers to revise 
their wholesale quotes upward if they were significantly 
lower than what the LcBO expected.c In other words, some-
times it paid suppliers more than they asked. While these and 
other problems could be solved with a reorganization of the 
current public system, other problems also prevent it from 
fully maximizing its potential benefit.

The LcBO operates as a government-controlled mono poly 
for all spirits sold in Ontario and is the controlling player in 
the wine market. A system that would promote multiple 
retailers and wholesalers would reap the benefits of a 
competitive market. More competition between these 
agents would increase the competitive pressure among 
producers, because consumers would be able to choose 
where they purchase goods and services and successful 
retailers would compete on the basis of price and/or selec-
tion. To stay in business, producers must use innovative 
technologies or differentiate themselves in other ways. 

currently, the provincial government is in charge of both 
regulating the access to alcohol and operating a business 
that only profits from the consumption of alcohol. The 
inherent conflicts within this system hamper its productive 
and allocative efficiency, which impedes the ability of the 
LcBO to promote productivity. As a result of its dual roles, 
the LcBO has goals other than just profit maximization, 
including supporting the Ontario wine industry and promot-
ing the safe consumption of alcohol by the population. 

These are certainly important considerations for the gov-
ernment, but they do make it difficult for the owners of 
the firm (Ontarians) to create incentives for LcBO manag-
ers to maximize revenue and still remain aligned with the 
other goals of the company. An adjustment to private own-
ership can positively affect the behaviour of managers and 
workers in the organization, since there is a greater incen-
tive for owners to monitor the behaviour of workers to ensure 

in thE fiSCAL yEAR EnDing MARCh 31, 2012, the LcBO’s 
net income was $1.7 billion, all of which was reported as 
non-tax revenue earned by the provincial government. The 
business has maintained considerable profits, averaging a 
year-over-year real growth rate of 4.3 percent since 2001. 

yet, even with the nearly guaranteed income, there is 
ongoing discussion on the merits of selling the company. The 
cause of debate is not the LcBO’s ability to bring in revenue. 
Instead, some argue that public ownership of the LcBO 
causes inefficiencies and leads to a lack of competitive pres-
sure to innovate and improve. The two main arguments to 
keep the current system, which include the steady finan-
cial benefit to the province and the ability to regulate alcohol 
consumption, can both be addressed in alternative business 
structures that promote competitiveness in the market. 

The Institute recommends that the provincial government 
continue the role of regulating the alcohol market, but with-
draw from the retail and wholesale liquor functions. Instead, 
the province should employ a licensing system that will 
deliver the same economic benefits to the Ontario budget 
yet realize the efficiency rewards of private ownership.

the current system is inefficient

Evidence of inefficiencies in the LcBO were initially reported 
in 2005, when the Ontario government launched the Bev-
erage Alcohol System Review Panel to study whether the 
current alcohol system was “generating the maximum bene-
fits for the people of Ontario.”a The report was the first of its 
kind since the LcBO’s creation in 1927 and assessed the 
effectiveness of the alcohol system in Ontario. What it found 
was an archaic system haphazardly developed over time and 
“characterized by inefficiencies, trade-offs and inequities” 
that reduced the returns to Ontario.b

This conclusion was later echoed by Ontario’s Auditor 
General, Jim Mccarter, in 2011. He found that the LcBO 
does not use its position as one of the largest buyers of 
alcohol in the world to negotiate a volume discount with sup-
pliers – a normal practice by any company.  He also found 
that its pricing method of giving suppliers a final selling price 

The LcBO (Liquor control Board of Ontario) was established in 1927 
at the end of prohibition in Ontario to control and safeguard the sale of 
alcohol in Ontario. Regulated by the Liquor control Act, the LcBO is a 
government business enterprise that reports to the Ministry of finance. 

Should Ontario privatize the LCBO?

a Beverage Alcohol System Review Panel, Strategy for transforming Ontario’s 
Beverage Alcohol System, 2005, p.1.

b Ibid, p.9.
c Office of the Auditor General of Ontario, 2011 Annual Report, 2011, p. 16.
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ensuring public safety remains a 
government responsibility 

Supporting public safety and preventing substance abuse 
are part of public interest and hence are core responsibilities 
of the government. Alcohol is a controlled substance that 
has potentially hazardous effects if consumed irresponsibly. 
Disregarding this fact is dangerous and would increase 
health and social costs to the economy that are brought 
about by excessive alcohol use. 

Social goals can and have been undertaken effectively 
through government contracting and regulation. Many 
controlled items are currently regulated by the government 
and retailed privately. Alcohol is responsibly controlled in 
thousands of private restaurants and bars throughout the 
province at the direction of the government. 

The auction process described above would have these 
public interest goals embedded within. Winning retail bidders 
would receive strict regulatory protocols from the govern-
ment, including hours of operation and identification  
inspection. In addition to the legal and monetary costs of not 
observing the regulations in place, the threat of potentially 
losing their right to bid in the next auction would dissuade 
retailers from contravening these laws. Since this system 
would not materially increase the points of sale, it would 
mitigate the problems often associated with privatization, 
including increased consumption from a larger number of 
locations. The province has tools at its disposal that can 
maintain the same level of protection for Ontario’s citizens, 
but improve the overall experience for consumers.

The Institute applauds the Ontario government for trying 
to open the alcohol market in its recently released proposal 
to allow the LcBO to be placed in supermarkets. But this 
does not go far enough. The Ontario government needs to 
examine the problems identified by the Auditor General, 
since it is damaging to send the message that it is willing to 
support a market riddled with inefficiencies. The financial 
rewards from the LcBO to the province can be replaced  
with other organizational structures that still allow the 
province to maintain its regulatory responsibilities. The 
benefits of providing a new way of buying alcohol will propel 
the industry into a modern era of choice and convenience. 
The province should be pushing all its industries to be more 
competitive and prosperous, and this should start with its 
own businesses.

their productivity. Separating the roles of regulating access 
to alcohol and running a profitable business would address 
these conflicting goals.

the ontario government should create a 
private licensing system

Many options have been proposed to inject more competition 
into Ontario’s alcohol retailing market. The optimal solution 
must maintain a constant, growing revenue stream to the 
province, improve market productivity to provide the 
maximum benefit to the Ontario budget, prevent the creation 
of another private monopoly, and address the safety 
concerns related to substance abuse. It should also promote 
opportunities for Ontario’s wineries and brewers through a 
less restrictive retail market. 

The Institute supports the solution proposed by the 
Beverage Alcohol System Review and believes the Ontario 
government should re-evaluate its merits. The Review 
proposes a full reorganization of Ontario’s alcohol system by 
removing the government from its retail and wholesale 
operations and auctioning off licences for a set number of 
years to qualified bidders for these roles.d The government 
would preserve the minimum price policy and retain approxi-
mately the same number of retail outlets, capped both 
provincially and by geographic zone. Not only did the Review 
estimate that Ontario would retain the same annual revenue 
currently received from the system, but after its full transi-
tion, the province would receive an additional $200 million a 
year in tax revenue. This guaranteed income stream would be 
far less risky than running a business and less costly, since 
the province would be relieved of the responsibility of 
operating costs and upgrading structures to improve the 
current system and address its inefficiencies.

furthermore, the convenience and choice to consumers 
would increase. The LcBO’s current practice of only carrying 
products that meet its vast quantity quotas prevents smaller 
producers from selling their products widely. The system 
proposed would enable these smaller wineries and breweries 
the ability to submit their products for wider consumption 
through fresh retail and wholesale outlets to give Ontarians 
more choice, all while promoting the small beverage produc-
ers. This would open the market to a new way of buying 
alcohol. competing on price and product differentiation, 
niche market stores could open to appeal to specific 
demographics and carry products previously unavailable in 
the LcBO. Alternatively, a broader selection could be offered 
in outlet stores, improving convenience for the consumer.  

d Beverage Alcohol System Review Panel, Strategy for Transforming Ontario’s 
Beverage Alcohol System, 2005,  p.5.
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governMent ShoulD 
balanCe InveStMent 
anD ConSuMPtIon 
SPenDIng

the IntroDuCtIon of a ProvInCIal buDget is a highly anticipated event. Failure 
to pass the budget results in an election and the possibility of losing political 
power. more important, government decisions on how to spend its revenues 
affect the current and future prosperity of all residents and are politically guided 
according to election promises and party platforms. the ontario government 
must find the right balance between consumption- and productivity-enhancing 
investment expenditures to ensure social well-being. spending decisions are 
riddled with a myriad of complications, and finding an optimal solution is a 
delicate task – one that the ontario government attempts to reach through each 
budget cycle.
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The Institute breaks down govern-
ment spending into two main areas:

•	 Consumption of current 
prosperity. consumption 
expenditures focus on current well-
being, rather than future prosperity, 
since their benefits are used today. 
Examples include health care and 
social services. 

•	 investment in future prosperity. 
Investing current resources is 
crucial to maintain economic growth 
and ensure continuing prosperity 
for the future. This holds true for 
governments, businesses, and 
individuals. Investing in education 
is a prime example. Devoting 
resources toward educating today’s 
youth will pay dividends in the future 
from the growth in productivity 
and innovation driven primarily by 
tomorrow’s skilled professionals 
and sophisticated consumers. 
Investing also includes expenditures 
on transportation, communications 
infrastructure, and housing, all of 
which increase future productivity 
potential.

firms’ production and investments 
are crowded out. The taxation effect 
comes from the fact that rational con-
sumers and firms will perceive higher 
government spending as a signal to 
higher taxes in the future. These con-
sumers and firms reduce their current 
economic activities to save resources 
to pay for this future liability.

The most important finding, 
however, is that it is not the overall 
government spending that leads to 
crowding out effects. Once some 
types of expenditure are eliminated 
from the overall measure, there is sig-
nificant evidence of positive effects of 
government activity on private capital 
productivity and consumption.

Investment spending 
should be prioritized over 
consumption spending

The evolution of government spend-
ing in Ontario provides useful insights 
about the effects and roles of fiscal 
policy. To create a clear picture of 
Ontario’s expenditure pattern, the 
Institute compared provincial govern-
ment spending in Ontario to provin-
cial spending in all other provinces 
in Canada. Both as a percentage of 
GDP and per capita, Ontario’s levels 
of government spending are lower 
(exhibit 12). The difference in the 
spending as a proportion of GDP has 
subtly decreased over time, whereas 
the difference on a per capita basis has 
remained constant. In 2009, govern-
ment spending per capita was $2,400 
lower in Ontario than spending in all 
other provinces, which means Ontario 
spending is 70 percent of the spending 
in all other provinces.46

it iS WiDELy bELiEvED in economics 
that governments should intervene 
when markets fail to reach full 
potential and efficiency. It is also 
argued that governments should 
undertake projects that provide 
positive returns to society, but would 
be unfeasible for the private sector to 
invest in. Evaluating the economic 
impact of government spending is 
necessary to determine relevant 
public policies. Particularly during 
times of economic crises – or  
recessions in general – the role of  
the government becomes more 
prominent and debatable. 

The academic literature on this 
topic has not reached consensus. 
Some authors attribute the difficulties 
in identifying the effect of govern-
ment spending to the fact that 
economic growth rates are affected 
by a large array of variables.44 
Other studies, however, show that 
it is possible to address the impact 
of government outlays on private 
consumption and investment.45 
Following these premises, the most 
prominent academic scholars have 
found that personal expenditure on 
non-durable goods tends to decrease 
when general government spending 
increases. These studies have also 
found that private capital productiv-
ity is negatively affected by govern-
ment expenditures. This could stem 
from two different effects: substitut-
ability of goods, and taxation burden 
expectations. Because some of the 
goods provided by the government 
are substitutes for privately provided 
goods, consumers change their con-
sumption patterns to accommodate 
the new supply of public goods, while 

44 William Easterly and Sergio Rebelo, “fiscal Policy 
and Economic Growth: An Empirical Investigation,” 
Journal of Monetary Economics, 1993,  
vol. 32, No. 3, pp. 417–458; Robert J. Barro, 
“Government Spending in a Simple Model of 
Endogenous Growth,” Journal of Political 
Economy, 1990, vol. 98, No. 5, pp. S103–S125; 
Robert J. Barro, “Economic Growth in a cross 
Section of countries,” Quarterly Journal of 
Economics, 1991, vol. 106, No. 2, pp. 407–443.

45 Roger c. kormendi, “Government Debt, 
Government Spending, and Private Sector 
Behavior,” The American Economic Review, 1983, 
vol. 73, No. 5, pp. 994-1010; David Alan 
Aschauer, “Is Public Expenditure Productive?” 
Journal of Monetary Economics, 1989, vol. 23, 
No. 2, pp. 177–200.

46 Measured in canadian 2011 dollars.
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Ontario and all other provinces and territories, 1992-2009
Investment per dollar of consumption by provincial and local governments

Investment/
dollar of
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Exhibit 13   Ontario lags all other provinces in investment expenditure
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paid on debt grew 3.1 percentage 
points as a share of the total budget in 
Ontario, which led to lower shares of 
many other items, including invest-
ment and consumption (exhibit 14). 

However, the Ontario budget has 
recently benefited from low interest 
rates, which decreased the amount 
spent on interest on debt as a propor-
tion of the total budget. This should 
have made room for more investment 
and consumption spending in the 
economy, but unfortunately, between 
2000 and 2009, the amount of con-
sumption increased 4.5 percentage 
points, while investment decreased 
0.8 percentage points. In contrast, all 
other provinces used their smaller 
share of interest expense to increase 
both investment and consumption 
from 2000 to 2009. The Ontario 
government should be cautious that 
the currently low interest rates are 
expected to rise in the long-run so, 
unless the debt load of the province 
is reduced, continuing to increase 
consumption without the benefit of 
decreasing interest payments will 
make future investment increases 
more difficult. 

balance. During the 1990s and early 
2000s, the provincial government 
shifted its spending from investment 
to consumption. While battling public 
deficits, Ontario reduced its spending 
on investment significantly more than 
on consumption, decreasing invest-
ment from 83 cents for every dollar 
of consumption in 1992 to its lowest 
point at 68 cents in 2005. Likewise, 
all other provinces decreased their 
investment spending from 88 cents 
in 1992 to 77 cents in 2005 for every 
dollar of consumption. This led to 
the largest investment/consumption 
tradeoff gap between Ontario and all 
other provinces during this time. 

However, in 2006 this trend began 
to reverse. Ontario pursued higher 
investments, led by positive spending 
on post-secondary education. It is 
heartening to see that Ontario briefly 
improved its policy by increasing 
investment expenditures, but this 
effort must continue.

As a proportion of total direct 
expenditures, changes in the shares 
of investment and consumption 
balance can be explained by lower 
spending in other elements. Between 
1992 and 2000, the share of interest 

Government spending on the protec-
tion of its citizens, the environment, 
administration costs, and the interest 
on its debt are the building blocks 
from which a budget is drafted. They 
account for approximately 20 percent 
of the direct spending by provincial 
and local governments. In allocating 
the remaining 80 percent, a tradeoff 
between consumption and invest-
ment follows. It is important that the 
government balance this tradeoff to 
sustain prosperity and generate 
economic growth. 

Ontario government must shift 
spending toward prosperity-
enhancing investments
Historical trends in Ontario and all 
other provinces are instructive, since 
they show how governments have 
viewed the tradeoff between consum-
ing current prosperity and invest-
ing in future prosperity. Similar to 
all other provinces and territories, 
Ontario has been gradually decreas-
ing its investment/consumption ratio 
since 1992 (exhibit 13). However, 
with the exception of 1998, Ontario 
has been steadily trailing all other 
provinces and territories in this 

Ontario and all other provinces and territories, 1992-2009
Share of direct expenditures by type

Note: Other category includes  government expenditures on environment, protection and government administration. Direct expenditures do not include intergovernmental expenditures.
Source: Institute for Competitiveness & Prosperity analysis based on data from Ontario Ministry of Finance.
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improving citizens’ well-being, or 
expenditures aimed at offsetting 
potential threats to citizens’  
well-being. The most relevant sub- 
classification is social assistance, 
which consists of transfer payments 
to less privileged societal groups. 

•	 transportation and communica-
tion – expenditures related to all 
stages of acquisition, construction, 
operation, and maintenance of 
transportation and communication 
facilities and equipment provided by 
the government. 

•	 Regional planning and develop-
ment – expenditures related to 
region planning and zoning, as well 
as expenditures related to urbaniza-
tion, beautification, and land 
rehabilitation. 

•	 Resource conservation and indus-
trial development – includes many 
services related to the conservation 
of natural resources and the  
development of different industries. 
The classification encompasses 
expenditures in agriculture, fish and 
game, oil and gas, forestry, mining, 
water power, tourism promotion, and 
trade and industry. 

•	 Protection of persons and  
property – expenditures related to 
security of persons and property, 
including national defence, courts of 
law, correction and rehabilitation 
facilities, firefighting, and regulatory 
measures. 

•	 general government services –  
measures three primary sources of 
spending: executive and legislative, 
general administration, other 
general government services, 
including activities that range from 
constitutional and political expendi-
tures to accounting and auditing 
services used by the government. 

enhance private capital productivity, 
so the government should boost this 
type of spending when expecting 
lower economic growth.

This Institute compared the 
evolution of the different types of 
provincial spending in Ontario and 
all other provinces (on a per capita 
basis). The spending categories came 
from Statistics Canada and were 
classified according to the purpose of 
the spending rather than the activity 
involved. For example, expenditures 
to finance students’ transportation to 
and from schools were classified as 
education spending, instead of 
transportation spending. Since the 
focus of this Working Paper is to 
identify the effect of public spending 
on private decisions, it is important  
to use measures that represent 
well-defined types of spending. For 
instance, one of the measures of 
spending provided by Statistics 
Canada is labour, employment, and 
immigration. However, this variable 
includes government spending in 
many different areas that are not 
well-defined and could include 
ambiguous effects. After analyzing 
the available data, the Institute 
narrowed government spending to 
the following categories:47

•	 health – the most significant 
government expenditure, relates to 
all activities that are necessary to 
ensure proper health care services 
to citizens. It includes four major 
sub-sections: hospital care, medical 
care, preventive care, and other 
health services. 

•	 Education – government spending 
for developing, improving, and 
operating educational institutions 
and services at all levels of educa-
tion – elementary, secondary, and 
post-secondary. This category also 
includes expenditures on retraining 
workforce participants. 

•	 Social services – all government 
expenditures directed toward 

In the next iteration of budgets, the 
Ontario government cannot forsake 
long-term investments as it tackles 
deficits. Given the rapidly aging popu-
lation, it is difficult to argue for less 
spending on consumption services, 
such as health care. The first priority 
for government expenditures should 
be to preserve the current quality of 
life for its citizens by providing access 
to adequate social assistance and 
accessible health care. But it is not the 
only priority. Ontario cannot sacrifice 
its long-term competitiveness for the 
benefit of current consumption. Edu-
cation spending and other prosperity-
enhancing investments must keep 
pace with consumption expenditure 
to ensure Ontarians’ future well-
being. Increases in health care cannot 
come at the expense of education.  

The Institute calls all political 
parties to continue to move the 
conversation away from consuming 
today’s resources and toward invest-
ing in future prosperity. Only a 
collective move in this direction will 
set Ontario on the path for meeting 
the challenges of tomorrow and 
achieving future success.

Public spending in  
Ontario differs from that  
in all other provinces 
To design effective public policies, it is 
important to identify which types of 
spending negatively affect consump-
tion and investment decisions. On the 
one hand, government spending that 
crowds out consumption and invest-
ment clearly has a negative impact on 
the economy. On the other hand, 
these types of spending might also be 
for essential government activities 
that increase overall societal well-
being, such as public safety. Therefore, 
the government should spend not 
only on productivity-enhancing 
investment activities, but also on 
other types. The important lesson is 
that some types of spending can be 
emphasized, depending on the 
government’s objectives. For example, 
infrastructure investment can 

47 The full description of all government expenditure 
classifications is found in the financial Manage-
ment System (fMS) from Statistics canada.
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and 17.9 in Ontario, a 4.6 percent-
age point difference. The four main 
drivers of this difference in spending 
were education, transportation and 
communication, regional planning 
and development, and social ser-
vices. Together these four elements 
accounted for 75 percent of the 
gap between Ontario and all other 
provinces in 2009. These components 
also contributed the most to the 
historical difference in provincial 
spending between Ontario and all 

decrease in public spending, mainly 
driven by reductions in social service 
spending. In 2009, government 
spending seems to have increased 
as a proportion of GDP in all other 
provinces and Ontario; however, it 
is important to remember that this 
year was the height of the recession 
following the financial crisis, which 
led to a decline in GDP. 

In 2009, total government spend-
ing as a percentage of GDP was 
22.5 percent in all other provinces 

•	 Recreation and culture – expendi-
tures that relate to the government 
influence and participation in leisure 
activities through the development, 
improvement, and operation of 
facilities or services that promote 
recreation and culture.

The overall changes in the different 
types of spending are similar for 
Ontario and all other provinces 
(exhibit 15). Starting mid-way 
through the 1990s, there was a large 

Ontario and all other provinces, 1989-2009
Types of spending as percentage of GDP

Exhibit 15   Proportional expenditures in Ontario and all other provinces match 

Sources: Institute for Competitiveness & Prosperity analysis based on data from Statistics Canada.
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necessary to prepare the health care 
system for potential higher costs in 
the future. Given these numbers, it is 
clear that the emphasis on health 
spending is warranted. On the other 
end of the population spectrum, 
however, Statistics Canada projects 
that the population 35 and under will 
increase by 15 percent in Ontario and 
by 8 percent in all other provinces. In 
addition, the population 0-15 years 
old is expected to increase by 
24 percent in Ontario and by 
20 percent in all other provinces in 
the same period, assuming a medium-
growth case. These findings make the 
persistent gap in education spending 
a point of concern. The province 
needs to ensure that coming genera-
tions have access to quality education 
services, especially because a more 
educated population can lead to 
decreasing costs in health care 
through high-quality research and 
better health care professionals.

increased by 63 percent in Ontario, 
while in all other provinces this 
segment of the population increased 
by 56 percent. By contrast, the 
population 64 and under increased by 
25 percent in the same period in 
Ontario, and by 16.2 percent in all 
other provinces. Most important, the 
population of the main users of 
education, those individuals age 0 to 
35, grew 5 percent from 1989 to 2009 
in Ontario. In all other provinces, this 
segment of the population actually 
decreased by 4 percent, in part 
because of migration toward Ontario, 
which is a more prosperous region. 
These findings help explain the 
46 percent increase in health care 
spending per capita that contrasts 
with the 18 percent increase in 
education spending between 1989 
and 2009 in Ontario. 

It is also necessary to take into 
account demographic projections. 
According to Statistics Canada, the 
population 65 and over is expected to 
increase by 98 percent by 2030 in 
Ontario and by 93 percent in the 
other provinces, assuming a medium-
growth scenario for demographic 
trends. Large health expenditures are 

other provinces. Most alarmingly, 
lower education spending in Ontario 
accounted for 21 percent of the total 
difference.

The comparison of per capita 
spending levels reveals similar 
findings. Ontario and all other 
provinces are fairly matched in health 
expenditure, but Ontario falls short in 
the comparison of education spending 
per capita (exhibit 16). While the 
average in all other provinces was 
around $2,150 per person in 2009, 
the amount in Ontario was $1,650 in 
the same year.48 On a per student 
basis, the conclusion remains the 
same. This spending gap has persisted 
for the past twenty years. As the 
Institute has pointed out previously, 
the higher expenditure on health care 
than on education indicates the 
Ontario government is favouring 
current consumption at the expense 
of future prosperity.49 

However, the discussion about the 
balance between health care and 
education spending needs to take into 
account demographic trends. From 
1989 to 2009, the population 65 and 
older, who are considered to be the 
main users of the health care system, 

Ontario and all other provinces, 1989-2009
Health and education spending per capita (C$ 2011)

Spending
per capita
(C$ 2011)

Exhibit 16   Ontario underemphasizes spending in education
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48 Measured in canadian 2011 dollars. 
49 Task force on competitiveness, Productivity  

and Economic Progress, Tenth Annual Report, 
Prospects for Ontario’s prosperity: A look back 
and a look ahead, November 2011, p. 45.
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other provinces from 1989-2009. 
(exhibit 17).

These findings are also true when 
the evaluation is done using spend-
ing as a proportion of provincial 
GDP. More important, the trend in 
these types of spending does not look 
favourable. In both regional planning 
and development and transportation 
and communication infrastructure, 

Another concerning aspect of the 
comparison relates to infrastructure 
spending, which the Institute defines 
as the sum of regional planning and 
development, transportation and 
communication, and resource conser-
vation and industrial development. 
The Ontario government spent 2.5 
times less per capita on infrastructure 
than the average expenditure of all 

Ontario and all other provinces, 1989-2009
Infrastructure spending per capita (C$ 2011)

Exhibit 17   Lower infrastructure spending hurt Ontario’s economy

Source: Institute for Competitiveness & Prosperity analysis based on data from Statistics Canada.
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gaps in per capita spending have 
increased over time. This means 
that the Ontario government is not 
investing in the necessary support for 
businesses to thrive in the province. 

One of the areas that is affected the 
most is international trade. Exports 
and imports depend heavily on the 
infrastructure available in the ports 
of entry – airports, railways, and 
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Ontario might be in the long-term  
less desirable from an efficiency 
standpoint, since these transfers help 
to alleviate the negative social impact 
of more economically efficient 
taxation schemes.

General government services and 
recreation and culture expendi-
tures also show large discrepancies 
(exhibit 20). In 2009, the expenditure 
per capita on general government 
services was almost twice as large 
in all other provinces as in Ontario. 
The same is true for expenditures 
on recreation and culture for that 
year. In any case, the relationship 
between these two types of spending 
and private decisions is not straight-
forward. At a theoretical level, these 
expenditures could display positive or 
negative effects to consumption and 
investment.

easily if an efficient transfer system is 
in place. The social service transfers 
can reduce the tradeoff between 
economically efficient taxation and 
distributive taxation schemes. 

The lower spending on social 
services in Ontario compared to all 
other provinces is favourable, because 
it reflects more efficient management 
of social services. However, analysis 
of income distribution patterns 
provides a different picture. 

Using the after-tax income Gini 
coefficient as a measure of income 
distribution, the Institute found that 
until 1992, Ontario was on par with 
the country’s average (exhibit 19).51 
But starting around 1994, concur-
rently with the reduction in social 
services spending per capita, income 
disparity worsened in Ontario 
compared to the average of all  
other provinces, which is indicated  
by a marked increase in the Gini 
coefficient. Even though income 
distribution is affected by other 
variables, the reduction on social 
services spending is a significant 
factor for this unfavourable effect. 
Therefore, the relatively lower 
spending in social transfers in 

seaports. Neglecting infrastructure 
spending could cause major prob-
lems for Ontario’s economy. In 2009, 
total exports represented 50 percent 
of GDP in all other provinces and 
Ontario. Yet, in the same year, the 
expenditure on infrastructure was 
$1,270 and $510 per capita for all 
other provinces and Ontario, respec-
tively – which is equivalent to 1.5 and 
0.6 percent of GDP, respectively.50 
Ontario has recently committed 
$11.5 billion to funding a significant 
expansion of public transit through-
out the Toronto region, but more 
investments are needed across the 
province. (See How should Ontario 
implement revenue-generating tools 
for transit?)

Provincial spending per capita on 
social services is lower in Ontario 
than all other provinces. In 2009, 
the difference was around $470 per 
capita (exhibit 18). Although the role 
of the government in social transfers 
is debatable, it is important to take 
into account the distributive effect 
of these transfers. Taxation schemes 
that are generally more efficient from 
an economic standpoint, such as con-
sumption taxes, can be accepted more 

Ontario and all other provinces, 1989-2009
Social services and protection of persons and property spending per capita (C$ 2011)

Spending
per capita
(C$ 2011)

Exhibit 18   Ontario’s provincial government spends less on social services than all other provinces
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50 Measured in canadian 2011 dollars.
51 The Gini coefficient measures dispersion in a  

set of frequency distributions – high coefficient 
values (closer to one) point to greater dispersion. 
In the case of income, high values for the 
coefficient indicates that the region is closer  
to a distribution in which one individual controls 
all the income (i.e., Gini coefficient of one – the 
coefficient can be greater than one if some 
individuals have negative income).
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Ontario and all other provinces, 1989-2009
General government services and recreation and culture spending per capita (C$ 2011)

Spending
per capita
(C$ 2011)

Exhibit 20   Government services and recreation spending is lower in Ontario than in all other provinces
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Exhibit 19   Income inequality has increased in Ontario since 1994
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Toronto’s congestion has reached crisis levels. It is well- 
documented that Toronto now has some of the longest 
commute times among global metropolitan regions. The 
Toronto Region Board of Trade found that round trip commutes 
in the Toronto region are on average 66 minutes. This puts 
the city’s congestion sixth-worst out of 57 North American 
urban regions.a Investment in public transit in the Greater 
Toronto and Hamilton Area (GTHA) has simply not kept pace 
with population growth. While the region’s population has 
roughly doubled since 1970 to over 6.7 million in 2011, 
construction of rapid transit has been effectively frozen since 
the 1980s, and most of the city’s core infrastructure dates 
back to the 1960s or earlier. The lack of rapid transit options 
throughout the region has led to increasingly more residents 
relying on cars for transportation. The Board finds that  
70 percent of Toronto region residents drive to work, and 
that drivers spend on average 82 minutes behind the wheel 
daily. This is projected to climb to 109 minutes by 2031 if no 
investments in infrastructure are made.b 

The costs of Toronto’s inadequate transportation infra-
structure are immense. The OEcD claims that lack of 
transportation infrastructure is a leading drag on the Toronto 
region’s global competitiveness.c Likewise, the Board 
calculates that lost productivity associated with congestion 
in the city amounts to $6 billion annually, rising to $15 billion 
by 2031 given current infrastructure and projections of 
population growth. These figures are a call to arms for the 
province. Increasing traffic delays mean businesses are 
forced to pay late fees or reduce their delivery orders 
because of time constraints. fewer transit options mean 
workers who rely on transit are often mismatched to their 
jobs, as they are restricted to employment options that are 
within the transit grid. In addition, congestion throughout the 
Toronto region causes higher Greenhouse Gas (GHG) 
emissions and increased health care costs. The city of 
Toronto’s Department of Health estimates that a 30 percent 
reduction in vehicle emissions could save 189 lives and 
reduce health care costs by $900 million.d Greater use of 

public transit over private vehicles would also reduce the 
region’s carbon footprint, since 11 percent of Toronto’s emis-
sions are caused by personal vehicles.e

ontario is implementing massive rapid 
transit expansion

After decades of underinvestment, Ontario has finally devel-
oped a long-term strategy to tackle transit issues. Metrolinx, 
the provincial agency responsible for transportation planning 
in the GTHA, has developed a $50 billion plan to expand public 
transit throughout the Toronto region over the next 25 years. 
Entitled “The Big Move,” the plan vows to triple the region’s 
current rapid transit network, setting out over 1,200 kilome-
tres of track so that over 80 percent of GTHA residents will 
live within two kilometres of rapid transit. The first wave of 
projects features construction such as the revitalization of 
Union Station, the Eglinton crosstown Light Rail Transit (LRT), 
and the Spadina subway extension. future projects include a 
Downtown Relief Line, new LRT lines throughout the 
suburbs, improvements in traffic management systems, and 
expanded cycling infrastructure.f These investments are no 
longer options; they are vital for Ontario’s future prosperity.

The question now posed to the province is how to pay for 
this transit expansion. By June 2013, Metrolinx is legisla-
tively required to set out a financing plan for the Big Move. 
Three levels of governments have already allotted $16 billion 

Transportation is a key component of government infrastructure 
expenditure. Investments in roads and public transit are essential for 
the province’s productivity, business operations, and quality of life by 
facilitating the movement of people and goods. Nowhere is this fact  
more apparent than in Ontario’s capital region.

How should Ontario implement  
revenue-generating tools for transit?

a Toronto Region Board of Trade, A Green Light to Moving the Toronto Region: 
Paying for Public Transportation Expansion, Discussion Paper, March 2013.

b Toronto Region Board of Trade, “The Move Ahead: Funding ‘The Big Move’,” 
2010.

c Organisation for Economic co-operation and Development, OECD Territorial 
Reviews: Toronto, Canada, 2009.

d Toronto Public Health, Air Pollution Burden of Illness from Traffic in Toronto – 
Problems and Solutions, 2007, p. ii.

e Greening Greater Toronto and Toronto and Region conservation Authority, The 
Living City Report Card 2011: An Assessment of the Environmental Health of 
the Greater Toronto Area, 2011, p. 15. 

f Metrolinx, The Big Move: Transforming transportation in the Greater Toronto 
and Hamilton Area, 2008.
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also provide long-term funding without having to rely on the 
federal or provincial budgets, which is critical for the 
projects’ completion.

transit funding requires substantial  
public policy commitment

The Institute recommends a combination of public policy and 
TTc-specific tools to fund transit expansion (exhibit A). If 
implemented in concert, these can maximize revenue gener-
ation for current and future transportation needs.

The Institute’s recommended public policy tools would 
require the cooperation of all municipalities covered in the 
Big Move, governing 6.7 million Ontarians. Of the five poten-
tial revenue generation tools, four are already endorsed by 
the Toronto Region Board of Trade. The Institute ranked the 

for the first wave of projects. However, with the federal and 
provincial governments currently running large deficits, new 
revenue streams must be created to cover the remaining  
$34 billion cost of Metrolinx’s plan. The region must raise 
roughly $2 billion annually over the next twenty years in order 
to meet the costs of implementing the Big Move.

The TTc, Metrolinx, Ontario government, and GTHA region 
mayors must solve the political quagmire that surrounds 
transit funding. Revenue streams must be innovative and 
effective, yet they must not penalize transit users or be 
overly regressive. Most important, the funding must be 
dedicated to ensure that any revenue raised goes toward 
transit and not the general government budget. The new 
revenue streams proposed must be transparent and have a 
high degree of accountability so the public will be able to 
more easily track how the projects are funded. They must 

Institute rank 1 2 3 4 5

Vehicle 
registration tax

Parking
space levy

Regional
fuel tax

High occupancy
tolls

Provincial
sales tax

Description

Total revenue 
expected

Annual cost/
person

Approval 
required

Re-enactment of 
the $60 Personal 
Vehicle Tax 
($30 for mopends 
and motorcycles) 
on all regional 
vehicle plate 
validation 
renewals

$180 million

$60

Municipal 
cooperation

Counties in 
New York State 
(2005) – Drivers 
are levied an 
additional 
$10-$50 for two 
years on top of 
the bi-annual fee, 
depending on 
the county

$1/parking 
space/day levy 
on off-street, 
non-residential 
parking spaces

$1.2 billion to 
$1.6 billion

Varies. Businesses 
may absorb or 
pass on cost

Municipal 
cooperation. 
Must consider 
impact on federal 
parking benefit 
to employees

Toronto (1990) – 
Commercial 
Concentration 
Tax charged 
$1/sq. ft./day 
on commercial 
properties 
over 200,000 sq. 
ft. Repealed 
3 years later

10 cents/litre 
increase, bringing 
total tax per litre 
of gas to 39.7 
cents

$640 million to 
$840 million

Per person: 
$95 to $125
Per vehicle 
license holder: 
$144 to $189

• Regional 
referendum
• Agreement with 
Ontario federal 
governments to 
transfer monies

• Vancouver 
(2010) – 
17 cents/litre of 
fuel for TransLink
• Montreal 
(1996/2010) – 
1.5 cent/litre of 
fuel for regional 
transit. Became 
3 cent/litre surtax 
in 2010

Charge $0.30/km 
for any single 
occupancy 
vehicles on all 
400-series 
highways in high 
occupancy vehicle 
(HOV) lanes*

$160 million to 
$250 million

Dependent 
on usage

Convert all high 
occupancy vehicle 
(HOV) lanes on 
all 400-series 
highways into 
toll lanes (HOTs)

Minnesota (2003) 
– Passed HOT 
legislation and 
uses dynamic 
pricing (between 
$0.25 and $8.00 
per section of 
road). Profits will 
be used for 
transporation 
needs including 
transit

1 percent increase 
in sales tax (14 
percent HST)

 $1.5 billion

$115

• Provincial 
referendum
• Agreement 
with Ontario 
and federal 
governments to 
transfer monies

Los Angeles 
(2008) – Measure 
R increased LA 
county sales tax 
by 0.5 percent for 
30 years

Other city 
examples

* Vehicles with at least two occupants will not be tolled to continue to encourage car pooling.
Note: Regional fuel tax per driver cost calculated using the Ontario and Canada ratio of residents to residents with drivers’ licenses (66 percent).
Source: Institute for Competitiveness & Prosperity analysis based on data from “A green light to moving the Toronto region: Paying for public transportation 
expansion,” Toronto Region Board of Trade Discussion Paper, 2013; AECOM and KPMG, “Big Move Implementation economics: Revenue tool profiles,” 2013; 
Department of Motor Vehicles, New York State; Minnesota Department of Transporation; Los Angeles County Metropolitan Transportation Authority (METRO); 
TransLink; Finances Québec; and Ontario Ministry of Energy.

Exhibit A   Institute recommends five revenue generation tools for transit
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has a greater propensity to cause distortionary behav-
iour, because residents may travel outside of Ontario to 
purchase goods and services. Given how much revenue 
the other four tools can raise, the Institute believes the 
province is capable of covering the costs of the Big Move 
without a sales tax.

Together, the first four revenue tools can generate between 
$2.2 billion and $2.9 billion annually. This funding will help 
fulfill Metrolinx’s $2 billion capital requirement to meet the 
transit demands in the Toronto region.

Drivers must contribute to funding transit

The first four revenue tools outlined above all impose 
additional costs on drivers. This is optimal for a variety of 
reasons. first, they are less regressive than a general 
consumption tax, because they place the tax burden on 
those who can afford a car rather than taxpayers as a whole. 
Second and most important, they correct the significant 
market failure currently found in the transportation system. 

There has been considerable mention throughout the transit 
debate in the GTHA of the so-called ‘war on cars,’ with many 
observers claiming that transit planning seeks to penalize 
drivers and reward transit users. The Institute views this as a 
highly simplistic analysis. currently, transit users bear the bulk 
of the cost of public transit operations, unlike most other 
transit systems in the world. While revenue from ticket fares 
covers approximately 50 percent of operating costs for most 
major transit systems in North America and Europe, for the 
TTc this ratio is 70 to 80 percent, and for GO Transit it is over 
90 percent.h clearly, Toronto transit users pay more for their 
comparatively paltry service than transit users elsewhere.

The current transportation system artificially deflates the 
cost of driving through amenities like large, free parking lots 
and government-maintained roads. This transfers the 
marginal cost of driving from drivers onto other entities, 
such as taxpayers or businesses. It also masks the environ-
mental costs of greenhouse gas emissions created by traffic 
congestion. As a result, increasing the cost of driving is a 
widely favoured policy for urban planning, as it forces drivers 
to internalize the full costs of their behaviour, making the 
transportation system more efficient.i

By disproportionately taxing drivers, who contribute  
significantly more to congestion and GHG emissions than 

five revenue-generation tools based on their efficiency and 
ability to maximize revenue for Metrolinx, recognizing that 
each option contains inherent administrative and implemen-
tation challenges.

•	 the vehicle registration tax is given priority as it is 
efficient and easiest to administer (and was already 
implemented in Toronto), although it requires the coopera-
tion of multiple municipalities. It is transparent since the 
fee is directly earmarked for transit and is only levied when 
vehicle license plate validation are renewed. 

•	 the parking space levy is more difficult to administer and 
can incite distortionary behaviour on the part of commer-
cial landowners by downloading the cost onto visitors or 
their tenants. However, it raises the most revenue out of 
the five policies and taxes drivers and businesses instead 
of low-income transit users, making it less regressive. 

•	 The	regional	fuel	tax would generate almost as much 
revenue as the parking space levy and is the easiest 
to implement since Ontarians already pay the tax. An 
increase in fuel tax would be highly unpopular, though, 
since Ontarians currently pay 39.7 cents per litre in 
federal and provincial gas taxes.g

•	 High	Occupancy	Tolls	(HOT)	lanes have the benefit of 
allowing drivers without passengers to choose whether to 
use them and pay the fee. However, the implementation of 
this tax is cumbersome as any construction on the 400-
series highways is inherently costly and time- 
consuming given the heavy use of these roads. The 
revenue generated from this policy is also relatively small 
and could vary depending on the extent to which non- 
carpooling drivers are willing to use the lanes and pay the 
toll. In return, the Institute recommends that vehicle reg-
istration fees, parking space levies and a higher fuel tax 
should be implemented in full, while HOT lanes may also be 
considered if implementation costs permit and the other 
three fail to raise sufficient revenue. 

•	 The	Institute	believes	that	the	provincial	sales	tax 
should be the last resort for Metrolinx. While it raises a 
significant amount of revenue for transit, and the highly 
regressive nature of this increase can be mitigated with 
higher transfers to low income individuals as part of the 
HST system, an increase in HST from 13 to 14 percent 
across the province to fund a region’s transportation 
expansion is likely to generate dissent among those who 
live outside of the GTHA. The provincial tax is based on the 
assumption that consumption patterns remain the same. 
furthermore, politicians outside of the GTHA may bill this 
increase as a ‘transportation fund’ for the whole province 
rather than a devoted revenue tool for the Big Move in 
order to receive some portion of the monies. The revenue 
would no longer be dedicated. finally, this increase in HST 

g “Gasoline report,” Ontario Ministry of Energy, last modified March 26, 2013, 
accessed April 2, 2013, http://www.energy.gov.on.ca/en/fuel-prices/ 
gasoline-report/.

h GO Transit, Strategic Plan - GO 2020, 2008; Toronto Region Board of Trade, 
“The Move Ahead: Funding ‘The Big Move,’ 2010.

i Brian D. Taylor, “Putting a Price on Mobility: cars and contradictions in  
Planning”, Journal of the American Planning Association, 2006, vol. 72, No. 3, 
pp. 279-284.
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and permit creative advertising installations aside from tradi-
tional print ads. Admittedly, advertising revenue for the TTc 
fell during the recession but has since restored to pre-2008 
levels. IkEA transformed spaces into furnished apartments 
in the Auber Metro station in Paris to demonstrate that IkEA 
furniture was suitable for small spaces.l Similarly, Hong 
kong’s MTR subway station introduced Innovate festival in 
2012 to showcase innovative advertising campaigns. This 
can further increase advertising revenue for the TTc.  

increase tourist passes and attraction discounts 
– currently purchasing a Metropass entitles TTc users to 
discounts at seventeen retailers in Toronto, most of which 
are tourist sites (e.g., Hockey Hall of fame). Toronto attracted 
almost 10 million overnight visitors in 2011 and tourism has 
been steadily increasing. These tourists mainly spend money 
on restaurants, attractions, and shopping. Since the majority 
of these activities are in the downtown core where transit is 
highly concentrated, the TTc should offer a special card that 
allows visitors to take transit for free and gain access to 
discounts.m The vienna card gives an adult and child (under 
the age of 15) unlimited travel for 72 hours and discounts at 
more than 210 retailers.n The TTc should use the available 
data on Toronto tourism and generate revenue by meeting 
their specific transportation and activity needs.

For too long, toronto region residents have coped with a 
woefully inadequate transit system that has impeded 
productivity growth – and hence prosperity – in the prov-
ince’s economic engine. the cost to build the next genera-
tion of transportation infrastructure is staggering, but the 
revenue tools outlined above are the most efficient and 
effective ways that the government can fund these proj-
ects. the government must commit to implementing these 
new taxes and following through with the construction of 
the Big move. the ttc, at the heart of toronto’s transit, 
should also look to its advertising and retail practices to 
generate revenue beyond the fare box. the Institute is 
highly in favour of government spending on prosperity-
enhancing activities. transit investment is long overdue.

transit riders, these revenue tools will address the market 
failure of car-centred transportation planning and encourage 
more drivers to use public transit. At this juncture, public 
transit is simply not an option for many Toronto region 
commuters. Metrolinx’s plan will ameliorate this, but it relies 
on support from all transportation users, including drivers.  

the ttC must find new revenue tools

In addition to public policy tools, the TTc must also develop 
sustainable strategies to generate revenue beyond increas-
ing ticket fare prices. The TTc currently depends on the  
fare box to cover its operating costs more so than most 
metropolitan systems, but there is tremendous potential for 
alternative revenue streams. The Institute proposes that the 
TTc’s property rents and marketing revenue streams be 
maximized through a number of measures: 

increase the number of physical retail spaces – The 
TTc currently has retail shops in many of its subway stations, 
but they are not listed on the official website. The revitalization 
of subway stations should include spaces in stations that 
can be retrofitted with retail and service options, including 
ATMs, convenience stores, and bookstores. When a proposal 
by the Talbot consultants International was brought to the 
TTc in 2007 along with a pledge by private investors to pay 
25 percent of the cost, it was promptly rejected because of 
low ridership and foot traffic in certain stations.j However, 
TTc ridership has increased over 15 percent since 2006, 
with a 2 percent average growth rate each year. The TTc 
should reconsider a public-private partnership to develop 
retail spaces in existing and future TTc subway stations. 

use existing technology to increase retail opportu-
nities – In April 2012, Well.ca launched a pilot project 
imitating the virtual stores in the Seoul, South korea, subway 
system. Passengers download the Well.ca app on their 
smartphones, find the picture of the item they want to 
purchase from a mural of a grocery store aisle mounted on a 
wall in a station, and scan QR codes to purchase regular 
grocery store items such as diapers and toilet paper. The 
order is then processed and shipped directly to their homes.k 
Lacking internet hotspots or wireless connectivity in subway 
stations, this innovative shopping experience can only be 
provided in subway stations that are outdoors or above 
ground and have a large wall to house the store. However, 
the TTc should increase private partnerships of this kind 
across its network, charging retailer rental and setup fees.  

increase advertising and marketing activities – The 
TTc and Pattison Outdoor, the company that manages all 
advertising within the TTc should attract more advertisers 

j Andrew chung, “Why not shop the better way?” Toronto Star, 4 february 2007, 
http://www.thestar.com/news/2007/02/04/why_not_shop_the_better_way.
html (accessed March 15, 2013).

k canada NewsWire, “Well.ca disrupts retail landscape with canada’s first ever 
virtual store,” 2 April 2012, http://www.newswire.ca/en/story/948375/ 
well-ca-disrupts-retail-landscape-with-canada-s-first-ever-virtual-store 
(accessed March 15, 2013).

l Sam McNerney, “IkEA installs an apartment in Paris subway station,” PSFK, 
10 January 2012, http://www.psfk.com/2012/01/ikea-paris-subway.html 
(accessed March 15, 2013).

m Tourism Toronto, Toronto Visitor Market Report 2011, Toronto convention & 
visitors Association, 2011.

n vienna Tourist Board, “vienna card,” accessed March 22, 2013,  
http://www.wien.info/en/travel-info/vienna-card.
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•	 transfers to businesses –  
subsidies to the business sector. 

•	 interest on debt – interest  
payments on liabilities of the  
government sector. 

•	 Acquisition of non-financial assets –  
refers to additions to the stock of 
the nation’s non-financial assets, 
which can be split into tangible or 

directors’ fees, bonuses, commis-
sions, gratuities, taxable allowances, 
and retroactive wage payments. 

•	 transfers to persons – include 
payments such as the child Tax 
Benefit/credit, Employment 
Insurance benefits, Old Age Security 
benefits, welfare payments, scholar-
ships and research grants, workers’ 
compensation benefits, grants to 
Aboriginal peoples and their 
organizations, pensions paid under 
the canada and Québec Pension 
Plans, and veterans’ allowances. 

Productivity-enhancing 
spending should be 
increased in ontario

Another way to analyze government 
spending in Ontario is to examine the 
recipients of government spending. 
The Institute defined the following 
five categories:52

•	 Wages and salaries – gross pay 
before tax paid to employees in cash 
or in kind for work performed under 
the general direction of an employer. 
Wages and salaries include 

Source: Institute for Competitiveness & Prosperity analysis based on data from Statistics Canada.                 

Ontario and all other provinces 1981-2009
Sources of provincial government spending (percentage of total provincial expenditure)

Exhibit 21   Ontario’s government is underinvesting in non-financial assets                           
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52 The definitions come from Statistics canada’s 
Guide to Income and Expenditure Accounts, as well 
as the Public Sector Employment – Concepts file.
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intangible assets that are produced 
as outputs from production pro-
cesses and which are themselves 
used repeatedly or continuously in 
other production processes for more 
than one year.

Wages and salaries represent the 
largest component of government 
expenditure both in Ontario and all 
other provinces (exhibit 21). In 2009, 
wages and salaries accounted for 
45 percent of the provincial spending 
in Ontario, while in all other provinces 
these expenditures represented 
40 percent of the total provincial 
spending. Ontario lags all other 
provinces in investment in non- 
financial assets. While all other 
provinces spend on average 8 percent 
of their total expenditures on the 
acquisition of non-financial assets, 
Ontario spends 6.5 percent. Although 
this difference seems small, it could 
be a large contributor to the differ-
ences in infrastructure investment. 

In Ontario, transfers to persons 
seem to be fairly aligned with the 
levels of transfers in the rest of the 
country. Transfers to businesses, 
however, differ greatly between 
Ontario and all other provinces. In 
Ontario, 1.8 percent of total pro-
vincial expenditures are allocated 
to subsidies to the business sector, 
while they are around 4 percent for 
all other provinces. From a purely 
economic perspective this finding 
is desirable, pointing to less inef-
ficient business protection in Ontario. 
Moreover, compared to Québec, this 
difference becomes even more appar-
ent: transfers to businesses in Québec 
increased from 4.3 percent in 1990 to 
7.3 percent in 2009, which is almost 
four times higher than in Ontario. 
One can argue that this low level of 
business transfers in Ontario, and 
especially the transfer differential 
relative to Québec, could be hurting 
the province’s ability to attract busi-
nesses. Nevertheless, increasing this 
type of incentive could hurt the prov-
ince in the long term, since it might 

create a weak market environment, 
dependent on subsidies to compete. 
Therefore, the Institute believes that 
government incentives must always 
be aimed at propelling growth, and 
not simply creating artificially com-
petitive environments.

For both Ontario and all other 
provinces, the percentage of total 
provincial expenditure devoted to 
interest on debt has been declining 
since 1997. Despite this favourable 
trend, it is important to understand 
that the period between 1997 and 
2012, was a time of declining interest 
rates, which explains part of the 
reduction in the interest on debt.

budget allocations  
to ministries should be 
rebalanced

The Institute also tracked how the 
overall funding to each ministry has 
changed over time, as a proportion of 
total expenditure, to form a more 
detailed picture of the government 
spending allocation in Ontario. Given 
that some ministries changed name 
or that the classification of spending 
changed over time, the Institute 
merged together ministries that were 
intuitively similar and that were 
consistently represented in the 
dataset. This transformation resulted 
in thirteen categories (exhibit 22). 

Analyzing the budget allocation 
to each ministry, it is clear that the 
trends are similar to those in the 
classification by purpose. That is, over 
time the Ministry of Health received 
high proportions of the expenditure 
allocation. The health care proportion 
of the budget increased by 30 percent 
from 1981 to 2011. The proportion 
of education allocation was more 
volatile, but increased overall by 
24 percent. Allocations to transporta-
tion and communication decreased 
by 56 percent in the same period. 
Community and social services has 
also been very volatile; from 1981 to 
1991, the total expenditure allocation 
in this area nearly doubled, while 

from 1991 to 2001, the allocation 
decreased by 23 percent. By 2011, its 
share was 35 percent lower than its 
2001 amount. Expenditure allocation 
in housing and municipal affairs has 
also fluctuated, with great increases 
from 1981 to 1991, and sharp 
decreases from 2001 to 2011.53

Balancing types of spending 
could be the solution for Ontario
Further analysis is necessary to 
determine how different types of 
government spending affect con-
sumption and investment. To accom-
plish that, the Institute examined the 
academic literature on this topic to 
identify the effects of government 
spending on personal consumption of 
non-durable goods and private capital 
productivity. The effects on these 
variables indicate the impact govern-
ment decisions have on households’ 
and firms’ choices. Personal consump-
tion of non-durable goods is composed 
of goods and services that provide 
most of their economic benefit in the 
current period – examples are food, 
fuel, and personal products. Private 
capital productivity is a measure of 
the number of units of output, or 
production, per unit of private capital, 
such as machinery and equipment. 
This measure indicates how much 
economic wealth in the form of goods 
and services is provided per unit of 
investment.

Despite the difficulties in estimat-
ing the true effect of government 
spending, the literature on this topic 
provides insights that are relevant for 
Ontario. Kormendi shows that increases 
in general government spending on 
goods and services have crowding out 
effects on personal consumption.54 

53 caution should be exercised when analyzing 
these numbers. The accounting system used 
in the Ontario’s Ministry of finance financial 
Statements and Public Accounts changed from 
cash-basis to accrual accounting during the period 
encompassed by our analysis. This change in the 
accounting system could lead to biases in the 
numbers; however, data were not available to esti-
mate the direction or magnitude of these biases.

54 Roger c. kormendi, “Government Debt, Govern-
ment Spending, and Private Sector Behavior,” The 
American Economic Review, 1983, vol. 73, No. 5, 
pp. 994-1010.
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GDP per capita growth and private 
investment.56 They demonstrated 
that some types of spending positively 
affect growth, while others have an 
overall negative effect. Transporta-
tion and communication spending 
showed a positive effect on growth. 
Interestingly, the same spending type 
did not have a significant impact on 

increase in public capital leads to a 
0.36 percent increase in private 
capital productivity. In addition, 
further investigation showed that 
expenditures on core infrastructure 
– defined as spending on highways, 
mass transit, airports, electrical and 
gas facilities, water, and sewers –  
have a positive impact on productivity. 
The model showed that a 1 percent 
increase in core infrastructure 
spending leads to a 0.24 percent 
increase in private capital productivity. 

Easterly and Rebelo tested the 
effect of government spending on 

More precisely, according to his 
estimations, a $1 increase in the per 
capita government spending leads to 
a decrease of $0.22 in the per capita 
consumption of non-durable goods. 
This means general provision of 
goods and services by the govern-
ment has a dampening effect on 
economic output, or GDP.

Aschauer investigated the  
productivity effects of government 
expenditures.55 According to his 
model, non-military public capital 
formation positively affects private 
capital productivity: a 1 percent 

Ontario, 1981-2011
Provincial budget allocation

Exhibit 22   Budget allocations in Ontario have changed over time

Source: Institute for Competitiveness & Prosperity analysis based on data from Statistics Canada.
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55 David Alan Aschauer, “Is Public Expenditure  
Productive?” Journal of Monetary Economics, 
1989, vol. 23, No. 2, pp. 177–200.

56 William Easterly and Sergio Rebelo, “fiscal  
Policy and Economic Growth: An Empirical  
Investigation,” Journal of Monetary Economics, 
1993, vol. 32, No. 3, pp. 417–458.
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government decisions have 
a significant impact on the 
prosperity and competitiveness 
of the province. for a number of 
reasons, including low interest 
rates, the ontario government 
has over time changed its 
spending behaviour so that 
current consumption expenses, 
such as health care, take 
precedence over investment 
in education or infrastructure. 
Regardless of whether these 
expenses are productive or 
not, the institute urges the 
ontario government to examine 
carefully the fiscal prudence of 
its decisions, as infrastructure 
and education contribute to 
the future prosperity and 
competitiveness of citizens 
and businesses alike. the 
government must have foresight 
and make the proper long-
term investments beyond the 
current government term.

Shifting spending  
is a challenge
One possibility is to reduce redundan-
cies by merging ministries and 
operations. For example, merging  
the functions of transportation and 
communication with regional 
planning and development ministries, 
creating the Ministry of Urban 
Planning, could introduce economies 
of scale and overall budgetary savings 
from overlapping projects. In addi-
tion, other smaller ministries could 
also be merged according to their 
purpose to achieve the same goal. For 
instance, the Ministry of Economic 
Development, Trade and Employment 
could be merged with ministries  
such as the Ministry of Natural 
Resources and the Ministry of 
Northern Development and Mines to 
improve administrative efficiency. 
This would certainly facilitate the 
work of financial administration, 
which could lead to higher budgetary 
savings. These additional resources 
could then be devoted to infrastruc-
ture investment.

Another solution for Ontario’s 
budget allocation is to reduce  
administrative inefficiencies.  
Analyzing the allocations, the 
Institute found that historically a 
significant proportion of the budget is 
devoted to financial administration  
of the province. Treasury, Economics, 
and Inter governmental Affairs 
currently accounts for 9.2 percent of 
the Ontario’s budget. More alarm-
ingly, this is an improvement from the 
16.6 percent in 2001. Yet the current 
level represents three times the 
spending devoted to transportation 
and communication infrastructure. 
Reducing the expenditures in finan-
cial administration could provide the 
government with resources for 
infrastructure investment.

private investment, suggesting that 
the positive effect on growth comes 
from a mechanism other than the 
productivity one. 

Apart from the last study men-
tioned, which uses countries’  
cross-section data, these papers 
applied their models to the United 
States economy. Although this limits 
applicability of the results, the 
Institute performed similar tests 
using data on the Canadian economy 
and found analogous results.

Looking at the panorama that the 
Institute has constructed for the 
Ontario government, combined with 
the results above, it is clear that 
shifting the budget toward  
expenditures that facilitate market 
organization and accessibility can 
provide important boosts to the 
province’s economy. Two types of 
expenditure are particularly  
important: transportation and 
communication, and regional 
planning and development. To match 
the per capita level of spending in 
these areas in other provinces, the 
Ontario government would have to 
increase the combined spending by 
160 percent, or about $6.1 billion. 
Increasing the budget allocation to 
these areas could yield positive 
returns to the province and boost 
economic growth. Assuming that the 
results from Aschauer hold for 
Ontario, this increase in spending 
could lead to a 58 percent increase in 
private capital productivity. Even 
though these are simple calculations, 
they provide some guidance regard-
ing the final impact of the proposed 
shift in the spending. 
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governMent 
ShoulD Manage 
Debt to  
ProMote groWth

governMentS have the oPtIon of accumulating revenue by 
collecting direct levies from residents such as through taxation, 
taking on debt, or printing money through the federal Bank of 
canada. typically, some combination of the three methods is 
employed to generate the necessary revenue to fund public 
expenditures. the ontario government has steadily increased its 
use of debt to finance its operations. conversely, businesses are 
taking the opposite approach and repaying their loans using cash 
generated from liquid assets. not all debt is “bad,” since it can be 
used to fund productivity-enhancing investments, but determining 
the optimal amount is crucial to the health of the overall economy. 
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are referred to as domestic bonds, while 
government bonds issued in a foreign 
currency are called sovereign bonds. 

Government debt is money that 
has primarily been borrowed from 
taxpayers, so to reduce its debt load, 
the government could simply raise 
taxes and use the increased revenue 
to pay off its debt. 

This is the basic premise of  
Ricardian equivalence theory, the 
classical economist school of thought 
that posits that rational individuals 
respond to a government deficit by 
increasing their savings to meet 
future tax obligations. Government 
debt serves to shift tax collection 
from the present to the future, since 
the government will need to repay its 
debt by raising taxes.57 The net effect 

on a government’s balance sheets of 
reducing expenditure, increasing 
borrowing, or raising taxes is the 
same. In turn, so long as the tax base 
from which the government collects 
continues to grow, it can continue to 
borrow and use future revenues to 
pay off its debt. However, government 
debt increases depending on a 
number of factors: increases in the 
interest rate, the initial size of the 
debt, and additions to the debt 
through further borrowing or a 
budget deficit. The government must 
be mindful of all of these factors, in 

government debt is 
managed through smart 
fiscal policy

Government debt differs from private 
debt in a number of important ways. 
Both forms of debt comprise the 
principal, or the base amount that is 
borrowed, and interest, the cost of 
borrowing that money – usually 
expressed as an annual percentage of 
the principal amount. Interest can be 
compounded at any frequency, 
including annually, semi-annually, or 
monthly. Public debt is usually financed 
through Treasury Bills or bonds.

Government can be financed 
domestically or by foreign investors. 
Government bonds issued domesti-
cally in the country’s own currency 

57 Roger c. kormendi, “Government Debt,  
Government Spending, and Private Sector  
Behavior,” The American Economic Review, 1983, 
vol. 73, No. 5, pp. 994-1010.

Ontario, all other provinces and territories, and US peer state average, 1992-2011
Government budget surplus/deficit as a percentage of GDP 

Surplus/
deficit
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Exhibit 23   Deficit is more severe in Ontario than in US peer states and all other provinces
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evidence that it has converged slightly 
with the Ontario interest rate. While 
the US federal government and 
Ontario government debt differ in 
significant ways, the comparison is 
useful, as it indicates the level of risk 
associated with Ontario government 
debt relative to the traditional safe 
haven of US federal debt. The risk 
premium on Ontario government 
debt compared to US federal debt, as 
illustrated by the difference between 
the two effective interest rates, has 
decreased since 1990. This means 
Ontario government debt securities 
have become relatively less risky, 
which bodes well for the govern-
ment’s borrowing capacity. However, 
economic trends and Ontario’s high 
debt levels has resulted in repeated 
credit downgrades. (See What does 
Ontario's credit rating mean for the 
economy?)

Ontario’s current low interest rates 
are expected to increase in the future 
to curb inflation. Future interest rate 

recession to the same degree as its  
US peers.

With expenditures persistently 
exceeding revenues, these recurring 
deficits accumulate into debt, which 
the government will need to repay by 
raising taxes or reducing expenditures. 
The pressure for the government to 
find new revenue streams or drasti-
cally cut expenditures to curb 
borrowing compounds as expendi-
tures continue to grow faster than 
revenues. The key figures to monitor 
for Ontario are the deficit and 
debt-to-GDP ratio, both of which have 
been rising in recent years. It is 
crucial to counteract these trends,  
as they will make it more difficult  
for the province to pay off its debt in 
the future. 

Interest rates on Ontario govern-
ment debt have steeply declined since 
the 1990s, which has made it inex-
pensive for the Ontario government 
to borrow (exhibit 24). This follows 
global monetary policies of low 
interest rates in response to the 
financial downturn. The interest rate 
on US government debt has also 
declined since 1990, but there is some 

addition to economic conditions, in 
deciding how much to borrow and 
how to finance debt.

Governments like Ontario’s are 
seen as having a relatively high 
credit quality, so many investors see 
their bonds as safe. As of April 2013, 
64 percent of Ontario government 
debt was in domestic bonds and more 
than 70 percent of the province’s 
borrowing program was raised in 
Canadian dollars.58

ontario government  
relies on borrowing

The Ontario government has spent 
the better part of the last two decades 
in a deficit position (exhibit 23). 
Comparing all other provinces to the 
US peer states reveals that all other 
provinces have experienced more 
prolonged budgetary shortfalls in 
comparison to governments of US 
peer states. However, Ontario’s fiscal 
imbalance has been worse than that 
in many of its US peers and all other 
provinces. In particular, Ontario has 
not bounced back from stimulus 
spending levels during the 2009 

Ontario and United States, 1990-2011
Effective interest rate on Ontario and US government debt

Effective
interest rate

Exhibit 24   Interest rates on Ontario and US government debt have declined in tandem 
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58 Ontario financing Authority, “Province of Ontario 
consolidated debt portfolio,” accessed March 1, 
2013, http://www.ofina.on.ca/borrowing_debt/
debt.htm.
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More important, the interest rate on public debt continues to 
decline in line with overall interest rates. The effective 
interest rate on total debt was 4.35 percent in 2012 – a 
decrease from its level of 4.54 percent in 2011 and a sharp 
drop from its staggering figure of 10.92 percent in 1991.b 
However, years of mounting debt and deep fiscal deficits 
have strongly affected the province’s credit worthiness.

To determine the value of a bond or other form of debt, 
many investors look to large, independent ratings agencies 
such as Standard & Poor’s (S&P) and Moody’s Investors 
Service to assign the investment a grade. These ratings 
represent rank orderings of the likelihood of default on loan 
payments. An S&P rating of AAA, for example, is the highest 
rating for a debt obligation and indicates an “extremely 
strong” capacity for the obligor to meet its financial 
commitments.c Ratings between AAA and BBB are consid-
ered “investment” grade, while BB to D are considered 
“speculative” grade.

credit ratings hold immense implications for the credit 
market, for they influence both the cost of credit and the 
availability of credit. A sound credit rating increases the 
demand for that investment, reducing the interest rate 
commanded by lenders and bringing more investors to the 
market. A credit downgrade punishes borrowers by signalling 
the need for interest rate increases and drives certain 
lenders who are obligated to maintain capital adequacy 
standards out of the market. Downgrades can even induce a 
vicious cycle of mounting debt for a borrower, since more 
lenders will then cut off the borrower, and the risk premium 
will need to rise for the remaining lenders to absorb more 
debt. This increases the borrower’s default risk even more, 
resulting in further downgrades.d 

Ratings agencies have come under fire in the aftermath of 
the 2008 recession. The US government and several states, 
including Illinois and connecticut, have recently sued S&P for 
allegedly triggering the recession by assigning overly 
optimistic ratings to mortgage-backed securities.e critics of 
ratings agencies like S&P argue that the market and 

regulatory structure surrounding these agencies is highly 
flawed for several reasons.f first, agencies have a guaran-
teed market since debt issuers need to be certified by the 
ratings agencies to attract lenders. Second, there are 
barriers to entry for new agencies, because their ratings will 
be less recognized by issuers than larger, more established 
firms like S&P and Moody’s, which reduces competitive pres-
sure to develop more reliable ratings. Third, agencies rely on 
attracting debt issuers for their business, so there is an 
incentive for them to inflate their ratings as borrowers “shop” 
for the best rating. These issues, along with the tremendous 
influence ratings agencies have over credit market condi-
tions, have highlighted the need for a better regulatory 
framework surrounding ratings agencies.

There may be other reasons why credit ratings may be 
ineffective market tools in reference to provincial govern-
ment debt. kneebone argues that provincial governments 
may not feel pressure to impose fiscal restraint on them-
selves because they believe the federal government will bail 
them out regardless of their indebtedness.g Since a default 
from a province like Ontario would have repercussions for 

Ontario government bonds have historically been seen as a relatively safe 
investment. Over the past decade, the province has consistently been able 
to raise between $25 to $44 billion worth of debt each year, reflecting its 
ability to attract many canadian and international investors.a 

What does Ontario's credit rating mean for 
the economy?

a “Ontario’s Borrowing & Debt History,” Ontario financing Authority, accessed 
March 3, 2013, http://www.ofina.on.ca/borrowing_debt/borrowhistory.htm.

b Ontario Ministry of finance, Strong Action for Ontario: 2012 Ontario Budget, 
Budget Papers, 2012, pp. 283-304.

c Standard & Poor’s, Standard & Poor’s ratings definitions, 2012, p. 5.
d Ronald D. kneebone, “Deficits and Debt in canada: Some Lessons from Recent 

History,” Canadian Public Policy, vol. 20, No. 2, pp. 152-164.
e christopher Matthews, “Justice sues S&P; Is it time to rethink the role of ratings 

agencies?”, Time, 6 february 2013, http://business.time.com/2013/02/06/
justice-sues-sp-but-what-purpose-are-ratings-agencies-serving-anyway/ 
(accessed february 15, 2013); Jonathan Stempel, “Illinois sues S&P over 
ratings, alleges fraud,” Reuters, 25 January 2013, http://www.reuters.com/
article/2012/01/25/us-mcgrawhill-sandp-lawsuit-idus-
tre80o21Y20120125 (accessed february 15, 2013).

f Philippe Bergevin, Addicted to ratings: The case for reducing governments’ 
reliance on credit ratings, c.D. Howe Institute Backgrounder, No. 130,  
May 2010; and United States Senate, Permanent Subcommittee on 
Investigations, committee on Homeland Security and Governmental Affairs, 
Wall Street and the Financial Crisis: Anatomy of a Financial Crisis, Majority  
and Minority Staff Report, 2011. 

g kneebone, “Deficits and Debt in canada: Some Lessons from Recent History,” 
pp. 152-164.
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downgraded Ontario’s outlook from AA- (stable) to AA-  
(negative), which indicates an at least one in three chance of 
a future rating downgrade.i Both of these agencies cite 
Ontario’s lacklustre economic growth, rapidly rising debt and 
overly ambitious goals to eliminate the deficit as reasons for 
its downgrade. The risk this poses to the government is 
significant; for 2012-13, the impact of a 1 percent point 
change in the interest rate would change the cost of 
servicing debt by approximately $467 million.j As a down-
grade signals the need for higher interest rates, this could 
severely worsen the burden of Ontario’s debt going forward. 

The Institute believes the province must take these 
warnings seriously and undertake strong actions to improve 
investor confidence. Ontario’s plan to eliminate the deficit is 
necessary to curb borrowing and reduce its debt load, but it 
will need to follow through or even improve on these measures 
to restore its credit rating. failing to meet these targets will 
inevitably result in further downgrades and will thus result in 
lower demand for government bonds and higher interest rates, 
making it even more difficult for the province to repay its debt. 

the entire canadian financial system, provincial govern-
ments may assume that the central bank will simply  
monetize their debt to avoid the default. While this would 
undoubtedly trigger inflationary pressures across the 
country, some provinces would rather incur inflation than 
impose immense fiscal costs on themselves. This would 
make the province’s credit rating meaningless, because the 
provincial government would be indifferent to the risk of 
default and its associated costs. fortunately, Ontario’s 
default risk is extremely low, and this crisis scenario is 
unlikely to be a consideration for the province. 

Despite their flaws, credit ratings continue to be employed 
by investors and market analysts as valuable indicators of 
a government’s credit worthiness. Ontario is rated by three 
major agencies: S&P, Moody’s, and Dominion Bond Rating 
Service (DBRS). As of April 2013, their long-term ratings 
for Ontario were AA-, Aa2 and AA (low) respectively.h These 
ratings are on the whole relatively positive, with Aa2 being 
Moody’s third-highest ranking out of its 10 possible invest-
ment grades (Aaa being the highest).

However, Ontario’s credit rating has recently been 
downgraded by several agencies. In April 2012, Moody’s 
downgraded Ontario’s rating from Aa1 to Aa2, while S&P 

Ontario, select provinces and US peer states, 2001-2012
Standard & Poor's credit ratings

Note: S&P ratings ranked (in descending order) AAA, AA+, AA, AA-, A+, A, A-, BBB+, BBB; state/province rankings based on average rating.
Source: Institute for Competitiveness & Prosperity analysis based on data from Standard & Poor’s; Stateline Staff, “Infographic: S&P State Credit Ratings, 2001-2012,” 
Stateline, The Pew Charitable Trusts, 13 July 2012.
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Exhibit B   Ontario’s credit rating is lower than many provinces’ and North American peer states’ ratings
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ontario’s credit rating lags many  
north american peers’ ratings

Many states and provinces have been downgraded over  
the past decade – most significantly california, which was 
downgraded to a period low of BBB in 2004 (exhibit B).  
New Jersey and Illinois were also downgraded following the 
2008 recession. 

 While Ontario’s credit rating is much stronger than 
Québec’s, it has been rated lower than many of its US peers 
over the past decade. What is most interesting is how  
other provinces were able to improve their credit ratings 
substantially during the 2000s. Alberta, Saskatchewan, and 
British columbia were all downgraded by S&P in the 1990s, 
from AA+ to AA for Alberta, A to BBB+ for Saskatchewan 
and AA+ to AA- for B.c.k However, all of these provinces 
ended 2012 with AAA credit rating – which indicates that 
strong economic growth and fiscal management have helped 
strengthen their governments’ finances. British columbia is 
especially noteworthy, since its credit rating largely moved in 
step with Ontario’s before the 2000s.l This trend is signifi-
cant. While other jurisdictions have seen their credit rating 
improve, Ontario’s has worsened and may be downgraded 
further given its rising debt. This has serious implications for 
its future borrowing costs and ability to attract investors.

Ontario’s lower credit rating is just one of the many 
manifestations of the prosperity gap that exists between  
the province and its peers. The Institute has shown that 
Ontario’s GDP per capita significantly lags that of its  
North American peer regions.m Working to close this gap  
by boosting productivity and promoting investment will in 
turn generate more tax revenue through higher incomes  
and wealth creation. Higher tax revenue means the province 
can rely less on borrowing and can pay down its debt 
quicker. The government must work fervently to bolster its 
efficiency and rein in spending. The Institute views economic 
prosperity as the key to ensuring the province’s fiscal  
health. Economic growth would improve Ontario’s credit 
rating, but, more important, it would enhance prosperity  
for all Ontarians.

Ontario’s credit rating thus far does not seem to have 
affected the cost of servicing its debt. As Exhibit 15 earlier 
in this Working Paper shows, interest payments as a 
proportion of expenditure have in fact decreased since the 
1990s. More than anything, the recent downgrade repre-
sents a warning that, should the Ontario government fail to 
tackle its debt problem aggressively, it will face higher 
borrowing costs in the future. Given that other jurisdictions 
similar to Ontario have had better and more stable credit 
ratings over the last decade, there is significant risk of 
capital flight and higher interest rates if the province fails to 
get its house in order.

h “credit ratings,” Ontario financing Authority, last accessed March 2, 2013, 
http://www.ofina.on.ca/ir/rating.htm. 

i cBc News, “Moody’s downgrades Ontario credit rating,” cBc, 26 April 2012, 
http://www.cbc.ca/news/canada/toronto/story/2012/04/26/toronto-ontario-
deficit.html (accessed february 15, 2013); cBc News, “S&P downgrades 
Ontario outlook as deficit drops”, cBc, 25 April 2012, available online:  
http://www.cbc.ca/news/canada/toronto/story/2012/04/25/toronto-ontario-
deficit.html (accessed february 15, 2013). 

j Ontario Ministry of finance, Strong Action for Ontario: 2012 Ontario Budget, 
pp. 283-304.

k Stella cheung, Provincial Credit Ratings in Canada: An Ordered Probit  
Analysis, Working Paper 96-6, financial Markets Department, Bank of canada, 
April 1996. 

l Ibid.
m Task force on competitiveness, Productivity and Economic Progress,  

Eleventh Annual Report, A push for growth: The time is now, November 2012.
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greatly favoured internal over exter-
nal debt (exhibit 25). In the 1994-95 
fiscal year, the debt-to-GDP ratio was 
28 percent, out of which 68 percent 
was internal debt and 32 percent 
was external debt. In contrast, in the 
2011-12 fiscal year, the debt-to-GDP 
ratio was approximately 40 percent, 
with the internal share being 
75 percent and the external share 
25 percent. Although this trend may 
seem unfavourable, it is important to 
understand that increases in external 
debt also lead to increases in different 
types of risk. Any form of public debt 
is subject to default risk; however, 
that risk is borne by the debt holders, 
not the issuers. Nevertheless, when 
debt is issued in a foreign currency, 
the issuer faces an exchange rate risk: 
a sharp depression of the domestic 
currency can lead to unexpected 
increases in the nominal value of the 
debt. Therefore, when considering 

tion and investment, to be able to 
meet the future tax liabilities. Besides 
the direct effect through taxes, public 
debt also tends to influence interest 
rates, which in turn affect overall 
economic behaviour.

Within the framework of public 
debt, some quintessential studies in 
economics provide insights about the 
effects of two different types of debt: 
external and internal.60 Increases in 
external debt, the share of public debt 
held by foreigners, affect economic 
activity through the expectation of 
higher taxes. Internal debt has two 
important effects. First, the expec-
tations for future taxation tend to 
decrease overall economic activity, 
and reduce growth. Second, as the 
government enters the financial 
markets to raise funds, part of the 
private savings gets drawn to govern-
ment bonds, reducing the amount 
available for borrowing and lending. 
The public debt becomes an alterna-
tive for the saving funds. These two 
aspects of internal debt negatively 
affect economic activity and growth.

When Ontario’s internal and exter-
nal debt-to-GDP ratios are analyzed, 
it is clear that the government has 

increases will not affect debt that has 
already been issued, contrary to 
widespread assumptions, but they 
will make it more expensive for the 
government to borrow in the future. 
The government may also have to 
issue new debt to meet its past 
obligations, putting pressure on its 
credit rating and interest rates. As 
Ontario continues on its slow-growth 
trajectory, managing debt will be a 
pervasive task for the government.

Persistently high debt can 
lead to economic slowdown

Simply knowing the relative levels of 
debt for a region is not enough for a 
complete analysis of public debt. One 
of the most debated topics in economics 
revolves around the effects of public 
debt on the economic growth of 
regions.59 Theoretical economic 
models predict that debt in general 
tends to decrease economic activity 
because of its negative effect on 
private behaviour via taxes. Antici-
pating increases in taxes, members  
of the private sector, especially 
households, tend to decrease their 
economic activities, such as consump-

59 Olivier J. Blanchard, “Debt, Deficits, and finite 
Horizons,” Journal of Political Economy, 1985, 
vol. 92, No. 2, pp. 223-247.

60 Peter A. Diamond, “National Debt in a Neoclas-
sical Growth Model,” The American Economic 
Review, 1965, vol. 55, No. 5, pp. 1126-1150.

Ontario, fiscal years 1994-2012
Internal and external debt
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Exhibit 25   Ontario’s provincial debt is mainly internal debt
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growth rates are greatly affected by 
business cycles. The average GDP 
growth rates – in this case, 10-year 
averages – show a slightly clearer, 
negative correlation. In the period 
between 1982 and 1991, real GDP 
grew an average of 4.1 percent per 
year, while the debt-to-GDP ratio 
was around 21 percent. The period 
of 1992 to 2001 shows a real growth 
rate of 3.7 percent. During that time, 
the average debt-to-GDP ratio was 
33 percent. Finally, from 2000 to 
2008, the real growth rate was at 
2.4 percent, while debt-to-GDP ratio 
was around 32 percent. This simple 
correlation, however, cannot be taken 

growth (measured by GDP growth) 
do not share a linear relationship, but 
that their correlation comes in step-
function form. These studies find that 
economic growth diminishes after 
certain levels of debt-to-GDP have 
been achieved.63

At first glance, Ontario’s economy 
does not seem to be suffering from 
the debt-to-GDP threshold aspect of 
the problem (exhibit 26). The studies 
that propose this non-linear relation-
ship argue that the harmful effects 
of public debt are visible only with a 
debt-to-GDP ratio above 90 percent.64 
Nevertheless, these studies also 
acknowledge the possibility that 
different regions can have varying 
degrees of debt tolerance, which 
means the negative effects of debt 
could appear before the 90-percent 
threshold. Some of these studies that 
propose the “90 percent rule” are still 
under review. However, even if the 
final numbers differ, the conclusions 
remain valid.

When compared to year-over-
year GDP growth rates, Ontario’s 
debt-to-GDP ratio does not show a 
clear relationship. But the yearly 

external debt, governments have 
to take into account the extra risk 
factors involved.

Despite the theoretical proposi-
tions regarding the effects of debt on 
economic growth, some studies have 
argued that because of the long time 
horizon involved in the administra-
tion of governments, it is possible for 
increases in public debt to be seen 
as increases in total wealth. In other 
words, the private sector would not be 
affected as much as theory suggests, 
because households and firms cannot 
account for, or accurately forecast, 
the future increases in tax. The result 
of this time horizon myopia would be 
that governments can increase debt 
without incurring the full effects of 
expected higher taxes. Even though 
this argument is to a certain degree 
valid, empirical studies have shown 
that, in fact, government issued debt 
does not represent aggregate gains in 
wealth, and therefore tends to slow 
economic growth.61

Some authors have proposed that 
economic growth is affected beyond 
certain thresholds of debt-to-GDP.62 
This means debt and economic 

Ontario, 1982-2011
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Exhibit 26   Ontario’s debt-to-GDP ratio affected economic growth

Note: Net debt was calculated as total liabilities minus financial assets from the Provincial balance sheet data; the numbers for the debt ratios do not necessarily match 
the ones found in Exhibit 25 due to differences in the measurement of the debt components; average growth rates exclude the recession years of 1991 and 2009.
Source: Institute for Competitiveness & Prosperity analysis based on data from Statistics Canada and the Ontario Ministry of Finance.

1982 1985 1988 1991 1994 1997 2000 2003 2006 2009 2011

61 Robert J. Barro, “Are Government Bonds Net 
Wealth?” Journal of Political Economy, 1974,  
vol. 82, No. 6, pp. 1095-1117.

62 carmen M. Reinhart, kenneth S. Rogoff, and 
Miguel A. Savastano, “Debt Intolerance,”  
Brookings Papers on Economic Activity, 2003, 
vol. 34, pp. 1-74.

63 carmen M. Reinhart and kenneth S. Rogoff, 
“Growth in a time of debt,” The American 
Economic Review, 2010, vol. 100, No. 2,  
pp. 573-578.

64 cristina checherita and Philipp Rother, “The 
impact of high and growing government debt on 
economic growth: An empirical investigation  
for the Euro Area,” European central Bank, 
Working Paper Series No. 1237, 2010.
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on its own, since many different vari-
ables influence real GDP growth.

A few important points arise from 
this analysis. The sharp increases in 
the debt-to-GDP ratio in the begin-
ning of the 1990s came alongside 
deteriorations in Ontario’s credit 
ratings during the same period.65 
These two findings are highly cor-
related, with the former driving the 
latter. The Institute hypothesizes that 
the impact of the debt-to-GDP ratio on 
economic expectations, rather than 
its absolute level, could be driving 
some of the economic slowdown.

More evidence of this comes from 
the comparison between Ontario 
and Québec. Despite Québec’s much 
higher debt-to-GDP ratio – an overall 
average of 48 percent – the province 
experienced an increase in its average 
growth in the period. However, from 
1990 to 2000, Ontario experienced 
three consecutive downgrades by 
Standard & Poor’s, while Québec was 
downgraded only once in the period. 
Therefore, the changes in expecta-
tions regarding a region’s economic 
prospects are perhaps more relevant 
effects of debt. Adding that to the 
private sector’s expectations of higher 
future taxation and use of private 
savings, the actual effects of debt 
come in an indirect form. Moreover, 
the persistence and abruptness of the 
increase in this ratio could also be 
partially responsible for the overall 
slowdown of Ontario’s economy.

Emphasizing the effect of debt on 
expectations might overestimate 
this aspect of the problem. Another 
factor that likely contributes to the 
general effect of debt relates to 
what the new debt is financing. For 
example, from 1989 to 2009, Québec 
spent on average 70 percent more 
than Ontario on infrastructure per 
capita – defined as transportation 
and communication, regional plan-
ning and development, and resource 
conservation and industrial develop-
ment. Québec also outspent Ontario 
on education by a factor of 1.75. In 
addition, the net debt-to-GDP ratio in 

Ontario mainly tracked the evolution 
of debt-to-GDP, indicating that finan-
cial assets in the province remained 
constant. By contrast, Québec’s 
debt-to-GDP ratio increased, while its 
net debt-to-GDP decreased in recent 
years. This indicates that Québec 
added resources to its financial assets, 
which reduced the risk of increased 
debt, but did not boost prosperity.

In summary, defining the true 
effect of debt on economic activity is a 
daunting task. Ontario is definitely in 
a safe level when using debt-to-GDP 
ratio as the evaluating parameter. 
Alongside the notion of varying  
debt thresholds for different regions, 
the pace of debt accumulation and  
its persistence are the main points  
of concern for this province. Perhaps 
in the short-term this accumulation  
is not harmful, but high and  
persistent debt-to-GDP ratios could  
be partially behind long-term eco-
nomic slowdowns.

the recent economic downturn 
increased ontario’s public debt. 
but the favourably low interest 
rate is helpful in ensuring that 
interest payments are low, 
making debt an attractive 
and manageable option. While 
using debt to pay for expenses 
brings many benefits, there 
are also many associated risks, 
including default on a loan or 
a significant reduction in the 
scope and breadth of public 
services provided by the ontario 
government. the fast pace at 
which public debt is growing is 
staggering, and the government 
and citizens must take great 
precautions to ensure that the 
debt does not hinder the overall 
prosperity and competitiveness 
of the province.

65 Data on credit ratings were supplied by  
Standard & Poor’s Rating Services.
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governMent MuSt 
ProMote eConoMIC 
CoMPetItIveneSS In 
ontarIo



ontarIo faCeS nuMerouS fISCal ChallengeS that must 
be overcome to maintain its high standard of public service. 
the impact of the 2009 recession on the province’s budget 
has been tremendous, as with many governments around the 
world. revenues have diminished, while program spending has 
escalated. If there is any point where the province should seriously 
evaluate the efficacy and efficiency of its operations, it is now.

AS thiS WoRking PAPER hAS Sought to DEMonStRAtE, the Ontario government excels in many 
areas, despite its overriding budgetary issues. The province generates significantly lower total 
revenue per capita relative to all other provinces and lower spending overall as a proportion of GDP 
and per capita. Ontario has overhauled its taxation system by introducing the HST and lowering 
the marginal effective tax rate on capital investment from being one of the highest to at the OECD 
average.66 All of this has been attained in spite of Ontario’s sizeable fiscal gap with the federal gov-
ernment. That Ontario manages to maintain a high standard of public services even with this fiscal 
restraint is remarkable.

Nevertheless, there are many areas where the government can substantially reform its taxation 
and spending programs. For this to be successful, the government must develop a new approach to 
managing its operations. 

The Institute urges the government to position itself as an innovative economic agent. An innova-
tive government prioritizes productivity- and prosperity-enhancing expenditure along with a smart 
taxation system that balances efficiency and equity. Rather than treating government programs as 
static, an innovative government constantly scrutinizes its operations and develops ways to mini-
mize costs and improve results. An innovative government also strives to support an environment 
in which competitive markets, investment, and innovation can thrive.
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November 2012, pp. 55-56.



enSure the tax SySteM ProMoteS eConoMIC  
gaInS alongSIDe SoCIal goalS

thiS WoRking PAPER has frequently pointed toward efficiency and equity as the dual yet 
competing goals of a smart taxation system. By upholding an efficient tax system, the government 
is able to minimize economic distortions so that businesses and consumers are incentivized to 
make decisions and allocate resources in an economically optimal way. The Institute believes the 
government has an express interest in promoting actions that stimulate economic growth and 
competitiveness, as this boosts overall prosperity in the province.

At the same time, the government is also obligated to ensure its tax system is fair and taxes 
individuals on the basis of their ability to pay. Just as all Ontarians should enjoy sound public 
services, a smart taxation system should incorporate equity considerations into its policies.   

Encourage investment and innovation
Investment and innovation are key to closing Ontario’s prosperity gap with its North American 
peers. Investments in productivity enhancements, such as software and machinery and equip-
ment, are essential to improve the competitiveness of Ontario businesses. A smart tax system will 
encourage investment and innovation rather than make it costly for firms. Helping businesses grow 
will aid in the government’s ultimate goal of boosting Ontarians’ prosperity, while also bringing in 
more future tax revenue. The Institute recommends the government adopt the Nordic Dual Income 
Tax System to stimulate investment by taxing capital income at a lower rate.

Base tax on growth not size. The Institute advocates a new approach to business taxation that 
encourages business growth instead of showering small businesses with tax incentives to stay 
small and stagnant. To accomplish this, two important changes should be made to the tax system: 

•	 Remove the small business tax deduction, so all businesses are taxed at the general corporate 
tax rate. This will reduce businesses’ incentive to remain at the income level where they receive  
the lower tax rate and enable the government to lower the overall corporate tax rate from the 
increased revenue.  

•	 Alternatively, phase out the small business tax deduction through a “compromise” tax rate. 
Instead of taxing small businesses at the higher general rate initially, the marginal tax rate for 
businesses with incomes of up to $500,000 would gradually increase. This would help small 
businesses to transition from the old system of lower tax rates. 

•	 Eliminate or cut taxes on income in excess of income from the previous year to enable firms  
to invest more in their businesses. 

These changes will promote business growth by reducing the disincentives to expand beyond the 
small business level. This will make the province more competitive and spur economic growth.
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Adopt patent boxes. Patents are the primary indicator for business innovation and therefore 
should be rewarded by government. A patent box on businesses’ income tax returns would tax 
patented products at a lower rate than other products. Such tax incentives would ease the cost of 
expensive R&D and increase returns to venture capitalists and owners, making them more profit-
able. This would spur innovation and productivity for firms.

Put the carbon tax back on the table
A carbon tax is the most efficient way for the government to rectify the market failure of carbon 
consumption. Currently, production costs do not reflect the cost of greenhouse gas emissions and, 
in turn, firms have an incentive to overuse carbon. A carbon tax would alter the cost of carbon for 
firms and provide an additional source of revenue for the government. This would align Ontario 
with the many jurisdictions around the world that are working to curb carbon consumption and 
find more sustainable methods of production.

reaP the full revenue the ontarIo  
governMent IS Due

The Institute has found that there are many areas where the Ontario government does not reap the 
full revenue it is owed under current tax rules. Tax planning and avoidance cause the government 
to lose vast amounts of revenue, as individuals work to avoid costly taxes on capital gains. A Dual 
Income Tax, in addition to the changes above, would encourage individuals to retain investments 
within the province and reinvest subsequent capital gains. A simpler, more business-friendly tax 
system would bolster economic growth and increase tax revenue for the government.

Ontario can also boost its government revenues by correcting current inadequacies in its non-tax 
revenue. These changes can provide millions in revenue for the Ontario government to help pay off 
its growing debt and catch up with other provinces in education and infrastructure investments. 

•	 Work with the federal government to close the fiscal gap. currently, canada’s Equalization 
system favours resource-rich economies and fails to account for Ontario’s many fiscal challenges, 
resulting in a $12.3 billion fiscal federalism gap for the province. The Institute urges Ontario to 
negotiate with the federal government to correct this.  

•	 index user fees to inflation. The Institute views user fees as an effective way to pay for many 
public services. However, they are inefficient if they are not in line with market conditions. Many 
user fees fall far short of covering the full cost of service and have not been updated since 1988. 
The Institute therefore recommends that user fees be indexed to inflation to better cover costs  
and disperse the politically-charged event of a large fee increase. This will improve the efficiency  
of government operations.
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ShIft governMent SPenDIng toWarD  
ProSPerIty-enhanCIng InveStMentS

Ontario spends significantly less than all other provinces on a per capita basis, as well as a percent-
age of GDP. This is a strong testament to the province’s tight fiscal management. However, the 
Ontario government has placed higher priority on consumption expenditure rather than invest-
ment. This means it is spending more on current prosperity, such as on health care and social  
assistance, than on investments in future prosperity, such as education and infrastructure. Both 
areas of expenditure are essential, but Ontario risks falling behind other provinces in the future if it 
does not close the investment expenditure gap. The Institute recommends that the government 
boost its investment/consumption ratio to balance current and future prosperity.

•	 Align health care and education expenditure levels with other provinces’ spending. The two 
largest components of Ontario’s budget are health care and education, with the former classed as 
consumption and the latter classed as investment. While Ontario has been roughly matched in 
health care expenditure with all other provinces, it spends roughly $500 less on education per 
capita. With an ageing population, the province will need to spend more on health care in the coming 
decades, but it must not do so at the expense of education. The population aged 15 and under is 
projected to increase by 24 percent by 2030, which means investments need to be made in 
Ontario’s education system to ensure young people have access to quality schools. Ontario should 
also invest in post-secondary education to boost its capacity for innovation, skills development, and 
high-quality research. 

•	 increase infrastructure expenditures. The Institute has found that government spending on 
transportation, communication, and regional planning and development positively affects the prov-
ince’s productivity. This is because these investments in infrastructure facilitate market accessi-
bility and support business growth. However, both as a percentage of GDP and per capita, Ontario 
spends about 2.5 times less on infrastructure than all other provinces. Ontario must address this 
severe shortcoming. Metrolinx’s proposal to expand public transit in the Toronto region, along with 
the introduction of new revenue tools, are welcome changes, but more investments should be made 
to close the gap in infrastructure spending. 

•	 Reduce overlap in government operations. A significant proportion of the province’s budget is 
devoted to administration. Wages account for approximately half of public spending, while finan-
cial administration accounts for 9.2 percent of the budget. Merging related ministries and reducing 
operational overlap will generate immense cost savings for the province.  
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MonItor ontarIo’S DefICIt anD  
Debt-to-gDP ratIo CloSely 

After two decades of meagre economic growth and deep fiscal imbalances, Ontario’s debt has 
reached concerning levels. The most recent recession has placed the deficit at a similar level to 
where it was during the early 1990s recession. This has prompted the province to implement signifi-
cant structural adjustments to curb expenditure growth. 

The deficit and debt-to-GDP ratio are two sides of the same problematic coin for Ontario that need 
to be addressed. The sharp rise in the deficit in recent years means the province has relied on borrow-
ing to fund a large proportion of its public services. This is easily facilitated by the record low interest 
rates currently afforded by the province. However, this will not be the case over the long-term. As 
interest rates return to pre-recessionary levels, it will be much more expensive for Ontario to borrow, 
so the province must find means of aligning its expenditure more closely with expected revenue.

The debt-to-GDP ratio is another alarming figure for the province, as it has been above 25 percent 
since 1995. A rising debt-to-GDP ratio indicates that a higher proportion of Ontario’s GDP will be 
used to pay off the public debt. This imbalance could strongly hamper Ontario’s ability to borrow in 
the future. Ontario’s economy must grow in order to pay off the public debt and maintain current 
levels of public expenditure. If Ontario fails to restore budgetary balance, the government is likely 
to face a credit downgrade as investors lose confidence in the province’s reliance on borrowing and 
lack of compensating economic growth. This will inevitably result in fewer investors and higher 
future interest rates for public debt.

Mounting debt poses a risk to its public services if the province fails to attain budgetary balance or 
reduce its debt-to-GDP ratio. The cost of servicing debt is now the third-largest expenditure for the 
province, while crucial areas like education and infrastructure have seen their share of government 
expenditure decline.

Debt, however, is an intrinsic part of the government budget. If debt is used toward prosperity-
enhancing investments like schools and public transit, this will result in overall economic improve-
ments in the province. As the Institute has shown, the majority of Ontario’s expenditure is allocated 
toward consumption for current needs. If Ontario re-oriented its expenditure toward investment, 
this would boost the province’s GDP so that it could more easily pay off the public debt. By seeing 
debt as an investment rather than a stopgap, Ontario will be able to use its debt toward building 
prosperity and competitiveness in the province, and in turn ensure it is less reliant on borrowing in 
the future.

ontario’s fiscal challenges are linked to the province’s prosperity. government 
spending and taxation have tremendous influence on private actions and in turn can 
spur or hamper economic growth. the institute has shown numerous changes that 
the government can make to resolve its budgetary issues and encourage business 
investment and growth. the common theme has been to prioritize investments in future 
prosperity and develop smart taxes that boost productivity and economic efficiency. the 
institute sees these changes as crucial for the province’s economic future and a starting 
point for innovation within the government.
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