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1977 Budget at a Glance

1977-78
Growth Fiscal
1976-77 1977-78 Rates Swing
($ million) (VA ($ million)
Gross Provincial Product 75,000 84,000 +12.0

Spending 12,565 13,698 +9.0
Revenue ' 11,177 +12.9

Cash Requirements 1.388
Budgetary Deficit 1,279

Government in Ontario Takes Less
Than in the Rest of Canada
(per cent of GNP)
Est.
1973 1974 1975 1976 1977
Ontario
Federal 13.4 14.4 14.0
Provincial 10.6 11.7 11.7
Local 7.9 8.4 8.3

Total 31.9 34.5 34.0

Rest of Canada
Federal 16.8 18.6 17.7
Provincial 15.5 16.8 17.4
Local 7.9 8.1 8.0

Total 40.2 435 43.1
All of Canada
Total y 36.8 399 394




1977 Budget Statement

Mr. Speaker:

The 1977 Budget, which I am presenting tonight. will reduce
Ontario’s cash requirements by $311 million. This large reduction will
be achieved by constraining the growth in our spending to 9 per cent or
$1.1 billion, while revenues will increase by 12.9 per cent or $1.4 billion.
This responsible fiscal plan builds upon the gains of last year, uses our
finances to maximum benefit and frees up resources for the private
sector to ensure the continued prosperity of the Ontario economy.

The Government has instituted tough measures over the past two
years to reduce the growth of public spending in Ontario. These
measures have been successful. I am pleased to repeat that our 1976-77
spending will actually come in $11 million below the original Estimates,
the first time since 1947 that this has been achieved. This demonstrates
that government can cut costs, can set priorities and can live within
its means.

My colleagues and I believe we must hold firm to this course of
spending restraint, not just for 1977 but for the longer run as well.
This Budget extends the Government's fiscal planning horizon beyond
the traditional single year. It projects the revenue yield we can expect
over the next three years without resorting to tax increases. And, it
sets out the spending limits we can afford if the budgetary deficit is
to be progressively reduced, and ultimately eliminated. Our objective
is to have the capacity to balance the Ontario budget by 1980-81.
This is not an inflexible commitment: indeed, economic conditions or
social needs may make it inappropriate or even impossible to achieve
this target by 1980-81. Still, we must make every effort to move stead-
fastly towards a balanced budget. That will require determined self-
discipline and day-to-day resistance against the temptation to spend
and to borrow.

Canada needs at this time long-term solutions to the very basic
problems that have become impediments to our economic future.
To focus exclusively on short-term remedies for fundamental ailments
will lead us right back to the position we are in now—a condition of
excessive tax and debt burdens for Canada and Canadians, com-
pounded by a further weakening of our ability to match foreign com-
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Targeting for a Balanced Budget
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petition. Higher tariff barriers and industrial subsidies are not the
answer, nor are larger government expenditures. One has to be im-
pressed with the wisdom of one respected politician, who said recently,
and I quote:

“We used to think that you could spend your way out of a
recession and increase employment by cutting taxes and boosting
Goverment spending. I tell you, in all candor, that that option
no longer exists, and that insofar as it ever did exist, it worked
only by injecting bigger doses of inflation into the economy
followed by higher levels of unemployment as the next step. That
is the history of the last twenty years.”

Mr. Speaker, that statement was made by someone who is most
familiar with the problems of public sector growth, the Rt. Hon.
James Callaghan, Prime Minister of Britain’s socialist government.

Strategy for the 1980’s

Members will be aware that this Government has given its maximum
attention to tackling the longer term challenges. We remain convinced
that the highest priority has to be allocated to a strategy for the 1980°s
and that this strategy should ‘embrace, in a comprehensive way, the
key aspects of our economic and social life. This is not the time to
slide off into makeshift remedies, because they will come back to haunt
us and our children for many years. What is needed is a determined
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effort to tackle the larger structural problems of achieving balanced
growth with full employment and price stability.

The basic issuc before us is “‘after controls, what?’ If we are to
successfully avoid the errors and difficulties of the past, we shall need
to address four facts of fundamental importance to our prosperity.

o First, governments must discipline themselves and avoid draining
from the economy an unreasonably large portion of national
and provincial resources.

o Second, we must improve the climate for investment in Canada.

» Third, we must persuade or influence industry in Ontario and
Canada to concentrate its resources in those activitics where we
are able to compete in international markets.

o Fourth, in the labour market we must de-emphasize the adversary
environment of labour-management relations.

Government Restraint

Mr. Speaker, it is no accident that Canada’s image as a place to do
business has suffered somewhat in other industrial countries. We have
badly tilted our economic and fiscal policies towards social over-
management and let go the responsibility of encouraging the economic
growth that feeds us. In the past ten years, we have secen program after
program to redistribute income, which is perfectly valid and necessary.
But, we have seen not nearly enough cffort at the national level to keep
the economy alive and well to generate the income for such redistribu-
tion programs. In my judgment, it has been a process of constant
leeching on private sector initiatives that has brought us to a con-
dition of virtual non-competitiveness in so many areas of our economy.
The answer must lie in self-discipline across the whole public sector.

In the matter of achieving restraint, Ontario’s record stands as
an example for all governments in Canada. We have cvery intention of
maintaining that posture for the future. It is the only way we can pump
resources into the private sector and permit free enterprise to move
forward and gencrate the jobs and incomes we expect and need.

The Climate for Investment

This Government has made investment and free cnterprise central
concerns in all of its activities. Without profits, there is no investment ;
without investment, there are no new jobs —no productive and non-
inflationary jobs. It is easy to create inflationary employment, but quite
another matter to create the conditions for productive jobs that in-
crease the wealth of the nation and its people.

One of Canada’s major priorities in marshalling its investment
capacities must be that of increasing the level of equity funding in our
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industries. While I recognize and support the role of internal corporate
financing of our large-scale industrial activities, I would like to see
government, industry and the financial community take positive steps
to substantially increase the role of small investors in our economy.
It isn’t enough to expect the public to be sensitive to the needs of the
business climate in an abstract way. The average citizen needs and
deserves to have a much greater opportunity to participate in the
rewards of investment and economic growth. Only when more citizens
have a direct stake through their own private investments can we hope
to develop broadly-based public understanding of the importance of
investment and growth in a free economy. In this regard, I am encouraged
by the increase in the dividend tax credit announced in the recent
federal budget.

Those who believe as a matter of blind faith that all business is bad,
never, of course, see any connection between private sector investment
and job creation. I think the realitics of several years of irresponsible
and irrational criticism of everything businessmen do arc coming
home to us. Unfortunately, as is all too often the case, it is ordinary
working people who suffer—those whose jobs rest on investment and
healthy industries, not those whose pious rancour has driven invest-
ment from the market place.

To assist the process of understanding profits and their essential
contribution to the growth process, the Government has established a
committee to examine inflation accounting. The recent federal budget
acknowledged the importance of this arca of concern by introducing
some changes in the method of taxing inventories. I welcome this move
as a positive contribution, but I think we have to go further and examine
in considerable detail the adverse effects of inflation on business in-
vestment capabilities and job creation. Therefore, I am asking the
Inflation Accounting Committee to look at the recent federal tax changes
and to assess their impact on investment in Ontario.

One of the largest single concerns in Canada’s economic future is
the matter of government’s role in financing the retirement incomes
of the rapidly growing number of pensioners. Ontario has established
programs for supplementing the incomes of the elderly, in response
to the difficulties many pensioners were experiencing with price in-
flation. However, the emergence in the public sector in recent times of
indexed pensions at high levels of benefit raises questions concerning
the capacity of our economy to withstand the massive financial burdens
implicit in these public pensions.

Accordingly, in the Speech from the Throne, the Government has
made known its intention to establish a Royal Commission to inquire
into this matter. Since pension plans are a major source of investment
savings for our economy, it is essential that we have a financially sound
pensions framework.
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Economic Efficiency

Mr. Speaker, there arc many industries in which we enjoy the
benefits of world scale and a world level of productive efficiency.
However, I am concerned that in a growing number of instances we
are being forced out of world markets and are losing our grip on domestic
markets. Despite the fact that Canada is an industrial nation, we im-
port far more manufactured products than we export. We have become
a capital-intensive economy and I think we may be squandering our
precious capital resources by fostering inefficient industries. Ontario’s
policy remains one of resisting subsidization and feather-bedding.
We want healthy, efficient and productive industries, and I am con-
vinced we can have more of them if we can achieve a change in our
attitudes towards productivity and profits.

On the matter of the current negotiations in Geneva on international
trade and tariff policies, I have to repeat Ontario’s concern that the
federal government is proceeding on the basis of no known strategy.
It is clear that Canadian industries, and Ontario manufacturers, can-
not be protected forever by high tariffs, and yet the day of tariff cuts
gets closer and closer with no sign from Ottawa that Canada will be
ready with adjustment programs which will enable our industries to
roll with the punches. I am not in favour of high tariffs. I think we can
do better for our consumers, but we need a national policy with some
vision of the economic future to help us see where we should be going.

One of the key aspects of a national industrial policy, Mr. Speaker,
must be to focus our effort on those industries where Canadians have
special skills and talents. As a beginning, I would like to see national
policies which make full use of our unique talents in the following areas:

Automobiles : Over 120,000 Canadians carn their incomes in this
highly productive industry, so Canada’s role and share in the Auto
Trade Pact has to be a matter of great concern to us.

Steel: We have developed an efficient industry which deals effectively
in world markets as well as being important as a source of growth in
the domestic economy. We need to develop more consciously
those industries and skills that can build on this industrial base.

Industrial Rationalization: We cannot afford in many instances, with
our relatively small market base, to have many firms competing in
one sector. For this reason, my colleague the Minister of Industry
and Tourism fully supported the recent industrial consolidation of
our electrical appliance industry which was achieved through the
merger of the major appliance divisions of General Steel Wares
and Canadian General Electric to form the Canadian Appliance
Manufacturing Company. We need to encourage more of that kind
of rationalization. In doing so, we can rely on imports to provide
effective price competition to the benefit of consumers and we can
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take full advantage of the economies of scale which industrial
rationalization brings.

Energy and Resources Development: Canadian engincering talents
and specialization in the energy and resource industries have made
us world famous. We can and should profit more from thesc attributes
and attempt to restore the confidence of investors in these industries.
That confidence has been badly shaken in recent years by conflicts
over resource taxation, environmental matters and deterrents to
foreign investment.

Transportation Policy: There can be no doubt that Canadian
transportation costs are critical to the success of the economy. They
are too high and the industry is characterized by a lack of effective
competition. Government policies have to resolve this issue and
the equally important issue of improved investment in transporta-
tion facilities.

Agriculture : Is still one of Canada’s richest assets: but we badly
lack a national policy of income and price stabilization which is fair
to both consumers and farmers, and, better still, builds up the base
for increased exports.

Small Business: In the Speech from the Throne, the Ontario Govern-
ment announced a wide range of initiatives to reinforce and guarantee
an expanded role for small business in the economy. This is a vital
aspect of maintaining a creative and efficient industrial economy.
These actions will complement moves to bolster the efficiency of
medium and large businesses.

Mr. Speaker, I could name many other examples. It is worth noting
that Canada has also achieved a world-wide reputation in other fields
where scale and size arc important, notably, banking and finance, and,
construction and engineering. I do not believe we lack the skills and
commercial talents; rather, we seem to lack the will and the policy to
fully utilize these talents and ambitions.

The Labour-Management Environment

This Budget continues to meet the challenges in the key areas of
government restraint, investment and efficiency. A fourth aspect of
our economic life which has to receive more attention in future years
is that of moderating the atmosphere of confrontationin labour relations.
The Government’s intentions were made explicit at the Partnership-for-
Prosperity Conference, which was convened and chaired by the Premier,
drawing together 150 leaders and commentators from all aspects of
Ontario life to discuss the problems of a post-controls economy. At that
Conference we recleased a study paper entitled “‘Background to
Decontrols’ which outlined the problems and policy options.

In the Speech from the Throne, the Government put forward its
views on the phasing out of controls, and on the kinds of consultative
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actions that would be necessary for a successful transition to a post-
controls phase. We pointed out the need for a clear strategy to hold
down inflation in the post-controls era, and the steps we would be
taking as our contribution to this process. Budget Paper D which
accompanies this Statement deals in some detail with the issues and
options of decontrol.

Mr. Speaker, the responses to these four critical issues of national
concern will be assembled and studied in a variety of ways. As part of
that effort, Ontario is establishing follow-up working groups to the
Partnership-for-Prosperity Conference to advise the Government on
practical approaches to monitoring the performance of prices, profits,
wages and salaries in the post-controls period.

Ontario’s Economic OQutlook

Following the practice of recent years, I have engaged in extensive
pre-Budget discussions with representatives of many sectors of the
economy. The advice I have received reflects a considerable range of
opinion about economic prospects for 1977 and what constitutes
appropriate fiscal policy. Many believe the economy should be stimu-
lated and just as many insist that inflation is still our number one prob-
lem. A few have even suggested that Ontario should jump in and do
all those things which, in their opinion, the federal budget left undone.
I have found these pre-Budget consultations very informative, and |
would like to express my appreciation for this useful input.

For 1976 as a whole, despite some difficult obstacles, employment
and real incomes continued to expand. I think there is every reason to
be optimistic about the outlook for 1977. The United States economy,
our own economy, and those of the European Common Market, are
all broadly balanced in the direction of expansion. The recent federal
budget builds in considerable fiscal stimulation which, as I shall docu-
ment later, will generate large increases in personal disposable incomes
during the year.

The Ontario economy at this time is displaying signs of solid
strength in several sectors which will produce positive results in terms
of rising incomes and jobs as the year unfolds. For example, there is
growing evidence that the large inventory of unsold housing is beginning
to move well, and this is having an encouraging effect on the industry.
Automobile production is running ten per cent ahead of last year and
sales are up more than double that rate.

Investment is beginning to turn around, assuming we maintain a
stable and hospitable business environment. Government spending on
capital projects in Ontario, including those of Ontario Hydro, will be
higher. There are also significant investments in steel and petrochemical
projects which, as they come into production, will establish world
scale in those industries. These arc most encouraging prospects, which
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will be materially assisted by the drop in the external value of the
Canadian dollar over the past four months; it will assist our exports
and help tourism in Canada.

I expect lower interest rates to help in the recovery. I have pointed
out that each percentage point drop in interest rates saves Canadian
consumers, over time, a billion dollars a year. Thus, high interest
rates in our economy have to be a continuing concern to all of us.
The answer, however, is not to drop interest rates in some arbitrary way.
If inflation is not beaten, we cannot have lower interest rates without
precipitating a flight of capital from Canada. Therefore, inflation
must be a continuing and major concern.

In summary, my expectation for fiscal 1977 is that the annual rate
of growth of the Ontario economy will move from four per cent a
year in the first half to a rate of six per cent a year by the last half of the
year. If prices, profits, wages and salaries get out of line with real
productivity gains, however, the ability of the economy to expand
will be drastically impaired. The rate of recovery will depend very directly
on the restraint all participants in the economic process arc prepared
to contribute. Excessive demands from any part of the economy will
take jobs away from our citizens. That is the simple and absolutely
unavoidable fact of our economic life. There is no easy way out, and
there can be no exceptions to the effort required of us all.

Built-in Fiscal Stimulus

The federal budget of March 31, 1977, provides needed stimulation
to the economy. It reduces corporate and personal income taxes by
$1 billion in 1977-78. In addition to these tax cuts, take-home pay of
Canadians will rise by about 1 billion dollars in 1977-78 as a result of
indexation of the personal income tax. Some $900 million of these
federal tax reductions will flow to Ontario businesses and individuals
during the 1977-78 fiscal year. Ontario will contribute $130 million on

1977 Federal Tax Reductions

($ million)

Impact in Impact in

Canada Ontario
Investment Tax Credit 385 150
Inventory Allowance 275 110
Other Corporate Tax Cuts 20 6
Indexing 900 375
$50 Child Credit 275 115
$250 Employment Expense Deduction 115 57
Other Personal Income Tax Cuts 55 23

UIC Premium Reduction 250 110
TOTAL 2,275 946
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top of this federal stimulus as its own share of the costs of indexing. In
total, therefore, there is already built into the Ontario economy a fiscal
stimulus in excess of $1 billion. I would also point out to Members that
Ontario residents are now receiving their income tax refunds—including
Ontario tax credits—for the 1976 taxation year. I estimate that these
payments will further boost purchasing power by well over $500
million immediately.

Mr. Speaker, I think the state of Ottawa’s finances which is revealed
in the federal budget underscores the wisdom of Ontario’s decision,
taken two years ago, to constrain spending and reduce the Province’s
deficit. As a result of past excesses in spending, Ottawa’s projected
budgetary deficit for 1977-78 is a whopping $7.2 billion. This is an
increase of almost $600 million over the previous year. By contrast, we
have succeeded- with great determination I might add—in reducing
our deficit substantially.

Before I turn to the details of my Budget for 1977, I should briefly
like to draw the attention of Members to Budget Paper E which out-
lines some essential statistics on federal fiscal redistribution in Canada.
I think Members will find it an interesting first attempt on our part
to distribute the revenue and expenditure of the Government of Canada
among the various provinces. I am also tabling an analysis of inter-
provincial trade flows and the cost of tariffs to Canadian consumers.

I should caution Members that these are preliminary figures.
Canada is seriously lacking in data of this kind, which has hampered
reasoned debate on the costs and benefits of Confederation. I, for one,
would like to see the federal government put the figures on the table
so that all Canadians can see for themselves what every province pays
and what it receives in return. While I do not profess to understand
the technical aspects of these figures,.1 am convinced that they show
Confederation to be a powerful and protective economic shield for all
Canadians.

Expenditure Priorities

[ would now like to turn to the Government’s expenditure plan for
the coming year.

The planned expenditure growth rate of 9.0 per cent for 1977-78
marks the third consecutive year that a reduction in expenditure
growth has been achieved. I would like to draw the Members’ attention
to the fact that Ontario’s expenditure growth rate for 1977-78 is one
of the lowest among the provinces and is below that of the federal
government for the sixth consecutive year.

I am firmly convinced that this progressive reduction in expenditure
growth rates is helping to restore a more appropriate balance of public
and private sector activities. During this period of expenditure restraint,
the Government has substantially reordered its priorities to meet
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Federal and Provincial Expenditure Growth Rates for 1977-78
(per cent)

Newfoundland n.a.
Prince Edward Island 16.0
Nova Scotia 14.8
Quebec 12.6
New Brunswick 11.6
Alberta 11.1
Federal Government 9.8
Saskatchewan 9.8
Ontario 9.0
British Columbia 8.7
Manitoba 7.8

pressing needs. For the information of Members, I have included a
table showing expenditure growth rates by policy field which illustrates
these changing priorities.

Expenditure Growth Rates by Policy Field
1973-74 to 1977-78

(per cent)
Interim Estimated
1973-74 1974-75 1975-76 1976-77 1977-78

Social 6.2 17.3 17.3 12.7 10.1
Resources 19.4 27.0 17.9 8 8.9
Justice 13.6 20.1 20.3 20.5 6.1
General Government 39.7 92.6 (5.5) 8.6 (3.0)
Public Debt 28.4 12.4 23.1 22.6 17.2

Total Expenditure 12.0 24.7 15.1 11.0 9.0

Mr. Speaker, you will recall that on November 23, 1976, I out-
lined the broad dimensions of the Government’s 1977 spending plan.
One of our key objectives was to minimize operating costs and over-
head expenses, so that morc resources could be mobilized for job-
creating investment projects. The 1977 spending plan meets this
objective. It provides increased funding for the new Northern Affairs
Ministry, for water and sewerage investment, the OECA capital pro-
gram in the North, and it also includes increases for GWA, FBA, and
blind and disabled benefits under GAINS.

An important element in the Province’s cost-control program is the
elimination of unnecessary staffing positions. In 1977-78, the civil service
complement will not increase. This means we will hold the reductions
achieved over the past two years. We will meet additional manpower
requirements in some programs by redistributing our existing human
resources. A new system of manpower control will be implemented
this year which focuses on overall dollars. Full details will be pro-
vided by my colleague, the Chairman of the Management Board.
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Assistance to Local Government

The Government’s financial assistance to local government for
1977 was announced last September 10th. This was the carliest time
ever and fully three months earlier than the previous year. To accom-
plish this required a great deal of effort and co-operation from all
ministries involved. I have received many local expressions of apprecia-
tion and assurances that this action helped greatly in local budgeting.

During the present year, the Government expects to transfer some
$3.4 billion to local government, or more than triple the amount
transferred during the 1969-70 fiscal year. Counting the advance pay-
ments we mailed out in early April, our assistance for 1977-78 is up by
12.5 per cent over last year.

Financial Assistance to Local Government

Compound
Estimated Annual
1969-70 1977-78 Growth Rate
($ million) (%)
Education 771 1,880 11.8
Other Conditional 179 823 21.0
Total Conditional 950 2,703 14.0
Total Unconditional 45 436 32.8
Total Local Agencies 85 280 6.1
Total Financial Assistance 1,080 3,419 15.5
Provincial Budgetary Revenue 4,401 11,983 13.4

I would like to take this opportunity to remind our local govern-
ments that this [2.5 per cent increase in assistance is in no way an
indication of the end to the need to restrain spending. As I have said
on many occasions, it is critical that we develop a leaner more efficient
public sector. There remains ample scope for further shake-out at the
local government level. The increases in property taxes in 1976 have
eroded some of the benefits of our Provincial actions to stabilize tax
burdens. The accompanying table shows that property taxpayers are
still relatively better off than in 1970 or 1972, but important ground
was lost during 1976 when the average property tax rose to 2.5 per
cent of household income. The latter was due exclusively to the in-
crease in education taxes.

As in previous years, I am tabling a separate document today on
the Government's financial assistance to local government. As well,
I would like to remind Members that two important studies on local
government matters— Blair and Mayo—have already been released,
and four others—Robarts, Archer, Comay, and Stevenson--will be
forthcoming in the next few months. These will be of critical importance
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Average Residential Property Taxes per Household,
1970 to 1976

1976%* 1976
1970 1975 1976 1970 1975
($) ($) (%) (%) 79
Municipal* 181 244 263 9.8 7.8
School Board 180 195 236 7.2 21.0
TOTAL 361 439 499 8.5 13.7

As % of houschold income 3.2 24 2.5

*Including special charges.
**Compound Annual Growth Rate.

in proceeding with orderly reforms of local government structure and
finance.

Job Creation

Within our limited resources for 1977, the Government has placed
its highest priority on creating jobs. The job-creating initiatives must be
selective and directed where they will have the biggest impact on
unemployment.

Before detailing these measures I would like to draw the attention
of the Members to Budget Paper A entitled “The Changing Character
of Unemployment in Ontario”. This paper continues the in-depth
analysis of the Ontario labour market begun in Budget Paper D of my
1976 Budget. This 1977 paper indicates that for a variety of reasons the
level of unemployment consistent with the provincial economy reaching
its full-employment performance has risen significantly since 1971.
Unemployment in Ontario has not been below 4 per cent since 1969.
Even in 1973 and 1974, during a period of high growth and rapid infla-
tion, unemployment remained above the then accepted full-employment
norm. Budget Paper A suggests that the full-employment target for
Ontario appropriate to the 1970’s is 5.3 per cent, up from 3.0 per cent
some years ago. The magnitude of the change may be debated, but
similar sentiments have been expressed by the Governor of the Bank
of Canada in his recent Annual Report and by the federal Minister of
Finance in his recent budget.

Construction Jobs

The major slowdown in non-residential construction in Ontario
during this past year has led to disproportionately higher unemployment
among construction workers. Unemployment in the construction in-
dustry is currently running in excess of 15 per cent. To stimulate jobs
and reinforce the vitality of this industry, we will accelerate Provincial
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capital spending by $75 million in 1977-78. This will generate almost
3,400 additional jobs and will provide a powerful stimulus to the
construction industry.

The job-creation package for the construction trades includes the
acceleration of road and transit projects, sewage and water treatment
plants, plus new funding for repairs and insulation of Government and
university buildings, health capital projects, and agricultural infra-
structure. Details of these projects and their job-creating potential will
be made available by the ministries concerned.

Job Creation

Funding Number of
Program Level New Jobs
($ million)

® Accelerate Road Projects 25.0 1,600

® Agricultural Infrastructure 7.0 560*

® Repairs to University and College Buildings 3.0 80

® Accelerate Water and Sewage Treatment Plants 23.1 522

® Repairs to Government Buildings 2.4 84

@ Insulation of Government Buildings I 40

® Health Capital Projects 14.0 470

75.6 3,356

*F_.qui\;lent 10_2,096 ;:;sonal_jt-}bs.

My colleague, the Minister of Housing, has already announced
plans to stimulate the rental housing industry.

I would also like to inform Members that I have authorized Ontario
Hydro to accelerate its capital construction program. The Government
had limited Hydro’s capital borrowing to $1.5 billion annually during
1976, 1977 and 1978, because of our concern about the availability of
capital funds. The Province’s success in reducing its own financing
requirements, however, provides room to prudently expand Hydro’s
borrowing program to $1.7 billion for 1978. This will allow Hydro
to do more construction work this year and next year, thereby im-
proving the employment prospects in this important industry.

I would like to emphasize that no part of this authorized increase in
borrowing is to be used by Hydro for operating purposes.

Jobs for Ontario Youth

On the employment front, the most pressing priority is to do some-
thing quickly and effectively for our young people. A large part of the
high unemployment reported in the first three months of this year
falls within the 15-24 age group. I am concerned that these young
people have been unfairly saddled with the economic problems that
governments in Canada have not been able to resolve. If we have un-
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employment today, it is because we have an industrial cost structure
that results in our industries not being able to compete abroad as they
did in the past. And it is preciscly because public spending has put
Canadian taxes at a level unprecedented in North America that our
industries are struggling to compete with productive and efficient in-
dustries around the world. For our young people we need two things:
first, immediate help: second, the stimulus of a growing economy so
that new investment can provide the ongoing economic growth and
jobs they need to build their own lives, raise their families and enjoy
the same standard of living as we do.

To provide further employment opportunities for youth, the Ontario
Government will implement a five-point program in 1977. The Govern-
ment will:

e expand the regular summer replacement program by 700 positions

to a total of 10,000 jobs:

e expand the Experience program by 2,350 jobs to a total of 11,492
jobs:

e increase the Ontario Career Action Program by 1,000 jobs to
2,300 jobs;

e introduce a new program to train 250 young people to assist the
clderly and the handicapped to live more comfortably in their
homes. Full details of this program will be announced by the
Minister of Community and Social Services; and,

e introduce a new Ontario Youth Employment Program to provide
employers of young people with a grant of one dollar an hour
towards the wages of summer employees. This program is expected
to provide a sixteen-week subsidy for up to 20,000 young people
at a cost of $10 million. Details of the two new programs are out-
lined in Appendix B.

Altogether, these youth-oriented programs should provide jobs
and introductory training to the labour market for about 45,000 young
people, at a cost of $68 million. This represents a funding increase of
more than $20 million over last year and better than twice the number
of job opportunities for our energetic young people.

Ontario Youth Employment Programs

1976-77 1977-78
Program Funding  Jobs Funding  Jobs
($ million) ($ million)
Regular Summer Employment 30.0 9,300 33.0 10,000
Experience 12.0 9.142 15.0 11,492
Ontario Career Action (OCAP) 35 1,300 7.4 2,950
Ontario Youth Employment (OYEP) — - 10.0 20,000
Youth Care for Senior Citizens — — 2.6 250

45.5 19,742 68.0 44,692
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Tax Actions

As I mentioned earlier in my Statement, the recent federal budget
will have a significant effect on Ontario’s revenue. In total it will cause a
reduction of $74 million in this fiscal year—$32 million in personal
income tax and $42 million in corporation income tax. The taxpayers
of Ontario will benefit directly from the Province’s decision to parallel
these federal tax measures.

Within the economic objectives which the Government has set for
this year, I have decided upon a package of additional tax reductions
amounting to $127 million to stimulate important sectors of the economy.
I am proposing to balance this total revenue loss of $201 million by tax
increases of $209 million in order to meet my financial target.

Personal Income Tax

As a result of the new federal-provincial fiscal arrangements, the
Province’s personal income tax rate increases to 44 per cent of federal
basic income tax for the 1977 taxation year. The 44 per cent rate will
ensure that, given the reduced federal base for calculating Ontario tax,
the Province will occupy the tax room vacated by the federal government.
At the same time, taxpayers will be left virtually unaffected overall.
This means that, other than in Alberta, Ontario's personal income
tax rate remains the lowest of any province in Canada.

The history of the new arrangements, the mechanics of this transfer
of personal income tax room, and the impact on filers are fully docu-
mented in Budget Paper B. I am also taking this opportunity to table a
staff research paper entitled “The Equity and Revenue Effects in
Ontario of Personal Income Tax Reform: 1972-75. This paper,
which is number 13 in the Ontario Tax Studies series, examines how
reform of the personal income tax has worked in Ontario.

Let me now turn to the tax decreases contained in this Budget.

The new federal-provincial fiscal arrangements have implications
for Ontario’s personal income tax reduction. To ensure that the majority
of Ontario taxfilers who pay no federal tax are also free of Provincial
tax, effective for the 1977 taxation year, Ontario income tax will
no longer be payable by taxfilers with less than $1,680 taxable income.
This enrichment from the 1976 level of $1,540 will remove the Ontario
tax liability for an additional 35,000 filers and will cost more than
$3 million. In the majority of circumstances it should mean that no
Ontario tax will be payable where no federal tax is payable. In some
cases, however, the new $50 federal tax credit for children will remove
federal tax liability while Ontario liability will remain. In the near
future I will be reviewing the viability of incorporating this provision
in The Ontario Income Tax Act.
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Retail Sales Tax

I am proposing a number of reductions to the retail sales tax,
effective midnight this day.

Ontario has, over the past few years, increased the level of the retail
sales tax exemption for prepared meals so that residents and visitors
alike are able to purchase essential meals free of tax. At the same time,
the levels chosen have ensured the continued generation of revenue
from the more elaborate, higher-priced dinners. In continuation of this
practice, I am proposing a further increase in the level of exemption to $6.
This change ensures that all basic meals will be free of tax, and should
result in considerable benefit to the tourist trade since the average
vacationing family of four will enjoy a saving of about $2 a day.

Second, I am proposing to exempt from sales taxation all disposable
items purchased by operators of hotels, motels and similar establish-
ments for use in guest rooms. This tax has been an irritant to the trade
and its'removal will allow the industry to compete more effectively for
the tourist and convention dollar.

These two tax actions should be of considerable benefit to Ontario’s
tourist industry, which is the province's second-largest employer.
Together, these moves will cost the Province $8 million in 1977-78.

Recognizing the importance of conserving energy, the Government
last year provided sales tax relief to retail purchasers of thermal insulation
materials used for existing residences. To further encourage the con-
servation of energy, I am proposing an extension of this exemption to
include thermal insulation materials for all buildings. In addition, I am
proposing that other energy-conserving materials and equipment, for
example heat recovery units and solar cells, be added to the list of
retail sales tax exemptions. The potential saving on the purchase of a
solar energy system is approximately $200-$300. I estimate that these
new initiatives will provide a total tax saving to consumers of about
$6 million in 1977-78.

I am also proposing that the exemption from sales tax on the price of
admission to places of*amusement be increased from 75¢ to $3.00
It is estimated that the tax saving to consumers will be around $10
million in 1977-78. This measure will simplify the procedures involved
in administering this tax. It will also provide relief to the many thousands
of charitable and non-profit organizations in Ontario and assist the
promotion of public events such as agricultural fairs and exhibits in
museums and art galleries.

Incentives to Small Business

Small business continues to be one of the outstanding strengths of
the Ontario economy, and the Province has a substantiab number of
programs and incentives designed to encourage the development of this
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sector. In kecping with this approach, I am proposing the following
incentives to small business:

» increased compensation for tax collection activities;

» simplified capital tax compliance; and,

» the establishment of Venture Investment Corporations.

For tax collected on or after April 1, 1977 the level of compensation
provided to retail vendors and appointed tobacco tax collectors will be
expanded from 3 per cent to 4 per cent, and the annual maximum will be
increased from $500 to $700. This raises current levels by over one-third
and means that the tax collection compensation paid to small businesses
in Ontario is the highest provided by any province in Canada or any
major U.S. state. The cost of this improvement will be approximately
$5 million for 1977-78.

I recognize that filling out complex capital tax returns is a nuisance
to most owners of small businesses. I therefore propose that, in lieu of the .
regular capital tax rates, corporations with taxable paid-up capital in
Ontario of up to $50,000 pay a flat tax of $50, and corporations with
taxable paid-up capital in Ontario in excess of $50,000 and up to
$100,000 pay a flat tax of $100. These corporations will receive a tax
saving at a cost to the Province of $3 million. The filing of capital tax
returns is thus greatly simplified for about 95,000 Ontario corporations.

Members will recall that in the 1976 Budget I introduced legislation,
for first reading only, which proposed that special Venture Investment
Corporations be established to provide risk capital to small businesses
in Ontario. A deferral of corporation income taxes was proposed as an
incentive to encourage the deployment of risk capital into these small
corporations. The purpose of this legislation was to encourage and
facilitate discussion of the concept with the federal government and the
private sector. The discussion resulted in a revised version of the VIC
legislation being tabled with my November Economic Statement.

The recent federal budget introduced one provision respecting
the tax treatment of investments in Venture Investment Corporations.
This allows Ontario to proceed with VICS. Therefore, I will introduce
tonight The Venture Investment Corporations Registration Act, with
the intention of having the system in place and operating before the end
of 1977. The complementary tax amendment to The Corporations Tax
Act will be introduced later in the year by my colleague the Minister of
Revenue; details of this proposal are provided in Appendix A to this
Statement.

It is my hope that the VIC program will substantially encourage the
development of small business in this province. The capital tax relief for
small businesses and the programs recently announced by other
ministries, such as the elimination of the annual corporation filing
requirement and the expansion of the Ontario Development Corporation
services, demonstrate this Government’s firm belief in a strong and
growing small business sector in this province.
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Succession Duties and Gift Taxes

In the past year, the provinces of British Columbia and Saskatchewan
have abandoned the succession duty field. As a result, only Manitoba,
Quebec and Ontario now levy succession duties and gift taxes. We have
reviewed this matter carefully and have concluded that our own statutes
should remain in force. They add a valuable degree of equity to the
Province’s tax structure. However, it is the Government of Ontario’s
policy to have these taxes paid by those who can best afford to do so.
The 1975 Budget went a considerable way towards ensuring this goal
by exempting from duty all estates valued at less than $250,000. As a
further move towards concentrating the burden of death taxes on
large estates, and to allow for the upward valuation in assets which
occurs over time, I am proposing that the basic level below which no
duty is payable be increased to $300,000, effective in respect of deaths
occurring on or after April 20, 1977.

At the same time, the Province of Ontario recognizes its long-term
commitment to phase out succession duty when the capital gains tax
matures. At the present time, and indeed in the foreseeable future, the
level of capital gains revenue will not be adequate replacement for
revenue lost by vacating the succession duty field. Therefore, the
Government has decided instead to fully remove any element of double
taxation by integrating succession duty and capital gains tax through a
credit mechanism. I am proposing that, effective in respect of deaths
occurring on or after April 20, 1977, capital gains tax arising as a
result of death will be eligible to be treated as a credit against succession
duty. It is expected this credit mechanism will result in ever-increasing
reductions in succession duty over time, as the value of capital assets
increases and The Succession Duty Act is amended periodically to
recognize the effect of inflation.

In addition, the current requirements of affidavits from all bene-
ficiaries will be replaced by a simplified return submitted by the executor
of the estate. The accessibility of beneficiaries to the assets of the estate
will also be made easier. As well, the Ministry of Revenue will be offering
regional counter-service in respect of succession duties in the near
future— which will enable small estates to be processed promptly and
have their assets cleared quickly.

To complement these changes to The Succession Duty Act, and to
permit the distribution of assets prior to death, The Gift Tax Act is
also amended. For 1977 and subsequent years, gifts of up to $10,000
per recipient and $50,000 per donor per year will be exempt from gift tax.
This represents a doubling of the allowances which were available
for 1976.

It is estimated that these changes to The Succession Duty Act and
The Gift Tax Act will cost $8 million in this fiscal year.
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The Land Transfer Tax

I am proposing that, effective today, The Land Transfer Tax Act
be substantially amended in terms of its tax treatment of non-resident
individuals and corporations to encourage productive foreign invest-
ment.

Currently, all land transferred to non-residents attracts the high
20 per cent rate of tax. I am proposing to tax only agricultural and
recreational land—restricted land —at this high rate. Specifically, any
transfer to a non-resident individual or corporation of land that is
“zoned™ or “‘assessed” as commercial, industrial or residential is to be
taxable at the normal low rate of land transfer tax.

The substantial difference between the new legislation and the
existing Act is in the treatment of non-resident industry. The latter
forced legitimate industrial or commercial enterprises through a
deferral process that, with changing economic conditions, has proven
to be unnecessary and inappropriate. The new proposal does away with
deferrals where the non-resident transferce is purchasing “unrestricted™
land. The procedures for deferrals of tax are carried over from the old
Act where the non-resident purchases restricted land for the purpose of
commercial, industrial or residential development and resale, or for
the purpose of establishing, expanding or relocating an active com-
mercial or industrial enterprise.

The Land Speculation Tax

The Government remains committed to its policy of discouraging
non-productive speculative activities. However, I am proposing two
necessary changes to The Land Speculation Tax Act.

The current provision for a reduction in taxable value with respect
to investment properiies completely eliminates tax over a ten-year
period. This provision has required a longer than desirable commitment
by non-residents who wished to buy investment properties in Ontario.
Consequently, a substantial pool of capital normally available to resident
developers has dried up. I am therefore proposing to halve the reduction
period from ten to five years, by doubling the reduction value to 20 per
cent per annum.

A second proposal permits farmers to rent out their farm properties
without forfeiting the 10 per cent per annum reduction in taxable value
permitted to farm property. Whereas the previous provision deemed
the rental period as being an interruption in the farming period, the new
provision allows for the rental period to equal three years or less in the
ten-year period without loss of the reduction. However, the rental
period may not exceed two years immediately prior to disposition. This
proposal gives farmers time to decide whether or not to sell their farm
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properties without opening the door to full-fledged speculation by
non bona fide farmers.

In addition to the relaxation of the treatment of farms and investment
properties, The Land Speculation Tax Act parallels the changes to The
Land Transfer Tax Act. It is my hope that these significant changes to
the land transfer and land speculation taxes will further encourage
job-creating investment.

I should note my satisfaction that the federal Minister of Finance, in
his recent budget, has changed the treatment of capital gains taxation
to allow the rollover of capital gains when funds realized from the sale
of business and farming assets are reinvested in similar assets.

Long-Term Investment Incentives

In addition to the tax reductions 1 have just detailed, I am pro-
posing the following long-term measures, in the interests of federal-
provincial tax harmony and to maintain Ontario’s competitive position.

e Continuation of the manufacturing and processing fast write-off
for an indefinite period. This measure will cost the Province
approximately $80 million in a full year.

o Paralleling the three per cent inventory valuation adjustment which
was announced in the federal government’s March 31, 1977
budget, at a cost to the Province in fiscal 1977-78 of $40 million.
This is an interim measure at both the federal and Provincial levels
pending the recommendations of committees which are now
examining the tax aspects of inflation accounting.

o Adopting the federal 25 per cent resource allowance for oil and
gas companies and replacing our present automatic depletion
system with earned depletion for these companies. In addition, |
propose to parallel the incentive for frontier oil and gas exploration
announced in the latest federal budget. 1 estimate that the revenue
loss to Ontario of these changes will be about $6 million annually.

The recent federal budget also contained major changes to the
taxation of insurance companies. The implications and revenue effects of
these changes will have to be carefully examined before any decision
could be made concerning Ontario’s taxation of this scctor, bearing in
mind the competitive position of Canadian insurance companies in the
United States market.

Mr. Speaker, the cost to the Province of the above tax reductions is
$201 million. To offset this revenue loss and keep to the deficit target. |
am proposing to raise an approximately equivalent amount through
tax increases.

Tobacco Tax

I am proposing to raise additional revenue of $58 million from
cigarettes, cigars and cut tobacco.
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The tax on cigarettes will be increased by 5 cents per package of
20 cigarettes. The tax on cigars, which is applicable on the retail price,
will be doubled. Thus, the tax on a 25¢ cigar will increase from 5¢ to
10¢. The tax on cut tobacco will also be doubled, from 2.5¢ per half
ounce on the old ““avoirdupois’ basis to the equivalent of 5¢ per half
ounce on the new “‘metric’ basis.

Motor Vehicle Registration Fees

Government road-related expenditure is growing faster than
revenue derived from road users. Consequently, in order to restore a
reasonable balance between expenditure and revenue, 1 am proposing
to increase the registration fees for passenger cars, commercial vehicles,
motorcycles and buses. Effective for the 1978 registration year, the annual
registration fees for passenger cars will be increased as follows:

e 4 cylinders—from $23 to $30

e 6 cylinders—from $32 to $45

o 8 cylinders—from $40 to $60.

Additionally, the fee for passenger cars registered for the first time
and equipped with an engine having a displacement in excess of 6,500
cubic centimeters (397 cubic inches) will be $80. The annual registration
fee for motorcycles will be increased by $5, while the fee for snowmobiles
will remain unchanged.

The annual registration fees for commercial vehicles, farm trucks
and buses will be raised by adding a flat $22 to ecach weight class and by
raising these new levels by 9 per cent. In respect of smaller commercial
vehicles this measure will adjust the fee to the same level as the fee now
proposed for 8 cyclinder passenger cars. A large majority of these small
commercial vehicles are equipped with 8 cylinder engines and their
weight is also comparable to an 8 cylinder passenger car.

The fee increases will raise $78 million in 1977-78. This new, more
progressive fee structure encourages energy conservation.

Reduced Fees in Northern Ontario

In identifying the need to raise registration fees, however, it is also
recognized that the operation of a passenger car in Northern Ontario
involves substantial costs over and above those experienced in the
southern part of the province. These costs are the direct consequence of
greater distances travelled, the effect of climatic conditions on mileage,
and sometimes higher gasoline prices in the North.

I am thercfore pleased to propose that, effective for the 1978 registra-
tion year, registration fees be reduced to $10 for all passenger cars and
motorcycles registered North of the French River. By this measure,
all bona fide residents of the area will receive a saving equivalent to 5¢
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per gallon of gasoline, based on an average annual distance travelled
of 10,000 miles.

The total saving to Northern Ontario residents is approximately
$12 million in 1977-78.

Registration of Sellers and Distributors of Middle
Distillate Fuels

To improve taxpayer compliance under The Motor Vehicle Fuel
Tax Act, I propose that by July 1 of this year all sellers and distributors
of diesel fuel, home heating oil, furnace oil and similar products be
registered with the Ministry of Revenue. Users of raxable middle
distillate fuels will also be registered.

I would like to point out that all of the other provinces have in
place systems to minimize avoidance of fuel taxes. I estimate that
Ontario’s tighter enforcement will generate $10 million in 1977-78.

Environmental Tax

For some time, the Ontario Government has been advocating the use
of refillable soft drink containers and seeking ways to discourage the
use of non-refillable throwaway containers. The Government has two
basic objectives:

e to reduce the volume of solid waste in Ontario; and,

e to conserve energy resources wasted in the production of throw-

away convenience containers.

In support of these objectives, the Minister of the Environment has
announced a ban on the sale of non-refillable bottles in Ontario,
effective April 1, 1978. Cans for carbonated soft drinks are an equally
important contributor to the problem, hence action to limit the use
of cans is also necessary.

I am proposing that a tax of 5¢ per can be imposed on the consumer
who chooses to buy soft drinks in cans, effective June 1, 1977. For ease
of administration this tax will be collected at the manufacturers’ and
importers’ level. Inventory will be taken at all levels on that date. The
tax will be included in the retail selling price, thus attracting retail sales
tax as well.

It is my hope that this environmental tax, which will apply equally
to canned carbonated soft drinks manufactured in Ontario or imported
into the province, will be combined with a concerted effort on the part
of soft drink producers to substantially reduce the proportion of soft
drinks sold in cans. Since consumer buying habits do not change over-
night, however, the $25 million which is estimated to be collected in the
first year will assist in the funding of major environmental projects.
Grants will be available to municipalities and citizens groups for the



Budget Statement 23

construction and operation of collection and recycling depots. In
addition, there will be increased support for municipal reclamation
facilities across the province.

Paid-up Capital Tax

Finally, I have decided that the most appropriate way to secure the
balance of revenue needed is to increase the paid-up capital tax on
large corporations. Accordingly, I am proposing that the paid-up capital
tax on corporations be increased by 50 per cent for fiscal years ending
after April 19, 1977. The new general rate of capital tax will be 3 of
1 per cent. For banks, the new rate will be 2 of 1 per cent.

I estimate that this increase will generate an additional $68 million
gross revenue in a full year and $55 million in the 1977-78 fiscal year.

For corporations paying income tax the burden of this increase is
not unduly onerous since the paid-up capital tax is deductible in cal-
culating taxable income. This feature enhances the overall equity of
the corporation tax system.

Mr. Speaker, the $209 million in tax increases I have just proposed
constitute a fair and balanced package for the pecople of Ontario.

Revenue Impact of Tax Changes
($ million)

TAX REDUCTIONS
A. From Paralleling Federal Budget:

personal income tax -32
corporate income tax —42
Subtotal —74
B. Other Tax Cuts:
personal income tax -3
retail sales tax —-29
capital tax -3
succession duty/gift tax -8
corporate income tax 84
Subtotal 127
Total Tax Cuts —201
TAX INCREASES
tobacco tax +58
vehicle registration fees (net) +66
diesel fuel registration + 10
environmental tax +25
capital tax (net) +50
Total Tax Increases +209

Net Revenue Effect +8




24 Ontario Budget 1977

Ontario’s Financial Strategy for 1977-78

This Budget achieves a pronounced strengthening in the Province’s
financial health, as reflected in the $311 million improvement in our
net cash requirements to a two-year low of $1,077 million. Moreover,
the financial plan for 1977 reduces our budgetary deficit from $1,279
million in 1976-77 to $992 million. Non-public borrowing will be
more than adequate to meet financing needs.

Ontario’s 1977-78 Financial Plan

($ million)
Interim Estimated Year to Year

- - 1976-77 197778 Swing
Revenue 11,177 12,621 + 1,444
Expenditure 12,565 13,698 +1,133
Net Cash Requirements 1,388 1,077 —311
Internal Sources 1,357 1,343 14
Public Borrowing Nil Nil Nil
Debt Retirements —272 -73 +199
Debt Financing 1,085 1,270 + 185
Impact on Cash Reserves —303 193 +496

This fiscal plan means that for the second consecutive year Ontario
will not need to borrow in the public capital markets on its own account.
In looking ahead, achievement of a balanced budget by 1980-81 would
mean the virtual elimination of the Province’s reliance on non-public
borrowing as well. This would greatly enhance our fiscal flexibility. It
would permit Ontario’s surplus non-public funds to be deployed for
major private and public investment projects—such as Ontario Hydro—
thereby restoring a morc appropriate balance between government

Ontario’s Fiscal Planning Horizon, 1976-77 to 1980-81
($ billion)

Projected
Actual Interim Estimated o —
1975-76 1976-77 1977-78 1978-79  1979-80 1980-81

Budgetary Account

Revenue 9.0 10.5 12.0 13.0 14.2 15.5
Expenditure 10.5 11.8 13.0 13.8 14.7 15.5
Deficit 1.5 1.3 1.0 0.8 0.5 0.0
Non-Budgetary Deficit 0.3 0.1 0.1 0.1 0.1 0.1
Net Cash Requirements 1.8 1.4 1.1 0.9 0.6 0.1
“, Increasc®
Budgetary Revenue - 17:3 13.4 8.2 9.3 9.8
Budgetary Spending 12.9 9.5 673 6.3 6.0

*See Budget Paper C for details.
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and private sector demands on the finite resources of the capital markets.
Budget Paper C examines Ontario’s revenue growth potential and
discusses the implications for expenditures of this balanced budget
target.

Conclusion

Mr. Speaker, this 1977 Budget carries forward the sound manage-
ment of our economic and fiscal resources. It demonstrates clearly the
ability of the Government of William G. Davis to effectively manage
the affairs of this Province of Ontario. It meets our most immediate and
pressing needs by:

e funding a large number of new jobs in the construction industry

and for our young people: and,

e proposing a financing plan that reduces the Government’s claim

on the provincial economy.

As a further expression of our sound management practices, this
Budget also addresses the longer term problems of economic policy by
establishing a fiscal strategy for balancing the budget by 1980-81.
I believe that this responsible strategy will provide the stability and
bolster the confidence our economy needs for continued growth and
prosperity.

The Government of this Province of Ontario has also demonstrated
its concern for those in our society who are less fortunate and who
deserve to share fully in the benefits of economic growth and our un-
paralleled abundance. We have assisted youth; we have provided
housing: we have developed a plan of workmen’s compensation -
admittedly not perfect- but which is better than any other; we have
created a system of public services uncqualled on this continent.
GAINS and a host of social service programs have enhanced the
security and dignity of our senior citizens. We have, with some success,
spread new economic opportunities to all parts of the province. And
we have provided the hospitals, schools, libraries, recreational facilities,
day nurseries, and cultural amenities— the quality of life that makes
Ontario the envy of our American neighbours.

With this impressive record of leadership and with our grasp of the
realities of economic life, I look forward with confidence to the challenges
of 1977 and succeeding years.






Budget Statement 27

Appendix A

Details of Tax Changes

The purpose of this appendix is to provide a more detailed descrip-
tion of tax changes outlined in the Budget Statement. This is a concise
summary and the reader is advised to consult the statutes for exact
information.

The Retail Sales Tax Act
Increased Exemption for Prepared Meals

The exemption for prepared meals will be increased to $6.00 from
the present level of $5.00.

Effective: April 20, 1977.

Exemption for Energy Conservation Materials
and Equipment

The exemption introduced in April, 1976 for thermal insulation
materials used exclusively for the insulation of existing residential

buildings is now extended to exempt all purchases of such thermal
insulation—including urethane foam insulation-—used in all buildings.

[n addition, the following cnergy conservation materials and
equipment will be exempt from the tax:

o Heat pumps for use principally to provide heat in a heating system
of a building.

» Heat recovery units and devices for extracting heat from exhaust
air or waste water for recovery of energy.

e Solar cells designed to produce electricity directly from sunlight
for charging batterics.

o Solar furnaces, solar panels and tubes specially designed for
collecting and converting solar energy into heat for use in solar
heating systems.

» Wind generators and windmills for converting wind power to
mechanical or electrical energy; pumps and generators specially
designed for use directly with such devices.
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e Timer-controlled thermostats for heating systems for buildings;
automatic timer controls for electrical equipment.

e Wood-burning stoves and wood-burning furnaces.

e Wind deflectors for trucks.

Further details regarding this measure will be provided by the
Ministry of Revenue.

Effective: April 20, 1977.

Increased Exemption for Admission to
Places of Amusement

The exemption from sales tax on the price of admission to places of
amusement will be increased from 75¢ to $3.00.

Details will be provided by the Ministry of Revenue.
Effective: April 20, 1977.

Compensation to Vendors

The amount of compensation provided to each vendor for the
collection and remittance of retail sales tax will be increased from 3
per cent of tax collected with a maximum of $500 per annum, to 4 per
cent of tax collected with a maximum of $700 per annum. Specific
entitlements available to vendors will be as follows:

e For tax collections of $3.00 or less per return, the vendor will be

entitled to withhold the full amount of the tax.

e For tax collections exceeding $3.00, the vendor will be entitled to
withhold 4 per cent of tax collected or $3.00 per return, whichever
is the greater, provided that total entitlements withheld do not
exceed $700 in each 12-month period commencing April 1.

e For large vendors with multi-branch organizations, maximum
entitlement will be $700 in each 12-month period commencing
April 1.

Effective: for tax collected on or after April 1, 1977.

Exemption for Disposable Items Purchased by the
Accommodation Industry for Use in Guest Rooms
Certain specified disposable items purchased by hotels, motels, and
other similar establishments for use in the provision of taxable transient
accommodation are exempt from tax. This exemption includes facial
and bathroom tissue, bar soaps, and other related disposable items.

Full details of disposable items to be exempted will be provided by
the Ministry of Revenue.

Effective: April 20, 1977.
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All enquiries regarding retail sales tax changes should be directed
to:
Retail Sales Tax Branch
Ministry of Revenue
Parliament Buildings
Queen’s Park
Toronto M5S 1M1
(416) 965-5772

or

the nearest Retail Sales Tax District Office.

The Tobacco Tax Act

Tax Rate Changes

The following changes will be effective April 20, 1977:

e The tax on cigarettes will be increased from 14.2¢ per pack of 20
to 19.2¢ per pack of 20. Other package sizes will be subject to
proportional increases.

e The new tax rates applicable to the retail price of cigars will be:

—2¢ if purchased at a retail price of 7¢ or less (the former
rate was 1¢);

—4¢ if purchased at a retail price of more than 7¢ but not
more than 10¢ (the former rate was 2¢); and,

—an additional 2¢ for each 5¢ or part thercof that the retail
price exceeds 10¢ (the former additional tax was 1¢).

e The new tax ratc on cut tobacco will be based on the metric system,
and will be set at thirty-five one-hundredths of a cent for cach
gram of tobacco. This rate is roughly equivalent to 5¢ for every
half ounce of tobacco, and compares to a rate of 2.5¢ per half
ounce prior to this Budget. Conversion tables from the old system
to the new metric system will be provided by the Ministry of
Revenue.

Inventories

Businesses, including retailers and wholesalers, will be required to
declare their cigarette, cigar and tobacco inventories as of midnight
April 19, 1977, and to remit tax on such inventories as directed by the
Ministry of Revenue.

Compensation to Tobacco Tax Collectors

The amount of compensation for tobacco tax collection will be
increased in line with the new compensation level for vendors who
collect retail sales tax. Each tobacco dealer who is an appointed tax
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collector will receive compensation of 4 per cent of tax collected,
with a maximum of $700 per annum.

Effective: for taxes collected on or after April 1, 1977.

All enquiries regarding tobacco tax matters should be directed to:
Gasoline Tax Branch
Ministry of Revenue
Parliament Buildings
Queen’s Park
Toronto M7A 1X8
(416) 965-2587

The Environmental Tax

Effective June 1, 1977, a tax of 5¢ will be imposed on each canned
carbonated soft drink acquired for consumption or use in Ontario.
This tax will be imposed on the purchaser, but, for administrative con-
venience, it will be collected by the manufacturer or importer.

Retail sales tax will apply to the total price of canned soft drinks
inclusive of the environmental tax.

Inventories

All businesses dealing in canned carbonated soft drinks —including
bottlers, wholesalers, distributors and retailers  will be required to
declare their inventories at June 1, 1977, and to remit the environmental
tax on such inventories, as directed by the Ministry of Revenue.

All general enquiries regarding the objectives of The Environmental
Tax Act should be directed to:

Information Services Branch
Ministry of the Environment
Parliament Buildings
Queen’s Park

Toronto M4V 1P4

(416) 965-7117

All enquiries regarding the implementation and administration of
The Environmental Tax Act should be directed to:
Gasoline Tax Branch
Ministry of Revenue
Parliament Buildings
Queen’s Park
Toronto M7A 1Y3
(416) 965-6352
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The Motor Vehicle Fuel Tax Act

All sellers and distributors of middle distillate fuels i.e. diesel fuel,
home heating oil, furnace oil, etc., as well as all users of such taxable
fuels in Ontario, will be required to be registered with the Ministry of
Revenue.

Full details regarding this measure will be provided by the Ministry
of Revenue.

Effective: July 1, 1977.

All enquiries regarding this change should be directed to:

Gasoline Tax Branch
Ministry of Revenue
Parliament Buildings
Queen’s Park
Toronto M7A 1Y3
(416) 965-0299

Motor Vehicle Registration Fees

For the 1978 registration year, the following changes will take
effect:

Passenger Vehicles

® Fees in Southern Ontario will be increased as follows:
1. Passenger cars:
4 cylinders (or less)—from $23 to $30.
6 cylinders—from $32 to $45.
8 cylinders (or more)—from $40 to $60.
The registration fee for passenger cars registered for the first
time and equipped with an engine having a displacement in
excess of 6500 cubic centimeters (397 cubic inches) will be $80.
Once so registered, the car will continue to be subject to this fee.
2. Motorcycle fees will be raised from $15 to $20.
3. The existing snowmobile fees will be maintained at $10.
® Fees in Northern Ontario will be reduced to a flat fee of $10 for all
passenger cars and motorcycles.
Northern Ontario means those parts of Ontario lying north and
west of the Mattawa River, Lake Nipissing and the French River
and including the District of Manitoulin.

Commercial Vehicles and Buses
The annual registration fees in both Northern and Southern Ontario
will be increased as follows:

e for commercial vehicles, from the present range of $33 to $2,021 to
a new range of $60 to $2,227;
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e for commercial vehicles owned and used by a farmer, from the
present range of $41 to $534 to a new range of $69 to $606;

e for buses designed and used exclusively for the transportation of
passengers, from the present range of $22 to $479 to a new range
of $48 to $546; and,

e for school buses operated on a seasonal basis under a contract with

a school board, from the present range of $19 to $400 to a new
range of $45 to $460.

Detailed fee schedules for annual and/or shorter terms, and for all
classes of motor vehicles will be provided by the Ministry of
Transportation and Communications.

All enquiries regarding motor vehicle registration fee changes should
be directed to:
Public and Safety Information Branch
Ministry of Transportation and Communications
Parliament Buildings
Queen’s Park
Toronto M7A 1Z8
(416) 248-2501

The Income Tax Act

e The rate of Provincial personal income tax for 1977 is converted
from 30.5 per cent of federal basic tax to 44 per cent of federal
basic tax pursuant to the Federal-Provincial Fiscal Arrangements
and Established Programs Financing Act, 1977.

e The taxable income level below which no Ontario tax is payable is
increased from $1,534 to $1,680 for the 1977 and subsequent
taxation years.

e The foreign tax credit is amended to parallel changes contained in
the Income Tax Amendment Act (Canada), 1976.

All enquiries regarding personal income tax should be directed to:
Taxation and Fiscal Policy Branch
Ministry of Treasury, Economics and
Intergovernmental Affairs
Parliament Buildings
Queen’s Park
Toronto M7A 1722
(416) 965-6869
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The Land Transfer Tax Act

e The 20 per cent rate of tax on non-residents will not apply to
conveyances of:
(a) land zoned commercial or industrial by a municipality,
or
(b) land assessed as
(1) commercial or industrial, or
(2) residential.
® Developers will continue to be eligible for deferral of tax on the
purchase of agricultural and recreational land acquired for develop-
ment and resale.

Effective: for all transfers of land on or after April 20, 1977.

The Land Speculation Tax Act

® The reduction in taxable value of 10 per cent per annum over ten
consecutive years for investment properties becomes a reduction
of 20 per cent per annum over five consecutive years.

e The reduction in taxable value for farm properties is broadened.
Periods during which the farm was rented by the transferor will
now be eligible for the reduction. To qualify, the rental period
must not exceed three years in the ten-ycar period and the property
may not berented for more than two consecutive years immediately
prior to transfer.

e Where control of corporations which have more than 50 per cent
of their assets in designated land passcs to non-residents, the
additional 20 per cent tax imposed by this Act will not apply to
commercial, industrial or residential land.

Effective: for all dispositions of land on or after April 20, 1977.

All general enquiries regarding the objectives of The Land Transfer
Tax Act and The Land Speculation Tax Act should be directed to:
Taxation and Fiscal Policy Branch
Ministry of Treasury, Economics and
Intergovernmental Affairs
Parliament Buildings
Queen’s Park
Toronto M7A 172
(416) 965-6869
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All enquiries regarding the implementation and administration of
The Land Transfer Tax Act and The Land Speculation Tax Act should
be directed to:

Succession Duties Branch
Ministry of Revenue
Parliament Buildings
Queen’s Park

Toronto M7A 1Y2

(416) 965-1700

The Succession Duty Act

Changes effective in respect of deaths occurring on or after April 20,
1977 are as follows:

® The duty-free threshold for estates is raised from $250,000 to
$300,000. As well, the additional rate will not apply to receipts
by an individual of $300,000 or less.

® Capital gains tax arising from the deemed disposition at death
provisions of the Income Tax Act (Canada) may be fully credited
against succession duty payable, rather than deducted from
aggregate value as a debt of the estate, at the election of the
executor.

® There will be a simplified return for estates by the executor in
place of the current Affidavit of Value and Relationship.

® The list of property which may be released without consents from
the Minister of Revenue is expanded to include such items as
property jointly held with spouse, lump sum payments after death,
bank term deposits and Guaranteed Investment Certificates (up to
$5,000 each), and old age pensions.

The Gift Tax Act

Effective for 1977 and subsequent ycars, the basic exemption is
raised from $5,000 to $10,000 for any one recipient in any one taxation
year. Similarly, the annual total of exempt gifts per donor is increased
to $50,000 from $25,000.

All enquiries regarding succession duty and gift tax changes should
be directed to:
Succession Duties Branch
Ministry of Revenue
Parliament Buildings
Queen’s Park
Toronto M7A 1Y2
(416) 965-1700
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The Corporations Tax Act
Paid-Up Capital Tax
® Rate Increase For Large Corporations
—The general rate of capital tax is increased from £ of 1 per cent to

i of 1 per cent. The rate for banks is increased from £ of 1 per cent
to 2 of 1 per cent.

This change applies with respect to the fiscal years of corporations
ending after April 19, 1977. For fiscal years that include April 19,
1977, the increase in capital tax that results from the increase in
rate will be prorated on the basis of the number of days of that
fiscal year that is subsequent to April 19, 1977.

® Flat Tax For Small Corporations
—In lieu of the above regular rates:

—a tax of $50 will apply to corporations with taxable paid-up
capital in Ontario of up to $50,000 at the close of their fiscal
years; and,

a tax of $100 will apply to corporations with taxable paid-up
capital in Ontario in excess of $50,000 and up to $100,000 at
the close of their fiscal years.

This change applies with respect to the fiscal years of corporations
ending after April 19, 1977. For fiscal years that include April 19,
1977, the new tax of $50 or $100 will apply to the full fiscal year.

No change is made to the existing flat taxes of $50 or $5 for special
types of corporations.

01l and Gas Taxation

® The following federal income tax provisions will be paralleled in
respect of oil and gas income (including income from oil sands):
25 per cent resource allowance:

—carned depletion system ($1 for every $3 of eligible expenditures.
up to a maximum of 25 per cent of resource profits); and,

—an additional earned depletion entitlement of 663 per cent of
qualifying drilling costs in excess of $5 million incurred between
March 31, 1977 and April 1, 1980, as proposed in the federal
budget of March 31, 1977 and subject to passage of enabling
federal legislation.

® The present automatic depletion allowance will no longer apply
in respect of oil and gas income.

These changes will apply with respect to fiscal years of corporations
ending after April 19, 1977. For fiscal years that include April 19,
1977, the change in tax payable will be prorated on the basis of the
number of days of that fiscal year that is subsequent to April 19, 1977.
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Inventory Allowance

As proposed in the federal budget of March 31, 1977 and subject
to passage of enabling federal legislation, corporations will be per-
mitted to deduct from their taxable income an amount equal to 3
per cent of the tangible moveable property included in the inventory
on hand at the beginning of the year, or such lesser percentage as may
be appropriate for taxation years of less than twelve months.

This change will apply with respect to fiscal periods commencing after
1976.

Fast Write-Off for Manufacturing and Processing

The two-year write-off of manufacturing and processing machinery
and equipment which was due to expire at the end of 1977 will be
continued indefinitely. This extension parallels the federal treatment.

All enquiries regarding corporations tax changes should be directed
to:
Corporations Tax Branch
Ministry of Revenue
Parliament Buildings
Queen’s Park
Toronto M7A 1Y1
(416) 965-4040

Venture Investment Corporations
Tax Provisions

e Corporations investing in the equity shares of a registered venture
investment corporation (VIC) will be entitled to a deduction
from taxable income, for Ontario purposes, equal to 250 per cent
of the investment. The eligible deduction, or portion thereof,
not used in the year the investment is made will be allowed un-
limited carry-forward.

e Upon disposition of the VIC shares, 250 per cent of the receipts
from the sale or redemption will be included in the investor’s
income for that year, up to the amount of the original deduction.
Recoveries in excess of the amount originally invested will be
taxed in the normal manner as capital gains. Capital losses will
not be allowed since the deferred taxes on the loss portion of the
investment will not be recovered.

e Venture investment corporations will be subject, in the usual
manner, to income and capital taxes.
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Enabling tax legislation will be introduced in 1977 following passage
of The Venture Investment Corporations Registration Act. A sum-
mary of the provisions of the proposed Act follows.

The Venture Investment Corporations
Registration Act (to be introduced)

Registration

e A system of registration for venture investment corporations is
established under the Ontario Securities Commission, Ministry of
Consumer and Commercial Relations.

e A corporation incorporated under The Business Corporations
Act may be registered as a venture investment corporation by
filing a proposal containing prescribed information. A corpora-
tion is entitled to registration unless it fails to comply with the
provisions of the Act.

e A corporation may be registered as a venture investment corpora-
tion only if:

(a) the corporation has never previously carried on business:
(b) a majority of the directors are resident Canadians;
(c) the corporation has objects only,

(i) to assist in the development of small business by pro-
viding venture capital through the acquisition and hold-
ing of shares and notes, bonds, debentures or similar
obligations, and,

(ii) to provide business and management counsclling to small
business; and,

(d) the corporation has issued and outstanding capital of a
value of at least $250,000.

Requisite Value of Shares
A venture investment corporation is required to maintain a mini-
mum value of issued and outstanding capital. The requisite values are:
e $250,000 by the end of its first fiscal year;
e $350,000 by the end of its second fiscal year;
@ $500,000 by the end of its third fiscal year; and,
® $750,000 by the end of its fourth and subsequent fiscal years.

Minimum Amounts in Eligible Investments
e A venture investment corporation must maintain in eligible
investments:
(a) 60 per cent or more of the requisite value of its capital prior
to the end of its first fiscal year;
(b) 80 per cent or more of the requisite value of its capital prior
to the end of its second fiscal year; and,
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(c) 80 per cent or more of the requisite value of its capital during
the third and subsequent fiscal years.
® A venture investment corporation must at all times maintain in
eligible investments 80 per cent or more of the amounts invested
in excess of the requisite values.

Eligible Investments

An “eligible investment’ is one in which all of the following criteria

are met:

(a) the investment is in a small business which meets the asset,
profit and employee tests prescribed by regulation;

(b) 90 per cent or more of its assets are located in Ontario and 90
per cent or more of its wages and salaries arc paid to residents
of Ontario;

(c) the investment is not used by the small business for the purpose
of relending, investment in land, or reinvestment outside
Canada;

(d) the venture investment corporation must not hold more than
40 per cent of the equity shares of the small business: and.

(e) the small business must meet Canadian control requirements.

Other Provisions

® All investments made by a venture investment corporation must
be at arms length of its shareholders, officers and directors.
Provision is made to ensure that the venture investment corpora-
tion will not be able to invest in a subsidiary, affiliate, related
person or holding corporation of itself or of any investor in the
venture investment corporation or of any officer or director of
the venture investment corporation.

®In lending money to a small business, a venture investment
corporation may not require the personal guarantee of, or security
from, any individual.

® A venturc investment corporation is not permitted to offer its
securities to the public.

All enquiries regarding venture investment corporations should be
directed to:
Taxation and Fiscal Policy Branch
Ministry of Treasury, Economics and
Intergovernmental Affairs
Parliament Buildings
Queen’s Park
Toronto M7A 1Z2
(416) 965-6869
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Appendix B

Ontario Youth Employment Program
Purpose:
I. To create new summer job opportunities for Ontario’s un-
employed youth.
. To enable the farming and business communities in Ontario to
hire more young people.
3. To provide youth with work experience, and skills to better
cquip them for full-time participation in the labour market.

[S%]

Funding:
e This program is funded for up to $10 million. Of this amount,
up to one million dollars will be set aside to assist farmers with
the harvest.

How the Program Works:

e One dollar per hour grant will be provided to eligible employers
who create new summer jobs for Ontario youth.

» Employers may receive grants for up to six new summer positions
for each operational site.

» Eligible employers include businesses and farms which carried
on business in Ontario for at least one year prior to application.

o Excluded from this program are federal, provincial and municipal
governments, together with their agencies, boards and com-
missions.

Effective Date:
e This program is effective May 30 and runs to September 16.
Eligibility:

s Young people, including students, between 15 and 24 years of
age who are residents of Ontario are eligible for participation
in the program.

o Also included are students, 15 to 24 years of age, who are in
full-time attendance at an educational institution outside of
Ontario and whose parents have their principal residence in
Ontario.

How Young People Apply for Jobs:

e Young people may register with their local Canada Manpower
Centre and obtain information on employers approved under this
program.
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Employer Procedure:

e Employers may obtain application forms from the local Canada
Manpower Centre or the local Canada Manpower Centre for
Students.

e Employers will be required to submit monthly statements signed
by the employer and employee jointly to verify hours and wages.

e Employers will be reimbursed at the end of each four-weck
period upon submission of the monthly statement.

Audit:

e This program is subject to both ongoing and post audit by the

Ontario Government.

Further program information may be obtained by phoning:

The Ontario Youth Secretariat
(416) 965-5627

Community Youth Service for Ontario

Purpose:

1. To provide useful and meaningful work experience to young
people through the performance of home support services to
senior citizens and physically handicapped adults in Ontario.

2. To assist the most needy elderly and handicapped with home-
making and home maintenance and to facilitate the provision
of community services.

Funding:
1. Ontario will provide $20 per day towards the wages of each
young person hired.
2. Young people who are residents of Ontario are cligible for partici-
pation in the program.

How the Program Works:
1. Services will be available in those Ontario municipalities which
have a full-time Social Service Administrator.
2. The program will be administered by the Municipal Welfare
Consulting Branch of the Ministry of Community and Social
Services.

Further program information may be obtained by phoning:

The Ontario Ministry of Community and Social Services
(416) 965-5142
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Appendix C

The Ontario Economy, 1975-77

1975 1976 1977 75/74  76/75  77/76
(% billion) (per cent)
Gross Provincial Product 65.3 75.0 84.0 9.6 14.8 12.0
GPP (constant 1971 dollars) 45.0 47.2 494 —-1.1 4.9 4.7
Prices
GNE Deflator (1971 = 100) 145.2 158.9 170.0 10.8 9.4 7.0
Consumer Price Index
(1971 = 100) 138.5 148.9 159.9 10.8 7.5 7.4
Private and Public Investment 12.9 13.7 14.2 33 6.1 3.6
Machinery and Equipment 5.4 5.6 5.9 14.8 24 5.4
Total Construction 7.5 8.2 8.3 5.7 8.8 1.2
Non-Residential 49 5.0 5.0 17.2 0.5 1.0
Residential 2.6 32 33 | =111 249 3.1
Retail Sales 19.2 21.1 237 15.8 10.3 12.3
Personal Income 52.9 594 66.5 14.4 12.3 12.0
Corporate Profits (before taxes) 8.1 8.0 8.5 —1.1 —1.9 6.3
Population (000s) 8,226 8,331 8,456 1.6 1.3 1.5
Labour Force (000s) 3,857 3,931 4,032 39 1.9 2.6
Employment (000s) 3.613 3,689 3,778 1.8 2 2.4
Unemployment
(%, of labour force) 6.3 6.2 6.3 —_
Housing Starts — Units (000s) 80.0 84.7 80.0 6.5 59 =55
Exports 19.3 22.0 24.7 3.2 13.9 12.3
Imports 15.3 17.0 18.1 12.5 10.6 6.5

Source: Office of Economic Policy, April 1977.
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The Changing Character of
Unemployment in Ontario

Introduction

Events of the past year, in particular the slow pace of economic
recovery, high levels of unemployment and the tightening of the UIC
administration, have raised important new questions about the changing
nature of unemployment in Ontario. This paper addresses the problem
of interpreting the policy significance of the rate of unemployment.
It provides a perspective on this question, by examining recent trends
and growth prospects for the Ontario labour force, and by assessing
the current levels of unemployment against a revised full-employment
norm.

I Trends in the Ontario Labour Force

Two major factors determine the rate of increase in the Ontario
labour force. The first is the growth and changing age distribution of the
working-age population. The second factor is the changing pattern of
labour force participation among the principal groups. Labour force
participation is itself sensitive to both the current and anticipated
performance of the economy.

The unemployment rate in Ontario over the past six ycars clearly
displays the cyclical performance of the economy. In 1971 the unemploy-
ment rate averaged 5.3 per cent, then improved steadily over the next
three years to about 4 per cent, before climbing again in 1975 and
1976 to over 6 per cent. The Government of Ontario responded to the
recessionary forces and rising unemployment rate in 1971 and 1975
with major expansionary actions.'

Recent data for the Ontario labour force, from 1971 to 1976, are
displayed in Table 1. The table reveals a number of important develop-
ments. The working-age population, 15 years of age and over, grew at a
fairly constant rate approaching 3 per cent from 1971 through 1974,
but fell off to an increase of only 2.3 per cent in 1976. The participation
rate also increased steadily from 1971 to 1975, but flattened out in
1976. Taken together, these two developments produced accelerating
growth in the Ontario labour force during the early 1970s from 3.5

'"Honourable W. Darcy McKeough, 1972 Ontario Budget (Toronto: Ministry of Treasury,
Economics and Intergovernmental Affairs, 1972) and, Honourable W. Darcy McKeough,
1975 Ontario Budget (Toronto: Ministry of Treasury, Economics and Intergovernmental
Affairs, 1975).
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Ontario Labour Force Trends

1971 1972 1973 1974 1975 1976

(per cent increase)
Working-Age Population

15 years of age and over 3.0 2.5 2.6 2.9 2.6 2.3
Ontario Labour Force 3.5 3.8 3.8 4.5 3.6 1.9
Ontario Employment 2.5 4.3 4.6 44 15 2.1

(per cent)
Labour Force Participation 59.5 60.2 60.9 61.8 64.2 64.0

males 79.5 80.0 80.1 80.4 80.5 79.6

females 40.2 41.2 42.4 43.8 484 48.9

Unemployment

total labour force 53 4.8 4.1 4.2 6.3 2
males 55 5.1 4.0 4.1 54 Nl

females 4.8 4.4 4.1 4.4 7.8 7.8

Source: Statistics Canada, Labour Force Division.

Notes: 1. Numbers in italics are from the revised Labour Force Survey. The revised
survey is not strictly comparable to the survey which it replaces. For a com-
plete description of the two methodologies see, Labour Force Survey Division,
Research Paper No. 3 —Conceptual, Definitional and Methodological
changes in the Labour Force Survey.

2. The population available for labour force participation is the non-institutional
population 15 years of age and over.
3. The population estimate is adjusted for 1971 census data.

per cent in 1971 to 4.5 per cent in 1974. In 1975, however, this trend
reversed dramatically, and by 1976 labour force growth had slowed to
under 2 per cent.

Among women, Ontario labour force growth is particularly striking,
and, apart from 1972, it has been double that for males. In 1976, when
the overall participation rate fell, the rate of increase of the female
labour force was triple that of the male labour force. The rapid rise in
the female participation rate has been encouraged by changing social
values, more flexible working hours, increased opportunities for child
care, and pressures to supplement family income. The rising participa-
tion rate throughout the labour force is also influenced by better
opportunities for part-time and seasonal work, and improved eligibility
for Unemployment Insurance benefits based on part-time employment.

Against the background of decelerating growth in the working-age
population and the labour force in Ontario in 1975 and 1976, the
projected growth to 1980 of the labour supply in Canada and Ontario
is displayed in Table 2.

The working-age population in Ontario, which grew 2.3 per cent in
1976, is expected to increase at about this pace to 1980. Since the partici-
pation rate is expected to rise for all groups, however, the labour force
increase will be more rapid, at an annual rate of about 2.9 per cent.
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Projected Annual Labour Force Growth
1977 to 1980

(per cent)
Ontario Canada
Total Population 1.5 1.1
Working-Age Population 23
Total Labour Force 29 3.2
Primary Labour Force* 24 2.8
Secondary Labour Force 32 34
males, 15 to 24 years of age 2.2 22
males, 55 years of age and over 3.0 3.1
females, 15 years of age and over 3.7 4.0

Source: Staff Study, Long Term Outlook for Labour Force Growth: Canada and Ontario,
Policy Planning Branch, Office of Economic Policy (Toronto: Ministry of
Treasury, Economics and Intergovernmental Affairs, 1976).

Note: Projection assumes low fertility and annual net migration to Ontario of 50,000.
*Primary labour force is comprised of males, 25 to 54 years of age.

While this is a higher increase in the labour force than recorded in 1976,
it is substantially less than the growth rate in recent years. More im-
portantly, the primary labour forcc—males between 25 and 54 years of
age- will grow by about 2.4 per cent a year, compared to the growth
in the sccondary labour force of 3.2 per cent a year.

These projections indicate that over the next few ycars, Ontario’s
labour force will grow at a slower rate than the labour force for Canada
as a whole- 2.9 per cent versus 3.2 per cent. This is a complete reversal
from past performance, as growth in Ontario’s labour force had con-
sistently outpaced that for Canada up to 1974. This slower growth
pattern for Ontario will be evident in all segments of the labour force.
Ontario’s primary labour force is projected to grow at 2.4 per cent
annually versus 2.8 per cent for Canada, and the secondary labour
force at 3.2 per cent versus 3.4 per cent for Canada.

While unemployment in early 1977 continues at unacceptably
high levels and is a source of concern, it is important to address this
problem within the context of the next few years. To the extent growth
rates in the labour force are tapering off, the longer term outlook may
be less serious than the performance in the first three months of 1977
might indicate.

These observations on the changing growth and composition of
the Ontario labour force point to some scrious pitfalls in the widespread
practice of interpreting the unemployment situation solely through
changes in the rate of unemployment. The formulation of macro-
economic policies to reduce the rate of unemployment must take this
perspective into account. Otherwise, slavish addiction to past practices
will continue to impart an inflationary bias to the ecconomy.
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Unemployed and UIC Claimants Chart |
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Source: Statistics Canada: Labour Force Survey, actual uncmployment figures; and
UIC monthly data.

Note: Includes only those claimants who are available for employment and excludes
those on maternity, sickness, retirement, retraining and supplementary benefits.
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II The Labour Force and Unemployment
Insurance Benefits

The comparison of monthly Unemployment Insurance data with
Labour Force Survey information is an important additional source of
insight into the operation of Ontario’s labour market. Accordingly,
this section continues the analysis of the Ontario labour market pre-
sented in Budget Paper D of the 1976 Ontario Budget. The Labour
Force Survey is based on a sample of respondents in Ontario and the
UIC data represent all claimants. However, not all claimants of
Unemployment Insurance are enumerated as unemployed for purposes
of the Labour Force Survey. The UIC data presented in this paper
include only those claimants who are available for employment and
exclude those on maternity, sickness, retirement, retraining and sup-
plementary benefits.

Even after allowance for seasonal patterns, the comparison of
actual unemployed in Ontario from the Labour Force Survey with
regular UIC claimants reveals some significant changes in the relation-
ship between these two series in 1975 and 1976. In 1975, as Chart 1
reveals, total UIC regular claimants exceeded numbers of unemployed
as determined by the Labour Force Survey for every month except
October and November. By contrast, from June, 1976, UIC regular
claimants dropped below the total number of unemployed.

Another piece of evidence which illustrates the changing performance
of the Unemployment Insurance system is a comparison of numbers
of claimants and beneficiaries. The widening of the gap between these
two series is a further indication of the tightened administration of the
current system. This relationship is shown in Chart 2.

The marked change in the monthly relationship between UIC regular
claimants, beneficiaries and actual unemployed as determined by the
Labour Force Survey suggests the need for a major in-depth analysis
of the performance of the labour market in the course of the current
economic cycle, and an assessment of its implications for the operations
of the Unemployment Insurance Commission.

III Youth Employment in Ontario

Unemployment among Ontario youth has not dropped below 7.8
per cent in the last six years. During the 1971 recession it reached 10.2
per cent and it has been 11.2 per cent for the past two years.

In 1976, young people between 15 and 24 years of age represented
25 per cent of the Ontario labour force, and 45 per cent of the un-
employed. While unemployment among the total labour force was 6.2
per cent, it was 11.2 per cent among youth in general and 11.4 per cent
among young men 15 to 24 years of age. Over the 1971-76 period,
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Ontario Youth Unemployment Rates

(per cent)
1971 1972 1973 1974 1975 1976

Total Unemployment 5.3 4.8 4.1 4.2 6.3 6.2
Youth Unemployment

aged 15-24 years 10.2 9.1 1.9 7.8 11.2 11.2
Male Youth Unemployment

aged 15-19 years 15.8 13.8 10.4 10.2 144 14.9

aged 20-24 years 9.2 8.9 7.4 7.0 9.2 8.9
Female Youth Unemployment

aged 15-19 years 11.6 9.7 9.0 8.7 139 144

aged 20-24 years 5.9 5.7 5.5 6.0 8.8 8.6

Source: Statistics Canada, Labour Force Division.
Note: Numbers in italics are from the revised Labour Force Survey.

the youth unemployment rate has been consistently almost twice as
high as unemployment in the labour force as a whole.

Until 1975, the youth labour force grew more rapidly than the
labour force as a whole. For example, in 1974, the youth labour force
increased 7.4 per cent while the general labour force increased 4.5
per cent. The trend reversed in 1975, reflecting the integration of the
post-war baby boom into the prime-age labour force. The youth labour
force is likely to grow more slowly than the general labour force to 1980,
even with a steadily rising participation rate.

The changing youth labour force participation rate is the most
striking characteristic of the youth labour force and a major source
of youth unemployment. The participation rate for youth has begun to
increase rapidly in recent years. As Table 4 indicates, with increased
coverage of the revised Labour Force Survey in 1975, the formal
participation of youth in the labour force has jumped sharply for the

Ontario Youth Labour Force Participation
Rates by Age and Sex

(per cent)
1971 1972 1973 1974 1975 1976

Male

aged 15-19 4.1 47.0 50.5 53.0 57:1 53.2

aged 20-24 83.1 85.1 84.2 854 84.2 84.3
Female

aged 15-19 395 40.4 42.4 459 517 51.1

aged 20-24 60.9 63.1 63.5 66.0 68.9 69.9

Source: Statistics Canada, Labour Force Division.
Note: Numbers in italics are from the revised Labour Force Survey.
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age group between 15 and 19 and has changed more moderately for
the age group between 20 and 24.

The persistently high unemployment rate for males between 15 and
19 years of age—new entrants to the labour force—suggests that those
without job experience have the greatest difficulty in finding employ-
ment. This indicates that youth unemployment must be addressed with
special selective policies, particularly those aimed at 15 to 19 year olds.

IV A Re-Assessment of the Full-
Employment Norm in Ontario

Recent labour force trends and projections have thrown into question
the reliability of the rate of unemployment as a true measure of the
extent of the unemployment problem. Certainly, that part of the total
unemployment problem which is related to structural—rather than
cyclical—factors may be unresponsive to the conventional solution of
general economic stimulation. It is essential, therefore, to redefine the
high-employment norm, that is, the level of unemployment which would
exist even if the economy were operating at full capacity.

Benchmarks for Full Employment

Stagnant economic conditions in the early 1960s initiated a debate
regarding the definition of full employment. In the U.S., the Council
of Economic Advisers to the President, in its first report in 1961,
recommended 4 per cent unemployment as a policy target in that
country.”> The 4 per cent target also shaped Canadian thinking.?
Although it was often argued that this target was too optimistic for the
Canadian economy in view of large regional disparities, the Economic
Council of Canada in its First Annual Review in 1964, went a step
further and recommended a 3 per cent target.* The Ontario economy,
less regionally diverse than Canada as a whole, has consistently cx-
perienced unemployment of about 70 per cent of the national rate.
In the 1960s and early 1970s, full employment in Ontario has been
accepted as about 3 per cent unemployment.®

In the United States, there is an ongoing process of redefining the

2G. L. Perry, “Stabilization Policy and Inflation”, in, Setting National Priorities: The
Next Ten Years, editors, Henry Owen and Charles Schultze (Washington: Brookings
Institution, 1976), p. 274.

3For example, the TRACE econometric model, developed at the University of Toronto,
which has been widely used by both governments and large corporations, incorporated
this 4 per cent rate in the calculation of potential output. See, Choudhry, Kotowitz,
Sawyer and Winder, The TRACE Econometric Model (Toronto: University of Toronto
Press, 1972), p. 38.

*Economic Council of Canada, First Annual Review : Economic Goals for Canada to 1970
(Ottawa: Queen’s Printer, December 1964), p. 38.

SHonourable W. Darcy McKeough, **New Directions in Economic Policy Management ™,
Budget Paper A in the 1971 Ontario Budget (Toronto: Department of Treasury and
Economics, 1971), p. 47.
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full-employment norm as economic conditions and labour force be-
haviour change. The Brookings Institution, a strong advocate of fiscal
stabilization on the basis of high-employment norms, estimates that
the high-employment region is now between 5 and 6 per cent unem-
ployment.® The unemployment rate among prime-age males is an
alternative indicator of economic performance. It is more stable than the
general unemployment rate since it eliminates the influence of the chang-
ing composition of the labour force. In the United States, a general
consensus among economists has placed the norm for this group at
3 per cent.”

U.S. and Canadian unemployment rates are shown in Chart 3.
The United States experienced higher unemployment than Canada

Unemployment Rates in Canada and United States Chart 3
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Source: Statistics Canada: Labour Force Survey; and, U.S. Government Printing Office:
Economic Indicators.

°G. L. Perry, op. cit., p. 302.
"Forthcoming in, Setting National Priorities : 1978, editor Joseph A. Pechman (Washington :
Brookings Institution, 1977).
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consistently over the last business cycle until early this year, largely a
reflection of the proportionately greater amount of automatic and
discretionary stabilization action undertaken by governments in
Canada. There has, however, been a noticeable upward drift in the
unemployment rate in both countries throughout the 1970s. The
similarity of this secular rise suggests that a re-assessment and revision
of the Canadian full-employment norm, comparable to that which the
U.S. rate has undergone, is now appropriate for Canada.

At the present time there is no general consensus about the appro-
priate high-employment norm in Canada. However, some benchmarks
do exist. In 1975, the Economic Council of Canada, in its Thirteenth
Annual Review, revised its full-employment norm to 4.5 per cent from
3.0 per cent.® The federal government has implicitly acknowledged the
upward drift of the full-employment norm through the annual revision
to the unemployment rate which triggers federal contributions to the
Unemployment Insurance fund.® On the basis of this formula, the
threshold nationally is about 5.6 per cent in 1976, raised from the 4.0
per cent set by legislation in 1971.

The Governor of the Bank of Canada, in the Annual Report issued
in March this year, acknowledged the changing relationship between
labour market tightness and unemployment which has occurred in
recent years.

“Accordingly, while recent measured rates of unemployment are very high by
historical standards, it should be noted that any single measure of unemployment
that docs not make allowance for changing demographic and institutional factors
will not be an accurate indicator over time of the degree of slack in labour markets.
In particular, it is clear that largely because of the shift in the demographic com-
position of the work force and the liberalization of unemployment insurance benefits
in the early 1970s, the rate of measured unemployment associated with a given
degree of labour market tightness is certainly considerably higher now than some
years ago.”!?

The unemployment rate in Canada has not fallen below 5 per cent
since 1969. And, the annual rate in Ontario has not dropped below 4
per cent since that time. Indeed, unemployment high by previous
standards occurred even in 1973 and 1974, a period of escalating
inflation and higher growth. Research published to date has concluded
that deficient aggregate demand has nor been a major contributory

8Economic Council of Canada, Thirteenth Annual Review : The Inflation Dilemma (Ottawa :
Supply and Services, Canada, 1976), p. 118.

?In a news release, July 8, 1975, The Honourable Robert Andras, Minister in charge of
the Unemployment Insurance Commission, announced that the new threshold would be
determined by averaging the monthly rates of unemployment for 8 years, ending on
June 30 of the years prior to the year for which the calculation is being made.

19 4nnual Report of the Bank of Canada (Ottawa: Bank of Canada, 1977), p. 17.
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factor to the general rise in unemployment in the 1970s.!' Deficient
aggregate demand was indeed a force in 1971 and has re-emerged as an
important factor during the world-wide recession of 1975 and the
halting recovery of 1975 and 1976. However, this research also indicates
that the path back to full potential performance of the economy will be

associated with higher levels of non-cyclical unemployment than existed
in the 1960s.

In a modern, dynamic economy there are many sources of unemploy-
ment in addition to that caused by deficient aggregate demand. Even
under circumstances of high growth and rapid inflation, the following
factors contributing to unemployment may not significantly diminish:

persons moving from job to job;

mismatch of skills and location between job seekers and employ-
ment opportunities;

seasonal employment patterns;

changing work ethic; and,

the impact of government taxation and transfer policies.

These factors are, however, sensitive to changes in such structural
elements of the economy as: technology, the composition of the labour
force, institutions and social values. Much of non-cyclical unemploy-
ment is both a consequence of social goals and an inevitable part of a
healthy economy. Accordingly, the high-employment norm against
which policy goals are measured must take this into account.

The simultaneous analysis of unemployment and job vacancy rates
is an important tool to assist in distinguishing between cyclical and
non-demand-deficient types of unemployment. Unemployment and job
vacancies both vary with the level of aggregate demand, the former
inversely and the latter directly. Thus, as an increase in aggregale
demand lowers unemployment, job vacancies increase and it becomes
progressively more difficult to match the smaller pool of available
employees with the growing number of positions. Similarly, as aggre-
gate demand falls, unemployment rises and new job creation falls off,
the pool of available labour increases and new vacancies decline. This
relationship can be represented by a smooth curve, sloping down to
the right. When the underlying structure of the economy changes,
the number of vacancies associated with a given level of unemployment
will change and the curve will shift. This means that with no deteriora-
tion in aggregate demand, levels of unemployment associated with any
given level of job vacancies will change.

''Jean-Michel Cousineau and Christopher Green, “‘Causes of High Unemployment in
Canada: 1970 to 1975, a paper presented at the annual meeting of the Canadian
Economics Association, at Quebec City, May, 1976; and Noah M. Meltz and Frank
Reid, ““The Recent Shift in the Canadian Unemployment-Vacancy Relationship and its
Implications for Labour Market Policies™ (Toronto: Working Paper of the Centre for
Industrial Relations, University of Toronto, 1976).
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Unemployment— Vacancy Relationship for Canada, Chart 4
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The unemployment-vacancy relationship for Canada (U-V curve) for
the years 1960 through 1976 is shown in Chart 4. The corresponding
unemployment-vacancy relationship for Ontario is shown in Chart 5.
A marked outward shift in the U-V curve is very apparent in 1971
for both Canada and Ontario. While the shift for the Canadian
economy as a whole is more dramatic, the shift is very much in evidence
for Ontario as well.!? The occurrence of these shifts in the U-V relation-
ship for Canada and Ontario clearly indicates an increase in the amount
of structural, frictional and behavioural unemployment which will exist
at any level of aggregate demand.

The analysis of unemployment and job vacancies in Ontario in-
dicates that between 1971 and 1976, the characteristic level of unem-

2The Job Vacancy Series has been constructed by the Economic Council of Canada for
Canada and Ontario. The series is comprised of the sequential merging of three different
series: the Job Vacancy Survey series from Statistics Canada which extends from mid-
1970; indices of help wanted advertising developed by the Department of Finance;
and, unfilled vacancies registered with the old National Employment Service. These
series are merged to provide a continuous quarterly series of estimates for job vacancies
from 1950 to 1973.
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ancmpgymcnt —Vacancy Relationship for Ontario, Chart 5
1960-1976

Unemployment

6

ta

Rate (7,,)

Post UIC Reform
1972-1976

Pre UIC Reform
B 1960-1971

1 L I 1 L 1 L 1 1 L 1 L I
1 2 3 4 5 6 7 8 9 10 11 12 13
Vacancy Rate (%)

ployment associated with a given level of vacancies increased between
2.4 and 2.6 percentage points.'* Corresponding analysis for Canada
indicates that for a given vacancy rate, unemployment has shifted
upwards between 2 and 3 percentage points since 1971.'* Thesc changes
clearly show that a major part of the rise in unemployment in the
1970s is attributable to structural, frictional and behavioural changes
in the economy, in addition to the re-emergence of deficient aggregate
demand in 1975 and 1976.

When these changes are taken fully into account, the appropriate
high-employment norm for Ontario in 1977 is raised from the old
3 per cent target to about 5.3 per cent unemployment. The factors
leading to this conclusion, which are summarized in Table 5, are:

» + 1.1 per cent due to changes in the demographic structure of
the labour force, including increased representation of groups
traditionally experiencing higher unemployment ;

'3Forthcoming Staff Study, The Record of Fiscal Policy in Ontario and Canada, (Toronto:
Ministry of Treasury, Economics and Intergovernmental Affairs).

"“Cousineau and Green, op. cit., p. 48; and Meltz and Reid, op. cit., p. 24.
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e + 1.0 per cent due to the worker preference changes induced by
revision to the Unemployment Insurance Act in 1971 and 1972;

e +0.3 per cent due to the broader coverage of the revised Labour
Force Survey.

Re-Assessment of the Full-Employment Table 5
Norm for Ontario
(per cent)

Sources of Increased Unemployment

Full-employment Norm for the 1960s 29

Increase due to changed composition and structure
of labour force +1.1

Increase due to revised Unemployment Insurance Act +1.0

Increase due to revision of the Labour Force
Survey in 1975 +0.3

Re-assessed Full-employment Norm 53

Source: Forthcoming Staff Study, The Record of Fiscal Policy in Ontario and Canadua,
(Toronto: Ministry of Treasury, Economics and Intergovernmental Affairs).

Explanations of Higher Unemployment

Demographic Shifts in the Labour Force

A shift in the composition of the labour force in favour of age and
sex groups which typically experience relatively high rates of unemploy-
ment will contribute to a rise in the overall unemployment rate. In
Ontario, analysis of recent trends indicates that the net effect of ex-
panded coverage in the labour force of workers with marginal job
attachment has increased the significance of “‘casual” unemployment
in the province and raised the reported level of unemployment by 1.1
percentage points.

Impact of the Unemployment Insurance System

The revised Unemployment Insurance Act (1971) increased the
number of employees covered by Unemployment Insurance by about
a third and raised the maximum weckly benefit from $53 to $100. The
maximum weekly benefit rate, which is now related to a broad-based
Earnings Index, had reached $147 by January 1977.

Clearly, these major benefits have changed behaviour in the follow-
ing ways.
e Job turnover has increased as the penalty attached to job leaving is
reduced.
e The duration of unemployment has increased as higher benefits
facilitate the opportunity for extending job search at substantially
reduced personal cost.
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o The participation rate has increased as the prospect of Unemploy-
ment Insurance benefits attracts increased marginal labour force
attachment among casual job holders. This has been reinforced by
the emergence of the multi-earner family.

e Secondary earners in the family have been induced into the labour
market for a short period in order to qualify for subsequent UIC
benefits.

Formerly, the costs of remaining unemployed were so high that
any type of available employment had to be taken. Now, the prospect
of wage income net of the costs of taking employment—including
potential re-location, personal employment expenses, and foregone
leisure—must be weighed against generous Unemployment Insurance
benefits. Employment costs may act to place an unrealistically high
minimum on remuneration expected from a job.!®

One of the major explanations of higher unemployment as reported
by the Labour Force Survey is changed worker behaviour induced by
generous benefits introduced with the revised Unemployment Insurance
Act. According to the Ontario research, this factor alone has added
one percentage point to the full-employment norm.

Other Explanations

The C. D. Howe Rescarch Institute and the Economic Council of
Canada have suggested that a shortfall in capital investment and the
subscquent capacity shortage in relation to the growing supply of labour
were responsible for high unemployment during the period 1972 to
1974.'® High levels of job vacancies in all industries but the labour
intensive financial sector suggest that this explanation is inadequate.

Worsening seasonal variability in job availability is another possible
explanation of persistently high unemployment. A recent Canadian
study on scasonal patterns in the labour market concluded that the
degree of seasonal variability in unemployment had not worsened and,
in fact, had decreased quite markedly between the carly 1960s and
1970s.""

""The impact of Unemployment Insurance on work incentives is discussed more completely
in: Barbara Goldman, “The Changing Nature of Unemployment in Canada”, in
Judith Maxwell, ed., Policy Review and Outlook, 1975: Restructuring the Incentive
System: (Montreal: C. D. Howe Research Institute, 1975), p. 59 and following;
R. A. Jeness, et al, People and Jobs: A Study of The Canadian Labour Market (Ottawa:
Economic Council of Canada, 1976), p. 151 and following; and, Christopher Green and
Jean-Michel Cousineau, Unemployment in Canada: The Impact of Unemployment
Insurance (Ottawa: Economic Council of Canada, 1976).

1°Carl Beigie and Judith Maxwell, The Disappearance of the Status Quo, Policy Review
and Outlook : 1974 (Montreal: C. D. Howe Research Institute, 1974); and, Economic
Council of Canada, Eleventh Annual Review: Economic Targets and Social Indicators
(Ottawa: Information Canada, 1974), pp. 49-50.

YDonald A. Dawson, Frank T. Denton, Christine H. Feaver, and Leslie Robb, **Seasonal
Patterns in the Canadian Labour Force™ (Ottawa: Economic Council of Canada,
Discussion Paper 38, 1975), p. 103.
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Another potential cause of increased unemployment is the need
for a lengthier job search. Job opportunities are expanding, information
networks are becoming more complex, and there is growing opportunity
for interregional mobility as the economy as a whole becomes larger.
All of these factors may increase the time and energy which must be
devoted to job search and may have produced a slight corresponding
increase in unemployment in the last few years. Excessively high expecta-
tions among school leavers may also deter job seekers from pursuing
appropriate avenues of job search. This is a possible contributing factor
but the evidence is not strong.

Worsening structural unemployment may have caused a rise in the
full-employment norm across Canada. Although the skill and occupa-
tional structure of the labour force has been changing, more flexible
education has reduced the obstacles to inter-job mobility. Analysis of
cross-sectional job vacancy data for Canada indicates that there has
been little increase in the mismatch of jobs and job seckers, whether
viewed by skill, location or industry.'®

Increased employer selectivity of job candidates may have led to
higher non-cyclical unemployment. This argument suggests that,
whereas the greatest increase in the labour force isamong less experienced
young people and women, employers are becoming increasingly inter-
ested in employing experienced workers with a major job commitment.
This preference has been strengthened by increasing costs of training
employees and the disruptive costs resulting from employee turnover.

Changing technology and increasing job specialization reinforce
this trend. For example, the 1976 unemployment rate for prime age
males between 25 and 54 years of age is 3.4 per cent compared to 6.2
per cent for the Ontario labour force as a whole. There is some evidence
that this may have been a small contributing factor.'®

Summary

In summation, it is important to emphasize that much of the increase
in voluntary unemployment refiects changing worker preferences and
social values. These altered worker preferences mean that a threshold
level of unemployment of about 5.3 per cent will persist even under
conditions of strong economic growth, rising demand and escalating
inflationary forces.

This new pattern of behaviour can exert a positive influence on
labour market performance. Over the longer run, it may result in a better
match between jobs and job seekers, reduced job turnover and in-
creased worker productivity.

"8Cousineau and Green, “Causes of High Unemployment in Canada: 1970-1975, op. cit.,
p. 13 and following.
Y 1bid. p. 30.
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Conclusion

It is apparent that the 3 to 4 per cent full-employment norms con-
sidered to be consistent with full potential growth in the 1960s are
not appropriate to the changed conditions of the 1970s. The findings
of this paper suggest that Ontario’s high-employment norm be re-
defined to 5.3 per cent to accord with the new realities of the Ontario
labour market. This clearly implies that macro-stabilization policies
aimed at stimulating demand will only impact on unemployment
levels above this norm. The full-employment norm for Ontario as it
has evolved since 1972 and the unemployment rate are plotted in Chart 6.

To reduce the level of unemployment below the 5.3 per cent norm
will require more selective policies. Sectoral imbalances such as those
which currently exist in the construction trades in Ontario may be
corrected by clearly focused government actions. Recent rapid growth
in the secondary labour force of young people and women has exceeded
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the capacity of the economy to effectively utilize this important new
source of labour force strength. With prospects of a lower rate of
increase in Ontario’s labour force in general in the years ahead, it
becomes increasingly important to assist these members of the secondary
labour force to adapt to the changing needs of the economy. The
problem is particularly acute among youth, many of whom have had
difficulties successfully integrating into the labour market.

The C. D. Howe Research Institute has noted that *‘job creation
programs are one of the few policy options that can help to reduce the
trade-off between inflation and uncmployment. . . . The potential payoff
from an effective manpower policy is high in a labour market hampered
by major structural and frictional distortions. 2’

Focused government actions in these sclective areas promise the
most productive means to alleviate these sources of unemployment
without further fueling inflationary forces.

°Barbara Goldman, New Directions in Manpower Policy (Montreal: C. D. Howe Research
Institute, 1976), p. 81.
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Appendix

This appendix presents additional data on Unemployment Insurance
claimants in Ontario.

It is important to note that these data represent regular claimants
of Unemployment Insurance. The numbers of benecficiaries of Un-
employment Insurance are consistently fewer than the number of
claimants and the customary gap has widened in 1976. In comparing
regular claimants with actual unemployed, it is important to note the
circumstances where the definition of a claimant and an unemployed
person differ. These differences are summarized as follows.

e The Labour Force Survey relates to paid workers and self-employed
workers. Contributors to UIC are restricted to the paid workers
category and among paid workers, some may be excluded. For
example, among those excluded from UIC benefits are: those in
receipt of CPP or QPP retirement pensions; those 70 years of
age or older; and, those who earn less than the minimum insurable
earnings.

e A new entrant to the labour force seeking a job and unable to
find one would be recorded as unemployed and would not be
eligible for UIC benefits because he has never had insurable
employment.

e The Labour Force Survey would classify an individual as employed
who, while receiving UIC benefits, was available for and capable
of employment and who worked part-time for earnings not in
excess of 25 per cent of the weckly benefit entitlement.

e Monthly tabulations for UIC purposes classify an individual as a
claimant even though he may be receiving bencfits for as little as
two days of the month. For the Labour Force Survey, the reference
week 1s the third week of the month and many short-term un-
employed who are UIC claimants are not included.

The total number of Unemployment Insurance claimants in Ontario
during 1975 and 1976 is shown in Table Al. This total for men and
women is presented separately in Table A2. The unemployment rate
by region in Ontario is derived from Unemployment Insurance claimants
compared to the estimated working population in each region. This is
displayed in Table A3. In assessing the changing level of employment
between 1975 and 1976, it is important to bear in mind that the excess
of claimants over unemployed as measured by the Labour Force
Survey declined in 1976 over 1975. Thus, some of the indicated regional
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Unemployment Insurance Claimants in Ontario, Table Al
1975 and 1976
1975 1976

January 290,579 303,540
February 341,609 310,656
March 327,237 306,669
April 319,905 270,785
May 295,708 252,827
June 275,517 217,222
July 266,779 218,379
August 256,713 217,474
September 239,184 186,124
October 221,221 187,198
November 228,033 205,553
December 262,145 235,321

Source: UIC monthly data.

Note: Includes only those claimants who are available for employment and excludes
those on maternity, sickness, retirement, retraining and supplementary benefits.

Unemployment Insurance Claimants by Sex lable A2
in Ontario, 1975 and 1976
Male Female
1975 1976 1975 1976

January 180,027 181,437 110,552 122,103
February 217,892 190,077 123,717 120,579
March 201,849 187,813 125,388 118,856
April 194,776 161,226 125,129 109,559
May 172,450 141,971 123,258 110,856
June 153,538 113,073 121,979 104,149
July 139,945 107,478 126,834 110,901
August 133,767 106,394 122,946 111,080
September 127,549 92,302 111,635 93,822
October 116,709 95,744 104,512 91,454
November 123,437 109.416 104,597 96,137
December 149,720 138,561 112,425 96,760

S-.uurce UIC monthly data.

Note: Includes only those claimants who are available for employment and excludes
those on maternity, sickness, retirement, retraining and supplementary benefits.
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Rate of Unemployment by Region Table A3
March June September December
District Office 1975 1976 1975 1976 1975 1976 1975 1976
Southwestern Ontario
Niagara 1.8 10.5 8.8 6.4 7.3 6.0 10.0 8.7
London 8.7 6.4 7.1 4.7 5.9 4.3 5.8 5.4
Windsor 12.8 9.2 9.2 5.9 7.6 5.2 9.3 8.2
Waterloo 8.9 5.5 6.8 4.0 53 3.6 4.8 49
Brantford 8.8 82 7.1 4.7 5.0 3.7 7.1 5.8
Chatham 127  10.7 8.7 5.2 8.2 5.8 10.3 103
Owen Sound 9.7 8.6 6.6 4.8 5.0 4.1 57 6.4
Sarnia 7.8 6.9 8.9 4.5 54 4.4 53 6.3
Guelph 5.4 6.0 5.4 4.7 5.0 4.1 5.0 5.5
Central Ontario
Barrie 183 167 131 10.3 10.6 9.1 122 14.1
Oshawa 8.9 7.6 7.6 5.5 6.4 4.8 6.4 5.8
Peel 9.9 0.1 9.1 6.0 7.9 5.3 7.8 7.0
Hamilton 5.5 5.6 5.2 3.7 4.8 3.4 4.7 4.0
Eastern Ontario
Ottawa 6.2 5.5 5.8 49 6.1 4.7 6.2 4.8
Cornwall 128 114 9.2 6.9 7.8 6.1 8.5 100
Kingston 9.7 9.8 7:5 7.5 6.7 6.6 7.9 9.3
Belleville 128 12.2 9.7 7.5 8.1 6.3 9.5 9.1
Peterborough 1.1 122 8.8 8.6 8.4 7.8 9.2 105
Pembroke 94 9.7 6.2 5.6 5.5 4.6 7.5 6.8
Northern Ontario
Sudbury 7.8 8.4 6.2 4.2 6.0 35 6.8 4.6
Timmins 8.6 11.9 8.3 7.9 8.3 6.5 10.7 8.5
Sault Ste. Marie 79 104 6.5 6.5 5.6 4.8 8.3 8.1
North Bay 9.6 10.1 7.8 6.2 6.7 5.0 7.9 6.4
Thunder Bay 10,0 119 7.9 6.6 8.4 4.7 10.8 6.8
Kenora 8.3 140 6.2 5.9 4.7 5.0 12.4 7.1
Metro Toronto 1.5 6.6 7.1 5.0 6.2 4.3 6.1 4.5

Source: UIC monthly data and Ontario Treasury estimates.

e e e — —_—

decline in unemployment shown here is actually a result of tightening
of the administration of the Unemployment Insurance system. How-
ever, a rise in the indicated rate of regional unemployment is a clearer
indication of deteriorating employment conditions. Table A4 presents
the percentage change in claimants between 1975 and 1976 for the total
claimant population, and for men and women separately. Claimants and
unemployed as determined by the Labour Force Survey are compared
by age and sex in Chart Al.
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Unemployment Insurance Claimants, Table A4
Percentage Change 1976 over 1975
Total Male Female
January +4.5 +0.8 +10.4
February -9.1 —12.8 -2.5
March -6.3 -9.0 -52
April —154 —17.2 —124
May —14.5 -17.7 —10.1
June -21.2 -26.4 —14.6
July —18.1 -23.2 —-12.6
August 15.3 -20.5 -9.7
September —-222 27.6 —16.0
October —154 -18.0 —12.5
November -9.9 —-11.4 —8.1
December —10.2 -7.5 —-13.9

Source: UIC monthly data.
Note: Includes only those claimants who are available for employment and excludes
those on maternity, sickness, retirement, retraining and supplementary benefits.
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Federal-Provincial Fiscal
Reforms

Introduction

At their historic meeting in December 1976, the First Ministers laid
the foundation for the **Federal-Provincial Fiscal Arrangements and
Established Programs Financing Act’ that was recently passed by the
Parliament of Canada. This Act sets out the basic intergovernmental
arrangements that will exist for at least the next five years, and as such,
testifies to the fact that considerable progress has been made in terms
of rationalizing the financial structure of Confederation. Among other
things, it incorporates a compromise on the problem of the Revenue
Guarantee, provides for an improved equalization formula, and spells
out new arrangements which replace the shared-cost programs in the
fields of health and post-secondary education. All told, the legislation
affects over $12 billion in combined fedcral and provincial spending.

It is the purpose of this paper to describe the changes that have
been brought about. Section I reviews the steps leading to the adoption
of the new arrangements, concentrating on the issue of the shared-cost
programs. Section II goes on to describe the new arrangements that
were agreed upon in December, and Section 111 explains the mechanics
of the resulting tax transfer, showing what it means for Provincial tax
rates and representative taxpayers. The paper concludes with a technical
appendix detailing the method by which federal contributions to the
provinces will be determined commencing April 1, 1977.

I The Process of Reform

The three “established programs™ at the centre of discussion in
1976 were Hospital Insurance, Medicare, and Post-Secondary Educa-
tion." This section reviews the structure of the old arrangements, the
problems that were perceived to exist with them, and the steps leading
to the new arrangements.

The Established Programs

Under the British North America Act, the provinces have exclusive
constitutional jurisdiction over the fields of health and education. During

'Federal contributions to the provinces were authorized under the Hospital Insurance and
Diagnostic Services Act (1958), the Medical Care Act (1968), and the Federal-Provincial
Fiscal Arrangements Act (1967, 1972).
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the “fifties and ’sixties, however, the federal government moved into
these areas, at its own initiative, for reasons of “overriding national
importance”. With regard to health care, the overriding consideration
was the perceived need to develop a public system of hospital and
medical insurance, providing all Canadians with a ‘“‘national standard
of service”. With regard to post-secondary education, it was the per-
ceived need to push supply beyond the point that the provinces could
themselves afford. The vehicle chosen for federal involvement was cost
sharing rather than increased tax abatements to the provinces.” By
1976-77, federal contributions to the three shared-cost programs in
question totalled nearly $5.3 billion, or 12.5 per cent of federal budgetary
expenditures. An overview is provided in Table 1.

Federal Contributions to Established Programs

in 1976-77
HIDS PSE Medicare Total Per Capita

($ million) ($)
Newfoundland 63.2 31.3 23.1 117.6 211
Prince Edward Island 12.0 6.9 5.0 23.9 199
Nova Scotia 95.4 57.5 34.6 187.5 225
New Brunswick 77.6 38.9 28.6 145.1 211
Quebec 729.5 602.0 259.6 1,591.1 255
Ontario 987.0 618.3 346.7 1,952.0 234
Manitoba 122.6 64.2 42.7 229.5 223
Saskatchewan 105.0 57.0 38.9 200.9 215
Alberta 210.5 137.6 75.9 424.0 232
British Columbia 288.7 145.4 103.6 537.7 216

All Provinces 2,691.5 1,759.1 958.8 5,409.3 234

Source: Department of Finance, Government of Canada, November, 1976.

Each program had its own sharing formula. Under the Hospital
Insurance Agreements, provinces recovered 259, of their own per capita
cost on an approved range of services, plus 25% of the national average
per capita cost. Under Medicare, they received a straight 509, of the
national average per capita cost. Under the post-secondary arrange-
ments, seven provinces received 50% of their actuals costs while New-
foundland, P.E.I. and New Brunswick recovered somewhat more by
virtue of being on a more generous per capita formula.® The particular
formulas notwithstanding, it is fairly accurate to say that, overall, the
federal government paid 509, of the provinces’ approved operating

2Although increased tax abatements were provided in the early 1960s, this approach to
redressing the fiscal imbalance between the federal and provincial governments was soon
abandoned in favour of expensive new shared-cost programs and enriched equalization
grants. See, “Statement of the Hon. Mitchell Sharp to the Federal-Provincial Tax Struc-
ture Committee”, Sept. 14-15, 1966.

3In 1967, these three provinces opted for $15 per capita, cumulatively escalated by the
national average rate of increase of post-secondary education spending.
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expenditures (at least prior to the ceilings that came into force in the
middle ‘seventies).*

The federal contributions in respect of Hospital Insurance were
paid in cash to all provinces except Quebec, which received most of its
payment in the form of an additional income tax abatement under the
Established Programs (Interim Arrangements) Act.’ Federal contribu-
tions towards Medicare were paid in cash to all provinces. Contribu-
tions in respect of post-secondary education were paid in the form of a
tax transfer consisting of 4 points of personal income tax (converted
in 1972 to 4.357 points of reformed tax) and one point of corporate
income tax, plus a cash adjustment payment to bridge the difference
between the value of the tax room and the full entitlement. The Quebec
and post-secondary arrangements were, in a broad sense, precursors of
the new arrangements insofar as they incorporated the idea of a tax-
cash split.

Problems and Objectives

The problems with the shared-cost funding mechanism have been
extensively examined.

From Ottawa’s point of view, there were two major concerns. The
first was that the federal government had no effective control over its
payouts; it assumed responsibility for 50% of whatever the provinces
chose to spend on the approved services. This was a legitimate concern,
especially in view of the inflationary problems that beset the inter-
national and Canadian economies during the 1970s. In 1974-75,
federal contributions to the three programs in question were 17.9
per cent higher than they were in the preceding year, and in 1975-76
they were 18.2 per cent higher than in 1974-75.°

The other problem, as seen by the federal government, was that its
contributions on a per capita basis were quite different from province
to province. The degree of the disparity is revealed in Table 1. This
situation arose because certain provinces did not, or could not, spend as

“One peculiarity of the HIDS and Medicare formulas was the existence of “implicit
equalization™. Provinces that were spending above the national average rate per capita,
like Ontario, recovered less than 509, of their actual costs, while those that were spending
below recovered more than 50%. The three provinces on the per capita formula for post-
secondary education were also “implicitly equalized”. The term refers to the fact that,
under the sharing formulas, certain provinces received differential assistance over and
above their explicit equalization payments (which presumably already lifted them to a
national average fiscal capacity position).

*For the period 1972-77, Quebec’s HIDS tax abatement was set at 16 unequalized points
of federal tax in the province. Quebec still had to file expenditure data, and a cash adjust-
ment was made to ensure that the value of its abatement was neither more nor less than
its entitlement.

®The 15%, growth ceiling on federal contributions to post-secondary education, imposed
in 1972, was already constraining these percentages somewhat. The numbers of course
reflect the fact that the provinces were also experiencing similar and often unforeseen
spending pressures.
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much as others on their own account. Disregarding the fact that demand
and cost pressures differ from province to province, the federal govern-
ment took the view that differential per capita contributions were
inherently inequitable, and the “levelling” of contributions became,
after restraint, its second basic objective.

The provinces’ views on the shared-cost arrangement varied con-
siderably. At one end of the spectrum were Ontario, Quebec, and perhaps
Alberta. While recognizing the past achievements of cost sharing,
Ontario argued that there were serious drawbacks to continuing
federal assistance in this form. Ontario’s objections could be sum-
marized as follows’:

“ Cost sharing causes distortions in provincial priorities.

Provinces are tempted to spend in the high cost-sharcable forms of
service when in fact they should be spending on lower cost but
non-shareable alternatives. (This was a particularly serious con-
cern in the area of health care, since about 20 per cent of provincial
expenditures on health were noteligible for federal reimbursement).

Cost sharing involves too much bureaucracy.
Provincial expenditure data has to be compiled in a detailed and
specified manner and then checked and approved by federal
auditors.
There are undue delays in the settlement of accounts.
Some provinces have experienced as much as a seven-year delay
in the finalization of their post-secondary education claims.
Cost sharing causes administrative distortions.
The sharing legislation often requires that a particular service
be delivered by a particular provincial ministry, when in fact the
province would, for its own reasons, prefer it to be delivered by
some other ministry.
Unilateral changes or withdrawals of federal sharing leave the
provinces with an unfair and unexpected burden.
At the other end of the provincial spectrum were the Atlantic Provinces
and Saskatchewan. They recognized that there were indeed problems to
resolve, but feared that any departure from 50-50 cost sharing would
saddle the provinces with an unfair share of financial risks, and, in
addition, lead to a deterioration in national standards of service.

These, then, were the starting points: the federal government’s
desire to constrain its contributions and level them on a per capita basis,
and the provinces’ desire to achieve more streamlined arrangements,
while at the same time preserving national standards and an “‘adequate™
level of support.

"For a discussion of these problems see, Hon. W. Darcy McKeough, Supplementary
Papers on Federal-Provincial Finance (Toronto: Ministry of Treasury, Economics and
Intergovernmental Affairs, 1972); and, Hon. W. Darcy McKeough, Supplementary
Actions to the 1975 Ontario Budget (Toronto: Ministry of Treasury, Economics and
Intergovernmental Affairs, 1975).
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he Course of the Negotiations

The move to new financial arrangements began in 1970 when the
federal government first indicated its concern over escalating contri-
butions and suggested that it would like to restrict the growth of its
contributions to the rate of growth of GNP. In the following years,
various federal proposals incorporating a lagged GNP escalator were
discussed, only to be rejected by the provinces as too risky and finan-
cially inadequate.® Opting out proposals advanced by Quebec and
Ontario were, in turn, dismissed by the federal government. In an
attempt to break out of this continuing deadlock, a working committee
was established in early 1975 and charged with developing health care
cost-saving ‘‘targets’” as the basis for renewed negotiations. This
exercise came to an abrupt conclusion, however, when the federal
government brought down its Budget of June 25, 1975, introducing
arbitrary ceilings on the growth of its Medicare contributions and
serving notice of its intent to terminate the Hospital Insurance Agree-
ments in 1980 (the earliest date possible).

In the meantime, the provinces were becoming increasingly concerned
about the future of the Revenue Guarantee. This program had been
introduced in 1972 to protect the provinces from the revenue losses
stemming from tax reform.® Although the Guarantee was scheduled to
expire on December 31, 1976, the provinces argued that termination
would force them into substantial tax increases, thereby making them
the long-run losers under the 1972 reform. They suggested, therefore,
that an extension of the program, or an unconditional transfer of tax
room, was required. Adding to the emotion surrounding this complicated
issue was the fact that, in early 1976, the federal government unilaterally
changed the formula under which Guarantee entitlements were calcu-
lated; this action deprived the provinces of over $500 million in
entitlements for 1976 alone.

A further area of concern was the threat of a permanent federal
ceiling on the revenue equalization program, which in 1976-77 trans-
ferred $2.2 billion to the less wealthy provinces. An arbitrary feature
had already slipped into this program because of unusual revenue
developments in oil and natural gas. Various reforms were clearly
required before the program could be renewed on April 1, 1977.

It was against this background of shared-cost ceilings and Revenue
Guarantee retrenchment that the federal government chose to take a new

8Early federal health proposals culminated in the Lalonde-Turner formula, presented to
the provinces in May 1973; it was formally rejected by the provinces, after careful
evaluation, in the fall of 1974. The Faulkner formula for replacing the post-secondary
arrangements was also presented to the provinces in May 1973, only to be rejected
immediately.

The consequences of the 1972 tax reform for federal and Ontario revenue are discussed
in Ontario Tax Study 13, The Equity and Revenue Effects in Ontario of Personal Income
Tax Reform: 1972-1975 (Toronto: Ministry of Treasury, Economics and Intergovern-
mental Affairs, 1977).
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initiative in respect of the shared-cost programs. At the Conference of
First Ministers in June 1976, the Prime Minister indicated the five
principles that would underlie a forthcoming federal proposal.'®

e The federal government should continue to pay a substantial
share of program costs;

e Federal payments should be calculated independently of provincial
program expenditures;

e There should be greater equality, in per capita terms, in the federal
contributions to the provinces;

e The arrangements for the mature programs should be placed on a
more permanent footing: and,

e There should be provision for continuing federal participation in
the development of policics of *‘national significance™ in health
and post-secondary education.

These principles were fairly broad and, in that sense, could be endorsed
by most Premiers.

The principles were subsequently translated into the ““Established
Programs Financing Proposal’ that was presented to the provinces at
the Meeting of Ministers of Finance on July 6, 1976. In many respects,
this EPF proposal was a logical extension of previous federal offers
the principle of GNP escalation was retained, per capita levelling
was retained, and the package continued to consist of tax room plus
cash (though the federal government left open the particular mix that
was available). Two important departures, however, were the inclusion
of post-secondary education contributions into the base, and the allow-
ance of independent growth streams for the tax and cash components.'
Also, the lag in the escalator and the time frame for levelling were
modified. No mention was made of a Revenue Guarantee settlement.

In the following months, the provinces met to analyze this proposal,
as well as alternatives suggested by a number of provinces.'? It was
subsequently agreed that the provinces would hold out for a transfer of
4 personal income tax points for the Revenue Guarantee, and that they
would pursue an EPF agreement in which: half the package would be
in tax room; the new tax room would consist of only personal income
tax; the tax room would be equalized to the top-province yicld: and
upward levelling would take place in the first year. Considerable

'"The Rt. Hon. Pierre Elliott Trudeau, “Established Programs Financing: A Proposal
Regarding the Major Shared-Cost Programs in the Fields of Health and Post-Secondary
Education™, statement tabled at the Federal-Provincial Conference of First Ministers,
June 14-15, 1976.

"'Under the Lalonde-Turner proposal, the tax room was only a mechanism for delivering
the GNP-determined quantum, so that the cash component would shrink if taxes grew
rapidly (as under the PSE arrangement).

2Counter proposals were made by Quebec, Ontario, Saskatchewan and New Brunswick.
For the Ontario proposal see, Hon. W. Darcy McKeough, Reforming Fiscal Arrange-
ments and Cost Sharing in Canada (Toronto: Ministry of Treasury, Economics and
Intergovernmental Affairs, 1976).
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accommodations were made in reaching this first-ever consensus on
financial arrangements, particularly by the Atlantic Provinces and
Saskatchewan, who gave up their long-standing preference for con-
tinuing with some kind of cost sharing. The provincial proposal was
relayed to the federal government by the Treasurer of Alberta, speaking
on behalf of all provinces.!?

The Meeting of Ministers of Finance on December 6 failed to find a
compromisc between the federal and consensus proposals, thus
effectively passing the matter to the First Ministers for resolution. On
December 14, the federal government suggested a number of changes
and enrichments to its proposal. To this revised federal offer, the
provinces reluctantly agreed, thus setting the stage for the Federal-
Provincial Fiscal Arrangements and Established Programs Financing
Act of 1977.

II The New Arrangements

Under the new arrangements, the federal government will transfer
to the provinces 13.5 points of personal income tax and one point of
corporate income tax plus the approximate value of these points in a
cash payment.'* (The tax point transfer incorporates the 4.357 PIT
and 1 CIT points that the provinces already have for post-secondary
education; the new tax room provided, therefore, is 9.143 points of
PIT). The tax points are equalized to the national average yicld and the
cash payments escalate in line with GNP experience. In addition, the
federal government will pay, starting in 1977-78, $20 cash per capita
in respect of such health-related services as nursing home intermediate
care, lower level residential care for adults, the health aspects of home
care, and those aspects of ambulatory health services not previously
covered under the Hospital Insurance Agreements. This $20 per capita
will grow in the same fashion as the other cash payments.

Despite the various provincial attempts to integrate equalization
with the discussions on the shared-cost programs and the Revenue
Guarantee, it remains separate from the EPF. The number of revenue
bases used in the determination of “‘fiscal capacity’ has been expanded
to 29 to make the system more representative and to reduce the scope
for provinces to influence their own entitlements. The old ceiling on oil
and gas revenues has also been revised ; henceforth, 50 per cent of all
non-renewable natural resource revenues will be subject to equalization,

13See Hon. M. Leitch, "“Federal-Provincial Financial Arrangements: The Provincial
Proposal”, statement on behalf of all Provincial Ministers of Finance and Provincial
Treasurers, December 6-7, 1976.

'“The new package incorporates, as partial compensation for the Revenue Guarantee,
1 point of PIT as a tax transfer and the cash value of 1 PIT point in 1976-77 equalized at
the national average. The Guarantee settlement was made contingent upon provinces
agreeing to terminate their Hospital Insurance Agreements on March 31, 1977 rather
than July 15, 1980. By accepting this, the provinces gave up the possibility of collecting
the difference between the relatively more generous HIDS stream and the replacement
EPF stream.
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with the further stipulation that equalization in respect of natural
resource revenues should not exceed one-third of total equalization.

The EPF itself is extremely difficult to evaluate in financial terms
because of the many complexities and trade-offs involved. At the time
of the December Conference, Ontario estimated that the federal
government would contribute to all provinces $6.7 billion in 1977-78,
whereas it would have contributed $7.1 billion under the Provincial
Consensus Proposal. In this sense, the provinces would receive some
$400 million less than they wanted in the first year. On the other hand,
by extracting a compromise on the Revenue Guarantee, the provinces
were successful in getting a better deal than the $6.1 billion that was on
the table in June.

The situation with regard to Ontario is portrayed in Table 2. The
table shows that, had thc new arrangements applicd to 1976-77, in-
cluding the compromise on the Revenue Guarantee, Ontario would
have lost almost $150 million. This loss would grow rather rapidly,
because of the fast escalation of the full Revenue Guarantee compared
to the partial compensation upon its termination. For 1977-78, there-
fore, the total loss to Ontario could well exceed $200 million.

Financial Implications of the New Fiscal Arrangements Table 2
for Ontario, 1976-77
($ million)
Under Old Arrangements Under New Arrangements
HIDS 1,025 13.5 pts. of PIT 991
PSE 592 1 pt. of CIT 70
Medicare 345 Cash Transfer 1,067
Revenue Guarantee 341 Revenue Guarantee Nil
CAP and Nursing Home
Benefits Agreement 120 $20 per capita 149
2,423 2,277

More important than the numbers are the objectives that have been
achieved. For its part, the federal government succeeded in constrain-
ing the growth of its program contributions to near-GNP, and will
also be making equal per capita cash payments within five years. And,
as an important psychological side effect in terms of the battle against
inflation, it managed to reduce its 1977 expenditure growth rate by
converting sizeable federal expenditures into revenue transfers to the
provinces. The provinces gain the increased flexibility that they sought
by having the fedcral contributions detached from provincial spending
patterns. The growth of the overall federal contribution leaves them
with considerable risk, but they can now adjust their delivery systems,
without financial penalty, in order to provide lower cost services. A
legislated commitment to national standards is retained, and, on the
basis of federal figures, one can expect service level differences between
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the richer and poorer provinces to decline.’® The taxpayer position
remains neutral and will, hopefully, improve over the longer term
because of the improved cost-effectiveness of rationalized delivery
systems.

One area of the EPF story remains. It was decided that, for the con-
venience of the taxpayers, the new 9.143 personal income tax points
that were to be transferred should be transferred effective January 1,
1977, the start of the taxation year. But for the first three months of
1977, the provinces would continue to receive federal contributions
under the old cost-sharing arrangements. Arguing from an accrual con-
cept, the federal government maintained that the provinces were being
overpaid by three months worth of tax, and that this sum would have
to be recovered. Ontario and several other provinces replied that the
new tax points would not actually flow to the provinces until March, so
that, from a cash-on-hand viewpoint, the provinces would be overpaid
by only one month. Moreover, it was noted that there was no over-
lap in respect of the points the provinces already had for post-secondary
education, or in respect of the point that they received as compensa-
tion for the Revenue Guarantee. The amount of money involved in
this issuc was substantial. But, reflecting the spirit of compromise
that had made the EPF possible, the federal and provincial govern-
ments agreed to split the difference, a rather complicated recovery
formula being included in the Act for this purpose.

The Established Programs Financing Arrangements that have been
described in this section took effect on April 1, 1977, and will continue
until at least March 31, 1982. They stand as proof that substantial
progress can indeed be made in terms of streamlining the relationships
between the federal and provincial governments. The federal govern-
ment achieved its basic objectives, while the provinces achieved the
flexibility that they sought. In the process, the accountability of govern-
ment has been enhanced, for the government that is doing the spending
is now more responsible for raising the revenue to finance it. There is
great scope for further disentanglement of responsibility in the Canadian
Confederation. The success of the 1976 negotiations suggests that a
satisfactory resolution can be reached through hard work, constructive
criticism, and a willingness to compromise.

11 1he Implications of the 1ax lranster
This section explains how the tax transfer works and how it will be
implemented in Ontario. It also looks at certain structural changes to
the income tax system that are required to smooth the transfer of the

'“The figures show that the Atlantic Provinces, Manitoba, and Saskatchewan all receive
a larger percentage “‘financial difference” than Ontario. While Ontario still disputes the
existence of gains on the three programs, due to underestimation of projected provincial
spending, the distributional pattern of the alleged gains is significant.
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tax room. Finally, the impact of the transfer on individual taxpayers
is examined, since the tax transfer is intended to leave the taxpayer
without any increase in combined federal and provincial tax.

Mechanics of the Tax Transfer

Under the Tax Collection Agreements, the base on which the
provinces levy their personal income tax is the federal tax itself.'®
This base was known as 100 units or “points” of tax. Under the tax
transfer, the federal government reduced its tax by 9.143 points,
leaving the provinces to take up this vacated tax room by raising their
rates.

This reduction in the provincial tax base has implications for the
provincial rates, whether or not the vacated tax room is taken up.
With a smaller tax base, the provinces need to raise their rates simply
to maintain their old level of revenues. Since the old 100 point base
was 110.063 per cent of the new base of 90.857 points, the revenue
restoration factor for grossing up provincial rates is 1.10063. For
example, Ontario would need to levy a rate of 30.5% (its pre-transfer
rate) x 1.10063, or 33.57%, against the new federal tax just to maintain
the level of revenue that would have been generated by the pre-transfer
system.

Similarly, it is necessary to gross-up the 9.143 points transferred
to the provinces by the same factor of 1.10063 to reflect the fact that
these points too are applied against a discounted tax base. This con-
verts the 9.143 points vacated by the federal government to an equiva-
lent provincial rate of 10.06%. Looking at Ontario again, the new
Provincial tax rate becomes 33.57% + 10.06%, for a total of 43.63Y,.

Table 3 presents in more detail the calculations required to arrive
at this new Provincial tax rate. Table 4 shows the same calculation
from the perspective of an individual taxpayer.

Under the terms of their Tax Collection Agreements, the provinces
are required to round their tax rates to a half or full percentage point.
Ontario has chosen to round up from an equivalent rate of 43.63%,
to an actual rate of 449, of federal tax. The equivalent rates for all the
provinces that result from the tax transfer as well as the actual rates
announced for 1977 are shown in Table 5.

Related Tax Structure Adjustments

Efficient and effective implementation of the tax transfer necessitates
adjustments to certain features of the income tax structure. These
adjustments include the rounding of the new federal marginal rates,
a change to the dividend tax credit calculation, and a revised federal

"*Except Quebec which does not have a tax collection agreement but levies a separate
income tax directly on taxable income.
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Determination of New Ontario Income Tax Rate Table 3
Present Situation: federal tax (base for Ontario tax) 100.00
Ontario tax rate 30.59%,
Step I: Tax point transfer reduces base to which Ontario tax applies.
present base 100.000
point transfer -9.143
new base 90.857
Step 2. Ontario has to gross up its present 30.5%, rate to compensate for base reduction.
revenue restoration factor: I{}-O“ODO = 1.10063
90.857

converted present rate: 30.5%, x 1.10063 = 33.569"

Step 3 New tax occupancy is also grossed up to compensate for base reduction.
9.143%, x 1.10063 = 10.0637,

Result : converted present rate 33.569%,
new lax room 10.063%,
new Provincial rate 43.6329,
Illustration of the Tax Point Transfer from a Table 4

Taxpayer's Perspective

Exumple: Consider the case of a taxpayer who pays $1,000 of federal income tax under
the old system.

Pre-Transfer Post-Transfer
Federal Tax $1,000 $ 908.57
Ontario Tax $ 305 § 396.43
Total Tax $1,305 $1,305.00
Ontario Tax Rate: Ontario Tax Rate:
305 396.43
- = 30.5%, = 43163%,
1,000 908.57
Provincial Income Tax Rates Table 5
{per cent)
1976 Equivalent 1977 Actual 1977
Newfoundland 42.0 56.289 %
Prince Edward Island 36.0 49.686 50.0
Nova Scotia 38.5 52.437 525
New Brunswick 41.5 55.739 55.5
Quebec n.a. n.a. n..
Ontario 30.5 43.632 44.0
Manitoba 42.5 56.840 *
Saskatchewan 40.0 54.088 58.5
Alberta 26.0 38.680 38.5
British Columbia 325 45834 46.0

n.a.=not applicable.
*rate to be announced.
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tax reduction scheme. Obviously, tax implications arise from these
adjustments.

In implementing the 9.143 point tax transfer, the federal govern-
ment did not scale down its marginal rate schedule uniformly by 9.143
per cent. Rather, it rounded to the nearest full percentage point for the
sake of taxpayer convenience. The two exceptions are that the lowest
marginal rate has been maintained at 6%, despite the transfer, and that
the 399, rate has been rounded to 369 rather than 35%,. The old federal
rate schedule and the adjusted federal rate schedule are shown in Table 6.

———— e —— e = — e e

l%deral Tax I_{;ites

Pre-Transfer
Rate Reduced Rounded

Taxable Pre-Transfer by 9.143 Post-Transfer
Income Rate Per Cent Rate
($) (%) (%) (a)
0- 710 6 5.45 6
710- 1,419 18 16.35 16
1,419- 2,838 19 17.26 17
2,838- 4,257 20 18.17 18
4,257- 7,095 21 19.07 19
7,095- 9,933 23 20.89 21
9,933-12,771 25 22791 23
12,771-15,609 27 24.53 25
15,609-19,866 31 28.16 28
19,866-34,056 35 31.79 32
34,056-55,341 39 3543 36
55,341-85,140 43 39.06 39
85,140+ 47 42.70 43

An adjustment is also required with respect to the dividend tax
credit. Under the pre-transfer tax system, the dividend tax credit was
defined as 80 per cent of the “gross-up’ in dividends included in income
for tax purposcs. With the tax point transfer, maintaining this credit
level would imply a larger credit for the same amount of dividend
income compared to the current system. Consequently, the credit is
reduced to 75 per cent of the gross-up, which is slightly more generous
than that required to balance the tax transfer impact. Table 7 compares
the dividend tax credit before and after the tax transfer.

A final adjustment occurs with respect to the tax reduction schemes.
Both the federal and Ontario governments operate schemes which
reduce tax payable. Under the pre-transfer system, the federal reduc-
tion was 8 per cent of federal tax payable, with a minimum reduction
of $200 and a maximum reduction of $500.

Consistent with the federal decrease in basic tax of 9.143 per cent
under the tax point transfer, one might expect that the reduction
limits should be scaled down by the same percentage to a minimum
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of $181.75 and a maximum of $454.28. But the tax reduction scheme
needs amending rather than scaling down. This is necessary because
part of the vacated tax room into which the Province is moving was
sheltered from federal tax under the pre-transfer system by the federal
tax reduction scheme. Since this part of the vacated tax room would
no longer be sheltered after the transfer if the limits were reduced, it
would mean higher total tax payable for taxpayers. To shelter taxfilers
as effectively under the new system as under the pre-transfer system,
the $200 minimum and $500 maximum have to be maintained and the
reduction has to be raised to 8.8 per cent. Again, for simplicity, this re-
duction is rounded to 9 per cent, with the minimum and maximum
maintained at $200 and $500, respectively.

To complement the federal alterations to the tax reduction scheme
and ensure that no filers pay Ontario income tax where no federal in-
come tax is paid, the Ontario tax reduction scheme will be enriched
to include all filers with up to $1,680 in taxable income (up to $200 in
federal tax payable). Under the pre-transfer system, Ontario’s tax
reduction scheme applied to all filers with up to $1,580 in taxable
income. Ontario’s complementary action, therefore, will save up to
$88 in Ontario tax payable for filers with taxable income between
$1,580 and $1,680.

l_mpgf of Tax Transfer on the Dividend [able 7

Tax Credit
(dollars)

Example :
Consider the case of a taxpayer with $750 in dividends from
Canadian corporations. This figure is then grossed up by one-third
(=3$250) to yield taxable dividends of $1,000.

Pre-Transfer Post-Transfer
"~ Taxable Dividends _ 1,000.00 C 100000
Federal Dividend Tax Credit 200.00 187.50
Ontario Dividend Tax Credit 61.00 82.50
Total Dividend Tax Credit 26100 270.00

Note: The impact of the transfer on the dividend tax credit is a benefit to the taxpayer
of $9 per $1,000 of taxable dividends.

Impact on Taxpayers

The clear intent of the tax point transfer contained in the new
fiscal arrangements was that the impact on taxpayers should be as
neutral as possible. More of taxpayers’ tax dollars would go to the
provinces and less would go to the federal government, but the total
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tax burden would remain the same. The transfer achieved this goal,
except for slight variations in the magnitude of actual tax payable
because of the rounding of tax rates and the changes to the tax reduction
schemes and to the dividend tax credit. Chart 1 illustrates the size of
the variations involved for the majority of taxpayers.

A general review of the actual impact of the tax point transfer on
filers indicates the following features.

o Taxfilers with taxable income below $1,580 will continue to
pay no federal or Ontario income tax.

o In addition, taxpayers with taxable income between $1,580 and
$1,680 will now pay no tax at all (tax saving of up to $86).

e Taxpayers with taxable income between $1,680 and $2,305 will
pay slightly more total tax after the tax point transfer—but in no
case exceeding $2.

e Taxpayers with taxable income between $2,305 and $9.815 will
pay slightly less total tax after the tax point transfer.

e Taxpayers with taxable income over $9,815 will pay more total tax.
The additional tax payable for higher income taxpayers generally
increases as income increases, which in turn improves the pro-
gressivity of the income tax.

Table 8 indicates the impact of the tax transfer on representative
taxpayers. This table shows the very minor effect for low-income tax-
payers and the modest increases for all higher income taxpayers. Even
for taxpayers with $25,000 income, the maximum increase is less than
one-half of one per cent of total tax payable.
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letnent

In the interest of equity, the EPF calculations necessarily became
complex. As Ontario understands them, the basic calculations, in-
cluding the Revenue Guarantee settlement, are as follows:

(a)

(b)

(d)

(e)

(g)

For each province, determine the per capita federal contribu-
tion in 1975-76 and escalate this amount by the three-year
moving average GNE index to derive values for 1976-77 and all
subsequent years.

Determine the 1975-76 national average federal contribution
per capita, and escalate it in similar fashion for 1976-77 and
all subsequent years.

Translate 50%, of the 1976-77 value of (b) into equalized tax
points, on the basis of the yield in the two highest yielding
provinces, resulting in a transfer of 8.143 new tax points in
addition to the 4.357 PIT plus 1 CIT points that provinces
alrcady have. Add one equalized tax point for the Revenue
Guarantee. Allow the tax room to grow at its natural elasticity
into 1977-78 and all subsequent years.

Translate the other 509 of the 1976-77 value of (b) into cash
per capita. Add to this amount the cash equivalent of one 1976
equalized PIT point per capita at the national average yield.
Escalate this total by the GNE index to get the basic cash
entitlement for 1977-78 and all subsequent years.

Since some provinces receive less under a tax-cash split than
they would under an all-cash arrangement, make a transitional
payment to a province if it receives less under (¢) and (d) (ex-
cluding the Guarantee components) than it would have received
under the all-cash entitlement of (b).

Level by gradually eliminating the difference between (a) and
(b). For provinces in which (b) exceeds (a), the cash contribution
is raised to the national average over 3 years; for provinces in
which (a) exceeds (b), the cash contribution is lowered to the
national average over 5 years.

Starting in 1977-78, pay to each province $20 per capita in
respect of nursing home care, residential care for adults, con-
verted mental hospitals, the health aspects of home care, and
those aspects of ambulatory health services not covered under
HIDS. Escalate this $20 beyond 1977-78 in the same way as
other cash payments.

The following table displays the detailed calculation for Ontario
and Newfoundland.
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Computing EPF Entitlements’ Table 1
($ per capita)

Nfld. Ont. Natl. Avg.
Base Contribution, 1975-76 184.80 207.70 207.60
Escalated by 1.1381, 1976-77 210.30 236.40 236.30°
Escalated by 1.1309, 1977-78 237.90 267.30 267.20
Equalized Tax Room?, 1976-77 98.10 118.70
Equalized Tax Room, 1977-78 115.40 135.30
Basic Cash, 1976-77 118.20 118.20
Escalated by 1.1309, 1977-78 133.60 133.60
Tax Plus Cash, 1977-78 249.00 268.90
Transitional Payment* 18.20 0.00

267.20 268.90°
Levelling, 1977-78 —19.50" +.087
Total 1977-78 247.70 268.98

'Excluding Revenue Guarantee element and $20 per capita.

*This figure is the basis for the 50-50 split between tax and cash in the two provinces
with the highest per capita tax yields.

3Value of 12.5 PIT points and 1 CIT point equalized at the national average.

*Amount necessary to bring tax plus cash up to the all-cash national average reference
point of $267.20 per capita.

*Note that Ontario receives a “‘fiscal dividend™ (or negative transition) of $1.70 because
the value of its tax room exceeds the value of the basic cash contribution.

®Newfoundland is levelled up in 3 steps; in the first year subtract from the cash payments
.66 x ($267.20 — $237.90) = $19.50. The actual cash per capita is thus $133.60 + $18.20 —
$19.50 = $132.30. Check: $132.30 4 $115.40 = $247.70.

"Ontario is levelled down in 5 steps: in the first year we add to the cash payments .8 x
($267.30 — $267.20) = $.08. The actual cash per capita is thus $133.60 + $.08 = $133.68.
Check: $133.68 + $135.30 = $268.98.
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“Towards a Balanced Budget”

Introduction

Deliberate expenditure control in the government sector is of
central importance to Ontario’s long-range fiscal and economic planning.
It contributes to the economic stability of the province by restoring
a more appropriate public-private sector balance, thus providing a firm
base for future growth. The control of expenditure also provides
flexibility for changing priorities to meet new needs, and improves the
efficiency of the public sector. This paper documents the Government
of Ontario’s success in reducing its rate of spending and the Province’s
commitment to expenditure control on a long-term basis.

Section 1 reviews the performance of the 1976-77 Budget and
outlines the constraint measures put in place during the year. Section 11
sets out the new budget control initiatives for 1977-78. Section 111 deals
with the longer term prospects for revenue growth, and the expenditure
constraint benchmarks consistent with regaining a balanced budget
capacity by the 1980-81 fiscal year.

I The Gains from Expenditure Constraint
in 1976-77

Total spending in 1976-77 was held below the $12,576 million in
Estimates approved by the Legislature. This testifies to the success of
the expenditure control measures announced in the 1976 Budget. The
new measures identified program underspending early in the fiscal
year, thereby allowing these savings to be redeployed to finance ad-
ditional spending requirements in high priority areas, such as the
operation of public hospitals, and fire fighting in Northern Ontario.
Also, these savings allowed the Government to absorb an additional
$45 million required for changeover to an accrual payroll system.

In view of the previous quarterly reporting on all major changes
in revenues and cxpenditures in Ontario Finances (including the
special March 31 issue), only the highlights of the 1976-77 fiscal year
are given here. Table 1 summarizes the in-year adjustments to the
original 1976 Budget plan.

The increase in net cash requirements of $158 million resulted
solely from the weaker than anticipated growth in budgetary revenues,
reflecting the slow pace of economic recovery. The largest downward

3
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1976-77 Budget Performance Table 1
($ million)
1976-77 Interim
Budget 1976-77 Change
Spending
Budgetary Expenditure 11,791 11,846 55
Loans and Advances 680 603 =77
Payments from Special Accounts 105 116 11
Total Spending 12,576 12,565 —11
Revenues
Budgetary Revenue 10,814 10,567 - 247
Repayments of Loans and Advances 185 211 26
Payments into Special Accounts 347 399 52
Total Revenue 11,346 11,177 —169
Net Cash Requirements 1,230 1,388 158

revisions occurred in the personal income tax (revised estimates by the
federal government), the retail sales tax, the corporation income tax
and the mining profits tax.

Ontario’s Expenditure Control Program

The determination of the Government to exercise tighter control
over expenditure was first announced in the April 1975 Ontario Budget.'
Subsequently, a number of specific measures were introduced in the
Supplementary Actions to the 1975 Ontario Budget.* These internal cost
reduction measures achieved in-year savings of $265 million in 1975-76,
and a civil service complement reduction of over 3,000 positions.?
In recognition of the value of outside perspective, the Government on
June 8, 1975 appointed a group of private sector representatives to
The Special Program Review Committee to enquire into the ways and
means of restraining Government spending. The Committee’s report
was issued in November 1975, and contained 184 specific recommenda-
tions aimed at fiscal restraint and improved cost effectiveness.*

On November 23, 1976, the Government tabled its response to the
Special Program Review, indicating its acceptance of the bulk of the
recommendations.’

'"Hon. W. Darcy McKeough, Ontario Budget 1975 (Toronto: Ministry of Treasury,
Economics and Intergovernmental Affairs, 1975).

2Hon. W. Darcy McKeough, Supplementary Actions to the 1975 Ontario Budget (Toronto:
Ministry of Treasury, Economics and Intergovernmental Affairs, 1975).

3Hon. W. Darcy McKeough, Ontario Budget 1976 (Toronto: Ministry of Treasury,
Economics and Intergovernmental Affairs, 1976).

*Report of the Special Program Review (Toronto: Queen’s Printer, 1975).

Hon. W. Darcy McKeough, Ontario’s Response to the Report of the Special Program
Review (Toronto: Ministry of Treasury, Economics and Intergovernmental Affairs,
1976).
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The 1976 Ontario Budget reinforced this constraint policy by imple-
menting:

e a reordering of priorities for 1976-77;

e a further reduction in civil service complement;

e additional internal cost-cutting measures; and,

e a reduction in Hydro’s capital spending.

To ensure the implementation of these policies, the Government
also introduced the following specific budget control procedures.

e Imposition of a monthly “allotment’ system as the basis for a
more intensive monitoring of expenditure.

e Implementation of a system of commitment management which
ensures pre-approval of all capital expenditure commitments.

e Earlier in-ycar assessment of open-ended programs to identify
signs of expenditure deterioration.

As a result of the successful implementation of the above initiatives
during the course of the 1976-77 fiscal year, total spending was held

1976-77 In-Year Expenditure Reprioritization Table 2
($ million)
Authorized
In-Year Constrained Net

Ministry Increases Underspending Change
Health 117.0 —48.5 68.5
Treasury 85.0 —39.7 45.3
Natural Resources 22.0 —-3.5 18.5
Education 37.6 —23.5 14.1

Agriculture and Food 173 —6.0 11.3
Government Services 26.0 —15.5 10.5
Culture and Recreation 13.5 —5.1 8.4
Assembly 4.5 4.5
Solicitor General 39 39
Attorney General 5.6 -23 3.3
Correctional Services 1.4 -7 7
Environment 23 —1.7 i)
Consumer and Commercial Relations -5.1 -5.1

Colleges and Universities —8.1 —8.1

Revenue 32 -21.7 —21.5
Industry and Tourism —25.6 —25.6
Transportation and Communications 5.4 —344 -29.0
Community and Social Services 5.6 —55.1 —49.5
Housing 4.0 —62.2 —58.2
Other Ministries 1.2 —-1.5 -3

Salary Contingency Fund —-223 —-223
Public Debt Interest 19.2 19.2

Total 3717 —3825 —108
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below the original Budget plan- the first time this has been achieved
since 1947. Table 2 shows that total expenditure was reduced by $11
million, as $383 million in identified underspending was captured to
offset necessary in-year spending incrcases of $372 million. As well,
civil service complement was cut by a further 1,000 positions.®

II The New Budget Control Initiatives
for 1977-78

Recent budget measures implemented in Canada, the United
Kingdom and the United States reflect a growing desire by governments
to achieve better monitoring and more effective management of public
spending. This will require a strengthening of public sector account-
ability and the implementation of new management systems and
techniques. These improvements can ensurc that essential public
services are provided in the most cffective manner, genecrating large
future savings to taxpayers.

To ensure that the gains already achieved from imposition of
Provincial expenditurc controls are not eroded, and to clear the way
for progress towards a balanced budget, the 1977 Budget continues the
restraint program of the past two years. In 1977, the existing cost con-
trol measures will be complemented by the following new management
control initiatives:

e strengthening of The Audit Act;
e dollar control of manpower; and,
e a review of zero-base budgeting.

Strengthening The Provincial Audit Act

The Government has introduced in 1977 a strengthened Provincial
Audit Act. The revised Act broadens the powers and responsibilities
of the Provincial Auditor in order to enhance fiscal accountability and
disclosure to the public. It requires the Auditor to report on the
economy and efficiency of expenditures, as well as on procedures
undertaken by the Ministries to measure effectiveness of programs.
Audit coverage is broadened to embrace all transfer payment expendi-
tures and all recipients of public funds.

To ensure the full independence of the Auditor, his budget and
staffing requirements will be approved by the Board of Internal Economy
and his Report will be tabled in the Legislature by the Speaker.

Dollar Control of Manpower

The expenditure constraints of the past two years have included
measures aimed at controlling the growth of the civil service. From 1974

®Hon. W. Darcy McKeough, Ontario's Economic Strategy for 1977 (Toronto: Ministry of
Treasury, Economics and Intergovernmental Affairs, 1977), p. 21.
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to the end of the 1975-76 fiscal year, the Government reduced the civil
service complement from 70,778 to 67,537. A further target reduction of
1,000 was achieved in the 1976-77 fiscal year.

The Record of Complement Reduction™® Table 3
Cumulative

Fiscal Year Complement Change
1974 70,778
1975 e April 2.5Y, target —1,741

e July reduction — 1,500 —3,241

67,537 —3,241

1976 e Budget target — 1,000 — 1,000

66,537 —4,24]

1977 e Budget plan no growth
66,537 —4.241

*System of complement control to be replaced by dollar control of manpower in 1977-78.

Past controls over complement have been successful. However,
they were concentrated entirely on the number of full-time continuous
places within the Ontario Government. This resulted in complement
control being focused almost entircly on classified staff, with only
peripheral and indirect effects on unclassified staff and all other Crown
employees.

The Government of Ontario will introduce during the 1977-78
fiscal year a new manpower control system which will apply to all staff
paid directly from Ministry payrolls. Under the new system, control
will be achieved through the amount of dollars allocated to each
Ministry’s wages and salaries rather than through its approved comple-
ment level. A separate paper describing in detail this system will be
presented by the Chairman of Management Board. This revised man-
power control policy will provide a more effective control over staffing
costs, give reliable information at regular intervals on the mix of staff
and their total numbers, and allow ministries the flexibility to make
the best use of their manpower resources.

The new information on manpower which has been developed
provides figures for all categories of stafl paid directly from ministry
payrolls.

The result during the period of 22 months since March 1, 1975 was
a complement reduction of 4,241 and a reduction of classified staff of
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1,898. Thus, the drop in complement reflects both fewer civil servants
and elimination of roughly an equivalent number of vacant positions.
Both effects are equally important. A comparison of the two systems
of manpower accounting is provided in Table 4, while a ministry-by-
ministry breakdown of the new system can be found in Table C10.

Summary of Complement and Total Staff Table 4
Strengths for all Ministries, 1975 to 1977

March | March 1 Dec. 31 Dec. 31

1975 1976 1976 1977

OLD SYSTEM - o
Total Complement 70,778 67,537 66,537 66,537
Increase O;er Previous Ycar_i%} 2.1 —4.6_. —6.0 00
Other? 4,530 4,853 4,817 4,840
NEW SYSTEM
Classified Staff 65,108 63,883 63,210 ¥
Unclassified Staff 14,567 15,039 14,811
Other Crown Employces 2,859 2,715 2,704 *
Total _ 82,534 81,637 80725  *
Increase Over Previous Year (%) — = l 1 22 ¥
Other? 4,575 4,699 4,79 .

'Excludes staff of the Lieutenant-Governor, Office of the Assembly, Ombudsman and
Provincial Auditor.

2Includes OPP Uniformed Staff, Security Guards and Environment Plant Operators.

*Management Board will report on the actual staffing performance under the new dollar
control system, as of December 31, 1977.

Review of Zero-Base Budgeting

The Government of Ontario is constantly searching for new and
more effective management tools. A concept that has attracted consider-
able attention in the United States is zero-base budgeting (ZBB). In a
recent survey of state governments, eleven states were identified that
appear to utilize ZBB in their budgeting process.” In addition, the U.S.
federal government has also announced its intention to utilize ZBB.
As applied in most states, zero-base budgeting is an evaluation and
review procedure which focuses on the entire expenditure base of a
program or activity, rather than on the annual spending increment
requested. The purpose is to determine whether each activity warrants
continuation at its current level or at a different level, or whether it
should be terminated. This approach requires a priority ranking of all
programs and activities in successively increasing levels of performance
and funding, starting from zero.

"The Council of State Governments, Zero-Base Budgeting in the States (Lexington, Ky.:
1976).
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During the course of the 1977-78 fiscal year, the principles of the
ZBB system will be evaluated by Management Board as part of the
budgeting process. A decision on the merits of this system will then
be made in time for its use in the preparation of the 1979-80 Estimates.

III The Five-Year Deficit Reduction Plan
Long Range Fiscal Planning

The long range projections outlined in this section extend the
Government’s fiscal planning horizon beyond the single year tradi-
tionally dealt with in the Budget. The objective is to document the
normal growth that can be expected in Ontario’s revenues over the next
three years, assuming no changes in tax rates and steady expansion in
the provincial economy at 10 per cent per annum. This revenue projec-
tion, in turn, establishes a ceiling on the future growth in spending that
is consistent with achieving a balanced budget by 1980-81.

Ontario has already achieved a substantial reduction in cash require-
ments in the 1976-77 fiscal year. A further reduction is planned for
1977-78. This has been achieved both by expenditure constraint and by
tax increases. Net cash requirements have been brought down from
$1.8 billion in 1975-76—a record high largely due to expansionary tax
cuts —to $1.4 billion in 1976-77 and are planned to drop below $1.1
billion for 1977-78. Achievement of a balanced budget by 1980-81
assumes the continuation of this trend. But, it assumes that eventual
climination of the budgetary deficit will be realized via expenditure
restraint, not via tax increases.

Ontario’s Fiscal Planning Horizon Table 5
1976-77 to 1980-81
($ billion)
Actual Interim Estimated __PEEje_cted P
1975-76 1976-77 1977-78 1978-79 1979-80 1980-81
Budgetary Account
Revenue 9.0 10.5 12.0 13.0 14.2 15.5
Expenditure 10.5 11.8 13.0 13.8 14.7 15.5
Deficit 1.5 1.3 1.0 0.8 0.5 0.0
Non-Budgetary Deficit 0.3 0.1 0.1 0.1 0.1 0.1
Net Cash Requirements 1.8 1.4 1.1 0.9 0.6 0.1
% Increase (See Tables 7 and 8) .
Budgetary Revenue - 17.3 13.4 8.2 9.3 9.8
Budgetary Spending - 12.9 9.5 6.3 6.3 6.0

Table 5 illustrates the progressive reduction in the budgetary deficit
throughout the planning period, until it is eliminated in 1980-81. This
implies that the Province’s operating costs (plus over half its capital
projects) will be financed entirely out of current revenues by the end of
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the period, removing any need to utilize borrowing for this purpose.
Non-public sources of borrowing (particularly the CPP) will be more
than adequate to fund the remaining capital investment, leaving the
Province with a surplus financing capacity for use outside its own
operations. The non-budgetary side of the balance sheet maintains a
slight deficit during the projection period, reflecting the Government's
role as a supplier of financing in the form of repayable loans for capital
projects undertaken by various agencies.

Achievement of this balance requires that spending growth over the
next three years be held consistently below the growth in revenues.

This three-year timetable for restoring Ontario’s capacity to balance
its budget is, of course, not a hard and fast plan. Economic conditions
and social developments in the next few years may make it difficult,
or even inappropriate, to achieve the target by 1980-81. Future weakness
in the economy, for example, would automatically increase the deficit
as revenues fell below the projected yields. As well, stimulation in the
form of tax cuts and selective expenditure increcases may be required
during the next three years. Such discretionary actions, while necessary,
would cause a further departure from the projected path to a balanced
budget. The target of a balanced budget by 1980-81 is, nevertheless, an
important commitment which will exert a strong influence on spending
and financing decisions over the next few years.

Revenue Projections to 1980-81

The revenue growth assumptions are a vitally important part of
this balanced budget scenario. Given the target of a diminishing deficit,
the allowable expenditure growth in any one given year can be viewed as
simply the residual derived from the expected revenue yield for that year.

The most important point to note about the revenuc projection for
the three-year timetable through 1980-81 is that the overall revenue
clasticity will be below 1.0 throughout. This means that revenues will
grow more slowly than Gross Provincial Product (GPP).

Table 6 presents a ten-year view of GPP and revenue growth rates,
as well as elasticity measures for the major Provincial taxes. It shows
that in the projection period, 1978-79 to 1980-81, revenue growth will
drop to an average annual rate of 9.1 per cent, compared to the average
annual rate of 13.8 per cent for the past seven years. This has obvious
implications for the Edmonton Commitment, which links Ontario’s
support to local governments directly to the growth in the Province’s
budgetary revenues.

In general terms, budgetary revenue can be divided into two broad
categories based on the relationship of a particular revenue item to
major economic variables that are likely to affect its growth. The first
category consists of revenues which are responsive to growth in the
economy—personal income tax, corporate income tax, sales tax and
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Summary of Average Annual Growth Rates Table 6
and Elasticities
Projected
7-Year Average  3-Year Average
1971-72 to 1978-79 to
1977-78 1980-81
GPP (%, growth) 13.2 10.0
Revenue (%, growth) 13.8 9:1
Elasticities:
Personal Income Tax +1.32 +1.30
Corporation Taxes +1.53 +1.15
Retail Sales Tax +1.16 +1.00
Other Revenue +0.75 +0.45
Total +1.05 +0.91

federal payments which are escalated by GNP. The second category
consists of revenues which are not responsive to growth in the economy
such as OHIP premiums which grow in line with population.

In 1977-78, 65 per cent of Ontario’s revenue is in the responsive
category. This ratio improves steadily over the projection period to
69 per cent in 1980-81, largely due to the growth dividend from the new
personal income tax transfer. This improvement in the weight of
responsive sources raises the overall revenue growth rate over the period
from 8.2 per cent in 1978-79 to 9.8 per cent in 1980-81. The different
growth capacities of the various revenues are displayed in Table 7.

Budgetary Revenue as a Per Cent of GPP

Chart 1 illustrates the change that has taken place in the relationship
between budgetary revenue and GPP in the years 1966-67 through
1976-77 and plots the trend line to 1980-81.

During the period 1966-67 to 1970-71, budgetary revenuc grew
rapidly until, in 1970-71, it represented 14.2 per cent of GPP. This
large increase is attributable partly to the fiscal dividend accruing from
the high clasticity taxes during this period of strong economic growth.
As well, there were several major tax increases during the five years.

The trend changed in the 1970-71 to 1977-78 period, with revenue
growth only paralleling growth in the economy. There were tax increasces
in some years and tax reductions in others, but the overall effect on
revenues was more or less neutral. Nevertheless, several major changes
took place in the tax structure that had a major impact on the growth
potential of certain major taxes. The most notable changes were to the
personal income tax and retail sales tax. Tax reform in 1972, and
indexation of the income tax system in 1974, radically reduced the
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Budgetary Revenue Yields and Projections Table 7
in the Planning Period 1976-77 to 1980-81
($ million)
. . Projected
Interim Estimated — - -
1976-77 1977-78 1978-79 1979-80 1980-81
Responsive Revenue
Sources
Personal Income Tax 1,782 2,975* 3,395 3,870 4415
Federal Revenue
Guarantee 496 150 50 -
Corporation Taxes 1,070 1,366 1.565 1,760 1,970
Federal EPF' 1,276 1.325 1,485 1,630
Retail Sales Tax 1,810 2,041 2,270 2,500 2,760
Sub-Total 5,158 7,808 8,605 9,615 10,775
Responsive Sources as
9 of Total Revenue 48.8 65.2 66.4 67.9 69.3
Non-Responsive Revenue
Sources
Other Federal Payments 2,216 671 720 770 830
Other Taxation 916 1,052 1,070 1,100 1,130
OHIP Premiums 790 815 835 855 880
Other Revenue 1,043 1,172 1,220 1,255 1,310
Interest on Investments 444 465 510 565 620
Sub-Total 5,409 4,175 4,355 4,545 4,770
Non-Responsive Sources
as %, of Total Revenue 51.2 34.8 336 32.1 30.7
Total Budgetary Revenue 10,567 11,983 12,960 14,160 15,545
Revenue Growth Rates
(per cent)
Responsive Revenue Sources  18.4 51.4 10.2 11.7 12.1
Non-Responsive Revenue
Sources 16.2 —-228 4.3 44 4.9
Total Budgetary Revenue 17.3%* 13.4%* 8.2 9.3 9.8

'Established Programs Financing - replaces Hospital Insurance, Medical Care and
Post-Secondary Agreements effective April 1, 1977. Also includes Extended Health

Care Services Agreement.
*Includes new tax transfer.
**Includes tax increases.

elasticity of the PIT.® In addition, a significant narrowing of the
retail sales tax base took place; an example of this is the exemption of
production machinery in 1975. Tax increases in the last two years have

8The impact of tax reform on the personal income tax in Ontario is analyzed in, Ontario
Tax Studies 13, The Equity and Revenue Effects in Ontario of Personal Income Tax Reform :
1972-1975 (Toronto: Ministry of Treasury, Economics and Intergovernmental Affairs,

1977).
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Budgetary Revenue as a Per Cent Chart 1
of Gross Provincial Product
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restored the revenue-to-GPP ratio back to the 14 per cent level recorded
in 1970-71.

For the projection period 1978-79 to 1980-81, it is assumed that tax
rates will be held constant in contrast to the increases in the past two
years. This, along with the termination of the Revenue Guarantee and
the phase-out of prior years’ shared-cost payments, will generate a low
revenuc growth rate in the first year of the projection period. In suc-
ceeding years, however, the growth rate improves steadily, due largely
to the high clasticity of the personal income tax. By 1980-81, Ontario’s
revenue growth rate will have returned to its former level, matching the
growth rate of the economy.

Expenditure Growth Implications

The overall expenditure outlook for the planning period is pre-
sented in Table 8. A dichotomy has been drawn between expenditures
that are “‘committed” and those that may be considered as being
“controllable™.

Public debt interest and pension contribution expenditures are the
only truly committed expenditures in the longer run. They are not
subject to control in the sensc that the Province is legally committed
to service its debt obligations and also to maintain its funding of
employee pension benefits.

The key points to note are that overall expenditures must grow at
below the revenue growth rate if the deficit elimination is to be success-
fully achieved by 1980-81. And, the main impact of expenditure restraint
must necessarily be borne by the controllable portion of expenditures.
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Budgetary Expenditure Composition in the Table 8
Planning Period

($ million)

']

Projected
Interim Estimated — .
1976-77 1977-78 1978-79 1979-80 1980-81

Committed

e Pension Contributions 331 272 317 366 423
o Public Debt Interest 889 1,042 1,140 1,254 1,332
1,220 1,314 1,457 1,620 1,755
% Increase 1T 10.9 11.2 8.3

Controllable
All Other Spending 10,626 11,661 12,331 13.041 13,790
%, Increase 9.7 5.8 5.8 58
TOTAL 11,846 12,975 13,788 14,661 15,545
% Increase 9.5 6.3 6.3 6.0

If this long-term expenditure constraint can be maintained, the
public sector will gradually reduce its size in relation to the rest of the
provincial economy. This will free up more resources for use by the
private sector, and by reducing demand pressure in the economy as a
whole, will aid in controlling inflation in future years.
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Appendix

Financial Reporting Changes and Classifications
The New Ministry of Northern Affairs

On February 4, 1977, the Honourable William G. Davis announced
the creation of a new Ministry of Northern Affairs. The creation of
this special Ministry reflects even greater emphasis on the development
of Northern Ontario. Northern Affairs Ministry offices will be set up
in Northeastern and Northwestern Ontario. Table 9 reflects the transfer
of spending functions from other ministries to the Ministry of Northern
Affairs. These changes are reflected in Table C3 in the Financial Tables.

Funding for the Ministry of Northern Affairs Table 9
($ million)
. Estimated 1977-78

Programs and Projects transferred to Interim - — —— -
Northern Affairs by various Ministries 1976-77 Carryover  New Total
Community and Regional Priorities 27 36 17 53
Northern Roads 40 19 24 43
Resource Access Roads 6 7 7
Other 15 13 4 17

Total 88 68 52 120

The Provincial Lottery Trust Account

The Provincial Lottery commenced operations in September 1976,
with the first draw taking place on October 31, 1976. As is the case
with Wintario, the Provincial is administered by the Ontario Lottery
Corporation. The Corporation remits the net proceeds to the Con-
solidated Revenue Fund where it is accounted for as a non-budgetary
trust account item. Outflows from this trust account are to be used for
medical research and health-related environmental programs. The
Ministries of Health, Environment and Labour are to share in the
financing of grants for research projects in their own ficlds, and each
of the ministries will administer its own grants. Cash flow details for
the Provincial and Wintario are presented in Tables C11 and C12.
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Financial Tables

Statement of Operational Cash Requirements Table C1

and Related Financing
($ million)

Interim Estimated
1974-75  1975-76 1976-77 1977-78

Budgetary Transactions

Revenue 8,176 9,010 10,567 11,983
Expenditure 8,722 10,490 11,846 12.975
Budgetary Deficit 546 1,480 1,279 992

Non-Budgetary Transactions
Lending and Investment Activity

Receipts 354 203 211 210
Disbursements 1,048 730 603 602
Net increase in lending activity (A) 694 527 392 392
Special Purpose Accounts
Credits 323 307 399 428
Charges 60 99 116 121
Netincrease in special purpose accounts (B) 263 208 283 307
Non-Budgetary Transactions (A-B) 431 319 109 85
NET CASH REQUIREMENTS 977 1,799 1,388 1,077
FINANCING
Non-Public Borrowing
Proceeds of Loans 1,166 1,236 1,357 1,343
Repayment of Loans 10 6 39 8
Net Non-Public Borrowing 1,156 1,230 1,318 1.335

Public Borrowing

Proceeds of Loans - 775 e

Repayment of Loans 305 32 233 65
Net Public Borrowing (305) 743 (233) (65)
Increase in Liquid Reserves (126) 174 (303) 193

TOTAL FINANCING 977 1,799 1,388 1,077
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Budgetary Revenue Table C2
($ million)
Interim Estimated
1974-75 1975-76 1976-77 1977-78
Taxation
Personal Income Tax' 1,445 1,571 1,782 2,975
Revenue Guarantee 49 255 496 150
Corporation Taxes:
Income Tax 750 976 840 996
Capital and Premium Taxes 142 164 188 260
Mining Profits Tax 153 63 42 110
Retail Sales Tax 1,569 1,328 1,810 2.041
Gasoline Tax 493 505 514 525
Motor Vehicle Fuel Tax 79 73 82 104
Tobacco Tax 101 104 154 215
Succession Duty 78 64 62 56
Land Transfer Tax 48 v | 52 60
Land Speculation Tax - 3 6 9
Race Tracks Tax 34 38 42 48
Income Tax Public Utilities 8 7 5 8
Other Taxation? 4 3 (1) 37
4,953 5,205 6,074 7.584
Other Revenue
Premiums—OHIP 548 573 790 813
LCBO Profits 248 273 305 331
Vehicle Registration Fees 187 206 218 296
Other Fees and Licences 146 182 204 215
Ontario Lottery Profits — 42 80 80
Fines and Penalties 42 47 53 60
Royalties 36 40 43 50
Sales and Rentals 83 37 46 45
Utility Service Charges 26 32 35 40
Miscellaneous 34 53 59 52
1,350 1,485 1,833 1,984
Payments from the Federal Government 1,517 1,930 2,216 1,947
(See Table C6)
Interest on Investments 356 390 444 468
TOTAL BUDGETARY
REVENUE 8,176 9,010 10,567 11,983

INet of tax credits of $306 million, $391 million, $418 million and $422 million for the
1974-75, 1975-76, 1976-77 and 1977-78 fiscal years. 1977-78 figure includes new tax
transfer.

21977-78 figure includes new Environmental Tax.
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Budgetary Expenditure by Table C3
Policy Field and Ministerial Responsibility
($ million)
Interim Estimated
1974-75 1975-76 1976-77 1977-78
Social Development Policy
Health 2,528 2,986 3,430 3.796
Education 1,598 1,776 1,990 2,130
Colleges and Universities 878 1,019 1,160 1,273
Community and Social Services 674 881 954 1.077
Culture and Recreation 74 109 150 166
5,752 6,771 7,684 8,442
Resources Development Policy
Transportation and Communications 777 911 923 1,045
Natural Resources 177 200 237 225
Housing 71 192 169 201
Agriculture and Food 113 151 169 172
Environment 58 83 101 104
Industry and Tourism 37 50 58 58
Labour 17 20 20 32
Energy 2 3 4 10
1,252 1,610 1,681 1,847
Justice Policy
Correctional Services 101 121 146 154
Solicitor General 106 128 147 147
Attorney General 85 101 121 131
Consumer and Commercial Relations 35 43 65 64
327 393 479 496
Other Ministries
Treasury, Economics and
Intergovernmental Affairs 338 389 483 420
Government Services 269 288 305 287
Revenue 123 173 199 205
Northern Affairs 51 95 88 120
Assembly 8 30 17 15
Management Board 7 8 8 9
Ombudsman — 1 3 4
Other 6 7 10 10
802 991 1,113 1,070
Public Debt— Interest 589 725 889 1,042
Contingency Fund — 78
TOTAL BUDGETARY
EXPENDITURE 8,722 10,490 11,846 12,975
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Details of Non-Budgetary Transactions Table C4
($ million)
Interim  Estimated

RECEIPTS 1974-75 197576  1976-77  1977-78
Repayments of Loans, Advances and Investments
Education Capital Aid Corporation 46 51 57 62
Universities Capital Aid Corporation 21 22 24 26
Investment in Environmental Protection 7 17 19 2
Ontario Development Corporations 7 20 17 21
Nuclear Power Generating Station 18 11 19 18
Loans to Public Hospitals 12 14 16 17
Ontario Mortgage Corporation 12 21 24 13
Tile Drainage Debentures 4 5 6 7
Ontario Junior Farmers - 3 4 7
Municipal Works Assistance 4 6 5 5
Municipal Improvement Corporation 5 5 4 5
Ontario Housing Corporations 208 13 5 3
Ontario Land Corporation - 4 -
Other 10 11 11 4
TOTAL RECEIPTS 354 203 211 210
DISBURSEMENTS
Loans, Advances and Investments
Investment in Environmental Protection 127 155 146 164
Ontario Mortage Corporation 133 178 180 98
Education Capital Aid Corporation 87 98 77 82
Regional and Municipal Public Works' 13 20 31 42
Ontario Devclopment Corporations 45 52 30 40
Ontario Housing Corporations 92 56 36 39
Loans to Public Hospitals 42 33 34 38
Universities Capital Aid Corporation 38 42 33 35
Tile Drainage Debentures 13 16 17 20
Ontario Transportation Development

Corporation - = 18
Municipal Improvement Corporation 7 9 15 8
Ontario Land Corporation 320 22 8
Ontario Energy Corporation 100 - 5
Winter Capital Projects 17 34 =
Ontario Northland Transportation

Commission 7 11 -
Other 7 4 4 5
TOTAL DISBURSEMENTS 1,048 730 603 602
NET INCREASE IN

LENDING ACTIVITY 694 527 392 392

'Formerly included in Ontario Housing Action Program.
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Details of Non-Budgetary Transactions Table C5
($ million)
Interim  Estimated

CREDITS 1974-75 1975-76  1976-77 1977-78
Payments into Special Purpose Accounts
Public Service Superannuation Fund 151 195 242 244
Teachers’ Superannuation

Adjustment Fund = 19 39 48
Province of Ontario

Savings Deposits (net) 46 53 40 40
The Provincial Lottery — 10 33
Public Service Superannuation

Adjustment Fund 2 17 28
Motor Vehicle Accident Claims Fund 14 15 23 23
Ontario Energy Corporation 100 - ==
Other 12 23 28 12
TOTAL CREDITS 323 307 399 428
CHARGES
Payments from Special Purpose Accounts
Public Service Superannuation Fund 42 47 53 58
Ontario Energy Corporation 28 40 31
Motor Vehicle Accident Claims Fund 12 15 13 15
The Provincial Lottery — 2 11
Other 6 9 8 6
TOTAL CHARGES 60 99 116 121

NET INCREASE IN SPECIAL
PURPOSE ACCOUNTS 263 208 283 307
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Federal Government Payments to Ontario Table C6
(3 million)

Interim  Estimated
1974-75 1975-76 1976-77 1977-78

Established Programs Financing' - — — 1,106
Hospital Insurance 652 849 1,025 40

Medical Care 275 288 345 25
Post-Secondary Education Payments 143 167 190 15
Extended Health Care Services® = = 170
Canada Assistance Plan 300 444 452 376
Adult Occupational Training 60 71 80 91
Bilingualism Development 27 30 34 31
Economic Development 13 23 21 25
Rehabilitation of Offenders - — 15 17
Vocational Rehabilitation 8 11 9 14
Other Federal Payments 39 47 45 37
TOTAL PAYMENTS 1,517 1,930 2,216 1.947
Annual Per Cent Increase 19.7 27.2 14.8 (12.1)

Federal Payments as a Per Cent of
Ontario Budgetary Revenue 18.6 214 21.0 16.2

"Replaces Hospital Insurance, Medical Care and Post-Secondary Education Agreements
effective April 1, 1977.

2Replaces a portion of shared-cost expenses previously paid under the Canada Assistance
Plan.
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Financing Table C7
($ million)
Interim Estimated
1974-75 1975-76 1976-77 1977-78
Non-Public Borrowing
Canada Pension Plan 702 784 813 850
Teachers’ Superannuation Fund 286 197 330 260
Municipal Employees’ Retirement
Fund 144 156 180 190
CMHC Pollution Control Loans 16 35 34 3
Federal-Provincial Winter Capital
Projects Fund 18 64 —
Retirements (10) (6) (39) (8)
Net Non-Public Borrowing 1,156 1,230 1,318 1,335
Public Borrowing
Treasury Bills (net) (90) 325 (195)
Debenture Issues — 450 —
Debenture Retirements (215) (32) (38) (65)
Net Public Borrowing (305) 743 (233) (65)
Increase in Liquid Reserves (126) 174 (303) 193
TOTAL FINANCING 977 1,799 1,388 1,077
Investment in Physical Assets Table C8
($ million)
Preliminary Interim Estimated
1975-76 1976-77 1977-78
Budgetary Investment
Direct Expenditures and Transfer Payments
Roads and Transit 474 459 579
Public Buildings 337 254 241
Health 100 87 94
Other 22 35 47
Total Budgetary Investment 933 835 961
Non-Budgetary Investment
Industrial and Resources Development 222 180 232
Home and Community Environment 335 279 215
Education 140 110 117
Health 33 34 38
Total Non-Budgetary Investment 730 603 602
TOTAL INVESTMENT 1,663 1,438 1,563
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Relative Importance of Chart C1
Major Revenue Sources
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Relative Importance of Chart C2
Major Expenditure Functions
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Net Cash Requirements as a Per Cent of Chart C3

Gross Provincial Product, 1973-74 to 1977-78
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Ontario Payments to Local Governments and Agencies Table CY

($ million)

Conditional Payments
Education
Transportation

Social Assistance
Culture and Recreation
Housing

Environment

Other

Unconditional Payments

General Support
Resource Equalization
Per Capita- Policing

Per Capita- General
Northern Ontario Grants
Other

Payments to Local Agencies
Homes for the Aged
Children’s Aid Societies
Health Agencies
Conservation Authorities
Library Boards

BASIC FINANCIAL TRANSFERS

Other Assistance

Teachers” Superannuation Fund
Payments-in-lieu of Taxes

Tax Compensation Grants
Employment Incentives

TOTAL FINANCIAL SUPPORT

Growth in Basic Financial Transfers (%)
Growth in Total Financial Support (%)

Interim Estimated

1974-75 1975-76 1976-77 1977-78
1,331 1,575 1,695 1,880
330 437 443 509
134 175 172 188
5 18 16 24
6 15 21 20
5 15 19 19
28 55 44 63
1,839 2,290 2,410 2.703
85 79 97 112
70 81 88 99
42 71 109 56
63 64 98 42
12 18 22 31
25 32 25 27
297 345 439 367
58 79 84 87
47 70 77 83
35 44 51 59
30 33 27 29
16 19 20 22
186 245 259 280
2,322 2,880 3,108 3,350
288 237 337 319
42 50 60 69
13 14 15 16

3 9 19

346 310 431 104
2,668 3,190 3,539 3.754

14.6 24.0 7.9 7.8

18.3 19.6 10.9 6.1
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Public Service Strength in Ontario by Category, Table C10
December 31, 1976!

Classified Unclassified Other Crown

Ministry Staff Staff Employees Total
Premier 39 23 - 62
Cabinet Office 30 10 40
Management Board 81 7 - 88
Civil Service Commission 172 49 23 244
Government Services 2,886 518 - 3,404
Revenue 3,896 120 4,016
Treasury 625 211 10 846
Justice Policy 12 - 12
Attorney General 3,087 1,678 331 5,096
Consumer and Commercial

Relations 1,734 291 75 2,100
Correctional Services 5,238 1,275 157 6,670
Solicitor General 1,458 480 3 1.941
Resources Development Policy 12 17 29
Agriculture and Food 1,561 795 - 2,356
Energy 63 17 80
Environment 1,345 268 I 1,614
Housing 896 269 1,440 2,605
Industry and Tourism 510 150 660
Ontario Development

Corporation 194 1 1 196
Labour 748 50 19 817
Natural Resources 3,951 2,741 6,692
Transportation and

Communications 10,490 2,589 95 13,174
Social Development Policy 21 26 - 47
Colleges and Universities 602 173 3 778
Community and Social Services 8,507 905 18 9.430
Culture and Recreation 545 621 1,166
Education 1,703 387 528 2,618
Health 12,804 1,140 13,944
Total 63,210 14,811 2,704 80,725
O.P.P. Uniformed Staff and

Security Guards 4,183 — 4,183
Environment Plant Operators 532 75 607

'Excludes stafl of the Lieutenant Governor, Office of the Assembly, Ombudsman and
Provincial Auditor.
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Net Debt as a Per Cent of Chart C4
Budgetary Revenue, 1968-69 to 1977-78
per cent
100 = =} 100
80 I~ =1 80
Norm of 9 months of Revenue to Repay the Debt
60 p— | 60
40 f— — 40
20 - - 20
0 1 1 1 1 1 1 1 1 0
68-69  69-70 70-71 - 71-72 0 72-73  73-74 74-75  75-76  76-77  77-78




30 Ontario Budger 1977

Net Debt as a Per Cent of Chart C5
Gross Provincial Product, 1968-69 to 1977-78
pcr cent
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*See, The Ontario Committee on Taxation (Toronto: Queen’s Printer, 1967), Volume I, p. 281.
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Ontario Lottery Proceeds Table C11
($ million) ;
Actual Interim Estimated
1975-76 1976-77 1977-78
Funds available from prior years 38 I8
Ontario Lottery Proceeds 42 80 80
42 118 98
Less— Expenditure on approved projects
and overhead costs 4 40 36
Less— Project commitments — 60 62
Cumulative Funds available 38 18 0
Provincial Lottery Proceeds Table Cl12
($ million)
Interim Estimated
1976-77 1977-78
Funds available from prior years — 8
Provincial Lottery Proceeds 10 33
10 41
Less— Approved spending for health
and environmental research 2 11
Cumulative Funds available 8 30
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The Anti-Inflation Program:
Decontrol and Post-Control

Introduction

During 1975 it became increasingly apparent that double-digit
inflation and almost four years of accelerating rates of inflation had
combined to create expectations in Canadians that could only result
in economic and social disorder, unless immediate and bold action
was taken. While this inflation had originated in dramatic and sharp
increases in the world prices of agricultural goods, raw materials and
energy, by 1975 it had clearly taken on a more domestic dimension.
Foreign inflation was receding, as evidenced by the declining rates of
increase for farm and raw materials prices as well as for imports.
Service sector prices, however, reflecting more domestic sources of
inflation, continued to accelerate. Meanwhile those groups unable to
protect themselves fell increasingly behind in economic terms. This
fact, coupled with lower foreign rates of wage and price increases, led
to growing concern for both the equity and the international com-
petitiveness of the Canadian economy.

Traditional anti-inflation measures which reduce total domestic
spending would not have been immediate enough in terms of their
impact on public expectations and confidence, nor would they have
been appropriate in light of already slackening foreign demand for
Canadian goods. Instead, the response was, in peacetime, an extra-
ordinary economic measure. The Anti-Inflation Program (AIP) was
a co-ordinated federal-provincial plan of action designed to contain
the domestic sources of inflation and restore public confidence without
creating a deliberate further increase in domestic economic slack.

Ontario had called for, and subsequently supported, a national
prices and incomes control program on the grounds that it would
immediately and directly restrain excessive wage and price increases,
protect those without economic power, reduce inflationary expectations,
and provide an interim solution to Canada’s declining international
competitiveness. At the same time, Ontario’s position was that such
a program should be a co-ordinated federal-provincial effort launched
on a national scale in order to achieve maximum effectiveness, ensure
equity, and avoid the costs of bureaucratic duplication.

3
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During consultations on the design and implementation of control
guidelines, Ontario stressed the need to achieve the maximum anti-
inflation effect while maintaining:

e the greatest possible equity in the treatment of all incomes;

e the maximum incentive to achieve productivity increases;

® an environment conducive to investment and job creation; and,

® the minimum administrative burden.

While controls by their nature involve economic costs, inequities and
disincentives, focus on the above principles has led to a more equitable
and efficient set of guidelines.

This paper is divided into three sections. Section I reviews the
economy’s inflation performance under the AIP and indicates the
moderating effects that weak markets combined with AIP restraints
have had on prices, wages and profits. Section II delineates various
options for decontrol and evaluates their strengths and weaknesses.
The final Section provides a review of Ontario’s approach to a decontrol
and post-control anti-inflation strategy.

I Performance Under the AIP

Prices

Price performance in Canada has improved markedly since the
inception of the AIP. In the year preceding October 1975, the increase
in the consumer price index was 10.6 per cent. In the first year under
controls the rate of inflation declined to 6.2 per cent. Housing and
clothing indices were the only areas failing to show an improvement
from the pre AIP period. In recent months, however, even in these
sectors, price increases have begun to moderate from their pre AIP
rates.

Although not covered by the AIP, declining raw food prices ac-
counted for a major portion of the improved consumer price perform-
ance in the first year of the program. More recently, these prices have
begun to move up again. Nonetheless, even if food items are excluded,
the consumer price index shows a progressively improved performance.
In the service sector, which throughout the first year of the program
was a major source of inflationary pressure, there have been encouraging
indications of abatement in recent months.

In response to market pressure and Anti-Inflation Board (AIB)
wage and profit restraint, industry selling price increases have also
moderated. Slower rates of increase in non-controlled import prices
played a major role in this restraint as well as in the improved consumer
price performance. However, the recent decline in the value of the
Canadian dollar implies that this favourable effect will be offset by a
significant jump in import prices.
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Price Movements in Canada, Pre and Post AIP Table 1
(percentage change, annual rates)

Oct. 75/74 Oct. 76/75 Feb. 77/Oct. 76,

Consumer Price Index

All Items 10.6 6.2 7.5
All Items Excluding Food 10.2 9.1 6.5
Goods Excluding Food 8.4 6.6 4.7
Services 11.8 1135 7.7

Food 12.6 —-0.9 10.5

Housing 10.4 1.1 7.4

Clothing 44 6.2 4.1

Transportation 13.2 9.5 8.4

Health and Personal Care 11.4 7.2 7.5

Recreation, Education and Reading 8.8 5.0 2.6

Tobacco and Alcohol 1.1 14 44

Industry Selling Price Index
All Manufacturing 84 3.7 49

Source: Statistics Canada.

Wages

Workers fared much better in the first year of the AIP than in the
preceding twelve months. Real average hourly earnings in manu-
facturing rose 6 per cent in the first year of controls, compared to an
increase of only 1.5 per cent in the previous year. Similarly, total real
labour income rose by 9.4 per cent from the fourth quarter 1975 to the
fourth quarter 1976, compared to only a 3.8 per cent increase over the
previous four quarters. Moreover, labour’s share of national income
continued to advance under controls, reaching a record level of 57.7
per cent in the fourth quarter of 1976.

Labour Income, Pre and Post AIP Table 2
(percentage change)
Fourlh Quarler
[975,?19?4 1976/1975
Nominal Labour Income 12.9 15.6
Real Labour Income 38 9.4
Consumer Prices* 8.7 5.7

Source: Statistics Canada.
*GNP consumer expenditure price deflator.

Wage settlements have moderated under the Anti-Inflation Program.
In 1976, the average basc rate wage settlement in Ontario was 11.6
per cent, compared to 13.6 per cent in 1975. This moderating trend
has been experienced in all sectors. Accordingly, unit labour costs for
the total non-farm sector of the Canadian economy have risen by
8 per cent under the first year of controls compared to 14.8 per cent
in the preceding year.
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Base Rate Wage Settlements in Ontario by Industry Table 3
(percentage change)

1976 Annual
1IQ 11Q 111Q IvVQ 1974 1975 1976
All Industries 14.3 12.2 12.4 8.6 13.3 13.6 11.6
Manufacturing 1.4 9.8 10.4 5.0 11.0 12.5 8.3
Non-manufacturing 15.8 12.6 12.8 10.7 14.4 14.3 12.7
Public Sector 16.1 13.6 12.9 10.0 14.4 154 12.9
Construction * 14.2 15.4 * 9.2 15.1 14.3

Source: Ontario Ministry of Labour.
*No construction settlement in period.

Several factors account for the recent trend in wage settlements.
Substantial wage “catch-up’” has been accomplished, and the significant
moderation in consumer price increases has favourably influenced
settlement demands. In addition, industrial excess capacity and growing
slack in most labour markets have acted to restrain wage demands, and
the impact on industry selling prices has sharply reduced the ability of
employers to pay higher wages and salaries. These factors have com-
bined with the moderating impact of the Anti-Inflation Program on
expectations to produce this encouraging wage trend.

AIB Rulings

As of January 14, 1977, the AIB had received contracts covering
approximately 1.4 million employees in both the public and private
sectors in Ontario. Contracts covering about 59 per cent of these
employees had compensation increases that were below the com-
pensation guidelines. Those in the public sector were, on average, 2
per cent below the guidelines, while those in the private sector were
3 per cent below. The significant volume of settlements below the
guidelines suggests that lower rates of inflation and natural market
pressures were sufficient to subdue wage increases of those groups
without “‘catch-up” demands.

Table 4 shows that the private sector accounted for approximately
62 per cent of the group that settled above the guidelines. The average
proposed increase in the Ontario private sector group ruled on by the
AIB was 11.5 per cent, and the approved increases averaged 10.8
per cent, for a rollback of 0.7 per cent. In contrast, the average roll-
back in the public sector was 4.8 per cent. Thus, in the absence of
significant market restraint in the public sector, the AIB moderated
settlements while ensuring broad provincial equity in the level of
settlements achieved.

If all private and public sector rollbacks are set in relation to all
Ontario settlements subjected to AIB review, then the weighted average
rollback was only 0.6 percentage points. The overall extent of rollbacks,
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Ontario Wage Settlements Under the AIB Table 4
(To January 14, 1977)

Average Increase (%)

Number of
Settlement Employees Negotiated  Guideline Approved
Public Sector (Filed) 598,065 11.2 10.0
e Below Guideline 380,660 8.1 10.1
e Above Guideline 217,405 - —
Private Sector (Filed) 844,234 11.7 10.2
o Below Guideline 491,780 7.5 10.5
e Above Guideline 352,454 — i
Decisions
o Public Sector 110,770 15.5 10.1 10.7

e Private Sector 159,254 11.5 9.7 10.8

Source: Anti-Inflation Board.

therefore, has been relatively modest, thereby reducing the potential
total size of a post-control wage bubble. However, this is not to discount
the likelihood of some specific attempts to gain significant post-control
“catch-up”.

Profits

Weaker domestic markets and stiffer foreign competition on the
one hand, and rising costs on the other, have significantly restrained
and reduced corporate profits in Canada. Profits fell in 1975 and
showed no growth in 1976. Of course, in many industries the decline
was from the very high and unsustainable levels achieved in the 1973-
1974 period. Nonetheless, the profit performance in 1976 has not been
strong, particularly when the impact of inflation on capital replacement
costs is considered. In fact, when nominal profits are discounted for
the rising cost of capital investment, total after-tax profits in 1976 were
more than 21 per cent less than two years earlier.

Canadian Profits and Investment Costs Table 5
1974 1975 1976
Pre-Tax Corporate Profits (§ billions) 18.8 18.6 18.6
Year-to-Year Change (%) 25.1 -1.1 0.0
Share of GNP (%) 13.0 11.5 10.1
After-Tax Corporate Profits ($ billions) 11.9 11.4 11.5
Year-to-Year Change (%) 19.1 -39 0.3
Plant and Equipment Price Deflator (1971 =100)  129.3 147.4 158.4
Year-to-Year Change (%) 16.5 14.0 7.5

Source: Statistics Canada.
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Therestraining effect of weak markets and tough import competition
(as opposed to price and profit controls) is indicated by the performance
of profit margins in the first compliance period. In its first ycar report,
the Anti-Inflation Board documented a significant gap between allow-
able profit margins and the actual margin achieved by firms subject to
the guidelines. For some groups, actual margins were almost 32 per cent
below allowable margins. It is estimated that large firms under the AIP
achieved profits in the first compliance period about $1.9 billion below
allowable levels.

Profit Margins of Firms Reporting to AIB Table 6

Type of Industry Profit Reporting*

Distribution Unit Cost Net Margin

Number of Firms 658 ' 385 1,337
Base Period Profit Margin (%) 4.85 10.08 8.82
First Compliance Year Margin (%) 4.09 9.11 6.02

Source: Anti-Inflation Board. -

*The December, 1975 regulations limited the gross and net margins of distributors to
100 per cent of base period margins. Non-distributors were required to limit the amount of
profit per unit in the compliance year to that in the base year (unit cost method) or to
limit net profit margins to 95 per cent of base period margins (net margin method).

Nevertheless, the AIB has had some restraining effect on profits of
certain firms. Excess revenues, earned by firms reporting profit mar-
gins above allowable margins, have amounted to $28 million since the
program began. The actual extent of profit restraint may be somewhat
larger than the amount of excess revenue would imply, although clearly
the impact of natural market forces has tended to provide greater
restraint on prices and profits than has the AIP.

The existence of substantial excess capacity in the Canadian economy
generally, and particularly in mining and manufacturing where opera-
tions were about 25 and 15 per cent, respectively, below capacity in 1976,
suggests that significant real gains to both labour and capital could be
realized without inflationary impact. The key, however, is to gain the full
beneficial effects of a strong cyclical improvement in productivity.

II Decontrol

Controls have been called a “wasting asset’’: the advantages are
soon destroyed by the mounting burdens. Controls cannot be a per-
manent solution to the problems of inflation or international competitive-
ness. Direct bureaucratic intervention into the market determination
of wages, prices or profits creates heavy administrative burdens, and
eventually increases both the extent of inequity and the level of un-
certainty.
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Perhaps the greatest danger in a controls program is that the appro-
priate time for ending it will be missed. Success in moderating price
and wage cxpectations broadens its appeal and makes abandonment
more difficult. Changing cconomic circumstances may make controls
seem a necessary and permanent part of economic activity. For a
society that depends on the operation of private, competitive markets
for much of its productivity and real income gains, such a possibility
could have only destructive implications.

Potential Wage and Price Bubble

The likelihood of a wage and price explosion is the major concern
in the period of transition from controls. The experience with control
programs in other jurisdictions (for example, Britain and the United
States) strongly suggests such a possibility. It has been argued that in
these countries income controls succeeded in supressing excessive
demands, but once controls were lifted, “‘natural” economic forces led
to the same, or almost the same, wage and price increases that would
have ensued without controls. Many have predicted similar circum-
stances for the Canadian decontrol experience. This possibility depends
on three important economic issues:

e the extent of pent-up wage, price and profit pressure that would be
released by removal of controls;

e the success of the post-control period in providing an economic
environment conducive to any wage-price explosion; and,

e the extent to which market forces alleviate inflationary wage and
profit demands in various sectors of the economy.

The evidence is mixed on these issues. Considerable wage ““catch-up”
has been allowed under the AIP, and the trend has been toward moderat-
ing wage settlements. In aggregate, wage rollbacks do not appear to be
a major potential source of a post-control wage bubble. Similarly,
profits have been well below their target margins. Therefore, slack
demand and excess labour and productive capacity are conditions which
strongly suggest a continued moderation in wage settlement trends and
in profit margin levels.

Prices in the service sector continue to show large increases,
however, primarily in response to rising energy costs and the im-
portance of the labour component to total costs. Similarly, food prices
have begun to rise, and unstable weather patterns make the future course
of these prices highly uncertain. The marked depreciation of the
Canadian dollar also will adversely affect consumer price performance
as the costs of imported items rise. It should be noted, however, that
many of these factors are beyond the control of the AIB. Import costs
and raw food costs are unaffected by AIB decisions. Similarly, oil and
gas prices are the subject of a separate set of federal-provincial negotia-
tions. Although many of these prices are not subject to control, an
unfavourable performance with respect to them could incite a demand
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for the reimposition of controls and/or potentially excessive wage and
profit demands by some protected sectors of the Canadian economy.

These considerations point out the crucial significance of timing
in the decontrol process. When controls should end is as important as
how they should end. The American experience in 1973 and 1974 is an
example of unfortunate timing. The end of the United States’ control
program coincided with the outbreak of the international inflation in
1973. After attempting a reimposition of full control in 1974, the entire
program was finally abandoned late in the same year. Even the much
less open American economy could not control the international in-
flationary pressures that were generated in those years. The lesson for
the Canadian experiment must be to end controls once domestic
pressures have begun to recede, and before any renewed price pressures
develop from the international economy.

The second important aspect of timing for decontrol is that it
should occur when consumer price movements are in phase with those
of producer selling prices. A major factor in the deterioration of labour-
management relations in 1975 reflected the fact that wage demands
were accelerating at the same time that market forces were constraining
the rise in industry selling prices, thereby limiting the capacity of
employers to meet those demands. Thus, a reduction in tension in
labour-management relations will be dependent on the timing of
decontrol. Only in a period of relative industrial harmony can the
Canadian economy hope to restore the conditions for non-inflationary
wage and profit gains.

Decontrol Options

The process for decontrol has an equally important role in avoid-
ing a wage/price bubble. The object is to decontrol in a manner that will
diffuse any potential wage or price bubble over a longer period of time.
There are three basic options for decontrol.

e Allow the AIP to run to its legislated expiry date, December 31,
1978.

e Allow for early, complete termination.

o Design a phase-out process to be implemented during the re-
maining control period.

There are a number of advantages and disadvantages associated with
each option. In addition, the third option has several possible phase-
out procedures associated with it.

Expiry on December 31, 1978

The advantage of allowing the AIP to run its full term to expiry
at the end of 1978 is to allow the benefits of controls to have full effect,
and provide a degree of certainty to its timing and application. Some
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argue, however, that the AIP should end, or at least begin to wind
down, before its legislated life terminates. Primarily this belief has
been based on the judgment that the program will have exhausted its
major economic benefits before that time and that its costs will cor-
respondingly begin to accelerate. In particular:

s the program will be difficult to operate effectively in the third
year. For example, back-end loading of wage settlements and
re-assignment of sales contracts will simply delay wage and price
increases until the expiry of controls;

» the problem of a potential wage and price bubble will still exist
and perhaps be even worsened ;

e reluctance to enter controlled agreements would produce in-
dustrial unrest, supplies could be withheld from the market and,
in general, economic distortions would increase, potentially
worsening inflation ; and, ’

o the advantages of discretionary timing of decontrol are lost. It
is then a matter of good fortune if domestic and international
market conditions are favourable to decontrol.

Early Termination

The second option, early and complete decontrol, has three major
economic disadvantages. The most serious risk is a post-control wage or
price bubble that would rekindle inflationary expectations. Second, there
remain significant price adjustments in food, energy and imported
commodities which must be absorbed by the Canadian economy
during the next several months. Without the controls program, these
adjustments might adversely affect confidence in the economy. More-
over, the AIP has broad public support and the abrupt ending of con-
trols could increase consumer uncertainty, particularly if a small wage
or price bubble did ensue. Third, complete decontrol of all sectors
mistakenly implies that all are equally subject to competitive restraints
that will act to contain excessive wage and price increases.

The economic advantages to early, complete decontrol, however,
may be considerable, including:

¢ administrative simplicity, avoiding the cost of further bureaucratic
delay and red tape;

e relative equity in decontrolling everyone simultaneously;

e maximum discretion in timing;

e reduction of uncertainty experienced by some workers and in-
vestors; and,

e compatibility with a continued monitoring and consultative body
to deal with ““excessive’” wage or price pressures.

Phased Decontrol

The third option, a phased decontrol process, could avoid the dis-
advantages of the other two options. In particular, a phase-out may
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be most effective in diffusing any potential wage or price bubble. To be
successful, however, the decontrol of highly pressurized sectors must
be phased gradually during the period until the statutory expiry of the
AIP in 1978. It should not continue to bottle up these pressures until
the statutory end of controls. Some large wage or price increases may
have to be accepted.

Depending on its design and implementation, however, a phased
decontrol program could also face potential problems. A phase-out
process could sharply increase perceived inequalities of treatment under
the program; this could raise tensions and accelerate demands by
controlled groups at the legislated termination of controls. Second,
a phased decontrol process may be more administratively cumbersome
than the control process itself, compounding the costs and uncertainties
of the original program. Third, unless decontrol started soon, there
would be little time lapse between successive decontrol of sectors.
Finally, the essence of a phase-out is to take time. The risk, however,
is that external or uncontrollable economic circumstances will change
in the interim, increasing the public demand for a return to full control.
This was the experience in the United States with Phase III of their
controls program. As a result, the program was discredited and ulti-
mately abandoned.

The phased decontrol procedure could involve either an automatic
release from controls, such as a system which progressively released
firms from controls on the basis of their size or reporting chronology,
or through a bargaining process, as in the American program where
release from controls was earned in return for a quid pro quo in price or
wage restraint. The advantage of the automatic release is primarily in
its avoidance of the costs of further uncertainty and bureaucratic delay.
The disadvantage is that it may not be finely tuned to the needs of
decontrolling pressurized sectors in a phased manner. It could tend
to be indiscriminate in this regard.

The bargaining approach, on the other hand, is an attempt to
extract some additional restraint beyond the period of formal decontrol.
The amount of bargaining power is restricted by the existing legislated
limit to the AIP. Furthermore, the bargaining option could act to keep
some groups under control for the duration of the program. Therefore,
there is a danger of inadvertently bunching wage or price increases
into the post-December 1978 period. Moreover, the bargaining pro-
cess should not be too onerous, as the reduction in uncertainty and
costs from removal of controls must be weighed against those of the
bargaining mechanism itself.

A phase-out process, accompanied by bargaining or automatic
criteria for decontrol, may also be implemented by the following:

Sector by Sector Decontrol : Controls could be removed on a sector
by sector basis, with those industries showing the least price and wage
pressures released in the early stages. By an appropriatc phase-out
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in the highly pressurized sectors, including a bargaining process for
concessions and commitments, any price or wage bubble can be diffused
over time. It is important, however, to recognize that large wage or
price adjustments may have to be permitted, although phasing may
soften their impact. In practical terms, the decontrol process will have
to begin relatively early in order to allow reasonable time between
successive decontrol of sectors.

The sector by sector approach has the disadvantage, in some cases,
that it is difficult to define an industry or sector, or to find representative
spokesmen for labour and management in each. Union leaders often
are unable to speak for locals, and industry organizations would likely
be unable to commit their members. Furthermore, unions are often
not organized on a sector basis and would be caught in a situation
where some members were under control and some not. Perceptions
of the inequities of the AIP would be greater under these conditions.
Bargaining would be complicated by the need for agreement between
heterogeneous groups.

Firm by Firm Decontrol: Another possibility for transitional de-
control would be to gradually raise the minimum size for firms subject
to controls. Larger firms often act as leaders in their respective markets,
and control of these firms alone could restrain price behaviour in the
rest of the industry. This would be a return to the original concept of
the AIP as a control only on major market participants. However,
there is no evidence that larger firms currently exhibit greater potential
for post-control wage or price burst. Small firms subject to controls
are having more problems staying within the guidelines. Moreover,
this approach, like the previous one, increases the inequity of controlling
only some groups in the economy. A major advantage of this approach,
however, is that it lends itself more readily than the sectoral approach
to bargaining for decontrol, especially with respect to profits and prices.

Guideline and Compliance Year Decontrol: An alternative phasing
scheme is to decontrol based on guideline years for workers and com-
pliance years (i.c., fiscal years) for corporations. Decontrol begins on
a set date, and as current guideline years for workers and compliance
years for corporations expire beyond that date, they would be released
from the program. Thus, the process of decontrol would extend up to
one year following the date selected to begin. The phasing depends
critically on the selection of that date. Table 7 shows the distribution
of guideline year-ends for workers subject to AIP controls. It is im-
portant to note, however, that because many contracts extend for a
term in excess of one year, decontrol would imply new contract negotia-
tions for collective agreements only as they terminated after that date.
Another advantage of this scheme in avoiding a burst of wage and
price demands is that it would also seem to diffuse much of the adverse
effect of re-opener clauses that a simple termination of the AIP might
encourage.
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Distribution of Ends of Guideline Years Table 7
During the Third Program Year
(per cent)
1977 1978
IvVQ IQ 1Q 111Q Total
Union 35 20 25 20 100
Non-Union 60 20 15 5 100
All Workers 50 20 20 10 100

Source: Anti-Inflation Board.

Table 8 shows the ends of fiscal years (i.e., compliance years) for
corporations subject to the AIP controls. The vast majority of affected
companies have fiscal years ending in the last quarter of the calendar
year. Thus, the timing of the start to decontrol will have important
implications for the pace at which decontrol is spread through the
economy on both the wage and price sides.

Fiscal Year-Ends of Controlled Companies Table 8

Per Cent of
Companies Under Control

Fiscal Year-End By Month By Quarter

January
February
March
April

May

June

July
August
September
October
November
December

11

70
100

S

Total

Source: Anti-Inflation Board.

Relaxed Guidelines: A progressive relaxing of guidelines is an
approach which would allow a gradual release of wage and price
pressures. The relaxed guidelines, however, should no longer be regarded
as a target performance for the economy and would be confusing to
the public. Also, relaxed guidelines might be viewed as a wage or profit
floor rather than a ceiling, and, particularly in the public and other
less competitive sectors of the economy, could result in a new round of
inflationary increases.
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Monitoring Agency

Decontrol could be accompanied by a continuing price, wage and
profit monitoring agency. Such an agency might be given a specific
set of wage and price guidelines or, modelled after the United States’
Council for Wage and Price Stability, it could develop flexible, non-
specific criteria to identify excessive wage, price or profit increases.
Major companies also might be required to continue to submit ad-
vanced warnings of price increases.

The agency could be given the power to delay large wage or price
increases until completion of an investigation, or even be permitted
the power of rollback. In general, however, if the goal is to reduce
direct bureaucratic intervention in the private economy, the deterrent
should be limited to the desire to avoid red-tape and adverse publicity.
There are also difficult questions of access to information and member-
ship that would have to be resolved. Nonetheless, such an agency
would be generally compatible with any of the decontrol options dis-
cussed above.

III Ontario’s Approach

Ontario’s position on decontrol and post-control has been as
follows:

e a commitment to complete withdrawal of controls;

o the need for the development of a special approach to future
public sector bargaining involving the recognition of the equity
and “ability-to-pay” principles, and more disclosure in the arbitra-
tion process;

e the establishment of a national public-private sector monitoring
agency in the post-control period for wages, prices and profits

o the need to ensure basic protection for tenants from unjustifiable
increases in rental costs, while recognizing the importance of
increasing the supply of rental accommodation; and,

e 2 commitment to extensive consultation between government,
industry, labour and all other segments of society to develop a
clear strategy for ensuring long-term price stability.

Ontario’s position reflects the belief that competition will actively
restrain large segments of the private sector from seeking or achieving
excessive wage or price gains. It also reflects a concern about the in-
flationary pressures built up in the public sector in 1975 and their role
in setting the pace for wage settlements in other sectors of the economy.
The development of more permanent guiding principles for public
sector bargaining is required to ensure equitable treatment for all
sectors. These principles must reflect the constraints on taxpayers’
ability-to-pay as well as equal pay for comparable work and conditions.
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In addition, a major Ontario concern has been to avoid a potential
wage-price bubble and diminished consumer confidence by imple-
mentation of a continuing national wage and price monitoring agency.

One of the advantages of the Anti-Inflation Program is that it has
provided a hiatus within which to identify and to consider the even
tougher issues of appropriate economic and social policy for Ontario
in the post-control period. The first step in this direction was taken by
the convening of the Ontario Economic Conference, ““Partnership
for Prosperity”, affirming a commitment to dialogue with various
sectors on the problems of decontrol and the post-control era. While
there is a wide range of issues relevant to these deliberations, there are
nonetheless certain important unifying themes worthy of a separate
focus, namely:

e collective bargaining;

e productivity; and,

e conservation and expectations.

Collective Bargaining

The forces of inflation and the circumstances that magnify their
most damaging effects will continue to preoccupy public policy in the
post-control era. Appropriate monetary policy and the causes and
effects of international inflation remain the subjects of serious national
concern. However, among those aspects of anti-inflation policy over
which the Province has jurisdiction is the provincial legal and institu-
tional framework governing the processes of income determination.
There is clearly a need to continue the fight against inflation through an
improvement in these processes. There are at least three areas of concern
here.

o Labour-management relations in the private sector require public
and private initiatives to improve the environment for wage
bargaining and to reduce the degree of confrontation and the
time lost as a result of strike and lock-out action. Part of the
answer will lic in designing contractual forms to overcome the
uncertainties and losses due to ‘“‘extraordinary and unexpected
circumstances’.

e Public sector collective bargaining procedures must be reviewed
to provide greater recognition of the public interest, in terms of the
public’s willingness and ability to pay, while at the same time ensur-
ing equal pay for equal conditions and requirements when com-
pared to the private sector. These principles will help to ensure
that settlements in the public sector do not set an inflationary
standard for the rest of the economy.

e The mechanisms for establishing the prices of services of self-
employed professionals should be reviewed to determine if these
contribute to unrealistic expectations and inflationary excesses.
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Productivity

The development of a dynamic, productivity-inducing core in
Ontario industry is essential to restoring international competitiveness
and increasing real income growth. Improvements in labour-manage-
ment relations and in containing provincial sources of inflation will
make important contributions to these goals. There are, however, other
longer-term, structural factors which will impinge on productivity
growth, investment and job creation in the post-control Ontario
economy. Among the more critical of these are the following:

e increased investment in technologically dynamic industries, and
a focus on excellence and high productivity in Ontario’s industrial
structurce;

e the development of a more integrated industrial structure around
the province’s resource base;

e encouragement to Ontario industry to develop financial and
marketing skills necessary to compete more agressively abroad
and to take advantage of opportunities in the domestic market;

e the development and growth of domestic enterprise to compete
with and to complement multinational business organizations;

e improvement in the efficient operation of labour markets to
match skills and training to available jobs;

e improvement in worker productivity through an improvement in
the quality of the work experience;

e more consistent application of basic principles of economics to
improve financial reporting and the strengthening of sound
business decision-making; and,

e reduction in those forms of regulation that restrict entry to, or
mergers in, an industry and which reduce economic and social
development.

Conservation and Expectations

During the next decade, Ontario will be required to make major
gains in the field of conservation, particularly energy conservation, and
in the moderation of real income expectations. These themes balance
the strategy for the next decade and rationally approach the goal of
economic and social well-being from the perspectives of both increasing
output and reducing consumption.

Energy conservation will require that government work with the
private sector to reduce, in an efficient manner, the energy demands
of the Ontario economy, and thereby reduce the heavy cost that
developing new energy resources entails. It will necessitate an eco-
nomically rational approach to energy pricing and investment policy
as well as careful consideration of the economic and social impli-
cations of alternative energy sources and strategies. The importance
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of energy policy to the Ontario economy is highlighted by the sub-
stantial impact of oil and gas prices on the basic costs of food, heating
and transportation to the consumer. Energy also plays a critical role
in the cost structure of the extraction, processing and manufacturing
industries of our export sector. These facts demand that Ontario con-
sumers make a serious commitment to the efficient usc of energy.

Some long-term forecasts, based on changing demographic, techno-
logical and resource development patterns, anticipate a slower pace
of per capita income growth in the next decade. Considerable strain,
therefore, will be placed on the ability of our economic and social institu-
tions to satisfy income and advancement expectations founded in the
rapidly growing prosperity of the past decade. Failure to develop
public and private solutions to modify expectations may result in
renewed outbreaks of inflation and the frustration of unrealized
aspirations. Unlike conservation, it is not simply a question of accepting
less, but rather one of matching aspirations to abilities and the willing-
ness to work and invest.
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Federal Fiscal Redistribution
Within Canada

Introduction

An important element in the current debate on the merits of
Confederation is the fiscal impact of the Government of Canada
upon the different provinces. In 1970, Ontario Treasury measured the
fiscal impact of the federal government in the Province of Ontario,
and showed the importance of this province as a generator of wealth
and fiscal resources for the entire country.! Recently, the Government
of Quebec published a study designed to demonstrate that the very
existence of the federal government has cost Quebecers *“‘the impressive
sum of $4.3 billion™ over the last 15 years.”? The Government of Canada
subsequently released a paper which took issue with Quebec’s method-
ology and interpretations, and showed that the $4.3 billion was “‘an

entirely fictitious financial imbalance™.?

Until a comprehensive study is done, the arguments about financial
gains and losses from Confederation will continue. This Budget Paper
outlines the work Ontario has undertaken on the fiscal redistribution
among provinces arising from the revenue and expenditure programs
of the federal government and the operations of its Crown Corporations.
It confirms that Canada’s federal system is working to redistribute
resources from the rich to the poorer provinces to the ultimate benefit
of all Canadians.

I Three Methods of Measuring Provincial
Gains and Losses

There are a number of ways of measuring the fiscal impact of the
Government of Canada upon the various provinces. One method is to
break down the federal government sector of Gross National Product,
as reported in the National Accounts, into provincial components in
order to show the deficit or surplus attributable to each province in
cach calendar year. As documented in the recent federal paper, however,
the National Accounts method has many deficiencies when used to

'See, The Honourable C. A. MacNaughton, **The Structure of Public Finance in Ontario™,
1970 Ontario Budget (Toronto: Department of Treasury and Economics, 1970).

See, Quebec Economic Accounts (Quebec City, Department of Industry, Trade and
Commerce, March, 1977).

3See, Preliminary Observations on the Economic Accounts of Quebec (Ottawa: Federal-
Provincial Relations Office, Government of Canada, April 5, 1977).

3
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draw up an interprovincial balance sheet of the federal government’s
fiscal and economic activities.* A better method is to distribute among
the provinces the revenue and expenditure of the Government of
Canada for each fiscal year, as reported in the Public Accounts of
Canada. This latter method is a more comprehensive and reliable
approach. It accounts for every dollar actually taken in and spent by
the Government of Canada; it includes federal expenditure abroad
which must be paid for by Canadians; and the numbers are not subject
to periodic revision as are the National Accounts data. Whichever
method is used, these obviously are tasks for Statistics Canada to ensure
that a common methodology is employed and comparable results are
obtained.

A third method is to measure the differential capacity to raise
federal revenue in each province, using the same rules employed
in the Equalization Formula. This method covers only the revenue side
of the federal government equation, but it has the advantage of using
data which is accepted by all provinces as a fair basis for distributing
equalization payments. Ontario’s findings on fiscal redistribution, under
each of these methods, are set out in the following sections.

II Ontario’s Surplus Contribution Since
1961 (National Accounts Basis)

Since 1974, Ontario’s annual Budget has shown the proportion of
the total tax dollar which accrues as a surplus to the federal government
from its operations in the province. This net contribution to Canada has
been calculated using essentially the national accounts approach, so
that it can be taken into account in determining the appropriate
Provincial stabilization p@licy.5 However, these Ontario estimates
incorporate significant improvements on the data compiled by Statistics
Canada, such as a realistic distribution of the federal government’s
indirect taxes.

Table 1, facing, sets out the federal fiscal impact in Ontario from 1961
through 1976, using the national accounts approach. It shows that in
every year the federal government collects significantly more in taxes
from Ontario than it returns in spending. This federal surplus from
Ontario has increased in size during periods of fast economic growth
and dropped back in magnitude during periods of recession. Over the
entire 16 year period, however, the federal government account within
Ontario has generated a cumulative surplus of more than $26 billion
for redistribution to other regions of Canada. The Government of
Ontario has consistently supported this reallocation of resources, in
order to reduce regional disparities and to strengthen Confederation.

*Ibid.
3See, The Hon. W. D. McKeough, “Fiscal Policy Management in Ontario™, 1972 Ontario
Budger (Toronto: Ministry of Treasury, Economics and Intergovernmental Affairs, 1972).
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National Accounts Measure of the Federal Table 1
Government Sector in Ontario
($ million)
Surplus
from
Revenue Expenditure Ontario
1961 3,044 2,370 674
1962 3,109 2,553 556
1963 3,276 2,627 649
1964 3,751 2752 999
1965 4216 2911 1,305
1966 4,627 3,352 1,275
1967 5,007 3,774 1,233
1968 5.697 4,278 1,419
1969 6,735 4,716 2,019
1970 7.207 5,350 1,857
1971 7,998 6,036 1,962
1972 9,051 6,933 2,118
1973 10,389 7,763 2,626
1974 12,705 9,585 3,120
1975 (est.) 13,519 11,601 1,918
1976 (est.) 15.475 13,049 2,426
Cumulative total 115,806 §9,650 26,156

Note: See Appendix | for complete details of revenue and expenditure items, data sources
and methodology.

III Provincial Distribution of Federal
Revenue and Expenditure
(Public Accounts Basis)

On July 22, 1964, the Minister of Finance tabled a reply in the
House of Commons, which disaggregated the Public Accounts revenue
and expenditure of the Government of Canada (for 1961-62) into
components for each province. This historic study showed that for
every province, except Ontario, the federal account incurred a deficit
in that fiscal year. Ontario’s research has followed up on that original
study in order to update the findings and analyze the long-term trends
in fiscal redistribution within Canada.

Ontario’s research differs from the original federal study in threc
important respects—methodology, scope and number of years covered.
The methodology Ontario has used seeks to minimize subjective
judgements or proxy distributions and is deliberately structured to
generate the least favourable results for Ontario. In other words, it
generates low federal revenue figures and high federal expenditure
figures in Ontario, thereby understating the size of the surplus from
Ontario which helps finance federal aid to other provinces. The scope
of Ontario’s study includes federal Crown Corporations because of the
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uneven provincial distribution of these important federal activities.®
Finally, the Ontario research embraces three fiscal years—1961-62,
1968-69, and 1975-76.

e The 1961-62 fiscal year was redone in order to compare Ontario’s
results with the already published results.
e The 1968-69 fiscal year was selected because the federal budget
was close to balance in that year.
e The 1975-76 fiscal year was selected to determine the most up-to-
date findings.
The allocation methodology Ontario has followed is set out in Appendix
2. Detailed tables of the federal revenue and expenditure distributions
for the three fiscal years and a complete reconciliation with the totals
shown in the Public Accounts of Canada are provided in Appendix 3.

Ontario’s findings, using the public accounts measure of fiscal
impact, are summarized in Table 2 below, and in greater detail in Tables
3, 4 and 5. The results for 1961-62 confirm that Ontario generated a
large surplus on federal account, but also show a modest surplus
accrued in Quebec. By 1968-69, three provinces were generating a surplus
on federal account—Ontario, British Columbia and Alberta— while the
remaining seven provinces were all net beneficiaries. In 1975-76,
Alberta passed Ontario in terms of surplus fiscal generation, largely
because of the federal export tax on oil and gas. In that year, the total
contribution by the three surplus provinces amounted to almost $3
billion. The deficits on federal account for the remaining provinces,

Public Accounts Surplus or (Deficit) in each Table 2

Province from Federal Government Activity

($ million)

1961-62 1968-69 1975-76

Newfoundland (124) (206) (666)
Prince Edward Island 41) (139) (230)
Nova Scotia (310) (400) (1,369)
New Brunswick (203) (337) (866)
Quebec 101 (190) (2,252)
ONTARIO 370 820 1,080
Manitoba (139) (209) (525)
Saskatchewan (194) (144) (305)
Alberta (135) 2 1,364
British Columbia (72) 180 503
Yukon and Territories (26) (45) (286)
CANADA (773) (668) (3,552)

®The 1961-62 study tabled by the Minister of Finance recognized the importance of includ-
ing federal Crown Corporations “‘to provide a complete picture of the federal influence
on the economy. . . . " The April 5 federal rebuttal of the Quebec study also pointed out
the importance of including federal Crown Corporations in drawing up a realistic financial
balance sheet for federal activity in Quebec.
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Federal Fiscal Redistribution within Canada, 1961-62  Table 3

($ million)

Surplus
or
Revenue Expenditure (Deficit)
Newfoundland 101 225 (124)
Prince Edward Island 24 65 (41)
Nova Scotia 224 534 (310)
New Brunswick 167 370 (203)
Quebec 1,881 1,780 101
ONTARIO 3,251 2,881 370
Manitoba 380 519 (139)
Saskatchewan 331 525 (194)
Alberta 573 708 (135)
British Columbia 797 869 (72)
Yukon and Territories 19 45 (26)
CANADA 7,748 8,521 (773)

Federal Fiscal Redistribution within Canada, 1968-69  Table 4

($ million)

Surplus
or

Revenue Expenditure (Deficit)
Newfoundland 260 466 (206)
Prince Edward Island 39 178 (139)
Nova Scotia 404 804 (400)
New Brunswick 279 616 (337)
Quebec 3,077 3,267 (190)
ONTARIO 5,985 5,165 820
Manitoba 604 813 (209)
Saskatchewan 525 669 (144)
Alberta 1,100 1,098 2
British Columbia 1,582 1,402 180
Yukon and Territories 49 94 (45)
CANADA 13,904 14,572 (668)

however, had escalated dramatically by 1975-76, reaching $2.2 billion
for Quebec and $6.5 billion for all the fiscally weak provinces together.
The national oil price subsidy alone accounted for $1.6 billion of this
West to East redistribution, whilc equalization payments accounted for
a further $1.9 billion.

The interprovincial redistribution that is achieved through the
Government of Canada’s fiscal programs and the activities of its Crown
Corporations is displayed in another way in Table 6. It shows the per-
centage of total federal revenue that is collected in each province versus
the percentage of total federal expenditure that is spent in each province.
In 1975-76, for example, the three surplus provinces—Ontario, British
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Federal Fiscal Redistribution within Canada, 1975-76  Table 5
($ million)
Surplus
or
Revenue Expenditure (Deficit)
Newfoundland 576 1,242 (666)
Prince Edward Island 101 331 (230)
Nova Scotia 1,016 2,385 (1,369)
New Brunswick 793 1,659 (866)
Quebec 7,387 9,639 (2,252)
ONTARIO 14,059 12,979 1,080
Manitoba 1,440 1,965 (525)
Saskatchewan 1,467 1772 (305)
Alberta 4,210 2,846 1,364
British Columbia 4,547 4,044 503
Yukon and Territories 125 411 (286)
CANADA 35,721 39,273 (3,552)

Columbia and Alberta—contributed almost two-thirds of national
revenue while receiving back only half of national spending. Quebec,
by comparison, accounted for 21 per cent of the total federal revenue
but received back almost 25 per cent of total federal spending. This
comparison of the shares paid and received by each province highlights
the fiscal redistribution that will occur even when the Public Accounts
are in balance for Canada as a whole.

Share of Federal Government Revenue and Table 6
Expenditure in each Province
(per cent)
1961-62 1968-69 1975-76

Revenue Expenditure Revenue Expenditure Revenue Expenditure
Newfoundland 1.3 2.6 1.9 32 1.6 3.2
Prince Edward Island =3 B 3 1.2 3 8
Nova Scotia 2.9 6.3 2.9 5.5 2.8 6.1
New Brunswick 2.1 4.3 2.0 4.2 22 42
Quebec 24.3 20.9 22.1% 22.4* 20.7% 24.5%
ONTARIO 42.0 338 43.0 35.5 394 33.1
Manitoba 49 6.1 4.3 5.6 4.0 5.0
Saskatchewan 4.3 6.2 3.8 4.6 4.1 4.5
Alberta 7.4 8.3 7.9 7.5 11.8 7.2
British Columbia 10.3 10.2 11.4 9.6 12.7 10.3
Yukon and Territories 2 .5 4 4 4 I
CANADA 100.0 100.0 Lhe ) 100.0 100.0 100.0

*Reflects the special fiscal arrangements negotiated with Quebec in 1964-65. Under these
special arrangements, certain federal spending transfers to Quebec were replaced by a
reduced federal income tax in that province.
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IV Federal Taxation Capacity in each
Province

Perhaps the most accurate and objective method for measuring the
revenue side of the federal fiscal equation in each province is provided
by the Equalization Formula. This method uses data which all provinces
have accepted for purposes of calculating equalization payments. It
measures the per capita tax base of each province to determine whether
there is an excess or a deficiency in relation to the national average.
Though the Equalization Formula is based on provincial sources of
revenue, it is directly relevant to federal tax capacity as well,
because in the major tax fields the federal and provincial tax bases are
identical or closely comparable. The equalization indicators for such
revenue sources as personal income tax, corporate income tax, sales
tax, tobacco, fuel and alcohol taxes, therefore, reveal the differential
capacity to raise federal revenues in the different provinces.

Table 7 compares the revenue-raising capacity of the federal
government in each province, using equalization data for 1975. It con-
firms that Ontario, Alberta and British Columbia are the only provinces
with an above-average tax base, hence the capacity to generate above-
average revenue yields to Ottawa. It also shows unequivocally that all
of the other seven provinces receiving equalization payments have a
below-average federal tax base.” In 1975, the federal capacity to raise
revenue in Quebec was 16 per cent lower than in the rest of the country.

Per Capita Tax Bases as a Percentage of Table 7
National Average, 1975

Total Personal
and Business

PIT CIT Sales Tax Fuel Tax  Alcohol Income
Newfoundland 56.18 41.48 77.27 72.36 76.03 51.63
Prince Edward L. 49.59 35.74 62.22 94.92 98.53 51.19
Nova Scotia 68.26 50.53 75.75 90.36 94.12 64.67
New Brunswick 63.91 54.61 88.31 98.05 75.41 64.48
Quebec 89.01 81.84 88.41 97.85 81.08 86.11
Ontario 114.20 122.56 104.86 102.32 105.28 117.06
Manitoba 84.06 84.33 88.65 92.45 109.73 90.58
Saskatchewan 90.07 64.43 98.37 105.54 103.06 81.28
Alberta 109.43 146.54 129.63 117.56 112.13 125.55
British Columbia  116.22 100.99 114.63 95.99 129.89 104.70
National Average 100.00 100.00 100.00 100.00 100.00 100.00

"Appendix 4 shows this “deficiency™ in four other ways: each province's share of the
national tax base versus its share of national population in 1974; provincial per capita
revenue in 1966 and 1971; Equalization as a per cent of each province’s total revenue in
1971-72; and, total federal transfer payments as a per cent of each province's revenue
in 1971-72.
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A Decade of Equalization Payments to Quebec Table 8
Per cent of
Amount Total Equalization
($ million) (%)
1967-68 269 48.7
1968-69 387 54.6
1969-70 431 50.7
1970-71 420 47.5
1971-72 453 48.2
1972-73 532 49.7
1973-74 728 49.1
1974-75 908 53.2
1975-76 (est.) 1,000 53.0
1976-77 (est.) 1,123 52.5
Last 10 years 6,251

Moreover, this federal revenue-raising deficiency in Quebec has
persisted over many decades, as evidenced by the stream of equalization
payments to that province shown in Table 8. On the basis of this
evidence alone, it is clearly impossible for the Government of Canada
to raise a disproportionate share of its revenue in Quebec.

The $6 billion in equalization payments that have flowed into
Quebec over the past decade alone represents a rock-bottom and
incontrovertible measure of that province's financial gain from
Confederation. As the Prime Minister of Canada said at the First
Ministers” Conference in Ottawa on November 15, 1971:

*Clearly, equalization is now a cornerstone of provincial revenues

for seven of our ten provinces.”

** . . . the system of federal payments to equalize provincial

revenues and expenditures has steadily evolved over the past

several decades—to the point where our system is probably
uncqualled in any other federal country™.

Under any alternative to Confederation, this immense inter-regional
equalization of resources cannot simply be taken for granted.

Conclusion

The preceding pages have set out Ontario’s research to date on the
fiscal redistribution among provinces that results from the revenue and
expenditure operations of the Government of Canada. The National
Accounts analysis shows that, on its operations in the Province of
Ontario, the federal government runs up a large surplus, year-in and
year-out. It is difficult to conceive of circumstances, therefore, in which
the second largest province in Canada could also generate a fedcral
surplus. Indeed, to conclude that Quebec does not reap large fiscal
benefits from Confederation, one must ignore economic realities and
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define away the true dimensions of federal activity in that province
activity which is paid for by all Canadians.

The Public Accounts analysis shows that three provinces— Alberta,
British Columbia and Ontario— are net contributors to the national
treasury, while the remaining seven provinces are net beneficiarics.
It is only through the federal system that this redistribution from
contributors to beneficiaries is possible.

Finally, the Equalization analysis confirms that a province which
has a deficiency in its own revenue-raising capacity, cannot possibly
pay more than its fair share of federal taxes. Rather, it is because of
the very existence of Equalization, that the fiscally weak provinces have
made remarkable progress in raising their standards of public services
up to the national average.



Appendix 1

National Accounts Breakdown of Federal Government Table 1-1
Revenue and Expenditure in Ontario
($ million)
1961 1962 1963 1964 1965 1966 1967 1968 1969
REVENUE
Direct Taxes, Persons 1,213 1,160 1,212 1,392 1,557 1,696 1,974 2,401 3,045
Direct Taxes, Corporations® 572 564 624 679 735 789 773 952 1,087
Direct Taxes, Non-residents* 49 54 56 60 74 91 96 94 106
Indirect Taxes*® 1,028 1,139 1,163 1,375 1,592 1,752 1,818 1,863 1,980
Investment Income* 148 156 182 204 213 250 293 330 453
Capital Consumption
Allowance 34 36 39 41 45 49 53 57 64
Total Revenue 3.044 3,109 3,276 3,751 4,216 4,627 5,007 5,697 6,735
EXPENDITURE
Current Goods and Services 1,005 1,040 1,019 1,095 1,133 1,330 1.434 1,594 1,753
Transfers to Persons 680 702 734 T83 812 RES 1,040 1,168 1,270
Subsidies 83 101 105 112 114 148 165 169 133
Capital Assistance® 6 13 25 3l 30 22 26 27 il
Interest on Public Debt* 271 297 318 340 362 440 478 542 614
Transfers to Other
Governments* 203 303 iz 302 364 403 493 630 774
Gross Capital Formation 122 97 94 89 96 124 138 148 141
Total Expenditure 2,370 2,553 2,627 2052 2911 3,352 3,774 4,278 4,716
SURPLUS(+)or DEFICIT(—) 674 556 649 999 1,305 1,275 1,233 1,419 2,019
Cumulative
1970 1971 1972 1973 1974 1975 1976 16 Years
REVENUE
Direct Taxes, Persons 3,493 3,876 4,340 5,038 6,076 6,834 8,111 53,418
Direct Taxes, Corporations® 1,012 1,110 1,305 1,586 2,231 2,278 2,267 18,564
Direct Taxes, Non-residents*® 120 124 129 141 194 209 227 1,824
Indirect Taxes® 1,985 2,218 2,495 2,780 3,221 3,161 3,675 33,245
Investment Income* 527 595 696 746 866 901 1,040 7,600
Capital Consumption
Allowance 70 75 86 98 117 136 155 1,155
Total Revenue 7,207 7,998 9,051 10,389 12,705 13,519 15,475 115.806
EXPENDITURE
Current Goods and Services 1,897 2,092 2332 2,673 3,206 3.516 4,041 31,160
Transfers to Persons 1,446 1,654 2,113 2,351 2914 3,589 3,858 25,999
Subsidies 118 109 127 175 417 499 428 3,003
Capital Assistance® 34 61 65 82 70 101 113 737
Interest on Public Debt* 728 777 894 1,010 1,195 1,426 1,835 11,527
Transfers to Other
Governments* 986 1,153 1,202 1,227 1,453 2,090 2,388 14,303
Gross Capital Formation 141 190 200 245 330 380 386 2,921
Total Expenditure 5,350 6,036 6,933 7,763 9,585 11,601 13,049 89,650
SURPLUS(+)or DEFICIT(—) 1,857 1,962 2,118 2,626 3,120 1918 2,426 26,156

Source: Statistics Canada unpublished data for 1961-74, except for * items which are more appropriate estimates by
the Ontario Treasury. For example, indirect taxes are allocated by the province’s proportion of the value
of shipments in all manufacturing industries (for excise dutics and sales taxes) and by the proportion of retail
trade (for import duties), rather than by point of landing. Direct taxes on corporations and non-residents
arc derived from Taxation Statistics. On the expenditure side, interest on the public debt is apportioned by
the ratio of GPP to GNP (10-year moving average) and government transfers are from the Ontario Public
Aeccounts. Data for 1975 and 1976 are Ontario Treasury cstimates made on the same basis as previous yecars.
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Major Differences in Public Accounts and National
Accounts Estimates of Federal Government Activity

Public Accounts Basis

o Employs currentcash/account
ing concepts.

National Accounts Buasis

e Economic activity measure.
Based on international con-
cepts and classifications.

(Both measures exclude purely financial transactions such as loans and
advances.)

e Covers all revenue and ex-
penditure reported within the
fiscal year.

e Social security fund receipts
and payments are included,
eg. OAS, UIC. Only CPP
excluded.

e Includes activities of all Crown
Corporations, Boards and
Agencies.

e Includes sales and purchases
of land and buildings.

e Includes sales of goods and
services.

e No depreciation for fixed
assels such as buildings and
machinery.

o Includes all spending. both
domestic and abroad. and all
revenue raised in Canada and
other countries.

e Makes adjustment for lags in
payments and revenue collec-
tions (eg. corporation tax is
put on an accrual basis
refunds of prior years' ex-
penditures are excluded).

e Social security funds, except
CPP, all included.

e Crown Corporations which
are business enterprises (eg.
CNR, Post Office)areincluded
only to the extent of netting
losses against profits.

e Excludes sales and purchases
of land and buildings (non-
productive activity).

e Excludes sales of goods and
services (counted as spending
of private sector).

o Includes an estimate for con-
sumption of capital.

e Includes expenditure and
revenucarising from economic
activitics abroad (eg. return
on investments and wages and
salaries of military personncl
and the consular service).®

* AL the national level these transactions are included in the National Accounts estimates

but at the provincial level they are excluded.
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Preliminary Reconciliation of National Accounts

Basis and Public Accounts Basis
($ million)

Table 1-2

1975-76
Canada Ontario
Total Federal Revenue—Public Accounts Basis 35,721 14,059
Deduct:
Crown Corporation revenue 3,809 1,069
Post office revenue 560 233
Return on investments 1,104 450
Other non-tax revenue 229 72
Other revenue 512 185
Corporation income tax: excess of collection over accruals 5635 254
Sub-total 6,779 2,263
Add:
Employer contributions to superannuation funds 691 159
Government investment income:
Interest on loans, advances and investments 1,174
Interest receipts on social insurance and superannuation funds 902 896
s . ¢
Remitted profits less covered losses of government business
enterprises 136
Capital consumption allowance 442 141
Miscellaneous 19 7
Sub-total 3.364 1,203
Different methodology for distribution of total to the provinces — +995
Total National Accounts Revenue 32,306 13,994
Total Federal Expenditure— Public Accounts Basis 39,273 12,979
Deduct:
Crown Corporation expenditure net of government transfers 3,926 1.605
Post office expenditure 1,030 469
Deficit of government business enterprises 178 73
Reserves and write-offs 49 20
Purchase of land and other existing capital assets 49 20
Budgetary revenue offset against budgetary expenditure 170 69
Adjustment of UIC expenditure to national accounts basis 166 68
Adjustment of government pension payments to national
accounts basis 107 44
Budgetary transfers to funds and agencies 2,026 829
Miscellaneous expenditure grossed up 192 78
7.893 3.275
Add:
Interest payments netted out 1.256 509
Government contributions to social security and superannuation 1.716 698
Expenditure of government funds and agencies 1.497 612
Capital consumption allowance 442 181
Miscellaneous adjustments 21 9
4932 2.009
Different methodology for distribution of total to the provinces — + 156
Total National Accounts Expenditure 36,312 11,869
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Appendix 2

Methodology for Allocating Major Items of Public
Accounts Revenue

FEDERAL OWN ACCOUNT REVENUE

1.

]

Personal Income Tax

Distributed by province according to Tuxation Statistics
( Revenue Canada).

Corporation Income Tax
Allocated according to Part IV of the Regulations to the

Income Tax Act and Corporation Taxation Statistics ( Statistics
Canada (S.C.) 61-208 ).

. General Sales Tax

Provincial distribution of total retail sales (less personal
expenditure on tobacco, alcohol and gasoline) was applied to
total federal sales tax revenue (less tax on tobacco, alcohol
and gasoline). (Equalization Formula, Finance Canada;
Ontario Treasury estimates; S.C. 63-202, S.C. 45-004, S.C.
68-201FE, S.C. 11-003E).

Taxes on Tobacco
Calculated by applying provincial distribution of cigarette
sales volume to total Canadian tobacco sales multiplied by
federal sales tax per unit, and to total revenue from taxes for
excise duties and excise taxes (S.C. 11-003E).

Taxes on Alcohol
Allocation for sales tax was based on adjusted cost of sales of
provincial liquor authorities (S.C. 63-202; LCBO 49th
Annual Report). For excise duties and excise taxes, provincial
gallonage sales distribution was multiplied by appropriate
rate of tax (S.C. 68-201E, S.C. 63-202, Commerce Clearing
House, Federal Tax Guide, 1975-76).

Taxes on Gasoline
Obtained by multiplying provincial sales volume by federal
sales tax per gallon (adjusting for increases in price and price
freeze periods), and by the 10¢ tax rate for excise taxes (S.C.
45-004; Commerce Clearing House, Federal Tax Guide,
1974-75, 1975-76).

Custom Import Duties
Allocated by personal disposable income index (S.C. 13-201).

Employer and Employee Contributions to UIC

Distributed by provincial percentage of UIC premiums as
found in Taxation Statistics ( Revenue Canada).
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9. Contributions by Federal Government Employees to Public
Service Superannuation Fund

Allocated using number of federal employees per province
(S.C. 72-004) and size of military personnel (Department of
National Defence).

10. Post Office Revenue
First class mail, and postage stamps allocated by population
index (S.C. 11-002). Second to fourth class mail allocated
using the index of corporate activity (S.C. 61-208).

11. Other Revenue
Distributed by employing various indicators— population,
personal disposable income, the corporate activity index, etc.
(S.C. 11-002, 13-201, 61-208).

CROWN CORPORATIONS

After eliminating “double-counting’ in own account revenue
and expenditure, Crown Corporation revenue was distributed
by the degree of corporate activity in each province, using
Statistics Canada and the Annual Report of each Corporation.

Methodology for Allocating Major Items of Public
Accounts Expenditure

FEDERAL OWN ACCOUNT EXPENDITURE

1. Wages and Salaries

Based on distribution of federal wages and salaries (S.C.
72-004) plus breakdown of the location of armed forces
personnel ( Department of National Defence).

2. Other Personnel Costs
Calculated on the same distribution as wages and salarics.

3. Information

Allocated on a per capita basis (S.C. 11-003).
4. Transportation and Communications

Allocated according to detail in Public Accounts.
5. Professional and Special Services

Adult Training distributed as detailed in Public Accounts.
Other costs allocated via various methods— population index,
distribution of federal employees, etc.

6. Rentals
Distributed according to detail in Public Accounts.
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Repair and Upkeep
Distributed according to detail in Public Accounts.

Materials and Supplies
Distributed according to detail in Public Accounts.

Construction and Acquisition of Land, Buildings and Equipment
Distributed according to detail in Public Accounts.

. Grants and Contributions

Over 80 per cent distributed as detailed in Public Accounts
(Fed.-Prov. agreements and transfers to persons). The re-
mainder distributed via various methods such as: native
population, fish landings, farm acreage, corporate activity. elc.
(S.C. 11-002 etc.).

. Post Office Expense

Costs of running postal service broken down into two cate-
gorics, private use and business use. Private use (first class
mail and postage stamps) allocated by population index
(S.C. 11-002). Business use (second to fourth class mail)
allocated using index of corporate activity (5.C. 61-208).
Public Debt Interest

After climinating purely internal transactions between federal
departments and Crown agencies, the interest costs were
basically distributed according to each province's share of the
total individual and corporate income derived from holding
Canadian securities ( Taxation Statistics, Revenue Canadu).

. Unemployment Insurance Payments

Provincial distribution as itemized in Statistical Report on

Operations of the Unemployment Insurance Act (S.C. 73-001).
Old Age Security Payments

Distributed according to detail in Public Accounts.

CROWN CORPORATIONS

After eliminating “*double-counting™ in federal own account
revenue and expenditure, Crown Corporation spending was
distributed by the degree of corporate activity in each province
using Statistics Canada and the Annual Reports of each
Corporation.
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1961-62 Reconciliation Table 3-4
($ million)
1. DEFICIT
Deficit (per Public Accounts) 791.0
Deficit Increases
e Special Accounts (UIC, OAS, etc.) 1,079.9
e Crown Corporation Activity 54.5 1,134.4
Deficit Decreases
e Crown Corporation and Non-Budgetary
Transactions 305.9
e Special Accounts Adjustments 1,010.0 (1.315.9)
Adjusted Deficit 609.5
2. REVENUE
Total Budgetary Revenue (per Public Accounts) 5,729.6
Add
e Old Age Security Gross-up 644.0
e Contributions to UIC 277.8
e Contributions to Superannuation 88.2 1,010.0
Deduct
e Crown Corporation and Crown
Agency Activity 54.5 (54.5)
Total Adjusted Own Account Revenue 6,685.1
3. EXPENDITURE
Total Budgetary Expenditure (per Public Accounts) 6.520.6
Add
e UIC Payments 454.8
e OAS Payments 625.1 1,079.9
Deduct
@ Government Contributions to Special Accounts
(UIC, OAS, etc.) 119.7
e Crown Corporation and Crown Agency Activity 186.2 (305.9)
Total Adjusted Own Account Expenditure 7,294.6
4. SUMMARY
Adjusted Own Account Revenue 6.685.1
Adjusted Own Account Expenditure 7.294.6
Adjusted Own Account Deficit 609.5
5. TOTAL GOVERNMENT SECTOR
Crown
Own Account Corporations Total
Revenue 6,685.1 1,063.2 7.748.3
Expenditure 7,294.6 1,226.2 8,520.8
Deficit 609.5 163.0 772.5
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1968-69 Reconciliation
($ million)

Table 3-8

1. DEFICIT
Deficit (per Public Accounts)
Deficit Increases
e Special Accounts (UIC, OAS, etc.)
e Crown Corporation Activity

Deficit Decreases
e Crown Corporation and Non-Budgetary
Transactions
e Special Accounts Adjustments

Adjusted Deficit

. REVENUE
Total Budgetary Revenue (per Public Accounts)
Add
e Old Age Security Gross-up
e Contributions to UIC
e Contributions to Superannuation

]

Deduct
e Crown Corporation and Crown Agency Activity

Total Adjusted Own Account Revenue
3. EXPENDITURE
Total Budgetary Expenditure (per Public Accounts)
Add
e OAS Payments
e UIC Payments
Deduct
e Government contribution to Special Accounts
(UIC, OAS, ctc.)
e Crown Corporation and Crown Agency Activity

Total Adjusted Expenditure
4. SUMMARY

Adjusted Own Account Revenue
Adjusted Own Account Expenditure

Adjusted Own Account Deficit
5. TOTAL GOVERNMENT SECTOR

Crown

Own Account Corporations
Revenue 12,113.4 1,790.2
Expenditure 12,461.8 2.109.7

Deficit 348.4 319.5

2,000.5
270.0

3059
2,192.3

1.626.1
452.2
114.0

270.0

1,541.3
459.2

289.5
16.4

Total
13.903.6
14,571.5

667.9

576.1

2,270.5

(2,498.2)
348.4

10,191.1

20923

(270.0)
12,113.4

10,767.2

2,000.5

(305.9)
12,461.8

12,1134
12,461.8

348.4
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1975-76 Reconciliation Table 3-12
($ million)
1. DEFICIT
Consolidated Deficit (per Public Accounts) 1.112.9
Deficit Increases
e CPP Inflows 2,073.3
e Crown Corporation Activity 870.1 2,943.4
Deficit Decreases
o CPP Outflows 621.6
e Crown Corporation Activity 556.7 (1.178.3)
Adjusted Deficit 2,878.0
2. REVENUE
Consolidated Revenue (per Public Accounts) 34,855.3
Deduct
e Crown Corporation Activity 870.1
e CPP Inflows 2,073.3 (2,943.4)
Total Adjusted Revenue 31,911.9
3. EXPENDITURE
Consolidated Expenditure (per Public Accounts) 35,968.2
Deduct
e Crown Corporation Activity 556.7
e CPP Outflows 621.6 (1,178.3)
Total Adjusted Expenditure 34,789.9
4. SUMMARY
Adjusted Own Account Revenue 31,9119
Adjusted Own Account Expenditure 34,789.9
Adjusted Own Account Deficit 2,878.0
5. TOTAL GOVERNMENT SECTOR
Crown
Own Account Corporations Total
Revenue 31,911.9 3,809.5 357214
Expenditure 34,789.9 4,483.3 39,273.2
Deficit 2,878.0 673.8 3,551.8
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Comparison of Provincial Per Capita Revenue, Table 4-2
before and after Taking Account of Federal
Equalization Transfers, 1966-67 and 1971-72

1966-67 Per Capita 1971-72 Per Capita
Revenue from Own Revenue from Own
Province Sources Sources
Unequalized  Equalized Unequalized  Equalized
Revenue Revenue Revenue Revenue
(%) ($) (%) (3)
Provinces which do not
receive Equalization
British Columbia 333 333 513 513
Ontario 282 282 507 507
Alberta 314 314 500 500
Group Average 206 296 507 507
Provinces which
receive Equalization
New Brunswick 168 242 373 522
Quebec 237 264 439 513
Newfoundland 154 234 299 509
Prince Edward Island 141 240 279 467
Saskatchewan 267 303 399 458
Manitoba 194 228 402 453
Nova Scotia 147 216 309 432
Group Average 219 257 409 496

Source: Unpublished documentation, submitted to Federal-Provincial Conference of
Ministers of Finance and Provincial Treasurers, January 31-February 1, 1972,
Department of Finance,

Note:  Provinces are listed within each group in descending order of equalized revenue
as of 1971-72. Per capita amounts are based on official data of Statistics Canada.
Amounts shown for 1971-72 are estimates and exclude equalization adjustments
in respect of prior years. Own source revenue data for the Province of Quebec
has been adjusted in order to be comparable with that for other provinces.
The group averages are weighted by population.
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Equalization Transfers as a Per Cent of Gross Table 4-3
Revenue from Own Sources, by Province, 1971-72
Equalization
Transfers
as Per Cent
Gross of Gross
Revenue Federal Revenue
from Own Equalization from Own
Province Sources Transfers* Sources
($ million) (%)
Newfoundland 168 110 65
Prince Edward Island 38 21 55
Nova Scotia 280 95 34
New Brunswick 249 94 38
Quebec 2,764 446 16
Ontario 4,291 — —_
Manitoba 425 50 12
Saskatchewan 423 55 13
Alberta 920 — —
British Columbia 1,160 — -
Equalization adjustments for
previous years (unallocated) — 140 —
TOTAL 10,718 1,011 9

Source: Unpublished documentation, submitted to Federal-Provincial Conference of
Ministers of Finance and Provincial Treasurers, January 31-February 1, 1972,
Department of Finance.

Note: All figures in this table are based upon official estimates made by Statistics
Canada. The revenue data for the Province of Quebec have been adjusted in
order to be comparable with those for other provinces.

*The amounts shown for equalization transfers to individual provinces exclude
adjustment payments in respect of previous fiscal years.
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Federal Transfer Payments as a Per Cent of Gross Table 4-4
General Revenue, by Province, 1971-72
Federal
Transfers
as Per Cent
Gross Federal of Gross
General Transfer General
Province Revenue Payments Revenue
($ million) (%)
Newfoundland 410 245 60
Prince Edward Island 90 53 59
Nova Scotia 497 224 45
New Brunswick 466 222 48
Quebec 4,322 1,641 38
Ontario 5,277 1,150 22
Manitoba 626 212 34
Saskatchewan 602 187 31
Alberta 1,175 276 23
British Columbia 1.416 289 20
Total 14,881 4,499 30

Source: Unpublished documentation, submitted to Federal-Provincial Conference of

Note:

Ministers of Finance and Provincial Treasurers, January 31-February I, 1972,
Department of Finance.

The figures in this table are based upon official estimates made by Statistics
Canada. The data for the Province of Quebec have been adjusted in order to be
comparable with those for other provinces. The adjustments relate to programs
where Quebec receives compensation in a form different from that which is
applicable to other provinces.
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