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Ontario Stays in Balance

by Avery Shenfeld and Meny Grauman

Highlights

Ontario managed to run an unexpected
surplus in 2007/08, and projects a
balanced budget for 2008/09, despite
allowing for a challenging economic
environment that will see real GDP
growth slow to only 1.1%. The
budget has no tax increases and offers
targeted tax cuts for manufacturers and
individuals. It holds spending nearly at
after one-time increases last year. Gross
borrowing will rise in the coming year
to cover greater capital investment and
higher maturities, but the growth in
net bonds/MTNs outstanding will be

similar to 2007/08.

Ontario sustained a 2.1% real GDP growth
rate in 2007 (Chart 1 and Table 1). That
came despite a challenging environment
marked by a decelerating US economy and
a strong Canadian dollar, which left real
exports growing only slowly after a 2006
decline. Healthy employment gains boosted
consumer spending, offsetting a slower rate
of growth in construction. Nominal GDP,
which has a closer link to revenues, saw a
signi cant acceleration over 2006.

For 2008, the province is budgeting for a
slowdown to only 1.1% real growth, held
back by flat exports and a correction in
housing starts. The outlook is roughly in
line with our own projection and that of

the consensus, and reflects the ongoing
challenges to exports from a Canadian dollar
near parity this year and economic weakness
stateside. Interest rates are expected to
remain near current levels.

Either a 5-cent rise in the C$, a $10 rise in oil
(from the projected US$85/bbl average) or a
1% miss in the US real growth forecast (from
1.7%) would trim Ontario s real GDP growth
by about half a percentage point. But the
$0.8 billion set aside for contingencies in the
budget would cover the revenue impacts of a
real growth shortfall of roughly 1%-point.

Third Consecutive Surplus in 2007/08

Government projections now show 2007/08
headed for a $0.6 billion surplus, ahead
of last years budget forecast for a modest
$0.4 billion de cit (Table 2). Mirroring the
better-than-expected economic climate, and
re ecting an improved base for revenues
once 2006 tax returns were processed,
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Table 1

Ontario’s Economic Outlook

Y/Y % chg 2007E 2008F 2009F
Economic Assumptions:

Real GDP 21 1.1 2.1
Nominal GDP 5.1 2.8 3.9
Employment 1.6 1.0 1.1
Jobless Rate (%) 6.4 6.6 6.5
Retail Sales 4.0 3.4 3.7
Housing Starts (k) 68.1 64.0 63.0
Personal Income 5.0 3.1 4.0
Corporate Profits 8.5 4.0 4.9
Consumer Price Index 1.8 1.4 1.9
Financial Assumptions:

3-month T-Bills (%) 4.2 3.3 3.8
10-year GoC Bonds (%) 4.3 3.9 4.5

2007/08 own-source revenues are forecast to come in
more than $4 billion above plan. Roughly half of that
came from corporate taxes on healthy pro t gains. This
budget delivered an earlier elimination of manufacturing
sector capital taxes which was made retroactive to the
start of the year, for a savings of $190 million for Ontario
business. Federal transfers were nearly $0.8 billion higher
than expected, in part as Ontarios share of the total
national tax base was revised downward, increasing its
entitlements.

A major in-year announcement of new infrastructure and
transportation spending, alongside additional spending
in education and other areas, took program spending up
nearly $5 billion above plan, to 9.7% above the prior year
level. Even so, the additional revenues still allowed the

Chart 2
Budget in Balance After Three Surpluses
4 1 %$bn
00O
O T L
-4
Budget
Fcst
-8 1 —
-12 -
94/95 98/99 02/03 06/07 10/11

province to eschew dipping into its contingency reserves
while running a projected surplus for the outgoing scal
year.

Under a proposed Investing in Ontario Act, should
the nal public accounts show a surplus greater than
$0.8 billion, any funds beyond $0.6 billion and up to $2
billion would be used for municipal infrastructure, rather
than for debt paydown.

Budget Held to Balance Despite Slowdown

The province plans to remain in balance in 2008/09
and the subsequent two scal years (Chart 2), despite
the current challenges poised by the economic climate,
and could be in surplus if the contingency reserve (of
$0.8 billion) is again left unused.

Table 2
The Fiscal Summary

$Billions 2006707 2007/08 2008/09 | 2009710 | 2010/11

Actual |07 Budget 08 Budget Change |08 Budget|08 Budget| 08 Budget

Revenue 90.4 91.5 96.6 51 96.9 100.6 103.8
Own Source 76.4 75.4 79.7 4.3 80.5 83.6 86.1

% change 7.6 -1.3 4.4 5.6 1.0 3.9 2.9
Federal Transfers 14.0 16.1 16.9 0.8 16.5 17.0 17.7
Expenditures 88.1 91.2 96.0 4.8 96.2 99.6 102.6
Programs 79.3 82.0 87.0 5.0 87.3 90.6 93.4

% change 5.9 3.4 9.7 6.3 0.3 3.8 3.1
Public Debt Charges 8.8 9.1 9.0 -0.2 8.9 9.0 9.1
Less: Reserve 0.0 0.8 0.0 -0.8 0.8 1.0 1.2
Budgetary Balance 2.3 -0.4 0.6 1.0 0.0 0.0 0.0
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On the revenue side, the budget saw no tax increases.
The 2008/09 own-source projections re ect the impact
of $142 million in tax savings associated with budget
measures, which will grow to $703 million by 2010/11.
(The government will also implement the $1.4 billion
in tax relief over 2007/08 to 2009/10 announced in
the December 2007 Economic and Fiscal Review.) New
measures included an extension of accelerated capital
cost allowances for manufacturing/resource firms to
2011, reducing business education taxes, and measures
bene ting lower-income senior homeowners and buyers
of energy conserving products. Including the new
measures, and the impact of tax savings introduced
after the prior budget as a result of paralleling federal
measures, own-source revenues are expected to grow
by only 1.0%. That tally will be held back by declines in
taxes on corporations that capture budget measures and
the one-off boost seen in 2007/08 from sizeable prior-
year tax assessment payments. Federal transfers are also
projected to drop (Chart 3) under the assumption that
current agreements are renewed.

Given the lean revenue outlook, to stay in balance, the
budget holds planned programmed spending growth to
only 0.3%, after averaging a compound 8% annually over
the past ve years. That has to cover a 6% increase for
health care, and the rst stages of a three-year $1.5 billion
program aimed at enhancing job skills, including those
of Ontarians displaced by current shifts in the industrial
make-up of the province. The slower growth in total
spending captures a one-time boosts to 2007/08 from

$1.5 billion in transit and related spending, and major
one-time allocations to municipal housing/infrastructure
and post-secondary institutions. Note that municipalities
would be in line for additional funding should any years
budget surplus top $0.8 billion. The 2008/09 plan also
includes cuts from $1.1 billion in savings to be identi ed
during the year.

While the budget balance includes the amortization
of capital assets, borrowing requirements net these
out but add back cash for capital spending, where the
province has been bee ng up activity for infrastructure
improvements. The budget highlights include a nearly
$1 billion three-year program for university and other
educational facilities.

Ontario s net debt, covering all provincial organizations,
rose by $1.7 billion in 2007/08 to an estimated
$142.8 billion. For the coming year, assuming contingency
reserves are spent, net debt will rise by $3.4 billion, a gure
that re ects the budget surplus, but also the changes in
tangible capital assets and the net assets of hospitals,
school boards and colleges. As a share of GDP, net debt
will continue to edge lower each year, falling from 25.3%
in 2006/07 to 24.2% at the end of 2008/09, having been
as high as 32.9% when the province rst assumed the
stranded debt of its power system in 1999/00.

Borrowing Right on Schedule in 2007/08

Provincial borrowing was essentially right on plan last
year, despite the better-than-expected budget balance.

Chart 3 Chart 4
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The swing into surplus reduced net requirements, but
that was offset by a modest above-plan increase in
capital investment, and $1.1 billion in additional loans/
investments, most of which was in loans to Ontario Power
Generation. As a result, net nancing requirements of
$5.0 billion were some $0.6 billion above plan, but after
maturities, gross borrowing of $19.8 billion was only a
hair above target (Table 3).

Even so, bond/MTN issuance was roughly $0.6 billion
lighter than expected, at $16.7 billion. That took the
outstanding stock of bonds/MTNs up $4.2 billion
after maturities. The province opted for greater short

issuance.

Adding in $1.3 billion in retail savings bond products, the
province raised roughly $18 billion, of which $15.4 billion
was targeted domestically, and $2.6 billion internationally.
The non-domestic share was lighter than in the prior year
and below budget plans, owing to an increased cost vs
domestic issues that emerged this year, but the province
still completed two US$ Globals. The greater weight
to domestic issues was seen in part in syndicated bond
issues, which climbed to $10.1 billion from $9.4 billion
the prior year.

Maturities Boost Upcoming Issuance

term borrowing to make up for the lighter term debt | 5ying ahead, the combination of greater capital asset

investment and, in the coming year, a heavier

Table 3 year for maturities, will increase the provinces
The Financing Plan activity in the bond market. For 2008/09, net
sBilions 07/08P 08/09F 09/10F 10/11F nancial requirements of $5.4 billion will be little
Borrowing Requirements: chang_e_d from the prior year. But an increase in
Budget (Surplus)/Deficit -0.6 0.0 0.0 0.0 maturities will boost gross borrowing to $26.9
Non-cash Adjustments -0.3 -0.9 -1.7 -1.9 billion, from $19.8 billion last year.
Investment in Capital Assets 3.6 4.9 6.0 7.1
Net Loans/Investments 23 L3 0.8 031 Assuming $1 billion is raised in retail savings bonds,
Net Financial Requirement 5.0 54 5.0 5.6 . .
bond/MTN issuance will see a commensurate

Maturities, Calls & Redemptions 14.8 21.5 15.6 13.3 increase, rising to $23.3 billion from $16.7
Total 198 269 206 1891 yjjlion in the prior year. But note that since that is
Sources: _ merely in line with greater maturities, the growth
gﬁShtgt‘ Casg Equivalents ‘;-j ‘2)-8 g-g 8-2 in the stock of bonds outstanding will not be

ort-term Paper . . -0. -0. . . . -
Bonds & MTNs 167 233 10.9 18.4 accglgratmg, with the projected $4.5 billion net
Retail Products 13 1.0 1.0 1.0 addition very close to the _2007/08 (esults. Further
CPP 0.3 0.6 0.7 0.0 ahead, gross bond/MTN issuance is expected to
Total 19.8 26.9 20.6 18.9 be lighter in 2009/10 and 2010/11, but less of
Net New Issues that will be devoted to covering maturities, and

Bonds & MTNs 4.2 4.5 6.9 6.5 more to a planned increase in capital spending.

Provincial net debt-to-GDP ratios will continue to
drop over that forecast horizon.

1 Includes CPP and savings bonds maturities
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