Office of the Auditor General of Ontario

The Auditor General's
Review of the

2011 Pre-Election
Report on Ontario's
Finances






Office of the Auditor General of Ontario

To the Honourable Speaker
of the Legislative Assembly

I am pleased to transmit The Auditor General’s
Review of the 2011 Pre-Election Report on Ontario’s
Finances for submission to the Assembly in accord-
ance with the provisions of subsection 10(3) and
section 13 of the Fiscal Transparency and Account-
ability Act, 2004.

Jim McCarter, FCA
Auditor General

June 28, 2011



© 2011, Queen’s Printer for Ontario

Ce document est également disponible en frangais.

ISBN 978-1-4435-6897-5 (Print) Cover photograph provided by
ISBN 978-1-4435-6898-2 (PDF) © iStockphoto.com/MBPHOTO, INC.



Table of Contents

Synopsis 5

The Auditor General’s Statement on
the 2011 Pre-Election Report

on Ontario’s Finances 8
Background 9
Review Objective and Scope 10
Review Results 11
REVENUE ESTIMATES 11
Reasonableness of Revenue
Estimates and Assumptions 11
Personal, Sales, Corporations,
and Health Taxes 13
Other Revenues 14

Risks Relating to Revenue Forecasts 15

EXPENSE ESTIMATES 17
Reasonableness of Expense

Estimates and Assumptions 17

Salary Increases 19

Public Demand for Services 19

Cost of Goods and Services 21



Expense Estimates by Sector
Health Sector
Education Sector
Post-secondary and Training Sector
Children’s and Social Services Sector
Justice Sector
Large One-time Expenditures
Contingency Funds
Interest on the Public Debt

Risks Relating to Interest Estimates

THE RESERVE

21
21
28
29
30
33

34
35

35
36

37



The Auditor General’s
Review of the 2011
Pre-Election Report
on Ontario’s Finances

The government tabled its 2011 Pre-Election Report on Ontario’s

Finances on April 26, 2011, as required by the Fiscal Transparency
and Accountability Act, 2004 (Act). Under the Act, I am responsible
for reviewing this report to determine whether it is reasonable and
for providing a statement describing the results of my review.

The Act requires that the pre-election report provide an esti-
mate of Ontario’s revenues and expenses, by major component, for
the 2011/12, 2012/13, and 2013/14 fiscal years. A stated principle
in the Act is that the government’s fiscal policy should be based on
cautious and prudent assumptions.

We concluded that the government based its estimates of
revenues and interest on the public debt on prudent and cautious
assumptions. However, we concluded that many of the assump-
tions underlying its estimates for program expenses (that is,
expenses excluding interest on the public debt and reserves) were
optimistic and aggressive rather than cautious.

Program expenses have increased at an average annual rate of
7.2% over the last eight years. The program-expense estimates in
the pre-election report reflect a 1% average growth rate over the



next three years. However, if large one-time expenditures—such
as auto-sector support payments and infrastructure stimulus
spending—are excluded, the comparable growth rates are 6.9%
per year for the past eight years and 1.8% per year for the pre-
election report years. The government assumes that it will be able
to contain certain costs to achieve the decrease in future growth
rates. We felt that, for a number of these costs, this assumption was
based on an optimistic or aggressive outlook. For example:
Compensation costs (salaries, wages, and benefits) account
for more than 50% of program spending. The government
has indicated that it will not provide any additional funding
to ministries and broader-public-sector organizations such as
hospitals, school boards, and Children’s Aid Societies if they
are not able to negotiate a 0% compensation increase for the
first two years of future collective agreements with unionized
workers. In past negotiated settlements, public-sector salary
increases have often exceeded the inflation rate. Even after
the government’s announcement in 2010 that it would not
fund such increases, most collective agreements negotiated
since have still resulted in wage increases. We believe it is
optimistic to assume that there will be no net compensation
increases in the public sector and broader public sector in the
next two years.
Health-care costs make up about 42% of total program
expenses. The government is projecting that, over the next
three years, these costs will grow annually at only half the
rate that they have grown in the last eight years. As just
mentioned, the government indicated that it will not fund
any compensation increases in the health-care system. The
government also anticipates that it will find billions of dollars
in health savings to slow overall growth in health spending
despite continuing demand for the whole spectrum of health
services—from visits to physicians to patient stays in hospitals



and from home care for seniors to long-term-care beds. In
light of Ontario’s growing and aging population, we consider
this to be an aggressive rather than a cautious outlook.
Because the pre-election report makes a forecast about future
events, actual results will undoubtedly differ from the report’s
estimates. Given that many of the assumptions underlying the
expense projections are optimistic rather than cautious, there is a
heightened risk that actual expenses will be higher than estimated.
Unless revenue growth is higher than planned, annual deficits
may also turn out to be higher than planned. In that case, the
government will need to consider additional changes in policy or
operations to achieve its fiscal targets.
My formal review statement is presented on the next page, fol-
lowed by details on my observations and conclusions.
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The Auditor General’s Statement on the 2011 Pre-Election Report on Ontario’s Finances

To the Legislative Assembly of the Province of Ontario:

I am required by subsection 10(3) of the Fiscal Transparency and Accountability Act, 2004
(Act) to review and report on the reasonableness of the government’s pre-election report on the
province’s finances. Accordingly, I am reporting on the consolidated statement of estimated
revenue, expense, and reserve prepared by the Ministry of Finance for the three fiscal years
ending March 31, 2012; March 31, 2013; and March 31, 2014 as contained in the 2011 Pre-
Election Report on Ontario’s Finances tabled in the Legislative Assembly of Ontario on April
26,2011.

I have examined the support provided by the government for its estimates of revenues and
expenses and for the assumptions it made in preparing these estimates. My examination was
made in accordance with the standards for assurance engagements established by the Canadian
Institute of Chartered Accountants. I have no responsibility to update this report for events and
circumstances occurring after the date of my report.

In my opinion:

e The 2011 Pre-Election Report on Ontario’s Finances includes the fiscal information
required under the Act and complies with the presentation and disclosure standards
established by the Canadian Institute of Chartered Accountants for future-oriented financial
information.

e The assumptions relating to estimated revenues and interest on provincial debt for the next
three fiscal years are suitably supported, are consistent with the plans of the government of
Ontario, and provide a reasonable basis for forecasting revenues and debt interest, keeping in
mind that the degree of uncertainty with respect to assumptions increases the further in the
future the estimates relate to.

e Although a key principle of the Act is that Ontario’s fiscal policy be based on cautious
assumptions, many of the assumptions underlying the expense estimates are not cautious in
nature. Rather, they take an optimistic perspective with respect to the government’s ability to
constrain future costs. This is especially the case for compensation costs and costs associated
with the demand for health care. Together these costs constitute a major portion of total
expenses.

Because the revenue, expense, and annual deficit estimates are based on assumptions regarding
future events, actual results will vary from the information presented, and the variations may be
material. Accordingly, I express no opinion as to whether these estimates will be achieved.

Jim McCarter, FCA
Toronto, Ontario Auditor General
June 9, 2011 Licensed Public Accountant



The Fiscal Transparency and Accountability Act, 2004 (Act) estab-
lished a number of legislative requirements for both Ontario’s fiscal
policies and its fiscal plan. The Act states that Ontario’s fiscal policy
should be based on cautious assumptions. The Act also requires
that the Ministry of Finance (Ministry) release a pre-election
report about Ontario’s finances, to be reviewed by my Office. The
pre-election report is required to include the following:

the macroeconomic forecasts and assumptions that were used

to prepare the fiscal plan and a description of any significant

differences from those forecasts and assumptions;

an estimate of Ontario’s revenues and expenses, including

estimates of the major components of the revenues and

expenses set out in the plan;

details about the reserve required to provide for unexpected

adverse changes in revenues and expenses; and

information about the ratio of provincial debt to Ontario’s

gross domestic product.

The Act specifies that the circumstances governing the release
of the pre-election report may be prescribed by regulation. On
March 14, 2011, the government filed a regulation requiring that
the report be released within 30 days of the 2011 Budget motion—
the day on which the Budget bill is introduced and read for the
first time. The government introduced its Budget bill on March 29,
2011, and released the 2011 Pre-Election Report on Ontario’s
Finances on April 26, 2011.

The Act specifies that the pre-election report should provide
an update to the most recent fiscal plan, which in this case was
contained in the 2011 Budget. The government concluded that no



changes were needed to the Budget, so the fiscal projections pre-
sented in this report are the same as those contained in it.

The objective of our review is set out in section 10(3) of the Act,
which states, “The Auditor General shall promptly review the pre-
election report to determine whether it is reasonable, and shall
release a statement describing the results of the review.”

Auditors usually review information relating to financial trans-
actions that have already occurred. In contrast, the pre-election
report provides the government’s estimates of future fiscal results.
We therefore conducted our review using the guidance relating to
future-oriented financial information issued by the Canadian Insti-
tute of Chartered Accountants (CICA). In addition, we reviewed
the guidance provided by the American Institute of Certified Public
Accountants relating to the preparation and examination of finan-
cial forecasts and projections. This guidance calls for forecasts of
future-oriented financial information to be based on reasonable,
supportable, and internally consistent assumptions that manage-
ment believes reflect the most probable set of economic conditions
and planned courses of action.

Our review consisted of inquiry, analysis, and other procedures,
including examination of the government’s supporting documen-
tation for the estimates and for the key assumptions underlying
them. We also reviewed the government’s results-based planning
and budget processes, assessed historical trend data, and met
with Ministry of Finance officials as well as officials from other
ministries regarding the government’s expenditure forecasts and
related assumptions. In addition, because the government develops
the estimates for its future taxation revenues using forecasting
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techniques based on underlying economic data—such as growth
in the gross domestic product, inflation, consumer spending, and
wage and salary levels—we engaged an independent expert in the
area of econometric forecasting to assist us in our review of certain

revenue estimates.

The pre-election report segregates expected revenues for the next
three fiscal years by the following four components:
taxation revenues (approximately 70%);
transfers from the government of Canada (20%);
revenues from government enterprises, such as income from
the Liquor Control Board of Ontario, the Ontario Lottery Cor-
poration, Ontario Power Generation, and Hydro One (4%);
and
other revenues, such as those received for vehicle and driver
registration fees and electricity debt retirement charges (6%).
Figure 1 outlines the government’s estimated revenues for the
fiscal year ending March 31, 2011, and for the next three years.
The reasonableness of the revenue forecast, particularly for
taxation revenues, depends primarily on the government’s assump-
tions regarding the outlook for Ontario’s economy. Key economic
assumptions include Ontario’s projected real gross domestic prod-
uct (GDP), employment, and inflation.
We engaged an independent expert in econometric forecasting
to help us review the government’s assumptions and estimates for
several of the more significant tax revenues. Our expert advised us

11
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Figure 1: Estimated and Forecasted Revenues ($ billion)
Source of data: 2011 Ontario Budget

2010/11 2011/12 2012/13 2013/14

Taxation Revenue

personal income tax 23.8 25.5 26.9 28.5
sales tax 19.0 20.1 21.1 22.2
corporations tax 8.3 8.9 9.1 9.4
Ontario Health Premium 3.0 3.1 3.2 3.4
education property tax 5.8 5.7 5.7 5.6
all other taxes 11.5 12.0 12.2 12.6
Total Taxation Revenue 71.3 75.3 78.2 81.7
government of Canada 23.0 21.7 21.8 23.1
other non-tax revenue 7.5 6.9 6.9 7.0
Total Revenue 106.2 108.5 111.7 117.0

that the government’s outlook on overall economic performance
indicators was consistent with those projected by private-sector
forecasters. He noted more specifically that the projections for
overall economic growth—and thus for the main tax bases—were
slightly more cautious than those of the private-sector forecast-
ers. For instance, as seen in Figure 2, the government’s forecast of
Ontario’s real GDP growth is slightly below the private-sector aver-
age for each of the forecasted years.

We also noted that several private-sector organizations reached
similar conclusions on the government’s economic assumptions.
For instance, the Conference Board of Canada concluded: “The
Ontario Ministry of Finance’s economic projections for 2011 and
2012 are consistent with the Conference Board’s economic out-
look.” An analysis released by the TD Bank Economics Department
after the release of the 2011 Budget stated the following:



Figure 2: Private-sector and Pre-election Report Forecasts of % Growth

in Ontario’s Real GDP, 2011-13
Source of data: 2011 Ontario Budget

private-sector survey average 2.6 2.8 2.8

pre-election report 2.4 2.7 2.7

Consistent with the improved economic performance at
the tail end of 2010, forecasters have been marking up
their 2011 real GDP growth forecasts to about 3%. The
government has used a significantly lower 2.4%. Accord-
ingly, the revenue intake has only been upgraded by a
modest $1 billion since last year’s budget, leaving room
to surprise on the upside. Beyond next year, there is con-
siderably less prudence built into the economic growth
and interest rate projections, but overall we believe them

to be reasonable.

The Ontario Economic Forecast Council, an advisory body con-
sisting of private-sector economists, was established under the Fis-
cal Transparency and Accountability Act, 2004. The Act requires that
the Council give the Minister of Finance advice relating to macro-
economic forecasts and assumptions to be used to prepare the
Budget and the fiscal plan. The members of the Council reviewed
the Ministry of Finance’s economic assumptions in March 2011.

All three members found the assumptions to be reasonable and
reported this to the Ministry.

Our independent expert provided us with a report on the prov-
ince’s estimates of personal income tax, the harmonized sales tax,
corporations tax, and the Ontario Health Premium. These four
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sources of taxation revenue account for $57.6 billion of estimated
provincial revenue in 2011/12, or 76.5% of total expected taxation
revenues for that fiscal year. He concluded that “the forecasts for
the Personal Income Tax, Ontario Health Premium, Corporations
Tax, and the Ontario Sales Tax are reasonable.” He further stated
that his conclusions were based on his assessment of the reason-
ableness of the underlying economic and other assumptions, the
appropriateness of the revenue models used to project revenues,
and the overall reasonableness of the forecasts for the growth of
the specific revenue sources considered in relation to the combined
economic growth forecast.

We also assessed whether the average annual increase over the
next three years of 6.2% for personal income tax, 5.3% for sales
tax, and 4.2% for corporations tax seemed reasonable for an econ-
omy coming out of a recession. When we considered the growth
rates for these same taxes following the last two recessions, these
projected growth rates appeared reasonable.

Other primary sources of taxation revenue are employer health
tax, education property tax, gasoline tax, land transfer tax, and
tobacco tax. The estimates for these revenues were largely arrived
at using tax-forecasting models. We reviewed the reasonableness
of the assumptions used, the support for these assumptions, and
the methodologies for applying the forecasting models to arrive at
the tax-revenue estimates. We noted that the methodologies used
were consistent in each of the years covered in the report. As well,
we considered the reasonableness of the Ministry’s explanations
for the changes in expected taxation revenues from year to year.
Transfers from the government of Canada include Canada
Health Transfers, Canada Social Transfers, and equalization
payments. These three sources of federal revenue account for
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$17.5 billion in estimated provincial revenue in 2011/12, or 80%
of the total estimated federal revenue for that fiscal year. Our
assessment of these estimated revenues primarily consisted of
ensuring that the formulas and assumptions used for estimating
Ontario’s share of these federal transfers were reasonable and
applied correctly.

Government business enterprises provided the Ministry with
their net income estimates over the next three fiscal years. We
compared these estimates with historical trends and conducted
additional work to investigate any significant variances from one
year to the next. We also reviewed the business plans of the larger
organizations to ensure that their internal projections were consist-
ent with the amounts forecasted in the pre-election report.

For the larger non-tax revenue streams—such as vehicle driver
and registration fees, electricity debt retirement charges, and
power sales—we also reviewed the supporting documentation for
the estimates and analyzed changes in revenue amounts from one
year to the next.

Our independent expert advised us that, even though the gov-
ernment’s revenue estimates in the pre-election report can be
considered reasonable, economic and revenue forecasting is still
far from an exact science. The underlying economic forecasts are
subject to many risks. Members of the Economic Forecast Council
also echoed this sentiment, noting that instability in the Middle
East, higher energy prices, and the appreciation of the Canadian
dollar were factors that could adversely affect the revenue outlook.
Our expert also noted that, given Ontario’s heavy dependence
on exports to the United States, the large and growing debt arising
from record deficits in the United States, as well as other G-7 coun-

tries, was one of “many risks clouding economic prospects.” In the
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United States especially, “it is still far from clear that the required
steps will be taken to deal appropriately with the situation” and
“the risk is that foreign lenders will at some point be no longer
willing to finance the U.S. deficit at current interest rates and that
interest rates could increase substantially, undercutting the recov-
ery.” He went on to say that “to the extent that inflation increases
in China and other lending countries, they could also respond with
interest rate increases that could impact the availability of funding
for all borrowers including the United States Government and pre-
cipitate interest rate increases in the United States, which would
undercut growth.”

Our expert pointed out that, even in the absence of adverse
international risks, the Canadian economy faces domestic risks
that could undermine economic performance. These include the
recent increases in government and private-sector debt relative
to GDP and the relatively high levels of housing prices. A sharp
decline in housing prices, coupled with the high level of household
debt, could lead to a slowdown in consumer spending, which
again would undermine economic growth. These developments
could be exacerbated by any spike in interest rates precipitated by
international developments. There is also a risk that the federal
government, in dealing with its own deficit, might decide to cut
transfers to Ontario as various federal-provincial agreements come
up for renewal.

On the other hand, it is also possible that the province could
receive more revenue than has been forecast. Our expert noted
that factors that could result in such a situation “include a stronger
global recovery, and the usual tendency for an economy to
experience a period of stronger-than-average growth following a
recession.”

Overall, our expert was of the opinion that it is best “to build a
medium-term fiscal plan on prudent economic assumptions, which
call for slower than average economic growth.” On the basis of our
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work and that of our expert, we determined that the pre-election
report reflects these assumptions. Therefore, we concluded that
the government’s revenue forecasts for the next three fiscal years
and the assumptions underlying them were reasonable, keeping
in mind that the degree of assurance we can provide declines the
further in the future the time period in question is.

In preparing its expense estimates for the next three years, the
government could make assumptions that range from prudent and
cautious on the one hand to optimistic and aggressive on the other.
The Act, however, states that Ontario’s fiscal policy should be based
on cautious assumptions. We therefore reviewed the key assump-
tions underlying the government’s expense forecasts against this
principle, and we concluded that the assumptions underlying its
expense estimates reflect an optimistic or aggressive perspective.
As seen in Figure 3, the government has planned for overall
average annual growth of only 1.8% in program expenses (that is,
total expenses excluding large one-time expenditures and interest
on the public debt) over the next three years. This is significantly
below the 6.9% average annual growth in comparable program
expenses that the government has experienced over the past eight
years. Moreover, this is even slightly less than the government’s
projection for the average annual inflation rate for the next three
years of 2.1%.
We considered the following factors in assessing the reasonable-

ness of such a significant decline:

Salaries and benefits account for more than one-half of total

program spending. Therefore, any pay increase that staff in

ministries and organizations in the broader public sector such
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Figure 3: Actual and Projected Average Growth in Program Expenses by

Major Sector and Overall (%)
Sources of data: Public Accounts, 2011 Ontario Budget

health 71 3.6
education 4.8 3.0
post-secondary and training 8.6 2.4
children’s and social services 6.7 3.2
justice 5.8 (1.6)
other programs 9.6 (5.6)
Total 6.9 1.8

Note: Percentages exclude large one-time expenditures
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as hospitals, school boards, colleges, and universities receive
over the next three years could have a significant impact

on the public sector’s ability to reduce historic expenditure
growth rates.

Expenses for public services provided by the government are
directly related to the quantity of services that the public is
entitled to or demands. Such services range from those that
the government has less control over (such as social-service
benefits and medical services) to those that are more discre-
tionary in that, at least to some extent, the government can
decide how much funding it makes available for them (such
as long-term-care beds, home care for seniors, and post-
secondary enrollment funding).

The cost of goods and services purchased from the private
sector can be expected to rise as a result of inflation.



The government has indicated that its fiscal projections do not
provide for compensation increases. For non-unionized work-
ers, the government recently passed legislation to this effect. For
unionized workers, the government announced in the 2010 Budget
that there would be no funding for compensation increases in the
first two years of any future collective agreements. However, the
collective agreements that the government has negotiated in the
past eight years with the two main ministry unions—OPSEU and
AMAPCEO—included pay increases that in most cases exceeded
the rate of inflation. This was also the case with past negotiated
wage settlements for the OPP and across the broader public
sector. Teachers, nurses, university and college professors, and
members of other large groups have also often been successful
in negotiating pay increases above the inflation rate. Even since
the Budget announcement, across-the-board wage increases have
been awarded to some of these workers, with some increases being
significantly more than 2%.

Given historical as well as recent salary increases awarded to
public-sector workers, we believe that the assumption that public-
sector pay increases can be held to 0% is optimistic.

Many services are entitlements—that is, once a person qualifies
for the service, the service must be provided. Examples include
patient visits to doctors and hospital emergency rooms, child-
protection services provided by Children’s Aid Societies, disability
support benefits, and Ontario Works benefits. In other areas—such
as classroom sizes, long-term-care beds, and community mental
and physical disability support—the quantity and level of services
provided is more dependent on the amounts that the government
budgets for them.
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With respect to health care, one of the key factors affecting
demand is Ontario’s aging population. Figure 4 shows that the
government’s health-care spending per person rises significantly
after age 65, with the highest amount of spending on health care
occurring within the last few years of life.

Over the next decade, the percentage of the population aged
65 and over is expected to increase at three times the growth rate
of the general population. Specifically, the seniors population
increased from 13.2% of Ontario’s total population in 2007 to
13.7% in 2009 and is expected to increase to 14.1% in 2011 and to
16% in 2016. As Figure 4 illustrates, as the population ages, aver-
age per-person health-care spending will also rise.

The government believes that the impact of aging on health-
care costs will be negligible over the next three years. However,
our view is that, given the health demands of a growing and aging
population and an average growth rate in health expenses of 7.1%
per year over the past eight years, assuming that health-care costs
will rise much more slowly in the next three years cannot be con-
sidered cautious.

Figure 4: Health Spending per Person by Age, 2007 (Current Dollars)

Sources of data: Canadian Institute for Health Information, Statistics Canada

<1 1.1 9,188.0
1-4 4.4 1,292.6
5-14 12.0 1,047.6
15-44 42.8 1,706.3
45-64 26.5 2,823.6
65-74 6.9 6,883.1
75-84 4.7 11,843.7
65+ 13.2 10,330.7
85+ 1.6 20,702.4
Overall Average 3,127.0
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Normally, suppliers of goods and services tend to keep any price
increases to a minimum during a recession. This has been the case
over the past few years. However, the economy is coming out of a
recession, and the prices of commodities and other raw materials
are generally increasing. Private-sector suppliers will be striving to
pass such cost increases on to their customers.

The government undoubtedly has purchasing clout. But we
question whether that clout is sufficient to enable the government
to keep the prices it pays for private-sector goods and services from
growing more slowly than they have in the past eight years—espe-
cially in an economy emerging from the recent recession. Savings
already achieved from various supply-chain initiatives imple-
mented in recent years may be difficult to replicate in the future. It
will therefore be a challenge for the government to hold the prices
it pays for goods and services to less than the inflation rate.

To further assess the overall reasonableness of the government’s
assumptions and plans for managing expenditure growth, we
reviewed the specific assumptions the government has made for
particular program sectors, as well as the government’s plans to
deal with the known factors that impact costs in these program

areas.

Health-sector costs are largely driven by the public’s demand for
health care and the prices paid for services provided.

Specific factors that drive up costs include population growth,
aging of the population, increases in utilization (that is, the num-
ber of times a person accesses the health care system), and general
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inflationary cost increases. Figure 5 shows the annual increases in
these factors projected by the government in 2005 as well as two
more recent private-sector organizations’ projections of the impact
of these cost drivers. The government’s 2005 projection was that,
over the long term, these factors would drive up health-care costs
by 5.9% annually, while more recent estimates indicate that these
factors will result in annual increases in the 6%-7% range. A May
2011 report by the Health Council of Canada noted that annual
health spending across Canada increased by 6.7% between 2004
and 2010.

As Figure 3 shows, the pre-election report projects an average
annual increase in health-care expenses of only 3.6% over the
2011/12-2013/14 period, or about half the average annual growth
of 7.1% over the last eight years.

To state the obvious, no one wants to become ill, get injured,
or contract heart disease or cancer. In an ideal world, the only
health-sector costs would be for preventive care, but our health-
care needs are far greater. And health-care services are largely

Figure 5: Projected Annual Percentage Increases in Health-sector Cost

Drivers

Sources of data: Ontario Ministry of Finance; Charting a Path to Sustainable Health Care in Ontario,
TD Economics Special Report by Don Drummond and Derek Burleton; Chronic Healthcare Spending
Disease: A Macro Diagnosis and Prognosis, C.D. Howe Institute

Government C.D. Howe

of Ontario TD Economics Institute

(2005) (2010) (2011)
utilization/demand 1.5 2.0
population aging 1.1 1.0
population growth 1.1 1.0
inflation 2.2 2.5

Total 5.9 6.5 6.4

22



non-discretionary—when people get sick or injured, they need,
and the government must provide, the services.

In summary, health-care costs are affected by a wide range
of factors, and many are beyond the government’s control. But
they all must be taken into account in forecasting how much
costs will rise in the future. It is not unreasonable to assume that,
unless there are changes in the kinds of health-care services the
government funds or there are significant cost inefficiencies in the
health-care system that the government can address, the past trend
of annual increases in health-care costs of about 7% may well con-
tinue. The government’s view, however, is that it can implement
strategies and policy changes to mitigate the impact of health-care
cost drivers and cut the annual average growth rate of the past
eight years in half.

To assess the reasonableness of this view, we examined the
expense estimates for five individual health-care programs with
annual operating expenditures of more than $1 billion. Total
annual expenditures in these five areas in 2010/11 were $37.3 bil-
lion, more than 80% of total annual expenditures in the health
sector. Figure 6 summarizes the annual growth in expenditures for
each over the past eight years compared to the forecasted growth
rates for the next three years.

The actual growth in hospital expenditures has averaged 6% per
year over the past eight years. Over the 2011/12-2013/14 period,
the government has budgeted for these expenditures to grow at
an average of a little more than half that rate, or 3.3% per year.
The expense estimates assume that the hospital sector will achieve
savings totalling $1 billion between 2011/12 and 2013/14. Some
of the strategies that the Ministry of Health and Long-Term Care
informed us it would use to realize these savings include:
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Figure 6: Actual and Projected Growth in Expenditures for Five Areas of
the Health Sector

Source of data: Ministry of Finance

Actual Projected
2003/04- 2011/12-
2010/11 2013/14

hospitals 15.6 6.0 3.3

Ontario Health

Insurance Plan (OHIP) . 8.0 &)
drug programs 4.3 6.7 3.5
long-term-care homes 3.5 8.6 4.2
gz:lgzmty Care Access 20 79 23
Total 37.3
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relieving pressure on hospital acute care by strengthening
community care (that is, long-term care-homes and home
care for seniors through Community Care Access Centres);
implementing the provisions of the Excellent Care for All

Act, 2010, which include establishing quality committees,
putting annual quality improvement plans in place, and link-
ing executive compensation to the achievement of quality
improvement targets;

continuing to require hospitals to sign accountability agree-
ments, under which service delivery is based on set perform-
ance measures;

linking hospital funding to the population or type of patients
a hospital serves; and

rolling out eHealth (electronic health care) to enable better
sharing of health information and create a more cost-effective
health-care system.



Because the Ministry is still working on these strategies, it was
unable to provide detailed plans or quantify the savings that it
hoped would result from each of them.

One of the government’s key assumptions is that hospitals can
limit their expenditure growth to about 3% per year by holding
unionized hospital workers to a 0% increase in compensation.
Given past wage settlements—such as the Ontario Nurses’ Asso-
ciation’s recent three-year contract awarding nurses an average
annual pay raise of about 1.5% and increases in their benefits—we
believe such an expectation is optimistic rather than cautious.

The government has indicated that it will be up to hospitals
to operate within their funding allocation regardless of how they
manage the savings and compensation pressures they face. There-
fore, if hospitals do not find $1 billion in savings and do not suc-
ceed in freezing compensation, they will likely run deficits or may
have little alternative but to cut services.

OHIP is a demand-driven program in that the payments that the
government must make to physicians and other health-care profes-
sionals are driven by insured Ontarians’ demand for the wide range
of covered health-care services these professionals provide. The
growth in OHIP payments has averaged 8% per year over the past
eight years. Over the 2011/12-2013/14 period, the government is
planning on limiting this growth to half that, or an average of 3.9%
per year.

One of the government’s key assumptions is that it will pro-
vide no additional funding for compensation increases in future
agreements with the Ontario Medical Association (OMA). This
is expected to limit the growth in estimated OHIP payments by
$500 million in 2012/13 and by another $1 billion in 2013/14.
However, since 2000, the OMA has generally been successful in
negotiating fee increases for Ontario’s doctors in excess of the
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inflation rate. That there will be no increase for health-care profes-
sionals when the current OMA agreement comes up for renewal

in April 2012 is clearly an aggressive rather than a cautious
assumption.

As with hospitals, it will be up to the Ministry of Health and
Long-Term Care to find other savings within the funding allocated
for OHIP to offset any fee increase. One strategy is the promotion
of family health teams as an alternative to fee-for-service OHIP
billings. Another cost-containment strategy that governments have
used in the past is to cap the amount physicians can bill in a given
year. However, such a cap could well result in an overall reduction
in services (for example, longer wait times for surgeries and phys-
icians providing fewer services and reducing office hours).

The Ministry advised us that it expects to achieve further sav-
ings in OHIP of $550 million over the next three years through
such initiatives as restricting Vitamin D testing, eliminating the
requirement for pre-operation electrocardiograms for cataract
and certain other types of elective surgery, and restricting the use
of sleep studies. However, the Ministry could not provide us with
adequate support for its estimated savings from such initiatives.

On average, drug program costs have grown by nearly 7% per year
over the past eight years. The government is planning to limit this
growth over the next three years to about half this rate, or 3.5%
per year.

In contrast to what we found with most of the other major areas
of the health sector, the government did have more definitive
plans for containing drug program costs. It first began to reform
the provincial drug system in April 2006. The centrepiece of these
reforms was the expanded use of generic drugs, which cost less
than brand-name drugs. The reforms enabled the government to
reduce the costs of the largest program, the Ontario Drug Benefit
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Program, by almost $800 million by 2009/10. In June 2010, the
government announced a further package of reforms that included
setting generic drug prices at 25% of brand-name prices. It esti-
mates that these recent reforms will reduce Ontario Drug Benefit
Program costs by an additional $250 million over the 2011/12—
2013/14 period.

Given the cost-containment actions taken to date and currently
under way, we concluded that the government’s projection that
the annual increase in drug costs will be half that of the past eight
years was reasonable.

The expenses incurred by both long-term-care homes and Com-
munity Care Access Centres (CCACs) are largely related to provid-
ing services to seniors. Most residents of long-term-care homes
are seniors, while CCACs provide nursing and other home-care
services to enable seniors and others to live at home.

Long-term-care home costs have increased an average of 8.6%
per year over the past eight years. Over the 2011/12-2013/14
period, the government plans to hold growth in expenditures to
an average of 4.2% per year, or about half of the past growth rate.
The growth in CCAC expenditures has averaged 7.2% per year over
the past eight years. The government’s forecast for the 2011/12—
2013/14 period assumes that growth in CCAC expenditures will
average 2.3% per year, or only about one-third of the past growth
rate.

While the other major areas of the health sector discussed previ-
ously are primarily entitlement-based, in that patients/recipients
are entitled to be funded if certain eligibility or other conditions
are met, the funding of long-term-care homes and CCACs is much
more at the discretion of the government. So at least theoretic-
ally, it should be easier to stay within spending targets. However,
as discussed in the Hospitals section, we were advised that a key

27



strategy for containing growth in hospital expenditures is increas-
ing community home-care support and long-term-care availability
to enable more acute or alternative levels of care for patients
discharged from hospitals. Because this will increase demand and
therefore expenses for both long-term-care homes and CCACs,
which currently already have wait lists, we concluded that the gov-
ernment’s assumption that both programs will be able to signifi-
cantly reduce their annual expenditure growth rates is optimistic
rather than cautious.

The annual growth rate in education-sector expenditures over

the past eight years has averaged 4.8%. The government plans to
reduce this growth rate to an average of 3% per year over the next
three years.

Two key factors drive education expenses:

student enrollment (both at elementary schools—including
enrollment in the recently instituted full-day kindergarten
program—and at secondary schools); and

teacher and support-staff compensation (excluding teacher
pension benefits), which makes up about 80% of total educa-
tion-sector expenses of $22 billion.

We reviewed the data on which the Ministry of Education’s
enrollment projections for the next three years were based. We
concluded that the Ministry’s assumptions were realistic, reflecting
a very gradual but consistent decline in enrollment.

Compensation—the other major cost driver in the education
sector—make up most of the $14 billion in operating grants pro-
vided annually to elementary and secondary school boards. Over
the last eight years, the average growth rate in operating grants
to school boards was 5.8%. The government plans to limit this
growth rate to an average of 1.8% over the next three years. To
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help achieve this, the government assumes that, when the current
collective agreements with teacher and other unions expire in
August 2012, school boards will be able to negotiate a 0% increase
in compensation for the next two years. Under their current agree-
ment, most teachers are receiving a 3% annual salary increase.

In discussing the reasonableness of assuming a 0% compensa-
tion increase, the government informed us that, as is the case with
hospitals, school boards will be expected to operate within their
funding allocation regardless of the result of their compensation
negotiations with teacher and other unions. Operating agree-
ments between school boards and the province do not allow school
boards to run deficits, so if school boards cannot hold teacher and
other unionized employee compensation increases to 0%, they will
have to find other ways of saving money to offset the amount of
any compensation increase. The government estimates that a 1%
increase in teacher salaries would add $160 million more each year
to education costs. If offsetting savings cannot be achieved through
efficiencies, school boards will be forced to reduce services.

The government’s statement that health care and education
are two of its most important priorities and its statement in the
2011 Budget that deficit reduction measures will not be achieved
“by putting vital public services at risk” will put school boards
and the government under pressure to maintain current service
levels to students. In light of this, we believe the assumption that
either future school-board collective agreements will result in 0%
compensation increases or that school boards will be able to find
savings elsewhere to offset any compensation increases, without
making service cuts, is optimistic.

Programs providing grants for university and college operating
expenses account for more than 65% of post-secondary and
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training-sector expenditures. Grants under these programs have
grown by an average of 7.3% per year for universities and 6.5% per
year for colleges over the past eight years. The government plans to
reduce average growth in these grant program expenditures over
the next three years to 2.2% per year for universities and 3.6% per
year for colleges.

Post-secondary operating grants are discretionary—the govern-
ment has leeway in deciding how much funding to provide the
province’s 20 public universities and 24 public colleges. Universi-
ties and colleges, in turn, base the enrollment spaces they make
available to students on the funding they receive and the tuition
fees they charge. The planned expenditure growth rates given in
the pre-election report are intended to fund enrollment increases
of about 2.2% per year over the next three years, resulting in new
spaces for more than 60,000 students by 2015/16.

The expenditure growth rate of 7.3% over the past eight years
included the effect of the elimination of Grade 13 in 2002. This cre-
ated a double cohort of undergraduate students that significantly
increased the need for additional enrollment spaces and funding
and helps account for the disparity between the historic and pro-
jected expenditure growth rates. Given that the double cohort was
a one-time event and that spending on colleges and universities is
discretionary, we believe that the government’s projection of a sig-
nificant decline in expenditure growth rates for the post-secondary
sector is reasonable.

Children’s and social-services-sector expenditures have grown on
average by 6.7% annually over the past eight years. The govern-
ment plans to reduce this growth rate to half that or to an average
of 3.2% per year over the next three years.
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Social assistance and child protection services make up the bulk
of program expenditures in this sector. Such programs are largely
of an entitlement nature—the government is obligated to make
payments to individuals that meet program eligibility require-
ments. Three specific programs represent more than half of total
expenditures in the sector. Two are social assistance programs—
the Ontario Disability Support Program (ODSP) and Ontario
Works—and the third is Child Protection Services (provided pri-
marily by Children’s Aid Societies).

ODSP and Ontario Works provide benefits such as basic needs
allowances, shelter allowances, special diet allowances, and dental
benefits to eligible recipients. The main factor that affects program
costs is the number of eligible recipients, which makes up program
caseloads.

Figure 7 shows the average annual increases in total benefit
costs and caseloads for both programs, comparing past actual per-
centages to future projected percentages.

Figure 7: Actual and Projected Growth in Social-assistance
Expenditures and Caseload (%)

Sources of data: Ministry of Community and Social Services, Public Accounts
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By 2013/14, the expenditure growth for both programs is
targeted to be significantly lower than that experienced over the
past eight years—about a 70% reduction in the ODSP expendi-
ture growth rate and down to a zero expenditure growth rate
for Ontario Works. Caseload growth rates for both programs are
also projected to decline significantly—by more than 60% for
ODSP and, for Ontario Works, to an actual decrease in individuals
entitled to benefits.

The Ministry of Community and Social Services initially based
its projections on expected changes in demand—driven by, for
example, Ontario’s growing population and declining unemploy-
ment as the economic outlook improves. However, the Ministry
then reduced the initially projected growth rates on its assumption
that savings will result after 2012, when a committee reviewing the
province’s social assistance programs is to issue recommendations
aimed at making these programs more financially sustainable.
Assuming that any future recommendations will result in reduced
caseload growth rates for both ODSP and Ontario Works is aggres-
sive rather than cautious.

On the other hand, demand for Ontario Works benefits, in
contrast to that for ODSP, tends to be more short-term and fluctu-
ates with Ontario’s economy. Therefore, while the significant
reduction in ODSP caseload growth rates will be more challenging
to achieve, some decline in Ontario Works growth rates is a reason-
able expectation.

The Ministry of Children and Youth Services is required by legisla-
tion to help any child or youth at risk of being abused or neglected.
Child Protection Services Program costs have grown over the past
eight years by an average of 5.3% per year. The Ministry plans to
reduce growth over the next three years to a much lower 0.7% per
year.



The salaries of employees of child- and youth-sector agencies
and boarding costs for children under protective custody account
for more than 85% of child protection expenditures. The projected
estimates assume no additional funding to child and youth agen-
cies for compensation increases in the first two years of their next
collective agreements. However, 14 of the 23 agreements negoti-
ated since the compensation restraint measures were announced in
2010 resulted in wage increases.

The Ministry plans to achieve other savings by consolidating 21
of the 53 Children’s Aid Societies across the province. However,
the expected savings from this initiative total only about $9 million
and would not materialize before 2013/14.

The Ministry advised us that, as with other organizations
charged with providing services to the public, it will be up to
Children’s Aid Societies to fulfill their child protection respon-
sibilities within the funding they have been allocated. At the same
time, Children’s Aid Societies are required by law to provide their
services to every child needing them. We noted that, in 2010/11,
only 18 of the 53 Children’s Aid Societies were able to provide
the required services within their funding allocation. Given that
Children’s Aid Societies are legally required to provide child protec-
tion services, we again felt that the assumption that expenditure
growth can be constrained to an average rate of only 0.7% per year
over the next three years was on the optimistic side.

Most justice-sector expenditures are for correctional services, prov-
incial policing, and legal aid. Justice expenditures relating to these
areas have grown by an average of 5.8% per year over the past
eight years. The government has planned for expenditures in this
sector to actually decline by an average of 1.6% per year.
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Expenditures over the past eight years have included a number
of capital projects, such as the building of correctional facilities.
These projects are near completion and will no longer require
funding after 2012/13. Such capital-project costs are treated as an
expense in the justice sector, so the windup of these capital projects
accounts for much of the projected decline in the justice-sector
expenditure growth rates. However, investment in such assets
is treated differently in the province’s financial statements. The
result is that, from a bottom-line perspective, the windup of these
projects has little impact on total provincial expenses as estimated
in the pre-election report.

In the justice sector, salary expenditures account for 50% of
total expenditures and will increase in the next three-year period.
For instance, Ontario Provincial Police (OPP) officers will receive
an 8.5% wage increase starting in 2014, and the correctional offi-
cers’ collective agreement is up for renewal in 2013. Although the
government plans for a zero salary increase in the next agreement,
there is a risk that this will not occur. As well, the 2014 OPP wage
increase was not included in the government’s 2013/14 expense
estimate. Nevertheless, we estimated that these committed and
potential wage increases will not significantly affect the projected
decline in expenditure growth.

One of the most significant areas where the government is plan-
ning to control expenditure growth is time-limited or one-time
expenses. Major one-time expenses are projected to decline from
$3.6 billion in 2010/11 to $1 billion by 2013/14. Recent examples
of such expenses are infrastructure stimulus spending to help the
province emerge from the global recession and auto industry sup-
port. The most significant of these—stimulus spending—is being
phased out because of the improving economic environment. In



light of this, we believe that it is reasonable to assume that spend-
ing in this area can be substantially decreased from the levels of
the recent past.

Program expenses also include a contingency fund in each year to
cushion the impact of unfavourable variances from the fiscal plan’s
assumptions. In each of the next three fiscal years, the government
has included $700 million for such contingencies, or a total of

$2.1 billion.

In the last pre-election report, the government set aside con-
siderably more contingency funding—a total of $3.3 billion. While
$700 million per year will help mitigate some of the risks associ-
ated with the government’s assumptions, we believe that a much
larger contingency fund will be needed to fully mitigate the risks
associated with what we believe to be a generally optimistic set of
expense assumptions.

In contrast to program expenses, which reflect the costs of deliv-
ering services to the public, interest on the public debt is primarily
based on the province’s growing debt burden and market forces
that largely determine the interest rates that the government must
pay.

The government’s estimate of the cost to service its debt in
2010/11 is $9.5 billion. The government is forecasting that this
cost will grow by nearly 10% per year, rising to $10.3 billion in
2011/12, $11.4 billion in 2012/13, and $12.6 billion in 2013/14.
We reviewed the forecasting methodology used to make these esti-
mates, examined the supporting documentation, and reviewed the
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forecasting model and assumptions used with senior staff at the
Ontario Financing Authority.

Interest expense for the province’s existing debt, most of which
is long-term, is projected using the interest rates the province is
committed to pay until the debt matures. Interest expense for
the province’s 2011/12 and 2012/13 projected borrowings is
estimated using interest-rate forecasts of private-sector economists
for the 2011 and 2012 calendar years. The interest expense for the
province’s 2013/14 projected borrowings is based on the historical
10-year average of interest rates.

Figure 8 shows that the government’s forecasts of interest
expense have been on the prudent side over the last four years—
actual interest costs have been below the costs forecasted each
year.

We acknowledge the government’s track record of being pru-
dent in its past forecasts of interest expense, and we believe that
the assumptions underlying the government’s interest expense
projections for the next three years are reasonable given the cur-
rent economic outlook.

The government estimates in the pre-election report that a 1%
change in 2011/12 borrowing rates would impact interest expense
by $500 million in that year. Even though we believe that the

Figure 8: Estimated and Actual Interest Expense ($ million),
2007/08-2010/11

Source of data: Public Accounts

estimated 9,123 8,891 9,301 9,961
actual 8,914 8,566 8,719 9,527
over-estimated amount 209 325 582 434
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government’s forecast of future interest rates is reasonable, interest
rates are driven largely by economic factors that are outside the
control of government. A sudden unforeseen spike in global inter-
est rates would significantly increase the government’s interest
expense.

The Act requires that the government’s fiscal plan include a
reserve. In contrast to contingency funds, which are meant to offset
the consequences of the fiscal plan’s assumptions not being borne
out, the purpose of the reserve is to offset the impact of unexpected
and adverse future events of the magnitude of, for example, a
SARS outbreak (such as that in 2003) or a global recession (such
as that in 2008). The government’s fiscal plan includes a reserve

of $0.7 billion in 2011/12 and $1 billion in each of 2012/13 and
2013/14.

Given that the reserve has been established to respond to
unexpected future events, it is not possible to conclude on the
appropriateness of the amount. We therefore note only that the
government has complied with the Act by including a reserve in its
fiscal plan and that the total reserve of $2.7 billion is roughly com-
parable to the $3 billion reserve in the 2007 pre-election report.

37



Office of the Auditor General of Ontario

Box 105, 15th Floor
20 Dundas Street West
Toronto, Ontario

M5G 2C2

www.auditor.on.ca

ISBN 978-1-4435-6897-5 (Print)
ISBN 978-1-4435-6898-2 (PDF)



	2011pre-election_web_en.pdf
	Synopsis
	Background
	Review Objective and Scope
	Review Results
	Revenue Estimates
	Reasonableness of Revenue Estimates and Assumptions
	Personal, Sales, Corporations, and Health Taxes
	Other Revenues

	Risks Relating to Revenue Forecasts 

	Expense Estimates
	Reasonableness of Expense Estimates and Assumptions 
	Salary Increases
	Public Demand for Services
	Cost of Goods and Services 

	Expense Estimates by Sector
	Health Sector
	Education Sector
	Post-secondary and Training Sector
	Children’s and Social Services Sector
	Justice Sector

	Large One-time Expenditures
	Contingency Funds 
	Interest on the Public Debt
	Risks Relating to Interest Estimates


	The Reserve



