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Dear @ML A

It 1s my pleasure to present to you a report from The Conference Board of Canadzi
analyzing the City of Toronto’s fiscal situation. I am delighted that the Conference
Board was able to conduct this very important work.

The evidence could not be clearer that Canadian cities need a new approach in
order to be fiscally sustainable. In fact, several studies conducted by the
Conference Board indicate that, under the status quo, municipal governments will
soon be unable to meet their expenditure requirements, including investing in
urgently needed infrastructure upgrades. This is threatening both our quality of life
and competitiveness.

Our attached study shows that the City of Toronto is no exception. Although the
provincial and federal governments have begun to respond to Toronto’s fiscal
predicament, committed funding sources are not sufficient to sustain adequate
service levels and to undertake the level of investment necessary to close the large
infrastructure gap. Under the current fiscal arrangement, the City of Toronto’s only
recourse would be to increase its debt to unsustainable levels.
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The Conference Board believes that, if responsibilities are not uploaded from
Toronto to higher levels of government, the city will require access to either a sales
or income tax. Toronto’s population is aging and population growth is slowing,
meaning that the city’s main source of revenue—the property tax—will increase
much less rapidly than consumption- and income-based taxes. These latter two
taxes will track more closely with overall economic activity, which is expected to
grow steadily over the long run.

In addition, I personally believe in the principle of accountability, which requires
the level of government that delivers the service to raise the revenues to pay for it.
Therefore, higher levels of government should not merely transfer revenues raised
from consumption- or income-based taxes to the City of Toronto, but should go
one step further — they should grant the city the authority to levy the tax
themselves. I know that this principle was violated when both the federal and
provincial governments agreed to share a portion of their gas tax revenues with the
City of Toronto. But I would not have refused the revenue on principle.

I also believe that we should find a way to share this work as widely as possible,
using it to alert the public to the fiscal crisis that cities are facing. I, for one, could

make very good use of it. But I will wait for your approval before publicizing this
valuable information.

The Conference Board of Canada is fully supportive of the efforts currently being
made by city officials across the country to improve their fiscal situation. We take
great pride in the work we have done in this area. We hope that our work is helping
to raise this jssueso the top of the political agenda, where it belongs.

Sincerely, : J

Anne Golden

Encl.
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WHAT'S INSIDE

This study measures the fiscal capacity of the City of Toronto’s municipal government from
2005 to 20235. It shows that, although the Provincial and Federal governments have begun to
respond to Toronto’s fiscal issues, committed funding sources are not sufficient to sustain adequate
service levels and begin closing the large gap in required infrastructure spending. In fact, the
combined operating and capital annual funding shortfall is projected to reach $1.1 billion next
year, and will dramatically worsen unless the City generates significant growth from its revenue
base as assumed in the forecast, or from a new sharing of tax revenues. Incidentally, the annual
increase in Provincial and Federal revenues generated in Toronto is expected to be more than

$1.3 billion over the next five years, well in excess of the City’s annual deficit.
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Executive Summary

Introduction

A growing consensus is emerging that all municipalities in Canada need a new
approach to make them fiscally sustainable. In fact, The Conference Board of
Canada has issued numerous research papers indicating that the long-term fiscal
sustainability of municipal governments is in jeopardy, threatening Canadians’
quality of life and competitiveness.!

At first glance, Toronto’s local government may seem to be enjoying fine fiscal
health, since it continually balances its operating budget (which it is required to do
by law) has a stable credit rating and carries a low level of debt, at least relative to
other orders of government.

In fact, to balance its budget, Toronto’s local government has curbed both
operational and capital expenditures and increasingly relied on non-recurring
sources of funds to balance its operating budget and growing levels of debt
financing for its capital program. The forecast demonstrates that the City faces a
combined operating and capital annual funding shortfall of $1.1 billion by 2006 and
suggests that this situation will only worsen unless the City is able to generate
significant growth from its revenue base or from new revenue sources. It has to be
noted that the funding shortfall of $1.1 billion includes capital spending, which
should, in the view of The Conference Board, be at least partly debt-financed.

Expenditure Outlook

Total expenditures, which include operational and capital spending, are expected to
increase by an average of 4 per cent per year from 2005 to 2025 (see Table 1). This
will take total spending from $7.6 billion in 2004 to $17.1 billion in 2025.

Total expenditure growth was constrained to an average of 2.2 per cent per year
from 2001 to 2004. This is well below the common measure of inflation plus
population growth (roughly 2.9 per cent). In comparison, growth in federal and
Ontario government spending on goods and services averaged 5.1 per cent and 6.3
per cent per year, respectively, over the same period.

Weak capital expenditure growth has contributed to an infrastructure deficit. While
evaluating the size of this shortfall is difficult, the amount used for this study is $7.2
billion, which is the City’s share of a $60 billion shortfall estimated for the country
as a whole, and is considered reasonable given the relative age and concentration of
municipal infrastructure within the City compared to other jurisdictions.

The Conference Board forecast assumes that Toronto’s local government will
launch an infrastructure program in 2006, spending $360 million per year until
2025, resulting in the elimination of this $7.2 billion shortfall. As a result, capital

! See La Situation fiscale des municipalités québécoises, May 2003; A New Deal for the City of
Winnipeg, April 2004; and Canada’s Cities: In Need of a New Fiscal Framework, October 2004.
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expenditures are expected to increase 39.5 per cent in 2006, the first year of efforts
to close the infrastructure gap, and more than triple from $900 million in 2004 to $3
billion over the forecast period.

e Gross debt is forecast to rise from $2.8 billion in 2005 to $15.7 billion in 2025 to
finance this level of capital expenditure.

e In order to service the debt, interest and principal repayment charges in the

operating budget are expected to grow by an annual average rate of 12 per cent
from 2005 to 2025.

e This would lead to a huge increase in debt charges, which are expected to climb
from 9 per cent of property tax revenue to 39 per cent by the end of the forecast
period, in spite of healthy revenue growth.

e Operating expenditures, including interest payments on the debt, are expected to
grow by 3.6 per cent per year from 2005 to 2025. Excluding financing charges,
operating expenditures are forecast to increase by an annual average of 2.9 per cent,
which is the rate of increase needed to maintain a constant level of real per capita
program spending over the forecast period.

Revenue Outlook

e Total revenue growth at the local government level in the City of Toronto is
forecast to average just 3.3 per cent per year from 2005 to 2025.

e Historical data indicates that the City has relied on non-recurring revenue sources
increasingly in recent years —$251 million in 2004, the base year of the study.

e The forecast assumes that as population increases and economic activity continues
to grow, the City will attract new assessment and increase its total (residential and
non-residential) property tax revenues well in excess of inflation, averaging 3.8 per
cent percent annually over the forecast period.

¢ Non-residential property tax revenue is projected to grow by 4.3 per cent per year
over the period, or by $2.5 billion. This theoretical assumption is based on the City
achieving a proportionate share of healthy economic-growth-related assessment and
taxing capacity. It does not take current legislated restrictions into account, which
prohibit the City from raising property taxes on non-residential properties (since
they are above legislative thresholds), nor the recent trend of flat or negative non-
residential assessment growth despite rapid expansion in the whole economic
region.

e Residential property tax is forecast to grow at a decelerating rate over the next
several years. The ageing of the population will soon have detrimental effects on
household formation. This does not bode well for the residential tax base and, as a
result, residential property tax revenues are forecast to grow at a relatively modest
pace of 2.9 per cent over the forecast horizon.

The Conference Board of Canada 3
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The federal and provincial governments have begun to recognize that cities need a
“New Deal” to increase funding for municipal infrastructure renewal and for the
provision of quality services. Provincial and Federal gas tax revenue sharing plans
have been fully incorporated in the model. In the Federal case, the study uses the
figures from the Budget 2005 document and makes the conservative assumption of
a population based distribution within Ontario. However, revenue from gas taxes is
forecast to grow by a meagre 1.6 per cent per year from 2008 to 2025, which is well
below the expected rate of inflation.

Table 1
Summary — Local Government Annual Revenue and Expenditures, City of Toronto
(millions $)
2001-05 2006-10 2011-15 2016-20 2021-25
Total Revenue 6,593* 8,062 9,425 11,103 13,059
NA 3.5%%* 3.3 3.3 33
Operating Expenditures 6,478 7,891 9,496 11,303 13,238
3.1 4.2 3.7 34 3.1
Capital Expenditures 996 1,550 1879 2,293 2.783
Lo 10.0 4.0 4.1 38
Total Annual Average Shortfall*** N/A 1,067 1,111 1,099 1,036
2004 2010 2015 2020 2025
Gross Debt 2,096 5,761 9,112 12,260 15,686
13.5 12.4 7.9 52 5.0
Debt Service vs. Property Taxes 8 % 24 % 32% 37% 39%
*  Five-year average.
**  Average annual percentage change.
*** After elimination of debt service impacts in operating expenditures.
Sources: City of Toronto; Conference Board of Canada.

While these initiatives are welcome, this study shows they are not enough. Toronto
will need even more help (either through increased revenue sharing or reduced
financial responsibilities) to close the infrastructure gap, from revenues that are
likely to grow significantly over the period.

Provincial and Federal Tax Revenues in Toronto

The Conference Board of Canada

At the same time that the City is underfunded and overly reliant on debt and
property tax growth, Provincial and Federal revenues derived from the Toronto
economy are projected to grow significantly. As shown below, the average annual
increase in Federal and Provincial tax revenues from the City will be over $1.3
billion in each of the next S years.
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By way of comparison, the increase in provincial and federal revenues derived from
the Toronto economy in just one year is considered to be greater than the $1.1
billion shortfall faced by the City. -

The vast majority of the growth is from income tax and consumption taxes, which
are expected to increase in the order of 4 per cent annually, since this tax revenue
grows with both inflation and GDP. Gasoline taxes (currently the only category
shared with municipalities) represent a small portion of total revenue (less than 5
per cent), and are projected to grow at a much slower rate (1.6 per cent).

Summary — Average Annual Growth in Federal and Provincial Government Revenues in
the City of Toronto
(millions $)

2001-05 2006-10 2011-15 2016-20 2021-25
Direct Taxes — Persons 15,238 17,881 21,850 26,980 33,480
1.0 4.0 4.3 4.5 4.5
Direct Taxes — Corporations 4,986 6,871 8,419 9,463 10,079
-0.7 53 2.9 1.9 12
Sales Taxes 6,860 8,483 10,419 12,749 15,418
5.1 3.7 4.4 4.0 3.8
Gasoline Taxes 1,075 1,170 1,273 1,377 1,480
2.0 1.6 17 15 14
Total (of these four components) 28,158 34,405 41,961 50,570 60,457
466 1,352 1,593 1,804 2,122
1.6 4.1 4.0 3.7 3.6

Sources: Statistics Canada; The Conference Board of Canada.

Toronto’s municipal government will not be able to raise enough revenue under the
current fiscal framework, which includes the recent federal and Ontario government
gas tax initiatives, to fully address the infrastructure gap while at the same time
providing an adequate level of services.

Total expenditures are projected to outpace revenues by an average of 0.7
percentage points per year over the next 21 years. Even if the funding shortfall is
eliminated, the City’s revenues will not keep pace with expenditure pressures,
unless new revenues with significant growth characteristics are obtained.

Gross debt is forecast to rise to unsustainable levels, increasing from $2.1 billion in
2004 to $15.7 billion in 2025. Debt charges would grow rapidly, and climb from 8
per cent of property tax revenue in 2004 to 39 per cent by the end of the forecast
period. Natural or market limitations would intervene and constrain service and
infrastructure related expenditures long before this situation could occur.

The Conference Board of Canada 5
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What is to be done?

o The Conference Board concludes that the City of Toronto currently has an annual
shortfall, which will reach $1.1 billion next year, and that unless it is able to
increase property tax revenues in accordance with the forecast, this shorifall will
grow significantly. Again, the funding shortfall of $1.1 billion includes capital
spending, which should be partly debt-financed.

e Transferring a greater portion of gas tax revenue to cities is, of course, welcome,
but revenue from gas taxes is forecast to grow by a meagre 1.6 per cent per year
from 2008 to 2025, and therefore is likely insufficient to offset rising costs.

e Revenue growth from both the GST and PST in the City of Toronto is forecast to
average 4 per cent, compounded annually, from 2005 to 2025. Likewise, income tax
revenue growth in Toronto is expected to be over 4 per cent. Combined, these
sources will grow by over $1.3 billion each year over the next five years in Toronto.

e The evidence supports a conclusion that, without a reduced mandate or significant
offloading, cities require a portion of revenues collected from the GST/PST or
income taxes, or both. Given access to these new sources of revenue, the City of
Toronto could be set on a secure fiscal path.

e Toronto’s local government is in dire need of a new fiscal arrangement—either
through new revenue sharing or a reduction in financial responsibilities—to become
fiscally sustainable. The nation’s economic well-being depends on the prosperity of
its cities, as does the standard of living of all Canadians. It is thus incumbent upon
us to ensure that our cities are as economically healthy as we can help them to be.

The Conference Board of Canada 6
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Appendix A - Assumptions

The Conference Board of Canada

Other revenues will grow by inflation plus population growth from 2005 to
2025. This is a much faster pace than what has occurred over recent history.

The non-residential property tax forecast does not take Ontario Bill 140 into
account. This bill severely restricts the City’s ability to raise property taxes on
non-residential properties, since they are already above Provincial thresholds.
Additionally, as a mature urban centre the City has underperformed relative to
the overall economic region in attracting new non-residential assessment. It
could also be argued that the higher average tax rate relative to the rest of the
economic region has also come into play. In any event, the City of Toronto now
faces competitive limitations with respect to increasing non-residential taxation.
Therefore, without significant structural change, non-residential property tax
growth in the City of Toronto is likely to be much lower than the theoretical
levels incorporated in the forecast.

Operating expenditures, excluding debt charges, will also grow by inflation plus
population growth, which is the rate of increase needed to maintain a constant
level of real per capita program spending over the forecast period.

The infrastructure gap equals $7.2 billion in Toronto, which is the City’s share
of a $60 billion shortfall estimated for the country as a whole. Although this
amount is at the low end of the range of estimates found in the literature, the
$60 billion figure has been used frequently by the Federation of Canadian
Municipalities and represents a reasonable starting point.

Toronto’s local government will launch an infrastructure program in 2006,
spending $360 million per year until 2025, resulting in the elimination of this
$7.2 billion shortfall.

For illustrative purposes, the local government is allowed to run an operating
deficit over the forecast period. This operating deficit is not debt-financed.

The City of Toronto will be able to raise all of the debt needed to finance the
shortfall in the capital account.
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